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SCOPE AND CONTENTS# The thesis makes a detailed statistical
examination, from 1870 to the present, of changes in Can-
ada's current account balance of payments relative to
Swings in the domestic business cycle, It reveals a
strong tendency for the trade and current account balances

to deteriorate in periods of economic expansion and to ime
brove when the economy is contrécting, An hypothesis is
developed to explain this pattern of cyclical behaviour,
clical changes in domestic iﬁvestment to exceed changes in
domestic saving. The importance in the Canadian economy
of a foreign trade acceleration effect, together with ac-
commodating cyclical swings in the inflow of long-term

capital, appear to be the primary causes of this tendency.
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PREFACE

This fhesis represents an examination of thg'Canadian current
account balance of payments, for the purpose of relating changes in
thé balance to the douestic business cycle: Although t?ere appears to
be general recognition of a traditional inverse felatiogship between
Canada's current account balance and the level of prosperity in this
country (that is, a large deficit when the Canadiaﬁ economy is expand-
ing and a smaller deficit or a surplus when the.economy is depressed),
the author is unaware of  any detalled study of the precise relation-
ships which have existed in the past gr‘of the factors underlying them,
The study was inspired in part b& the seemingly unusual current account
behaviour after 1957, when relatively large deficits persisted in the
face of several years of slow economic growth,

The author gratefully acknowledges the assistance of Professor

- R, Thompsony thesis—advisor, for the sense of direction which he con-

tributed to the project and for his many comments and suggestibns.
The author also wishes to thank his wife and family and his employer,
The Mutual Life Assurance Company of Canada, for the understanding and

encouragement which they gave.
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INTRODUCTION

Purpose

Our thesis concerning the cyclical behaviour of{the Canadian
current account balance of payments has three main purposes. Firsf9 we
shall'make a detailed examination éf the available statistical data in
order to determine whether any significant relationship has existed be-
tween the buéiness cycle and the current account balance of payments,
and if so, its nature and the consistency of its appearance.

If our statistical analysis should reveal the existence of a
reasonably strong and consistent pattern of cyclical behaviour in tﬁe
Canadian current account balance, our second majér purpose will be to
determine the cause or causes of such behaviour. In other words, we

wish to develop, a priori, an hypothesis which can explain the relation-

ship in Canada between the business c¢ycle and the current account
balance.

Finally, we wish to investigate more recent behaviour of the
current account balance relative to the business cycle, particularly
since 1956, in order to determine whether experience during this period
differed from that in earlier years. If so, then we must examine the
probable causes of the variation and incorporate them into our ﬁrevious_ '

hypothesis.

T TR



2.

- Summary of Our Hypothesis and Its Development

Before undertaking a statistical comparison of the business
cycle and the Canadian current account balance>of payments, we shall E
describe briefly an hypothesis which, if correct, should eneble us to
predict the type of relative.behaviqur one might expect to find. To
do so0, we shali make three basic aésumptionsa These propositions and
their implications, which are merely outlined at this poiﬁt, will be
analysed more carefully in a later chapter.

Our first assumption concerns Canada's relative factor endow-
ment, in particular its abundance of natural resources relative to
other domestic factors vis—a-vis other countries. The result has been
a concentration of production due to specizlization in relatively few
resource products which has led; in turn, to a heavy dependence on for-
eign trade. Not only must Canada rely on foreign markets to absorb
large volumes of resource products, but it must also depend on imports
to supplement domestic production of many other goods and services.
known or suspected natural resources have remained undeveloped, A
desire to develop these resources implies that, relative to other coun-
tries not so endowed, a large part of Canadian national income is
vsually devoted to domestic investment. Consequently, one miéht expect
to find a tendency in Canada for domestic investment to exceed domestic
saving., However, using the national accounts identity 'saving equals
investment' it can be shown that if. domestic investment exceeds.domes—A

tic saving, then imports of goods and services must be correspondingly



2.

greater than exports of goods and services. To develop its resources,

Canada ordinarily borrows foreign factors of production, which is equi-

T THE T

valent to running a deficit on its current account 5a1ance of payments,
At the same time, the foreign capital required to finance this deficit
is attracted by investment oéportunities in Canada, particularly in the
resource industries, ‘.

We believe that few readers will object to this initial assump-
tion that Canada possesses large quantities of natural resources, a
sizable portion of wﬁich are undeveloped, relative to other domestic
factors., Therefore, it provides a good starting point for our hypoth-
esis and establishes the general characteristics of Canada's interna-
tional economic position, namely a debtor-raw material country dependent
on foreign trade.

Secondly, we assume the existence of a foreign trade accelera-
tion effect in the Canadian economy; in other words, any change in ex-
ports tends to induce a significant change in domestic investment. We
“do not wish to limit ourselves to a narrow interpretation of the for-
eign trade acceleration effect, nor do we suggest evén an approximate
value for it. We shall refer only to a general tendency whereby any
significant swing in Canadlan export sales is reflected in a large
change in domestic ipvestment. A change in exports will not Bnly direc-
tly affect investment in the export industries, but.it will also have
an induced effect on capital expenditures in other industries bécause
of the accompanying change in national income.

In our third key proposition, we suggest that the desige by

non~-residents to invest in Canada varies directly with the business



~cycle and that'cyclical fluctuations in long-term capital inflows are
likely to be quite large. During pefiods of prosperity in Canada, for-
eign capital will find the attractiveness of C;nadian investments
greatly increased; conversely, when the Canadian economy is contracting,
there will be much less desife by non-residents to invest in Canada.

At this point,-we are taking for granted the basic underlying attrac-
tions which draw foreign capital to Canada.

Assuming the existence in Canada of first, abundant undeveloped
natural resources relative to domestic labour and capital, and second,
a large forejign trade acceleration effect, we suggest that domestic in-
vestment will tend to increase faster than domestic saving during a
cyclical business expansion and that domestic investment will tend to
decrease faster than domestic saving during a contraction. Furthermore,
this tendency will usually be complemented by a c¢yclical variability in
Jong=term capital inflows which permits cyclical changes in the differw

ence between domestic investment and domestic saving to proceed without

T T ©

significant constraint from either Canada's foreign exchange rate or its
exchange reserves, Although it is not essential, we also expect to find
that cyclical changes in Canadian imports of investment goods play a
major role in the balance of payments adjustment process.

Consequently, a reasonable preliminary hypothesis conéerning the
cyclical behaviour of Canada's current account balance appears to be as
follows: during periods of prosperity, domestic investment in Canada
tends to increase both absolutely aund relative to domestic saving and
Canada's current account position deteriorates; conversely, whén the-Canu

adian economy is contracting, domestic investment tends to fall .more
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rapidly thanAdomestic saving and the currént accouné position
improves.l .

Given the above-mentioned tendency forAdomestic investment in
Canada to exceed domestic saving, we can add the following.corollary
fo the hypothesis: only when Canada experiences a relatively severe
and prolonged recession is the improvement in the current account bal-
ance likely to be sufficient to move it into a surplus position.

Before outlining the content of subsequent chapters, we should
point out that the tjpe of c¢yclical variation in Canada's current |
account balance described in the above hypothesis has been observed pre=-
viously. The Economic¢ Council of Canada noted "a recurrent pattern of
large deficits in (Canadian) merchéndise trade and current account pay-
ments during periods of high-level activity and smaller deficits in pay~
ments during periods of slower g:r‘ou.d:h",-2 The Council also stated that
"the larger deficits have been associated With high and rising domestic

n3

investment and substantial long-term capital inflows

during the depression beginning in 1929, observed a similar type of be-

haviour--although exports declined, imports fell even more and the trade

- Professor Edward Marcus, describing Canadian external trade =

Care should be taken to avoid any connotation of ‘unfavour-
able' or 'favourable! in the terms 'deteriorate' and 'improve!',

Economic Council of Canada, Economic ‘Goals for Canada to 1970
(Ottawa: - Queen's Printer, 1964), p.79.

3 Ibid., p. 79.

TTRTHITI



balance moved from a deficit to a surplus position. However, Marcus

also suggested that the adjustment process during this period did not

A 1 11

operate as one might ordinarily expect "of a typical debtor-raw mater-
ial country like Canada",# implying that rigidities would ordinarily
limit the change in imports rélative to that in exports. He went on
to attribute thé outcome to "the intimate relation of money-capital
imports, imports of producers' goods and domestic investmént”.5
Therefore, the pattern of behavioﬁr described in the hypothesis
has been recognized by others; in most cases however, the observations
included a relatively brief period of time, and there seems to.have
been some doubt whether such behaviour was a normal characteristic of
the Canadian economy. By making a comprehensive statistical -analysis
of the cyclical behaviour of Canada's current account balance from
shortly after Confederation to the present time, we hope to determine
if, in fact, the balance has consistently behaved according to our hy-

péthesis, Finally, we note that our desire to investigate this partin

“cular topic stems in part from the- apparently unusual current account
behaviour following 1956 when relatively large deficits, which persisted
despite economic weakness in Canada, were followed by a foreign exchange
crisis in 1962,

Before preseqting an outline of the subsequent chaptefs, we

shall anticipate a possible challenge that our hypothesis is a trivial

& Edward Marcus, Canada and the International Business Cycle
1927 = 1939 (New York: Bookman, 1954), p. 17. ~

\S)]
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one, It is . true that any expansién in aggregafe %ncome in Country A,
whether or not that expansion is initiated by rising ekports, is likely
to result in higher imports of goods and servicés. An increase in
Country A's imports, however, is equivalent to an increase in the
exports of Country B, thereby stimulating income and imports in the
latter country. Obviously, all countries cannot simultaneously experw-
ience an improvement or a deterioration in their current account bal-
ances. Therefore, it does not follow that a country's current account
balance must inevitabiy deteriorate during é business expansion or im=
prove as the .domestic economy contracts., In fact, an examination of
the experience of various nations will indicate that for some, improve-
ment in the current account balance and cyclical expansion tend to coin-
cide while for others (including, we argue, Canada), a deterioration in
the cﬁrrent account balance will accompany domestic economic prosperity.
. Finally, we note an important assumption that is used through=
out the paper and that will be accepted by a majority of students of

~ the subject--namely, that variations in the Canadian business cycle

have generally paralleled changes iﬁ business cycles in the United States

and Western Europe, particularly the former. There have been certain
éxceptions, usually during 'minor' business cycles, but the differences
have ordinarily been slight. Therefore, cyclical behaviour of the Can-

adian current account balance as described in our hypothesis could not

be the result of a consistently different pattern of business cycles in

e e




Canada relative to other parts of the world,6

A\
~

Outline of Subsequent Chaptersru

In.dhapter II, we shall present the historical record of the
cyclical behaviour oflcanada's current account balance from 1870 to
1939. 1In the following chapter, our hypothesis will be re-examined in
light of this historical record. In describing the rea;ons for the
cyclical pattern of the current account balance, statistical documenta-
tionl%ill be given for the basic propositions mentioned previously in
the development of our preliminary hypothesis.,

Chapéer IV will describe the current account's cyclicai be=
haviour for the years 1946 to 1966, noting in particular any variations
during the post=1956 period as compared with earlier periods. Then in
the fifth chapter we shall attempt to explain any such differences in-
the behaviour of the current account since 1956, Finally, the conclu=
sion in chapter VI will sﬁmmarize our findings as a means of evaluating

the preliminary hypothesis.

6 This matter will be re-examined in Chapter III and will be
expanded to include the possibility of relative differences in the am-
plitudes of Canadian business cycles and those elsewhere.
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II

CYCLICAL BEHAVIOUR OF THE CURRENT ACCOUNT BALANCE, 1876m1939

In this chapter, we shall examine the cyclical behaviour of the
Canadian current account balance of payments for the period from 1870
to 1939, leaving an analysis of the postwar period until Chapter IV,
Our purpose is to investigate the hypothesis outlined in the previous
chapter--namely, that as domestic prosperity increases the current
account balance tends to deteriorate, and vice versa; and that in most
years, Cénada experiences a deficit on current account.

The chapter is a relatively long one for several reasons.
Most obviously, the period under examination is a lengthy one. In add~
ition; however, the availability and reliability of statistical data
for.muéh of the period is not completely adequate. Therefore, we shall
have to include in the text numerous references to various isolated ]

happenings in the Canadian economy in order to derive a qualitative

Judgement concerning the pattern of business cycles in these early

years.

Reasons for Examining the Early History of the Canadian Balance
of Payments

In testing our hypothesis, there are several reasons for exam=
ining the early periods of Canadian economic history. In the first
place, Canada has experienced only four recessions since the end of World
War ITI, and each of the downturns was relatively mild. Since it is dme
portant tP test our hypothesis during cyélical swings of varying ampli-

' . 9, 4
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tudes, we must examine the respoﬁse 6f the current account balance dure
ing the more severe depressions prior to 1939ﬁ'4,

Secondly, by investigating all of the available balance of pay-
ments data, we have at our disposal a wider range of actuai experiences
which may provide valuable clues for our analysis of the postwar years,
particularly the period following 1956, If we are ableto detect and
explain any earlier deviations between actual and predicted behaviour,
it mdy be of assistance in examining the suspected change in the current
account's cyclical fiuctuations after 1956,

Finally, one might expect a more accurate study of past rathef
than current events.: Many apparently puzzling incidents can be explain-
ed with the benefit of greater hindsight, since it is usuvally enlighten-

ing to view single occurrences in perspective and within the context of

relatéd happenings., If historical data can be examined in a more de=

tached and impersonal manner, this too may promote a more objective ana=

lysis, Such advantages must be balanced, of course, against the prob-
~ability that data for these early periods of Canadian economic history

are not completely reliable.

Statistical Methods

An examination of the cyclical behaviour of the current account
balance will require two separate sets of data, one to measure the bal-
ance itself and the other to quantify what we shall term for the moment
'domestié economic prosperity'. We shall relate these two variables
using a pair of statistical applications called the 'rate of change!'
method and the Yindex' method respectively. |

/

TN T |
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-As the name suggests, the foﬁmer method compares changes in the
current account balance with changes in a selgcted measure of Canadian
economic prosperity. Observation of the yearmtOuyear changes in each
of these two vériables will clearly focus our attention on any relation-
ship which may exist between changes in the current account balance and
variations in domestic prosperity., The lack of a'contiguous statisti-
cal. time series requires various measures of the ‘rate of change' in
the business cycle for the several periods which we shall distinguish.
By contrast, our method of computation of changé.in the current account
balance from.one period to the next is identical throughout the study
and is defined as the chénge in the balance divided by the average of
the mean of receipts and payments in the first period and the mean of
receipts and payments in the second periodel

Although the 'rate of change' method is adequate to identify
any existing pattern of fluctuations in the current account balance
relative to cyclical swings in the economy, we wish to supplement this
éﬁ&i&éﬁsfﬁiﬁhfa'éoﬂbériéoifoGérrtiﬁéfdf7tﬁéréb§biﬁﬁé‘§alﬁe76ffléi§ifdff .
the balance relative to the level of economic activity. Such a compar-
ison can be achieved by means of an 'index' method, éo named because
it utilizes two time series, one an index of the value of the current

account balance and the other an index of economic prosperity‘as de=

Therefore, if current receipts are Xj in period 1 and X in
period 2, and current payments are Mj in period 1 and Mp in period 2,
then the rate of change is [(Xoulp) = (Xp=Mp)] + [(Xy#Hy) + (Xohy)] /b
(the sign will be positive for an improvement and negative for.a deter-
ioration in the balance). The same formula is used for calculation of
the rate of change in the merchandise trade balance.

S ]
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fined by a suitable variable such as national income,

The purpose of this second method is-to place in long-run pers-

TP T

pective the size of the current account balance relative to varying de-
grees of prospérity in the economy. We hope that it-may be particularly
useful for the detection of any persistent deviation of actual from pre-
dicted current account behaviour, For example, it might be possible in
any one year that special circumstances could cause the current account
- balance to react in a manner contrary to that predicted by our hypoth-
esis., However, assuﬁing the correctness of'our.ﬁypothesis, we would
expect such behaviour to be relatively short-lived, in which case the
balance would soon return to a value consiétent with the level of bus-
iness activity. If any deviation in the current account's behaviour
were to persist for several years, as we suspect may have occurred from
1957 to 1962, it would be revealed more clearly by this form of ana-
lysise2

Our calculation of an index to measure the current account bal=-
" éﬁéé resembles the rate of change computation, For each year, the
index will be measured as the current account balance divided by the

average of current receipts and current paymentsa3 Our index of pros=-

e We also note that a cyclical adjustment in the current account
balance could proceed in the predicted direction, but the magnitude of
the change might be considerably more or less than ‘normal', given the
extent of the cyclical advance or decline in the economy., A persistent
deviation of this type can be identified more easily by the index method.

> For example, if current receipts in period -l are Xj and current

ﬁayments are Ml, then the value of the index for the period is [(Xl“MlZ]+
Xy+M5 )]
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perity is not continuous for the whole period,; but the underlying prin-
ciple will be to express the actual output of_the economy as a percenw
tage of potential outputau Finally, where data are available, we shall
also derive a single measure of the relationship between tﬁe current
account balance and domestic prosperity by expfessing the balance as a

percentage of gross national expenditure, ¢

Removal of Non=cyclical Fluctuations in CGrain Exports

Since we are concerned with the cyclical behaviour of the
current account, we believe it is necessary to adjust current receipts
for short—ruﬁ fluctuations in grain exports. Year-to-year variations
in such exports are ﬁot related pfimarily to the Canadian business cycle.
Domestic demand for grain is relatively stable and therefore the supply
available for export is determined by the size of thé annual Canadian
crop, which in turn-depends principally.on the vagaries of the weather.5
On the other hand, export demand for Canadian grain is determined in
large measure by crop conditions in other nations. Changes in grain
exports are frequently large relative to changes in total exports;
therefore, unless we can in some way isolate our analysis from such

fluctuations, a statistical verification of the hypothesis seems prac-

‘tically ijmpossible. .

Potential output may be considered as theée optimum level of
output which is sustainable over a relatively long period of time,

7 Also available for export, of course, is‘any grain carried
over in storage from the previous year.

TR
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-On the other hand, we can not ignore entirely Canadian grain
exports., ©Sales of grain abroad have an imﬁortént influence on all
sectors of the Canadian economy, since the income.generated constitutes
part of the total domestic demand for goods and services, Grain was a
major export staple for much of the period under.investigation, and
such exports were a significant source of domestic incore and, presum-
ably, of domestic saving. Consequently,-we must be careful that our
adjustment for grain exports does not invalidate our analysis of the
remainder of the trade balance., TFor example, se&eral successive years
of large overseas grain shipments will probably . induce Canadian wheat
farmers to make sizable éxpenditures on heavy farm machinery and equip-
ment. Some of the increased demand for these and other goods and ser=
vices will be spent on importsy, and it is therefore impossible to iso-
léte completely the Canadian current account from fluctuations in grain
exports.

Two possible adjustments were considered: first, to remove

grain exports completely firom current receipts; and second, to include

a five year centred moving average of grain exports. The latter adjust-

ment seemed more promising since it would presumably eliminate sharp

year=to~year fluctuations while retaining intermediate trends which

could have an important influence on total economic activity. After

testing both methods, we decided to use a five year centred moving aver-

R
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age of grain exports,6 Although-differenées in the results cbtained
from the alternative adjustments were small in most cases, we found
that the complete exclusion of grain exports iﬁtroduced minor distor-
tions in one or two periods. The moving average adjustmenﬁ also pro=
duced a more realistic measure of the current account balance, in the
sense that the adjusted balance was much closer to the actual balance

than if grain exports had been excluded,

Statistical Sources of Balance of Payments Data

Reliable Canadian balance of payments statistics are unavail=
able for the-period prior to 1900, Estimates have been made back to
1868 but the lack of accurate records in this early period suggests
that we should not rely onthéssdataj7 However, for the period 1869 to
1900, we can stﬁdy commodity trade statistics taken from official trade
records and expanded by K.W. Taylor.8 Taylor, commenting on the reli- |
ability of these statistics, wrote, "in the earlier years even of this

‘modern period methods of compilation and classification left much to

be desired; but there has been steady improvement in the quality of the

For particular years at the beginning or the end of a period,
we were forced to use a three or four year average of grain exports.
In some cases, the required data were unavailable or difficult to ob=-
tain; in other cases,; a five year average would have overlapped abnormal
circumstances such as the First and Second World Wars.,

? Penelope Hartland, "Canadian Balance of Payments since 1868"
in Conference on Research in Income and Wealth, Trends in the American
Economy in the Nineteenth Century, Studies in Income and ¥Wealth, XXIV
(Princeton: Princeton University Press, 1960).

K.W, Taylor, Statistical Contributions to Canadian Economic
History (Toronto: Macmillan, 1931), II, 1 - 45,
!
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statistics, and from about 1880 they are substantially satisfactory."9

The pre~1900 commodity trade statistics, along'With numerous other data
| ‘ 10

» e g

that we shall use, are found in Historical Statistics of Canagda,

(hereafter referred to as Historical Statistics).

For the period 1900 to 1926, we shall analyse balance of pay-

ments estimates found in Historical Statistics (p. 159):and taken from

Frank A. Knox's report to the Royal Commission on Dominion=Provincial
Relationscll Jt should be noted that Knox followed closely the esti-
mates for 1900 to 1913 made by Jacob Viner,'2 Béginning with 1926,
official Dominion Bureau of Statistics data are available, annually
until 1945 and quarterly thereafter, |

Our examination of the balance of payments from 1870 to 1939
will be divided into two periods: first, 1869 to 1900; and second,
1900 to 1939 (excluding the war years 1914 to 1918). For the former
period, we shall employ annual data on a fiscal year basis, while for

the latter period we shall use annual calendar year estimates., As we

stated prev1ously, our examlnatlon of the thlrd and flnal perlod thab

9 Ibide, pe Lo

10 M.Cs Urquhart and K.A.H. Buckley, eds., Historical Statistics

of Canada (Toronto: Macmillan 1965). For a complete breakdown of the
1869 ~ 1900 trade statistics, see Taylor, Statistical Contributions,
II, 22 - 45,

11 Frank A, Knox, Dominion Monetary Policy, 1929 - 1934, a re-
port prepared for the Royal Commission on Dominion-Provincial Relatlons,
(Ottawa: mimeographed, 1939). :

12 Jacob Viner, Canada‘s Balance of International Indebtedness,
1900 = 191% (Cambridge: Harvard University Press, 1924).
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is from 1946 to 1966, will be left until the fourth chapter.

Price Changes and the Terms of Tradé

NI TR

Ourianalysis of balance of payments statistics will be almost
exclusively in value terms. -Fluctuations in export and import prices
form part of the ovefall foreign trade picture,iand a complete disso=
ciation of price and volume in our study would be unreaiistic. How=
ever, we must investigate briefly the cyc¢lical behaviour of export and
impor£ prices to satisfy ourselves that they do not seriously affect
our analysis. In particular, we wish to determine whether changes in
the terms of.trade could cause a pattern of cyclical change iﬁ the
current account balance such as tﬁat described in our hypothesis.

The price of Canadian imports is determined principally by de-
mand and supply factors in world markets. During an expansionary
phase of the cycle in the major industrial economies, demand increases
relative to supply and prices of most goods, including those imported
by Canada, tend to x
small proportion of total world demand that cyclical fluctuations in
this country have little effect by themselves on the price Canada pays
for its imports. Similarly, the insignificance of Canadian relative to
world demand suggests that variations in domestic demand have. little
effect on Canadian export prices, which are again determined largely by
demand-supply conditions in world markets, However, for some ppoducts
Canadian output tends to form a significant part of the world total,

Therefore, the domestic business cycie through its effect on domestic

costs may have some influence on the price of Canadian exports,
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In .other words, prices of both Canadian exports and imports are

likely to rise during periods of international economic expansion,

T T

largely because of increases in demand relative to supply in world mar-
kets. In the case of exports, the rise is reinforced by increased
domestic costs which usually accompany a period of expansion. At this
point, we are assuming that a major international expansion will be
transmitted through increased exports to'the Canadian economy and that
this in turn will induce an increased demand for imports. Consequently,
under these circumstances the value of exports and imports will tend to
increase for-two reasons~=first, increased demand in both other coun-
tries and Canada will stimulate the volume of Canada's foreign trade;
and secondly, prices of both exports and imports will ordinarily be
rising,

During a cyclical downturn, shrinking demand in world markets
will ténd to reduce the volume of Canadian exports and induce a decline

in the volume of imports. Prior to the Second World Var, prices tended

to ﬁo;éiréiafgvéi&rf}eéiymihmboéh direétiénéraﬁé usﬁéli&"théfegﬁés
price deflation in time of depression as well as inflation in prosper=
ous periods. Consequently, falling export and import prices tended to
‘éugment a declining volume of foreign trade during periods of slack
demand. Oyer the last twenty years, there seems to be some e;ideﬁce of
a ratchet effect which limits the downward movement of prices during
periods of recession, but this does not appear to invalidate our ana-
lysis.

If we are correct that both Canadian export and import prices

are depe%dent primarily on demand and supply conditions in world mar-
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kets and thefefore tend to move in the same direction, at first glance
one might expect that changes in Canéda‘s terms of trade would be rela-
tively small and that there would be little correlation between such
changes and swings in the business cycle., However, raw materials con~
stitute a larger proportion Af Canadian exports than of imports, and
raw materials pfices have shown a persistent tendency to fluctuate more
widely than prices of manufactured or semi-manufactured goods. Conse-
guently, we might expect to find some degree of positive correlation
between the terms of trade and the Canadian business cycle (that is,
the terms of.trade should improve during a period of expansion and de-
teriorate during a contraction).

Indexes of Canadian export and import prices and the terms of
trade are shown in Appendix A along with several charts relating then

13

to the business cycle. Export prices were not adjusted to include a
five year average of grain exports-—=we felt this adjustment was not
sufficiently important to justify the required time and -effort. Alm

“though the indexes reveal some price changes which apparently had little
relationship to business conditions in Canada, in most years swings in
both export and import prices followéd movements in the level of Cana-
dian prosperity.

Let us examine briefly the changes in the terms of trade as

shown in Appendix A, The years from 1869 to approximately 1900 were

dominated by a significant long-run improvement in the terms of trade.

13 The sources and method of calculaticn of the index of pros-
perity which is shown in the charts will be described later.

T T
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This improvement was caused by a sécular'éowntreqd in the price of
imports,.accompanying the general decline in world prices in the latter
part of the nineteenth century. On the other ﬁand, Canadian export
prices displayed no secular downtrend. Over the short-run, both export
and import pricés tended to rise during business expansions and decline
during contractions as we had expected they would. Given the secular
trend in the terms of trade, it is rather difficult to defermine the
extent to which a cyclical pattern existed. After about 1878, however,
the terms of trade aﬁpear to have increased during periods of expansion
and then levelled out during the following contractions. At the same
time, the reader's attention is drawn to the sharp improvement in the
terms of trade in 1894 and 1895 whén the domestic economy was relatively
stagnant.

In the first half of the 1900 = 1913 period, there was also
some evidence of a positive correlation between the terms of trade and
the business cycle., However, a very sharp decline in import prices aCaA
éémbéﬁjiﬁgi%héii§08icoﬂ£ré§fi5n led to an iﬁpfovéﬁéﬂfrihrfhe %ér%é 6f7 -
trade. During the prosperous years from 1909 to 1912, the terms of
trade again showed a slight negative relationship with the cycle. In
the earlj nineteen-twenties, prices were extremely volatile, making an
‘analysis of the terms of trade very difficult. We note specifically
that in 19é3, a large increase in import prices and the failure of ex-~
port prices to recover with the improved busineés situation, led to a
worsening_of Canada's terms of trade., Although prices declined contra-
cyclically from 1925 to 1929, the terms of trade were very staﬁle. In

the nineteen~thirties, however, a strong positive correlation existed
!

N )
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between the Buéiness cycle and Canada's terms of trade, As was the
case aftér the First World War, pricés changed rapidly between 1945 and
1952, though most of the change occurfed in an upward direction. Fol-
lowing a marked improvement in 1952, the terms of trade thereafter exhi-
bited a slightly positive cofrelation with the cycle although fluctua-
tions were very minor. {

Our analysis indicates, therefore, that although fluctuations
in Canada's terms of trade have usually been relatively small, they
have often (though not always) tended to move in the same direction as
the level of. domestic economic activity. The price data are not strict-
ly comparable with our adjusted balance of payments statistics; ﬁeverm
theless, we conclude from this part of our study that fluctuations in
the terms of trade which, as we have suggested, are determined by world-
wide market forces over which Canada has little influence, have frequent-
1y promoted a positive cyclical relationship in Canada's current account

balance, In other words, as the domestic econouy expanded, an improve-

ment in Canada's terms of trade would, by itself, lead to an improvement
in the current account balance. On the other hand, during a cyclical
cdntraction, Canada's deteriorating terms of trade would represent a minus
factor in its current account balance of payments. Since such behaviour
is opposite to the cyclical pattern predicted by our hypothesis, we cOoNs
clude that changes in Canada's terms of trade could.not be responsible
for cyclical current account behaviour as described in the hypothesis.

The margin of error in the available price statistics of foreign

trade may be quite large, particularly in the periods prior to the First

World War, Therefore, price data must be treated with caution, .especially

T TN ©



22,

when considering year-to-year changes. In the remainder of our analy-
sis, we shall note annual price changes only when they are large or
appear to bé contracyclical. Otherwise, we shall consider changes in
the values of exports and imports without separating the volume and
price components of sucﬁ changes, Similarly, we shall not attempt to
adjust our data for changes in the value of the Canadian dollar rela=
tive to foreign currencies. For much of the period under consideration,
the Canadian dollar has been at or close to par with the U.S, dollar.llP
Nevertheless, the poésible effects that fluctuations in the exchange

rate may have on the current account balance must be kept in mind as

we conduct our analysis,.

Period One: 1869 - 1900

Tables (1) and (ii) in Appendix B present the statistical data
for merchandise trade in this period., As mentioned previously, mer-
chandise exports have been adjusted to include a five year centred

“moving average of 'grain and grain products!’ e;e@er—ts,—l—é -Unless -other= -
wise iﬁdicated, all future references in this paper to merchandise ex~
ports, total current receipts, the trade balance and the current account
balance will relate to data which have been adjusted in the above man-
ner. All data in Tables (i) and (ii) are for fiscal years ending June

30 of the year given.

1k
and Finance (Ottawa: Queen's Printer, 1964), p. 480.

1 . i — 1 -
o Taylor, ical Contributions, IL, 34 - 41,

See Chart 23 = 1, Report of the Royal Commission on Banking

TOMTTTEm L
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For ﬁhis very early peridd in Canadian economic history, there
is no<siﬁgle time sefies such as groés nationalAproduct or the percen-
tage of the labour force unemployed which can provide an adequate and
reliable descriptioﬁ of cyclical fluctuations in the economy. Taylor
has constructed an index éf pfosperity,l6 beginning in 1872, which is
an uvnwelighted cbmposife of several time series such as railway freight
traffic, bank loans and bank deposits, énd the Ontario marriage rate.
Taylor describes it as M"a somewhat rough and reédy compilation designed
to give a general conspectus of the ups and downs in Canadian economic
life since 1870"017 Despite its statistical limitations, we shall em-
ploy the index (shown in Table (ii), Appendix C) as an indication of
the general level of prosperity in the economy.

However, we shall not use Taylor's index to measure year=to=
year changes in the business cycle, Instead, we shall rely on the des=

criptions of the cyclical variations in the economy found in Willard

Thorp's Business Cycle Annalsl8 and Edward J. Chambers' article, Late

Nineteenth Century Business ngiés in dénédéeigr The former book @ré;

16 ;[P_:j-"da’ pa L!'O

Y7 1hid., p. 3.

18 Willard Thorp, Business Cycle Annals (New York: National
Bureau of Economic Research, 1926), pp 299 = 307.

-

19 Edward J. Chambers, "late Nineteenth Century Business Cycles’

in Canada, Canadian Journal of Economics and Political Science, XXX
(August 196%), 391 - 412, '

TR T
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sents a brief ﬁarrative of the staté'of the economy from Confederation
to 1839 énd a summary of economic conditions'fér»each year from 1890 to
1925, Chambers" approach is Yquantitative = historical, linking time
series analysis with qualita?ive evidence drawn frém the annals of the
‘period”,zo Table (i) in Appendix C presents, in tabular form, a very
brief summary of econémic activity for each of the yearé 1869 to 1900,
based on the above two artiolesazl

In Table (ii) of Appendix C we have attempted a partial quanti-
fication of the business c¢ycle. The method was to assign one of three
values to each year: '+' denoting a reasonably vigorous expansion;
t0' denoting very moderate growth, stagnation or a turning point approx-
imately in the middle of the year; and '=! denoting a recession or de-
pression, Any such assigmment of values is rather subjective and there-
fore may be disputed. However, we have tried to grade each year inpar-
tially on the basis of the two sources noted above., After assigning

values for calendar years, the same process was repeated for flscal

years endlnm June 30 to 001n01de with the balance of trade statistics.

20 1hi4., p. 392,

2l The only significant point of disagreement between the two
articles concerns the years 1893 to 1896. Thorp describes the period
as one of continued depression, Chambers suggests that the depression
beginning in 1893 was followed by a very moderate and brief revival in
late 1894 and early 1895 followed by a similarly moderate recession in
late 1895 and 1896. In any event, the matter seems to be of rather
minor importance to our analysis.

- M
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- Before summarizing the résults of our analysis for the period
as a whoie,'we shall examine the behaviour of the merchandise trade
balance for each of the cycles between 1869 and 1900. The change in
the trade balénce from cyclical peak to trough (or vice versa) will be
presented in tabular form, and a brief narrative will touch on the high-
lights of that particular cycle and on any’abnormélities in the trade

balance.

- Expansion: 1869 = 1874

7 Table II = 1
Summary of Change in Merchandise Trade Balance, Fiscal 1869 - 74
$ millions  fiscal 1869 change fiscal 187k
Merch. BExports 55,8 - 4306 2 86,0
Merch., Imports 63.2 +60,0 123,2
Merch. Trade Balance - 7.k -29.8 - 37,2

After enjoying moderately prosperous business conditions in the
years immediately following Confederation, Canada experienced a very
Stroﬁé business ekpénsibn‘thch ébntiﬁued from 1870 t6 eéri& i874.7 Duf;
ing this time, the adjusted merchandise trade deficit increased sharply,
as indicated in the above table, despite a 13% improvement in the terms
of trade., Deterioration in the trade balance was concentrated in the
three fiscal years, l87l, 1872, and 1873, and during this time a sharp
rise in import prices was at least partially reSpongible. In 1874, how-
ever, import prices returned to their level at the beginning of the

period, and therefore, the virtual doubling in the value of imports with-

in five years was due entirely to an increased volume of demand.

T T
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O.D.ASRelton attributes "the hectic prosperity of the years
1869 - 7-" to the finding of new markets for-Qan@dian products both
domestically and in the United Kingdom, and to the retention of most of
the traditional U.S. market despite increased tariff barriers,22 Al
though reciprocity with the ﬁnited States ended in 1866, the final
years of the poét~Civil War 'Reconstruction boom!, withits large pro-
gramme of railroad building and other construction, greatly benefited
Canada. The resulting heavy U.S. demand for Canadianhlumber led to a
rapid increasse in exﬁorts of forest products; in addition, exports of
Canadian cattle, dairy products and lumber to Great Britain rose swift-
ly in these years.23

Domestic demand for goods and services was strong during these
years. Although conclusive statistical préof is unavailable, invest-
ment expenditures apparently rose to a very high level. For example,
net capital formation in railway transport and telegraphs increased
from $5 million in 1869 to #2k million in 1873 as work proceeded on

the Intercolonial Réiiwaygaﬁr K;A.He Buckiey}é index of urban building

22 0.D. Skelton, "General Economic History, 1867 ~ 1912", in
Adam Shortt and Arthur G. Doughty, eds., Canada and its Provinces
(Toronto: Glasgow, Brook, 1914), IX, 135 - 139,

23 Exports of wood, wood products and paper increased from $20
million in fiscal 1869 to a peak of $29 million in fiscal 1873,
Exports of animal products rose from $10 million in 1869 to §19 mllllon
in 1874,

2k

Urquhart and Buckley, Historical Statistics, p. 512.

T T
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activity attained an extremely léfty and short-lived pinnacle in 1871
but continued at a relatively high level to reach a cyclical peak in
1874,2° |

.Therefore, the experience during the cyclicai expansion from
1869 to 1874 seems to follow closely the pattern of behaviour suggested
in our hypothesis., Stimulated by the opportunities arising from ex-
tensive foreign and domestic demand fof Canadian products; investment
rose rapidly and outpaced the ability of the econonly to generate ine
creased saving. To fill the widening gap betweéﬁ domestic investment
and saving, Canada was forced to rely on an increasing amount of net

foreign investment,

Contraction: 1874 - 1879

Table I = 2
Summary of Change in Merchandise Trade Balance, Fiscal 1874 -~ 80
$ millions | fiscal 1874 change fiscal 1880 -
Merch. Exports 86,0 - 2.2 83,8
" Merch. Tmports 123,2 =533 §g&g‘
Merch. Trade Balance - 37,2 ‘ 51,1 13.9
25

K.A.H. Buckley, "Urban Building and Real Bstate Fluctuations
in Canada', Canadian Journal of Economics and Political Science, XVIII
(February 1952), 41 = 62. The index was based on building permits
issued in major cities (Hontreal only from 1867 to 1885, Toronto added
in 1886 and Hamilton added in 1890) and adjusted to ellmlnate the effect
of changing construction costs.,
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The upéer turning point in the Canadian cycle showed no sign
of panic or financial crisis. Becauéa.the transition from expansion to
contraction was so gradual, it is difficult to\date precisely the peak
of the cycle, Apparently, the expansioﬁ began to level off in late
1873 in response to very serious economic disturbances in the United
States and Eurdpe.26 ‘The end of the Franco-Prussian Way in 1871 had
been followed by severe overspeculation which eﬁentually ied to finan-
cial panic and subsequent industrial depression in the U.S. and Europe.
The principal effect.on Canada was to depress the forest products
industry, but relatively buoyant conditions in agriculture and construc-
tion sustained the Canadian economy through most of 1874,

As a result, Canadian exports fell more rapidly than imports
and the trade balance worsened slightly in fiscal 1875. The plateau
on which the domestic economy was operating held the decline in imports
to 1% in fiscal 1874 and 5% the following year. We noted in the intro-
ductory chapter, however, that such a lag in the trade balance at the
péak'ofrﬁhe cyclé is to be eipected, ﬁotrbecaﬁse tﬁé tufﬂiﬁg éoinf éfi 7
the Canadian cycle necessarily lags behind that of other countries, but

because imports of capital goods to couplete investment projects usuvally

N

26 For a table showing estimated Canadian, U.S. and ﬁ.K° refer-
ence cycle dates from 1870 to 1961, see Chambers, ''Late Nineteenth
Century Business Cycles", p. 362,

arvree Y
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continue for some time after the economy has turned down,27

The contraction which followed was prot;gcted but not serious
until its'final phase. The agricultural sect&f of the economy was
relatively prosperous and this served to moderate the severity of the
decline in other sectors. With the exception of fiscal 1877, grain
exports were very strong throughout this period. The mgdest nature
of the contraction is reflected in the behaviour of the trade balance.
A 21% drop in imports in 1876 from their previous high level caused
the trade deficit to'decrease from $39 million to $17 million, but in
the following two fiscal years changes in exports and imﬁorts were rel-
atively minor.2

The latter stages of the cycle deteriorated into a serious de-
pression in Canada, despite the first signs of recovery in other na-
tions. A cyclical trough occurred in the U.S. in March, 1879 and in
the U.K. shortly thereafter, and Canadian exports increased 16% in fis=
cal 1880, Despite this, the number of business failures in 1879 was

29 L

_very high as confidence crumbled.”

27 Imports of “iron and its products’, which are largely in-
vestment-oriented, support this contention, increasing in value from
$15 million in fiscal 1873 to $20 million in 1874 and dropping to only
$18 million in 1875. It should be noted, however, that in this in-
stance rising prices were chiefly responsible. :

28 In fiscal 1877, significant volume increases in both exports
and imports were largely offset by falling prices.

29 See Skelton, "General Economic History®, p. 192, His 'Pros=
perity Chart of Canada, 1867 = 1911' shows the total liabilities of
commercial failures., Chambers suggested that Sir John A. Macdonald's

TRY_ L .*

*National Policy! may have added to people's uncertainty at this tiue.
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The large tariff changes associatéd with the new government's
'National Policy!'! make it difficult tq_analyse;tpe sharp decline in
imports in fiscal 1879 and 1880, 1In the formeg year, much of the def
crease was caused by falling prices, but in 1880, imports aropped an
estimated 15% in volume. It is probable that both higher tariffs and
the depression were responsible for the decline in imports, althouéh
a large part of the decrease was concentrated in agricultural products

30

for which the tariff was virtually unchanged.

Expansion: 1879 - 1882

Table IT - 3
Summary of Change. in Merchandise Trade Balance, Fiscal 1880 - 83
$ millions fiscal iSBO change fiscal 1883
Merch., Exports 8398 +10.9 - ok,7
Merch. Imports 69.9 - 52,0 121.9
Merch, Trade Balance 13.9 o =kl - 27,2

It is difficult to determine the stréngth of the cyclical ex=
péhSionrinwthESéfyéérs; Chambers described it as "far froﬁiaﬂsﬁgbfﬁ; 7
continuous one'" and suggested there may have been a brief pause in the
expansion in mid-1880, with a gradual strengthening to a peak in late

1882.31 Buckley's index of urban building activity exhibited no change

between 1879 and 1883, and despite the signing of the C.P.R. contract

30 Between fiscal 1878 and 1880, total imports declined $20.5
million in value and $15.7 million in volume. In this period, imports
of agricultural products fell #15,0 million in value and $8.5 million
in volume.-

51
399 - 400,

[l

Chambers, ''Late Nineteenth Century Busipess Cycles," pp
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in 1880, net railway capital'formation did not bggin to increase until

1882,32 On the other hand, Thorp noted considerable activity and spec-
ulation;33 also, exports jumped 16% in fiscal 1880 and 15% in 1881

before levelling out in the following two years.

Despite lack of conclusive evidence of Very strong domestic

demand, imports showed large increases in each of the fiscal years 1881,

1882 and 1883, Since about two-fifths of the total increase occurred
in the first year when the expansion was barely underway, we suspect
that the level of 1mports in fiscal 1880 was abnormally low, probably
because of extreme hesitation and lack of confidence. Of the $#52
million increase in imports between 1880 and 1883, $12 million occurred
in agricultural and animal products and the same amount in fibres and
textiles, both of which are consumer non-durables. Imports of iron and
its pfoducts increased $10 million, as the building of the C.P.R. re-
sumed in earnest in 1882 and 1883; also, imports of miscellaneous pro-

ducts rose #7 million, Therefore, it would seem that a portion of the

iﬁérééseiinrihﬁofts dufingithis expénsionimay be attributed to a return

of consumer confidence after a long period of subnormal acitivity in

the late eighteen-seventies.

32

Urquhart and Buckley, Historical Statistics, p. 512

33 Thorp, Business Cycle Annals, p. 300,
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Contraction:‘ 1883 - 1885

Table IT ~ 4 B
Summary of Change in Merchandise Trade Balance, Fiscal 1883 - 85
$ millions - fiscal 1883 change- fiscal 1885
.Merch. Exports ok,7 - 4«5‘ 90,2
Merch. Imports 121.9 _ :éégi ggéﬁ
Merch. Trade Balance - 27.2 +17.6 : - 9.6

By early 1883, the Canadian economy had passed into a state of
recession, but despite its length, the ensuing contraction was relative-
1y mild. Once again contracyclical forces were apparent in the economy.
The index of urban building activity.rose 13% in 188% and then jumped
by 23%% in 1884 and 37% in 1885. The completion of the C.P.R. sustained
railway capital formation at a high ievel during the same three years,
and although exports of grain and grain products dropped $10 million in
fiscal 1884k, other exports showed little change during this period,.
Although the recession was apparently a mild one, imports fell 18% in
fis¢§l 1884 and 1885, However, declining import prices seem to have ac=

counted for about one=half of the drop.

Expansion: 1885 - 1887

Table IT = 5
Summary of Change in Merchandise Trade Balance, Fiscal 1885 - 87
$ millions : fiscal 1885 change fiscal 1887
Merch. Exports 90.2 - 4,0 - 86.2
Merch. Imports 99.8 + 5.3 105.1

Merch, Trade Balance - 9,6 - 9.3 - 18.9

CUMTTTIem
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.The lower turning point of the cycle occurred in the first half

of 1885, The expansion which followed lasted only two years and was not

a strong oné., The completion of the C.P.R. led to a significant de~

cline in railway. construction in 1886; however, the relative weakness of

Canadian exports appears to have been most important in moderating bus-—

iness activity, as foreign demand for Canadian products ,failed to in~

crease. As expected, the growth in imports under these conditions was

relatively moderate, although a further 9% decline in prices retarded

the increase in the value of imports.

Contraction: 1887 - 1888

fiscal 1888
89.8

100.7

Table II - 6
Summary of Change in Merchandise Trade Balance, Fiscal 1887 - 88
$ millions fiscal 1887 change
Merch. Exports 86.2 + 3,6
Merch. Imports 105,1 - hh
Merch, Trade Balance | - 18,9 + 8,0

- 10,9

Just as the previoﬁs expénsion had been relatively brief and

mild, so too was the contraction which occurred from early 1887 until

early 1888, Chambers suggests that it consisted primarily of inventory

liquidation, although there were several bank fr:tilmc‘es.Bl1L

Rising

prices, notably of animal products, were largely responsible for the

slight contracyclical trend in exports in fiscal 1888, and the improved

34

Chambers, "Late Nineteenth Century Business Cycles', p. 401,
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terms of tpade accounted for most of the decline in the trade deficit.

Expansion, Mild Recession and Expansion:. 1888 = 1893

Table II = 7 i
Summary of Change in Merchandise Trade Balance, Fiscal 18388 - 93
$ millions fiscal 1888 change fiscal 1893
Merch, Exports 89.8 +22.5 | ; 112.3
Merch. Imports 100.7 +1l, | 115.2
Merch. Trade Balance - 10,9 + 8.0 w 2,9

During the 1880'3, the Canadian,ecénomy experienced a series of
cyclical swings which were moderate in amplitude but, nevertheless,
readily distinguishable, From about 1885 to 1897, however, countervail-
ing tendencies and conditions resembling continuous stagnation make
accurate delineation of cyclical fluctuations very difficult. During
this period the North American and European business cycles displayed
marked differences. Both reached cyclical peaks in 1890, but for the

former, the downswing was very mild and continued for less than a year,

whereas the latter slid into a severe depression which persisted until

1895. The North American economy turned down once again in early 1893,
The expansion which began in 1888 was not robust. Business
failures remained relatively high, crops in 1888 and 1889 were poor and
.construction.peaked in 1889 to begin a decline which continued until
1897, The.economy bécame increasingly stagnant in 1890 and about mid-

year, passed into a state of very mild recession which persisted for
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about aAyear.35 Rising import pfices in fiscal 1889 led to a temporary
increase in the trade deficit, but this was offset by a 15% jump in eXe
ports in the following two fiscal years. Expofté of ‘animals and their
products’ registergd the largest increase.

With the return to moderate expansion after the middle of 1891,
the fiscal 1892 volume of imports rose substantially, but declining
prices limited the increase in value to about 2%, The trade deficit in
fiscal 1892 was approximately the same as it had been in fiscal 1888,
corresponding with tﬁe relatively stagnant busiﬁéss conditions in Canada
during this period, In fact, since fiscal 1884 the trade deficit had
fluctuated within the relatively narrow range of %9 million to $20 mil-
lion., In fiscal 1893, however, continuing strength in exports caused

the deéficit to break out of this range and decline to $3 million,

Contraction, Mild Expansion and Contraction: 189% - 1897

Table I - 8
Summary of Change in Merchandise Trade Balance, Fiscal 1893 - 97
$ millions ' fiscal 1893 change fiscal 1897
Mérch. Exports 112.3 - 425.7 138.0
Merch, Imports 115.2 = 8.6 . 106.6
Merch. Trade Balance = 2.9 +34.3- 3L,k

35 See the address of the general manager, Merchants' Bank of
Canada, 1891 Annual Meeting: "There is prosperity =~ great prosperity -
in some districts of the country, in some industries, and in some

branches of trade; and the reverse in others." Monetary Times (June 19,

1891), vol. 24, p. 155k,
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Despite evidence suggesting that éanada experienced a brief
and incbmplete expansion from mid-1894 to mid-1895, coinciding with a
similar revival in the American economy, we shéll consider the entire
four year period to be one of subnormal economic growth. After the
peak in early 1893, a rather serious contraction spread rapidly through-
out the economy. The index of urban building activity fell 6% in 1893
and 33% in 1894, and crops were poor in the latter year. Exports were
roughly unchanged in fiscal 1394 and 1895, whereas rapidly falling
prices cut the value of imports by almost iB%o Prompted by the result=
ing large improvement in the terms of trade, Canada's trade balance
swung to a surplus of $13 million in fiscal 1895,

The contraction following fhe weak revival of 1894-95 was less
severe than the previous one, but it dragged on throughout most of
1896, The continued dullness of business activity in the latter year
makes an identification of the lower turning point very diffioult, but
it probably preceded the American reference trough of June, 1897, The
lead of the Canadian cyble relative to that of thérU.S. is understand-
able, considering the strong Européan expansion which began in early
1895 and which resulted in significant increases in Canadian exports,

A 21% jump in exports in the fiscal years 1896 and 1897 was concentrated
‘in lumber, reflecting a sharp upturn in residential constructién in the
U.Kes in-gald and siiver, associated with the beginning of the Klondike
gold rush and initial development of Northern Oﬁtario'S‘mineral riches;
and finally, in meats and dairy products. We also note that in fiscal
1897, grain exports entered a period of rapid increase which wés reflec-

ted in a 26% jump from fiscal 1895 to 1897 in our five year moving average.
I
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Tmports rose slightly in fiscal 1896 and 1897 but not enough
to prevent the surplus on trade from‘climbingAtp“a nineteenth century
peak of $31-million in the latter year. Sevefél factors appear to have
contributed to this situation. First, relative staghation in the Can=
‘adian economy limited import growth between fiscal 1893 and 1897 to
abéut 5% in volume. In addition, import prices fell by .an estimated
13% in this period. Secondly, economic activity in Europe beginning
in 1895 was strong relative to the level of prosperity in Camnada. Ve

shall discuss these points more fully in our sumﬁary of the period.

Expansion: 1897 ~rl9OO

Table IT = 9
Summary of Change in Merchandise Trade Balance, Fiscal 1897 -~ 1900
$ millions fiscal 1897 change fiscal 1900
Merch, Exports 138,0 +48,6 186.6
Merch. Imports 106.6 +66,1 172.7

Merch. Trade Balance 3L.h ~17.5 13.9
With the return of prosperity in the last years of the nineﬁéen%h
céntury, the trade surplus shrank considerably. The index of urban
building activity jumped 45% in 1898 and almost 20% in 1899, .Export
increases in fiscal 1898 and 1899 were restricted chiefly to meats and
dairy products and to grain products, but in fiscal 1900, an $11 million
Jump in gold shipmenﬁs and continued overseas demand for Canmadian agri=
cultural products led to a 20% rise in exports. As>we might expect,
impofts rose.more rapidly with increases of 18% in fiscal 1898 and 1899,

followed by a 15% increase in 1900, although the latter rise was pri-

AT



38,
marily due to higher prices;

Summary of the Period 1869 4'1966

Therpreceding narrative has shown that with few exceptions,
Cénada's balance of trade followed the cyclical pattern suggested in
our hypothesis-~that is, the traditional deficit increased during times
of prosperity in the domestic economy and decreased dur;ng periods of
recession. Only in fiscal 1880 and 1881 and from fiscal 1894 to the
end of the period was the trade balance in a surplus position.

To complete our rate of change method of analysis, we shall
compare chanées in exports, imports and the trade balance (shown in
Table (ii) of Appendix B) with our gquantitative approximation of chan=
ges in the business cycle. (found in Table (ii) of Appendix C), For

the former three series, a percentage increase of 5% or more was des=

ignated '+', a percentage decrease of 5% or more was termed '-', and a

percentage change between plus 5% and minus 5% was given the value '0'.

If our hypothesis is correct, we will find that frequently a plus value

for the business cycle coincides with a minus value for the balance of
trade; that a minus value for the cycle coincides with a plus value for
the trade balancej and that '0' values for the two series occur simul-
taneously. Seldom, if ever, should two plus values or two minus val-
1wscdmdﬂm

fhe results of various combinations of calendar year-figcal
year, leéd—lag relationships are given in Table II -~ 10, The three
numerals in each set denote respectively the number of years for which

a plus and a minus or two 'O' values coincide, values differ by one

/
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degree,”  and two plus values or two minus values occur simultaneously.

Table IT =~ 10
Relationship Between Changes in Balances of Trade
and Changes in Business Cycle, 1870 = 1900

(a) business cycle on fiscal year basis, trade balance (15, 15, 1)
coincident with business cycle '

(b) business cycle on fiscal year basis, trade balance . (11, 14, 5)
leading business c¢ycle by twelve months

(¢) business cycle on fiscal year bésis, trade balance (18, 12, 1)
" lagging business cycle by twelve months

(d) business cycle on calendar year basis, trade balance (16; 20, 5)
leading business c¢ycle by six months

(e) business cycle on calendar year basis, trade balance (22, 8, 1)
lagging business cycle by six months

These results are encouraging, supporting our hypothesis that the cur-

rent account balance deteriorates during domestic prosperity and im=

proves. when the Canadian economy is contracting. As a supplemental ob-

servation, we note that the trade balance tended to lag the cycle by an -

interval of less than a year.
In Table II -~ 11 we have recorded, for set (e) above, the ex-

pected and observed frequencies, The former, which are shown in paren=

theses, describe the number of times that plus, minus and 'O' values for

the two variates could be expected to coincide if no relationship exisw
ted between thems The expected frequency for each cell equals the pro=-
duct of the number of observations in its particular row times the

number of observations in its column, divided by the total observations

=zl
“° That is, either a plus or a minus paired with a '0'.
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in the study. For example, the expected cell frequency for a '+!
change in the trade balance coinciding with an- expanding business cycle
is equal to (11 x 12) « 31 = 4,3,
Table IT - 11
Expected and Observed Frequencies for Changes in Balance of Trade

Related to Changes in Business Cycle, 1870 = 1900

Change in Business Cycle

. g e es ems mum Bam A Ran A Ml emd Sk Som  Smn Y wus e REE caxt mae  eme  Bas a3 Mom s

Expanding (+) Neutral (0) Contracting (=)
Change in | + - 1 1 - 8 11
: (4.3) (2.8) (3.9
Balance | 0 2 6 3 ‘ 10
l (3.9) (2.6) (3.5)
|
of Trade ’ 9 1 0 10
| (3.9) (2.6) (3.5)
| .
12 8 11 21

Note: Business cycle on a calendar year basis, trade balance lagging
' business cycle by six months,.

In the absence of any relationshiﬁ between changes in the busi-
ness cycle and changes in the trade balance, we would expect set (e) in
Table II - 10 to be (10.4, 12.8, 7.8) instead of the actual (22, 8, 1).
Technically, the individual expected cell frequencies are too.small to

37

permit use of the chi~square test, Despite this, we made the neces~
sary calculations and derived a value for?(? of 24,6 which is far in ex~

cess of the eritical value of 1l.14 for ® = 0.05. The contingency

%37
- Various texts state that the 1nd1v1dual e should have a

minimun value of between 4 and 5.
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coefficient | C ='7§ equals 0,67, which is close to the maximum
5 ;
J e n

possible contingency coefficient of 0.82 fof é;three~bynthree table,
In order to overcome the problem, we recalculated set (e) in
Table II = 10 using only two values (that is, plus or minus) for chan-
ges in the business cycle and trade balance respectivel¥. Table (ii)
in Appendix C indicates this simplified approximation of change in the
business cycle. Using this procedure, opposite values cojncide in
twenty-five years whereas like values coincide in only six years; if
no relationship existed between changes in the business cycle and chan-
ges in the trade balgnce, we would expect opposite values to coincide
on 15.2 occasions and like values to coincide on 15,8 occasions., The
value of'%? in this case is 12.8 which is significant for &= 0.02.
Table IT - 1l(a)

Modification of Expected and Observed Frequencies for Changes in
Balance of Trade Related to Changes in Business Cycle, 1870 - 1900

W R el eEa e 50 e s e Ses see  sox mem S mea g

Expanding (+) - Contracting (=)
Change in Balance t 5 13 18
l (9.9) - (8.1)
|
of Trade } - 12 1 13
' (701) ‘ (5:9)
17 o1 131

Note: Business cycle on a calendar year basis, trade balance lagging
business cycle by six months,
A similar type of analysis was then made for exports and imports.

In this case, we expect that like values will frequently coincide. ZFach
/
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set indicates the number of years for which the two ﬁalues are similar,
different by one degree, and opposité.
Table II - 12

Relationship Between Changes in Exports and Imports and Changes in
Business Cycle, 1870 = 1900

"~ Exports Imports
. o , s‘
(a) business cycle on fiscal year basis, (16, 12, 3) (20, 11, 0)
exports and imports coincident with
business cycle
(b) business cycle on fiscal year basis, (16, 12, 2) (12, 15, 3) -
exports and imports leading business
cycle by twelve months
(c) business cycle on fiscal year basis, (13, 15, 3) (19, 12, 0)
exports and imports lagging business
cycle by twelve months
(a) business cycle on calendar year basis, (14, 13, 4) (15, 14, 2)
exports and imports leading business
cycle by six months
(e) business cycle on calendar year basis, (9, 19, 3) (23, 8, O

exports and imports lagging business
cycle by six months

" Our comparison of fluctuations in exports and imports with'cﬁanm
ges in the business cycle tends to support the general statements made
in the first chapter., In the case of changes in imports, there is a
strong positive correlation with the business cycle, particularly when
we assume a lag of six months. In part (e) of Table II - 12, the ex-
pected result in the‘absence of any relationship between changes in the
cycle and fluctuations in imports would be (10.2, 13.8, 7.0).

The relationship between exports and the cycle is less regular,

since each comparison yields at least two pairs of opposite values.

Exports are dependent primarily on economic conditions in other coun-
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tries; therefore, if there is a major difference between the Canadian

business c¢ycle and that in one of our principal customers, exports

could move contracyclically for a time. As we noted, this happened in
fiscal 1896, one of the years in which we encountered oppoéite values.
Price fluctuations may also cause contracyclical swings in the value of
exports. In addition, fluctuations in exports are only jone of several
key determinants of the Canadian business c¢ycle. Nevertheless, the ob-
served frequencies in part (b) of Table II - 12 do indicate a positive

relationship between export fluctuations and the cycle when compared

with the expected frequencies (11.2, 14.7, 5.1).

Chart II - L-graphs the results of our rate of change method of
analysis for the period from 1869 to 1900, The rate of change in the
trade balance has been drawn to reflect a six month lag relative to the
business cycle; for example, the rate of change in the trade balance
for fiscal 1872 was placed at the end of calendar 1871, Chart IT - 2
presents a comparison between our index of the trade balance and Taylor'é
ihde%‘b% pfosperify. The trade balance index has also beeh drawn to
reflect a six month lag relative t& economic¢ conditions, In both
charts, the general behaviour of the trade balance from 1869 to 1900
confirms our hypothesis.
| Chart II = l:indicates that a surprisingly close relaéionéhip ex~
isted in-this period between changes in the trade bglance and cyclical
swings in economic activity, Only two serious discrepancies between
the variables appear in the chart. In fiscal 1893, the trade balance
improved significantly whereas the moderate exPaﬁsion which 1a§ted

thoughoutll892 might have led one to expect at least a small deteriora=
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| Chart IT -~ 1 '
Changes in Merchandise Trade Balance Related to Changes in Business Cycle, 1869 - 1900
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tion, The improvement in the balance in fiscal }900 also was contra-
cyclical, but we have already noted that this change was caused pri-
marily by a very large jump in gold eiports. |

A similarly strong correlation between the indexes'of business
activity and the trade balance is revealed in Chart II - 2., The close=
ness of fit in this case is perhaps even nmore surprising since Tayior's
index of prosperity is probably not very accurate. If we compare the
prosperity index with descriptions of the cycle in the literature, we
find several instancés in which there appeér to be significant varia=-
tions. The principal differences occur at the peak in 1874, at the cy~
_clical trough in 1885, at the peak in 1893, and finally in 1898 ~ 99
where Taylor's index reveals no recovery in business activity., We have
indicated in the chart those years'in thch ve believe there may be
errors in the prosperity index,

After making allowances for inaccuracies in the index of bus-
iness prosperity, there remains one period in which we observe a large
and consistent difference between our indexes. We observed previsﬁsly
the improvement in the trade balance in fiscal 1893 despite moderate
prosperity in at least the first half of the year. Stability in im-
ports was perhaps understandable given the apparent lack of buoyancy
Ain the expansion, but the %7 million increase in exports was ﬁnusﬁal
consideriné the depréssed_state of the Furopean economy and the cycli-
cal peak in the U.S5. in Jamuary, 1893. ILumber (up §4 million), and
dairy products and meats (up $2 1/2 million) were responsible for the
dncrease. No explanation is readily apparent, but we should néte that

around 1890, exports of dairy products and meats began to increase
/
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Chart II - 2
Index of Merchandise Trade Balance Related to Taylor's Index of Prosperity, 1869 - 1900
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steadily, a trend which continued until aﬁout 1995. Chambers attri-
butes this growth to 'the settlement of more productive grain growing
areas in the American west (and) .... decline éf the British dairy
industry."38 .
In each of the four following fiscal years, the trade balance
registered a further sizable improvement. Some improvement was to be
expected, given the relatively depressed state of the domestic economy,
but Chart II - 2 suggests that the magnitude of the improvement may
have been somewhat gfeater than normal. Iﬁ addition to rising exports
of animal products, several other possible explanations can be mention-
ede In fiscal 1894 and 1895, rapidly falling import prices caused an
11% improvement in the terms of trade. In the next two fiscal years,
1896 and 1897, the relatively rapid rate of expansion in the U.K. and
other European countries led to a sharp increase in Canadian exports.
The preceding factors all arise frqm circumstances originating
outside the Canadian economy. There is one other influence, operating
within Canada, that we must also consider. Business activity had been
relatively stagnant since the mid-1880's and presumably investment was
depreséed under these conditions, Buckley's index of urban building
activity originally iﬁdicated the 1e§el of physical construction in
‘Montreal only, but by 1890 when it included Toronto and Hamilton as
well, it-pfobably gave a reasonably good picture of changes in total

non~farm -investment expenditures, After remaining approximately con=

58 Chambers, '"Iate Nineteenth Century Business Cycles', p. 410.
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sfant at 115 from 1888 to 1891, the building activity index dropped
almost continuously to a low of 55 in 1896, -Since imports of invest-
ment goods were an important share of total imﬁorts, declining domes-
tic investment undoubtedly limited import growth and contributed to the
continuous improvement in thé trade balance from fiscal 1892 to fiscal

1897. | ' .

Period Two: 1900 « 1939

The basic balance of paymeﬁts statistics for this period are
presented in Tables (iii), (iv), (v) and (vi) of Appendix B. Breaks in
the continui%y of the data occur during the war years, 1914 to 1918 and
again in 1926, due to a switch from Knox's estimates to official Domin~
ion Bureau of Statistics data. The variation between the two sets of
estimates in 1926 is minimal for merchandise trade, but the substantial
difference in non-merchandise trade suggests certain inadequacies in
Knox's estimates.

_Merchandise exports in Table (iii) were adjusted to include a
five year centred moving average of grain.exports, shown separately in

39

the same table. The classification 'grain and farinaceous products'

39 For the years prior to 1926, see Dominion Bureau of Statis-
tics, Canada Year Book, (Ottawa: King's Printer, annual 1901 - 1927)
Fiscal year estimates were adjusted to a calendar year basis by a simple
linear method. For example, if the fiscal year ended June 30, then we
calculated the calendar year figure as the sum of one-half of grain ex-

ports for the fiscal year ending in that calendar year plus one-half of .

the total for the following fiscal year. For the years 1926 to 1939,
see Dominion Bureau of Statistics, Canadian Statistical Review Histor-
ical Summary (Ottawa: Queen's Printer, 1965), Pe ki, Grain exports -
equal the sum of the three categories 'wheat', 'wheat flour' and 'other
grain products',
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which we employed is not as inclusive as faylor'g 'grain and grain
products’ series.ho Receipts from and payments for freight and ship-
ping were included in merchandise exports and imports respectively
because of the close relationships between them. One furtﬁer adjust=-
ment was made in Knox's estimates for the years 1900 to 1926, Neither
Viner nor Knox distinguished between monetary and non-monetary gold
transactions. Since official balance of payments data after 1926 con-
sider only non—-monetary gold as part of the current account, we have
used John Stovel's eétimatesql to include ﬁet non-monetary gold exports
in merchandise receipts and to exclude completely monetary gold trans~
actions.

Our calculation of the index of the trade balance shown in
Table (iii) and the index of the current account balance in Table (iv)
employed the formula that was described previously. Similarly, cal-
culation of the rates of change in the trade and current account bale

ances in Table (iv) followed the method described earlier in the chap-

ter.

Details of the non-merchandise balance from Knox's statistics
for 1900 to 1926 are supplied in Table (v) of Appendix B and include
the balances for travel,rinterest and dividends, and other current
.items as well as total non-merchandise receipts and expenditufes énd

the non-merchandise balance itself. Since the accuracy of some of

%0 por the fifteen fiscal years 1900 to 1914, the Taylor esti-
mates exceeded our series by an average of 15%. .

*L John A. Stovel, Canada in the World Economy (Cambridge:
Harvard Upiversity Press, 1959), pp 333 = 3hl.
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these statistics is questionable, rate of.change'computations and
index computations were not made for the non-merchandise balance. In
Table (vi), however, we present official data for the years 1926 to
1939 giving receipts, expenditures and balance for each of‘the above
fhree non-merchandise accounts; in addition, Table (vi) shows the in-
dex of the total non-merchandise balance and annual changes in total
receipts, expenditures and the balance.

To provide a starting point for measuring cyclical fluctuations
in this period, a brief year by year-description of the cycle from 1900

to 1925, based on Thorp's Business Cycle Annals,42 is listed in Appen-

dix C, Table (iii). .Reference was also made to a recent article by
K.A.J. I-Iayaer For the years after the First World War, we consulted
another article by Chambersg#q Hogever, our principal measure of cy-
clical swings in the economy will be a diffusion index constructed for
the entire period 1900 to 1939. Although peliable national accounts
statistics are available beginning in 1926, the diffusion index covers
the whole period, in order to check its reliability égéiﬁst official
data. A reasonable degree of similérity for the years 1926 to 1939

will inspire confidence in the accuracy of the index prior to 1926.

)3 -
2 Thorp, Business Cycle Annals, pp 303 - 307.

43 K.A.J. Hay, "Barly Twentieth Century Business Cycles in Can-
ada," Canadian Journal of Economics and Political Science, XXXII (August

1966), 354 - 365,
A

- Edward J. Chambers, "Canadian Business Cycles Since 1919",
Canadian Journal of Economics and Political Science, XXIV (May 1958),
166 - 189.
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Nine time series were included in the diffusion index, five
value series, three volume series and one price index. The series
cover a reasonably wide range of business acti&ity—nthree are financial,
two are related to construction, two reflect primary manufacturing, one
estimates transportation acti&ity, aéd the final series measures whole-
sale prices, Each of ‘the nine series is presented in Table (iv) of Ap-
pendix C with base 1926 = 100. Next to the annual value of each series,
we have indicated the contribution which that series makes to the value
of the total diffusién index in that year. Our method of assigning
such values was similar to that used previously. In each case, the
value '1' was given for a 'significant' increase, '}%2' for a 'marginal!
increase, and 'O' for a decrease, The criterion for distinguishing be-
tween a 'significant! increase and a 'marginal' increase was 4,0¥% in
the case of the value series, 2.4% for the volume series, and 1.6% for
the wholesale price index.

Our diffusion index portrays cyclical fluctuations>which are
quite similar to those described by Thorp and illustrated by ﬁayuéiaﬁé
Chambersu7 in their diffuéion indexes. It also parallels changes in

gross national product after 1926, and we are therefore satisfied that

45 The Economic Council of Canada estimates that the'average
real growth in GNP from 1901 to 1929 was 3.6% per annum. Our 2.4% cri-
terion for 'significant' real growth represents two~thirds of this aver-
age. Excluding the abnormal price fluctuations from 1914 to 1921, the
wholesale price index grew at approximately 1 1/2% per annum in this
period.

46 Hay, "Barly Twentieth Century Business Cycles'", p. "380.

47 Chambers, "Canadian Business Cycles Since 1919", p. 179.
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the index prbvides an accurate representation of the business cycle
for the entire period, We shall use-the diffusion index as a basis of
comparison of the annual rates of change in thé trade balance and the
current account balance and of changes in exports and imports.

For an index of proséerity prior to the First World Wér, we
must be content with & contimuation of Taylor's index employed in the
previous section., However, we shall have to make certaiﬁ adjustments
to the index which will be described lafer. Beginning in 1919, we have
attempted to construct ovr own index of prosperity. For our purposes,
the best single measure of business activity appears to be real gross
domestic product excluding that originating in the agricultural sector
(hereafter termed real non-agricultural gross domestic product). The
Dominion Bureau of Statistics has published a quantiﬁy index of this
series beginning with 1935;48 we have extrapolated back to 1919 by
linking it with 'gross national product less net farm income' for the

years 1926 to 1935,49

and with estimates for the years 1919 to 1926

of 'total net domestic income less égricuiture';Bo B
The first step was to coustruct a continuous series for total

non-agricultural output, which is shown in Table (v), Appendix C in

index form with 1926 = 100. Next, it was necessary to remove the ef-

fects of price changes by valuing the index in terms of priceé in the

48 Dominion Bureau of Statistics, Indexes of Real Domestic Pro-
duct by Industry of Origin, 1935 - 61 (Ottawa: Queen's Printer, 1963),
p. 71. )

49 T na\‘r\r\“t

0 1hid., p. 138,
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base period 1926. The Dominion Bureau of Statistics publishes implicit
price indexes for gross national expenditure, ﬁhe,total price index for
GNE applying, of course, to total GNP, To derive an implicit price ine
dex for 'GNP less net farm income'; we valued net farm income in 1926
prices, employing a price index of commodities and services used by

51

farmers,”  and deducted the result from total constant dollar GNP. For
the years 1919 to 1926, the price index shown in Table (v) is simply an
average of the consumer price index and a producers equipment price in-

52

dex,” weighted three to one in favour of the former. To test the ac-
curacy of this method, the weighted index was continued until 1939 and
it was found to follow very closely the implicit—price index of 'GNP
less net farm income'., Finally, we linked the output index which we
had constructed with the index of real non-agricultural gross domestic
produét using as a base period the years 1935 to 1939.

- One method of calculating an index of prosperity would be to
fit a trend line to our time series by thé least squares method, andr
ﬁhenrcompute forreaéh &ear the déviation froﬁ théiérénd; As mengioﬁ;d
earlier, however, we attempted to éalculate actual output as a percen=
tage of potential output for each year. The first step was the selec=
tion of all the years in the period 1919 to 1939 in which actual and

potential outpuf were approximately equal, or in other words, years in

which thé economy was operating at or very close to sustainable capa-

51 Urquhart and Buckley, Historical Statistics, p. 358.

52 Ibid., p. 304 and p. 296. The consumer price index is Series
J147 on page 304 and the producers equipment price index is Series J66
on page 296,
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city. The sélection of 1928 was relgtively simple, but because the
economy had not yet returned to full employmént by 1939, we were forced
to proceed into the war years to choose a year in which actual output
reached potential output. Our choice of 1941 was based on a belief that
most idle capacity appeared to have been taken up for the war effort by
that time, Between the full employment years, 1928 and ©1941, potential
output grew at a rate of 3.2% per annum according to this method of ana-
lysis., 25
Since we felt that actual output did not equal potential output
in any year from 1919 to 1928, we had.to extrapolate using 1928 as a
base. The growth rate of potential real output in this period was pre-
sumably somewhat greater than the 3.2% rate after 1928, Our analysis
employed a rate of 3.6% per annum, equal to the Economic Council's es=
timated actual growth rate for the period 1901 to 1929. The resulting
98.3% level of the index of prospérity.in 1919 seems not unreasonable,
since the economy was probably opergting fairly c}qsg to capacity. .

Before examining the period as a whole, hdwever, we shall briefly study

23 If we assume that this 3.2% growth rate in potential output
continued from 1941 to 1948, then the ratio of actual to potential out-
put in the latter year would also be 100, Since 1948 is generally re~
garded as a full-employment year, our choice of 1941 appears justified..
Suppose for a moment that we felt average output in 1941 = 42 represented
full-employment, Then our potential growth rate would be approximately
3.6% and the ratio of actual to potential output in 1939 would be 72.6
" instead of 75.6. Therefore, we can see that the selection of differing
full-employment outputs is not likely to have a significant effect on
the results and should not materially affect our conclusions concerning
the level of business activity. '
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the behaviour of the current account balance during each cyclical

swing.

Expansion: 1901 ~ 1907

Table IT - 13
Summary of Changes in Merchandise and Non-Merchandise Trade
Balances, 1900 - 07

$ millions 1900 change { : 1907
Merch. Exports 192 : + 75 267
Mercﬁ. TImports ST 186 - #192 378
Mercho Trade Balance 6 =117 -111
Non-Merch. Receipts . 22 + 43 65
Non~Merch. Expenditures Lo + 68 117
Non=-Merch. Balance =27 o= 25 _ - 52

Following a very moderate recession in the latter part of 1900, -
the Canadian economy entered a period of prosperity which lasted until
late 1907. The expansion was somewhat uneven, however, with financial
dislocations threatening from time to time to undermine féélrérowth;; 7
A recession in the U.S., from Septeﬁben 1902 to August, 1904 brought
tight money, a declining stock market and reduced exports but failed to
throw the economy into recession, Certain industries such as lumbering
'and fishing were relatively depressed. The Canadian Annual Réview of
Public Afféirs commented "on the whole, it may be said that the past

year has been a prosperous one for Canada, though there have been spe~

cial industries which did not participate”.54 Our diffusion index also

Sh Canadian Annual Review of Public Affairs, 1904 (Toronto:
Annual Review Publishing Co., 1905), p. 505.

1

TN T



56,

indicates the probability of a slower rate of growth in 1903 and 1904;55

in the following two and one-half years, howevér, the Canadian economy

enjoyed great activity and expansion,

During this period, the merchandise trade balance behaved appro-

Ximately as predicted by our hypothesis, Merchandise imports rose each-
year except one, with the largest increases occurring ié 1903 and in
1906 ~ 07. Reflecting 1904's uneven prosperity, imports recorded a mar-
ginai decline in that year. " The eipansion,in imports from 1901 to 1907
was spread.fairly evenly among the various commodity groups, but the
largest dollar increases were in iron and its products, fibres and tex-
tiles, and non-metallic minerals (principally coal). An index of in-
vestment,56 (shown in Table_(vi),'Appendix C) stood in 1907 at two and
three=quarter tvimes its 1900 levelan Much of this investment was asso=-
ciated with the development of VWestern Canada's potential wheat produCnA
tion and took the form of railway comstruction and agricultural build-
ings, machinery andﬁlivgstpcki A sizable proportion of investment

goods tended to be imported so it is understandable that imports of

iron and its products rose rapidly. Increases in investment of 18% in

1906 and 20% in 1907 were accompanied by jumps of 18% and 16% respec-

55_ Hay recognized a recession beginning in December, 1902 and
continuing until June, 1904, However, his diffusion index was based on
fourteen series which did not, we believe, constitute an adequate re-
presentation of the overall economy. Six related to exports which de-

clined sharply in 1904 and six others were based on financial and credit’

conditions which deteriorated badly in the fall of 1902 and throughout
much of 1903. We should also recognize, however, that his diffusion in-
dex was monthly, and therefore more able to have recognized turning

. .
points in the cycle.

Bﬁ Dominion Bureau of Statistics, Canada Year Book, 1937 ..
(Ottawa: . King's Printer; 1938), p. 480.
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tively in merchandise imports. As expected, a large part of the in-
crease occurred inkimports of iron and its products.

Exports had dropped rather sharply in i904, offsetting a small
decline in imborts and causing a further increase in-the trade deficit.
In 1905, however, the trade balance was unchanged since rising exports
balanced a relatively small increase in imports., ~Almost one-half of
this period's ﬂli? million deterioration in the trade balénce occurred
in 1907, when Canada's strong demand fof imports was agegravated by a
drop in exports to the U.K. In nonamerchandise'frade, Knox's estimates
reveal little change in the balance between 1900 and 1904, but the dew-
ficit doubled within the next three years as rapid growth in expendi-
tures on interest and dividends and -other current itemé outpaced an in-

crease in receipts.

Contraction: - 1908

Table II - 14
Summary of Changes in Merchandise and Non-Merchandise Trade
‘Balances, 1907 -~ 08

$ millions 1907 change 1908
Merch., Exports 267 - 6 261
Merch, Tnmports 378 - 8L 2y
Merch., Trade Balance =111 + 75 = 36
Non~Merch. Receipts ‘ 65 0 65
Non-Merch., Expenditures 117 - + 26 | 143

Non-Merch. Balance - 52 - 26 - 78
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The Caﬁadian econony experienced a short but relatively severe
recession which began in late 1907 and continuéduthroughout 1908, As
expected, the decline in business activity was accompanied by a decrease
in the value of imports. The magnitude of the drop was very lérge
(21%), but sharply falling import prices accounted for roughly one-third
of the decline.. Despite a further small decrease in exgorts, the ner-
chandise balance displayed a significant improvement; however, this was
offset to some extent by net interest and dividend payments which jumped

from $51 million to $71 million.

Expansion: 1909 = 1912

Table II = 15
Summary of Changes in Merchandise and Non-Merchandise Trade
Balances, 1908 - 12

$ millions | 1908 chanée 1912
Merch. Exports 261 +102 : 363
Merch. Imports 297 +357 654
‘Merch. Trade Balance L= 36 - . =255 L. apol
Non-Merch., Receipts 65 + 31 96
Non-Merch., Expenditures 13 + 92 : ' 222
Non--Merch. Balance - 78 - 61 =-139

By the summer of 1909, the economy had returned to a ﬁigh level
of business activity and the ensuing expansion lasted almost four years.
With all sectors enjoying boom conditions, the Canadian economy exper-
ienced its most rapid rate of growth since 1869 -~ 73. Highlights of
the boom included an approximate doubling of the index of inveétment

from 1908 to 1912, rapidly rising grain exports, widespread speculation
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and record levels of immigration.

Merchandise imports increased at an exlremely rapid pace, more
than doubling in the four years 1909 to 1912. .Most major commodity
groups approxiﬁately doubled but imports of iron andJits products prac-
tically quadrupled. In dollar terms imports of these products Jjumped
from $45 million or 15 1/2% of total imports in 1908 to $164 million
or 24 1/2% of the total in 1912.57 Between 1908 and 1911; non-grain
exports achieved only minor gainsmwshipménts to the U.K. were almost
level, and the United States economy was relatifély stagnant through-
out 1910 and 1911,

As a résult, in 1910 our index of the merchandise balance ap-
proximately equalled its 1875 peak deficit position and substantially
exceeded it in 1911 and 1912, The non-nerchandise as well as the mer-
chandise account was weak during this period. ILarge inflows of foreign
capital ﬁlus a high level of profits caused net payments of interest
and dividends to rise sharply, and the large number of recent immigrants
sendingﬁfuhdsiback to their homelands was pfbbably'fesponsiblérfofiagi'”7

increasing deficit on other current items.

Contraction: '1913
Our diffusion index dropped from 100 in 1912 to 33 in 1913, but
in most cases the component time series fell only slightly below their
record peaks of thé previous year., Although money tightened severely

late in 1912, the momentum of the expansion carried it through the first

a7
“*  These breakdowns are actually for the fiscal years ending

March 31, 1909 and March 31, 1913 respectively,

AT
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half of 1913, after which it gradually slackened; by year~end, however,
the economy had passed into a state of contracﬁion,
Table II - 16

Sumnary of Changes in Merchandise and Non-Merchandise Trade
Balances, 1912 = 13

$ millions - ) 1912 change | 1913¢ (1914)
Merch, Exports 363 + 70 433 403
Merch.3 Imports 65k + 30 684 501
Merch, Trade Balance =291 + 4o =251 - 98
Non-HMerch, Receipts 96 - 1 95 - 115
Non~Merch. Expenditures 235 + 32 267 304
Non-Merch. Balance =139 - 33 ~172 «1.89

The rate of increase in imports slowed very markedly and, in
fact, much of the It 1/2% increase was apparently the result of higher
prices, If one considers the great strength of the previous expansion
and the fact that business did not turn down until midway through the
jeér; i% was ?erhaps unusval that the pre%ious rapid growth in imports
should vanish so abruptly. On the other hand, the value of merchandise
exborts in 1913 jumped almost 20%, a surprisingly large increase given
that the American economy recorded a cyclical peak very early in the
year, However, the resultant improvement in the trade balanc; was off=-
set by a»further deterioratioh in all components of the balance on in-
visibles.

We felt that it would be interesting to observe the behaviou;
of the current account bal .

E
1 u 1 u A L3 2

from the main part of our study because of the outbreak of war, It
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seens safe to assume that the war would have had relatively little
influence on Canada's foreign trade in 1914, - The recession which had
begun the previous year became progressively more severe during 191k,
Therefore, it.is not surprising to note a large decline in imports
which caused the trade deficit to shrink by approximately $150 million,
The non-merchandise deficit, however, continued to increase as net

interest and dividend payments jumped $36 million.

Post=War Adjustuments: 1919 -. 1921

Although changes in the current account balance immediately
after the Fi;st World War followed the normal cjclical pattern, we have
excluded the years 1919, 1920 and 1921 from the main body of our ana-
lysis. Distortions in foreign tradé caused by the war and its after-
math were so great that they dominated the current account's behaviour.
In the first place, the very large surplus on merchandise trade in 1919
was caused by artificially buoyant exports and depressed imports. For
,§1améle,, in fiscal 191k, exports of animals and their products totalled -
$77 million, but by fiscal 1920 they had climbed to $31k million before
dropping back to $188 million in fiscal 1921. The second distorting
feature of the post-war years was a 1érge and rapid fluctuatién in
prices. In 1920, import prices Jjumped 22% and export prices rose 12%
whereas in 1921, the former fell 27% and the latter declined 28%. De-
flation continued in 1922 with declings of 16% in both import and ex-
port ‘prices.:

The business revival early in 1919 was followed by a relatively

short but strong expansion which lasted throughout most of 1920, Im~
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ports in the latter year soared by $522 million, but approximately one-
half of the increase was caused by the rapid riseuin prices; also, it

is impossible to estimate the proportion of the iﬁcreaéed volume of ime
ports which waé simply an adjustment to the renewed a&ailability of over-
seas products. At the same time, merchandise exports were retreating to
a more normal peacetime level and, as a res%lt, the trade balance deter=
iorated by almost 4600 million in 1920. On the other hand, the deficit
on non-merchandise items decreased by almost %100 million, The decline
was caused almost entirely by a very large shift:in the balance on other
current items, presumably due to post-war adjustments.

A downturn in the economy in the latter part of 1920 soon devel-
oped into a serious depression which persisted throughout 1921, accon=
panied by very significant price deflation. The value of merchandise ex=
ports and imports fell 28% and 41% respectively in 1921, but in each
case sliding prices appear to have accounted for well over one-half of
the decline. The merchandise trade account in 1921 was approximately in
ﬁélaﬁcé; midw;y Bét@éenﬁité leveis in thé fwoipréceaing yeéfs. Tﬁe ﬁ;n;

merchandise balance was virtually unchanged in 1921,

Expansion: 1922 - 1923

Table II - 17
Summary of Change in Merchandise Trade Balance, 1921 - 23

-

$ millions : 1921 change 1923
Merch, Exports ‘ 962 ' +165 1127
Merch, Imports olihy + 62 1006

HMerch., Trade Balance 18 +103 121

1
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If we accept the premise that the economy entered an expansion-

58

ary phase of the cycle around the end of 1921,7~ then the improvement

in the trade balance between 1921 and 1923 implies contracyclical be=
haviour. However, most of the available evidence suggests that the re-
vival in business was very gradual and that the entire expansion lacked
vigour. Thorp described "continued dullness" in 1922 which gradually
gave way to "moderate prosperity" in 1923.59 Values of oﬁly 22 in 1922
and 67 in 1923 in our diffusion index and the continued weakness of
prices in 1922 support this description. The $103 million improvement
in the trade.balance showm abovg conceals a deterioration of $52 mil-
lion in 1923, In other, words, only the very large $155 million improfem
ment in the trade balance in 1922 requires an explanétion and it may be
attributed, at least partially, to the weaknesé of the expansion in
that year.

Several other special circumstances should be noted. Declining
prices more than-offset a small volume increase in imports in 1922, gnd
éwshéfbrrégound in ﬁfiéés fhérfdilinngryear acéouhééd fof foﬁghiy 6ﬁe47
half of a large 20% increase. Conéequently, increases in the volunme of
imports of approximately 5% in 1922 and 10% in 1923 seem consistent with
the extent of expansionAin Canada during this time. On the other hand,
'merchandise exports were surprisingly buoyant, especially in i922‘when

a small value increase was recorded, despite a severe drop in prices.

58 Chambers' reference date for the trough in the Canadian cycle
was September, 1921, Chambers, '"Canadian Business Cycles Since 1919",
pe 181, _

59

7/ Thorp, Business Cycle Annals, p. 300.
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Exports to the U.K. accounted for much of the increase in 1922, whereas
the following year the U.S. market took the 1a?gest share of the growth
in Canadian exports. .

The recorded improvement in the non-merchandise balance must be
viewed with suspicion. From 1921 through 1926, Knox's estimates reveal-
ed that an increasing deficit on interest énd dividends {was more than
offset by increases in the surplus on travel and, to a lesser extent, by
a surplus on other current items. However, we poted previously that
Knox's non-merchandise estimates for 1926 were significantly more fav-
ourable than-official 1926 data. Therefore, our summary tables descri-
bing each cyclical swing in the balance of payments exclude non-merchane

dise figures until 1926,

Contraction: 1924

Table II - 18
Summary of Change in Merchandise Trade Balance, 1923 - 24

$# millions 1923 change 1924
Merch. Exports 1127 S48 175

Merch. Imports 1006 =117 _839

Merch., Trade Balance 121 +165 286

Although the contraction in 1924 was relatively brief, and mod-
erate in amplitude, merchandise imports fell substantially. Once again,
the commodity groups. iron and its products and non~metallic minerals

registered the largest declines, accounting for roughly two-thirds of

the overall decrease.6o Exports, on the other hand, were sustained by

60 - Urquhart and Buckley, Historical Statistics, p. 186. See
data for fiscal years ending March 31, 1924 and March 31, 1925.
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demand from the U.K., where business continued to expand until the end

of 1924,

Expansion: 1925 - 1929

Table 1T - 19 .
Summary of Changes in Merchandise and Non-Merchandise Trade
Balances, 1924 - 29

¢
$ millions 1924 change 1929
Merch, Exports 1175 +145 1320
Merch. Imports | » 889 - 4513 : 1402
Merch., Trade Balance 286 -368 - 82
- (1926) )
Non-Merch. Receipts - 267 + 72 339
Non~Merch., Expenditures 460 + 95 555
Non~Merch. Balance =193 - 23 =216

Iate in 1924,-the Canadian economy entered a period of rapid
expansion which persisted until mid-1929. The index of gross domestic
product less agriculture increased by an average of 8 1/2% per annum
from 1925 to 1928 inclusive; in addition, the agricultural sector of
the economy experienced several years of marked prosperity as grain ex-—
ports jumped 50% from 1924 to 1928; and finally, investment proceeded
at a rapid rate, more than doubling between 1924 and 1929.

‘ Stimulated by this acceleration of business activity,-meréhann
dise impor%s rose swiftly., Except for 1925, when a strong export per-
formance led to a slight improvement in the balénce, the merchandise
trade accqunt deteriorated in each year of the expansion., An 11% aver-
age annual increase in imports during the years 1925 to 1928 iﬁclusive
was achieved despite declining import prices which fell an average of

!

T CTETET T



66.

3 1/2% per annum during this time. A slightly slower growth in imports
in 1927 supports Chambers' contention that a—bri@f pause occurred in
that yeér.61

Even faking into account a slbw but persisteﬁt decline in prices,
export growth in 1926, 1927 and 1928 was very disappointing; in fact,
small declines were evident in the latter two years. This performance
was understandable however, since the U.S. experienced a mild recession
in 1927 and the U.K., economy contracted throughout part of the same and
the following year. We should also point out tﬁét the five year moving
average of grain exports reached a peak in 1926_5 27 and dropped sharply
in the following two yeafs, reflecting the rapid decline in annual ship-
ments which began in 1929. Non-grain exports, which had been fairly
stable in 1926, 1927 and 1928, grew at a slightly faster pace in 1929 as
the major world econo@ies enjoyed a last spurt of expansion prior to thé
Great Depression. Nevertheless, by this time Canadian business activity

had ‘begun to feel the effects of depressing circumstances in wheat and
Ve - _

also féféé%rprodﬁcﬁéoziandrasiarresﬁlt; gfbwfh inrimports in 1929 slowed
to about 6%,
In the non-merchandise account, interest and dividend expendi-

tures continued to rise but they were partially offset by increasing

travel receipts, Therefore, the non-merchandise account had little in-

61 Chambers, "Canadian Business Cycles Since 1919", p. 180.
See also the diffusion indexes on pages 176 and 179. However, our in-
dex of 'G.D.P. less agriculture' does not indicate any slowing in bus-
iness activity.

a.Marcus, Canada and the International Business Cycle, pp 36 =

k3.,
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fluence on the total current account balance during this period.

Contraction: 1929 - 1933"Au

Table II = 20
Summary of Changes in Merchandise and Hon-Merchandise Trade
Balances, 1929 = 33

$ millions : ) 1929 change 1933
Merch. Exports 1320 -650 { 670
Merch. Imports 1ho2 =968 434
Merch; Trade Balance - 82 +318 - 236
Non~Merch., Receipts 339 168 - 171
Non-Merch., Expenditures 555 =158 297
Non~Merch, Balance =216 - 10 w226

There is no need to describe the severity of the depression be-
ginning in late 1929 which gripved Canada and other industrial nations
and caused real non-agricultural gross domestic product to decline more

than 26% between 1929 and the trough in 1933. Every sector of the econ~

'omy and every type of buslness act1v1ty and enterprlse felt the shock,
Canada's terms of trade deteriorated badly in this period, with a very
severe drop in the price of grain exports largely responsible,

In value terms, merchandise imports fell by almost $1 billion
from 1929 to 1933. Most of the decline occurred in 1930 and i931, so
that by 1933, when a cyclical trough was reached inrthe first half of
the year, the decrease was very small. We note that iron and its pro-

ducts again exhibited a larger drop than any other comﬁodity group,
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both in absolute and percentage térms.é3 On a perceﬁfage basis, ex-
ports dropped 53% from 1929 to 1932, compéred to a 67% decline in ime
ports;'in dollar terms, however, the decline.in the former amounted to
only three-quarters that in the latter. Attenéion is drawn to an in-
crease in net exports of non-monetary gold which more thanvdoubled from
$39 million in 1929 to $82 million in 1933, due chiefly to the higher
price of gold following Canada's departure from the gold standard.
Other exports rose sharply in 1933 with most of the increése going to
the U.K. whose economy turned up in mid=193%2, somewhat ahead of recov=
ery in Canada and the U.S. The strength of Canadian exports to the
U.K. relative to the U.S. sugéests that income fluctuations were more
important than changes in exchange rates. In any event,'the fact that
from mid-193%1 to mid-1933 the Canadian dollar took a value roughly
half-way between the pound sterling and the U.S. dollar probably limited
the effects of changing exchange rates on the current account balance.
As a result, the trade account movgd back into a surplus posi-
tion in 1931 and showed further large improvements in the following
“two years. The Ebn%indingréiiébiérdeficiﬁr6ﬁ7hdn;ﬁeféhéﬁdiééwffadé;i
however, prevented the total current account from achieving a balanced
position until 1933, Once again, cyclical changes in the non-merchandise
balance were relatively unimportant. In 1930, the non-merchandise
deficit jumped from $216 million to $250 million, largely because
of a contiﬁued increase in interest and dividend expenditures. A large

volume of net new issues of Canadian securities had been sold abroad in

63 Imports of iron and its products fell 82% from 1929 to 1933,
The index of investment declined by exactly the same percentage during
this .time.

/
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1929 and 1930 to finance the total current account deficit. The deficit
on interest and dividends declined over the next three years but much

of this was-offset by a falling surplus on the travel account.

Expansion: 1933 = 1937

, Table II .- 21 _
Summary of Changes in Merchandise and Non-Merchandise Trade
Balances, 1933 = 37

4 millions 1933 change 1937
Merch. Exports . 670. +638 1308
Merch. Imports Lzl +479 917
Merch., Trade Balance 236 +159 395
Non-Merch. Receipts 171 +124 295
Non-Merch., Expenditures 297 +10 500
Non-Merch., Balance -226 + 21 =205

The recovery of the Canadian economy after mid-1933 began from
such a depressed level that a sizable proportion of the nation's re-
Bources ﬁefé’éfiii'dhémbiojea”ih71937,7Whén ﬁohmégficﬁi%ﬁfél7gfbéé;&6;'
mestic production finally regained its 1929 peak. Investment in par-
ticular remained very low relative to the summit which it attained im-
mediately prior to the depressiomtt.,@+ Despite excess capacity, imports
more than doubled in value from 1933 to 1937, and since priceé rose by

only 16%, greater volume accounted for most of the increase. As we

might expect, imports jumped sharply (30%) in 1934 when deflation had

6% This very slow recovery in domestic investment had an iﬁpor—
tant influence on the trade balance between 1933 and 19%9. It will be
examined later in the chapter.
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finally ceased and the economy gradually ?eturne@ to a more stable,
though still very depressed-state of operation: A similarly large
increase occurred in 1937 when import prices rése almost 10% and some
speculative activity crept back into the econonmy, |

Despite this doubling of imports, the merchandise trade surplus
increased slightly in each of the years 193k to 1937; Since the volume
of foreign trade was also increasing, however, our index §f the trade '
balance was approximately constant during this period. One probable
reason for this streﬂgth in the trade accoﬁnt was the steady improve=
ment in Canada's terms of trade. In addition, several special circum-
stances should be mentioned concerning the buoyancy of Canadian exports.
Continuing the trend mentioned previously, and further stimulated by
the U.S. revaluation of the price of gold in 1933, net non-monetary gold
exports jumped $32 million in 1934 and increased another $31 million
over the next three vears. Equally important was the relatively rapid

pace of recovery in the U.K, which, perhaps aided by Empire Prefefence,

géﬁéédr£ﬁerd§%éné fsfré;nédiéh ééodﬁdté %éri;creésé siénifiéénéli;ﬁ
Strong demand was particularly noticeable in exports of metals and pro=-
ducts (iron and non-ferrous) which quadrupled between 1932 and 1937,
This $200 million increment accounted for roughly 30% of the total in-
.crease in exports during this period. By comparison, exports'of égri-
cultural-aﬁd animal products (in this case exclu@ing grain which showed

very little increase) and wood, wood products and paper rose $109 million

65 . . . . . j
2 Business fixed investment increased 36% in 1937 and accumu-
lation of business inventories was also strong.

/
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and $129 miliién respectively,66 Buropean rearmaﬁent programmes helped
to stimulate large demand for Canadién metals during the midmthifties.
A slight improvement in the non-merchandise balance from 1933
to 1937 ﬁas caused by a larger travel surplus with the Americans; Al-
though Canadian tourist and éravel expenditures in the U.S5. doubled,
the dollar valﬁe increase in Canadian travel receipts was much larger.
Actually, the non~-merchandise deficit had fallen $43 million in 1934
alone, but then deteriorated Slightiy in the following three years,
As in the previous 1529 to 1933 period, year-to-year changes in the
balance on invisible items were rather erratic and did not follow any

apparent cyclical pattern.

Contraction: 1938

Table II - 22
Summnary of Changes in Merchandise and Non-Merchandise Trade
Balances, 1937 - 38

$ millions 1937 change 1938
Merch, Exports. . .1308 . . =153 ... o..1155° -
Merch, Imports 913 =159 75k
Merch, Trade Balance 395 + 6 | 4ol -
Non=Merch. R_§¢eipts 295 - 34 261
Non-Merch. Expenditures 500 + 7 ) 507
Non-Merch. Balance =205 -k -246

A short but rather severe recession lasting from the latter

part of 1937 until the end of 1938 led to significant changes in both

66 Urquhart and Buckley, Historical Statistics, p. 178..
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exports and imports but had little effect on the trade balance itself,
Price deflation was an important factor in thg'decline in the value
of foreign trade and a 5% deterioration in the terms of trade served
to limit the improvement in Canada's balance. Exports to fhe U.S5., par=
ticularly of pulp and paper, registered the largest decline, while de-
mand for Canadian mineral and metal products was sustained by increas-
ing rearmament in Furope. As usual, imports of iron and éteel products
recorded a larger decline than any other major commodity group.

In 1938, thege was a rather large increase in the non-merchan-
dise deficit, primarily because of a reduction in receipts from the U.S.
in all three categories of invisibles. As a result, the total current

account balance deteriorated by $35 million.

Expansion: 1939

) Table II - 23 4
Summary of Changes in Merchandise and Non-Merchandise Trade
Balances, 1938 - 39

~$ millions . .. . 1938 . .. .. . chamge - 1939 -
Merch, Exports 1155 . + 36 1191
Merch,’Imports 75k + 78 832
Merch., Trade Balance 4oL | - b2 359
.Non»Merch. Receipts 261 | + b ’ 265
Non~Merch..Expenditures 507 - 8 499
Non-Merch. Balance =246 +°12 =23k

The economy reached a trough late in 1938 and experienced a
moderate expansion in 1939, Both exports and imports increased and

the trade balance deteriorated slightly as expected. However, we must
/
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point out thét.our method of adjustuent for grain exports produced a

$32 million decline in the moving avérage of -such exports in 1939, where-
as there was an actual annual increase of $24 million. If grain exports
are excluded entirely from 1937, 1938 and 1939, the trade balance shows
little change over the three &ear period. On this basis the merchandise
trade surplus iﬁcreaséd by #5 million in 1938 and decreased by $10 mil-

lion in 1939,

Summary of the Period 1900 = 1939
The preceding narrative indicates that the Canadian balance of
payments during this period, as during the late nineteenth cenfury, tene
ded in most cases to react to cyclical fluctuations in the manner pre-
dicted by our hypothesis., However, whereas the trade balance registered
only nine surpluses in thirty-two years between 1869 and 1900, there were
trade surpluses in twenty of the thirty~five years from 1900 to 1939,

Although the accuracy of non-merchandise trade data prior to

,,7l926,isfquestionable1,it a@pearsnsaiemte~gonelude4thatfiluetuationsAinr~7 -

the balance on invisibles were not closely related to the business cycle.
Furthermore, changes in the non-merchandise balance tendedvto be small
relative to swings in merchandise trade. The absoluté dollar value of
the chronic deficits on non~merchandise trade, primarily net payments of
interest and dividends, was an important determinant of the level of the
total current account balance. Nevertheless, annual changes in the
total balance were clearly dominated by the cyclical fluctuations of the'
merchandise trade balance, although the relative stability of tfansac-

tions in invisibles did tend to reduce the amplitude of fluctuations in

T
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the total current account balance., As we note in Table (iv), Appendix

B, the direction of change in the merchandise and current account bal-

ances differed in only two years, 1905'and 1938, and in bo@h cases, the
differences were very slight,

In order to obtain an exact measure ofvthe degree of similarity
between changes in business activity and changes in the‘balance of pay-
ments, we performed several regression analyses, the results of which
are givenh in Table IT - 24, As an indicatqr of changes in the business
cycle, we used our diffusion index but subtracted fifty from the value
for each year., In other words, the range of the adjusted diffusion in-
dex was hinus fifty to plus fifty instead of the previous zero to one
hundred. In each regression analysis, the post-war adjustment years
1919 to 1921 were excluded, along with the war years 191k to 1918.

. The first regression analysis indicates that during the thirty-
one yeérs included in the analysis, there was a significant negative

correlation between the diffusion index and the rate of change in the

ﬁéfcﬁaﬁﬁiée fgédé 5éiahce. ﬁgeﬂr£he years 1934 - 39 Qere excluded in
‘analysis 2', the negative correlaéion became even stronger. Since we
are dealing with time series, however, the possibility of autocorrela-
tion must be considered. To test for autocorrelation,.we calculated
for each regression analysi;#the value of 'von Neumann's ratié' which
is the ratio of the mean-square successive diffgrence to the variance.
As long as the calculated values for the ratio lie between the critical
values indicated in notes (iii) and (iv) of Table II - 24, then we may
safely conclude that autocorrelation is not serious, Both 'an;lysis 1t

and 'analysis 2! pass the von Neumann test.

G 41



Table IT - 24

Results of Regre851on Analyses for the Period 1900 -~ 1939

Regression  Independent  Dependent ‘Perlod Number of Correlatlon Regression Value of
Analysis Variable Variable Covered Observations Coefficient Equation von Neumann's
Number () (y) (n) (r) Ratio
1 diffusion rate of change 1901-13, 31 =065 71=2,48=,23x 2.03
index merch. trade 1922-39
balance
2 diffusion rate of change 1901-13, 25 -7k y'=1.64-.27% 2.24
index merch, trade &+ 1922-33
balance
3 diffusion rate of change 1901-13, 31 -.62 y1=0. 83w, 17 1.57
index current account 1922-~39
balance
4 diffusion rate of change 1901-13, 31 +.88 y1=-0,99+.47% 1,87
index merch. imports 1922-39
5 diffusion rate of change 1901-13, 31 +,63 y'=0;91+.23x 1.16
v index merch. exports 1922-39 L
Notes:s (i) In analyses 1 and 3 wheré there are 29 degrees of freedom, the critical value of the cor-

relation coefficient for#l= 0.05 is =.36; and in analyses 4 and 5, the critical value is
+436.

|
(ii) In analysis 2 where theré are 23 degrees of freedom, the critical value of the correlation

coefficient for &= 0.05 is =.40.

(iii) In analyses 1, 3, & and 5 where n = 31, the critical values of von Neumamn's ratio for
&= 0.05 are 1.47 and 2, 66
. ~3
(iv) In analysis 2 where n = 25, the critical values of von Neumann's ratio for & = 0.05 are s
1.42 and 2.74. ‘
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We noted earlier in this section that fluctuations in the non-
merchandise balance had little effect 6n cycligal,swings in the total
current account balance. The third regression analysis indirectly con-
firms this observation, since the negative correlation between the cycle
(as measured by our diffusion index) and the cufrent account balance
is only slightly less significant than that between the business cycle
and the trade balance.

A very strong positive relationship between the business cycle
and merchandise imports is revealed by a correlation coefficient of
+.88 in 'analysis 4', - Our adjusted diffusion index and the change in
imports éxhibited opposite signs in only two years, 190% and 1913, and
in each case the difference was minimal., Bobth 'analysis %' and ‘'ana-
lysis U' also pass the von Neumann test for absence of autocorrelation.

The coefficient of correlation between the diffusion index and
merchahdise exports in the final regression analysis indicates a posi=-

tive relationship, but the strength of the correlation is much less

éhén thaf between imports and the business cycle., Moreover, the cal-
culated value of von Neumann's ratio is less than the minimum critical
value; therefore, the effects of autocorrelation cannot be ignored.
The regression equation expressing changes in exports as a function of
the diffusion index is not very meaningful, of course, since éhe airé
ection of causation runs primarily from the former to the latter and

not vice versa. The equation was calculated simply to determine a val- .

ue for von Neumann's ratio., A discussion of the absence of a strong

in our su?mary of the 1869 - 1900 period.

T T T
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-Several of the above regression analyses were repeated using a

one year lead or lag. The nature of the relationships and results in

TN 3

the prior 1869 - 1900 era suggest that exports should tend to lead the
cycle while imports and the trade balance should lag behind cyclical
swings in the economy. However, in each case, correlation with the dif-
fusion index was weakened by the assumptioﬁ of a lead oria lag. Ve con~
clude that although leads and lags probably existed, most were consider-
ably less than one year in duration and consequently were not detected
by our analysis, |

In our earlier discﬁssion concerning the need for an adjustment
to remove the effects of‘non=cyclical fluctuations in grain exports, it
was suggested that inclusion of a five year moving average of grain ex-
ports would eliminate very sharp year-to-year changes while retaining
intermediate trends which could influence other sectors of the economy.
This procedure was particularly well suited for our index method of ana-

lysis, which coupares levels in the trade balance over a number of

yeaéé;77rrﬁ§@e§e;, werhaveialédrﬁéiﬁt;a éufrgéééréiwinsténceé in wﬁi;h

the five year average of grain exports moved contracyclically. There-

fore, we repeated the previous regression analyses using raﬁe'of change
data, shown in Table (vi), Appendix B, which completely exclude grain

-

exports.

67 For example, when grain exports were completely excluded from
our analysis, the index of the trade balance failed to improve between
1876 and 1879 despite continuous contraction during the period. The an-
swer apparently lay in the strong performance of grain exports which
helped to maintain Canadian demand for imports., When a five year centred
moving average of grain exports was included, the trade balance index
improved in line with the decline in Taylor's prosperity index.



Table II - 24(a)
Results of Regre851on Analyses for the Period 1900 = 39
(Mbdlfled to Exclude Grain Exporis)

_Regression Independent Dependent j Period Number of Correlation Regression Value of
Analysis Variable Variable Covered Observations Coefficient Equation von Neumann's
Number (x) (y) (n) ' (r) Ratio
1(a) diffusion rate of change 1901-13, 31 -e72 y1=3,63=.32x 1.92
index merch. trade, 1922~39 '
balance
| ‘
2(a) diffusion rate of change 1901-13, 25 ~.81 y1=2,61=.37x 2.30
index merch. trade' — 1922-33
balance \
3(a) diffusion rate of chanée 1901-13, 31 - 67 y¥=1,39=,23x 1.6k
index current accoynt 1922-39
balance
4(a) = diffusion rate of chan‘e 1901-13, 31 no change from Table II - 24
index merch. imporbs 1922-39
5(a) diffusion rate of change 1901-13, 31 +,57 y'=1,62+.24x 1,30
index merch. exports 1922-39 \
i
Note: The same critical values for cofrelatlon coefficients and von Neumann's ratios apply as in

Table II - 24. i : -
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~The strength of the negative correlation between our diffusion
index and rates of change in the trade and current account balances ex-
cluding grain exports is slightly higher than‘fof the previous analyses
which included a five year moving average of grain ekports. However,
differences in the results obtained with the two alternative types of
adjustment are relatively small, On the other hand, th% positive coe-
fficient of correlation in 'analysis 5(a)' is slightly ieés than that
in tanalysis 5'. Again, however, the calculated value for von Neumann's
ratio lies outside the acceptable range, indicaﬁing that significant
autocorrelation was present.

Chart II - 3 is a graphic presentation of the rate of change
method of analysis including a moving average of grain exports. In the
early years of this period, changes in the trade balance appear to have
lagged a full year behind swings in the business cycle. This bebaviour
persisted until 1907 but from 1908 to 1933 the timing of movements in
the two variables was practically identical., Beginning in 193k, the
~trade balance displayed relatively small but continued improvements 7
wﬁereas the diffusion index was close to ninety from 1934 to 1937 inclu-
sive. Finally, the trade balance did not reflect the brief but severe
cyclical downturn in 1938.

A comparison of the trade balance and the index of prosperity
for the period from 1900 to 1939 is presented in Chart II - 4, Unfor-
tunately, we were forced to show the pre-World War i data separately
sincé Taylor}s index of prosperity was the only available measure of
econonic activity for these years. The Taylor index, furthermére, does

not appéar to be an entirely reasonable indicator of relative annual

B 11101
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levels of prosperity. For example, it climbs very rapidly after 1899
to a pgak in 1902 and then declines in all but'one of the following
seven years, We have attempted, therefore, tovadjust the index, - Brie-
fly, we used the actual average 1900 = 02 index value as a.starting
point for the year 1901 and the actual average-l9ll = 13 index value as
avterminal point for fhe year 1912, We then 'distributed' the increase
in the index from 1901 to 1912 in a pro rata manner based upon the
annual values of our diffusion index. The actual and adjusted indexes
are shown in Table (&i), Appendix C. For éhe post-war prosperity ine
dex, we used, our ratio of actual to potential output as described earé
lier.

After a brief period of relative stability from 1900 to 1902,
the trade balance began to deteriorate rapidly. Chart II - 4 indicates
the very close relationship between strong economic expansion from
1900 - 12 and the deteriorating trade balance which reached a record
deficit in the latter year. Investment expenditures rose very rapidly
" during this period, more than quadrupling from 1902 to 1912, Surging
domestic investment spending incfeésingly outpaced the growth in dom-
estic saving and forced Canada to import more and more goods to meet
its requirements.

Again from 1925 to 1929 when investment practically dbubied,
rapid detefioration was apparent in Canada's trade balance and current
account balances as growth in domestic saving was insufficient to
meet the heavy demands made upon it. The opposite situation pertained
from 1929 to 1933 however, as investment fell precipitously ana Canada's

current account moved back into a surplus position,
! 4

T
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Continﬁing slight improvement in the trade and current account
balances after the c¢yclical trough iﬁ 1933 was .due in part to the rela-

tively strong recovery in the U.K. and Europe and the resulting rapid

TN

increase in Canadian exports. However, another important explanation
was the extremely depressed ievel of domestic investment. Whereas gross
national produdt in 1937 stood at 85% of its 1929 peak, ,the value of
business gross fixed capital formation was just over 50% 5f its 1929
level, Despite relatively rapid increases in national income from 1933
to 1937, the non~agricultura1 economy in the latter year was operating
at an estimated 79% of potential. In these circumstances, the marginal
efficiency of capital remained very low and domestic investment failed
to recover as rapidly as some other types of expenditure. On the other
hand, domestic saving presumsbly increased approximately in line with
aggregate income and therefore, the excess of saving over investment
which first appeared in 1933 continued to increase from 1934 to 1937,
At this point we have completed our statistical investigation

'of*thehcyciicai“béhéviéﬁf‘6f‘fEE*CEﬁadiéﬁTBaIénEé"of’péjﬁéﬁ%é‘iiﬁf’ﬁi? -
period 1870 to 1939, We have demonstrated, both statistically and
graphically, that domestic economic expansions during this- period ten-
ded to be accompanied by deteriorating trade and current account bal-

ances and that recessions or depressions in the Canadian economy were

almost always coincident with improving trade and current account bal-
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ances.68 Secondly, we showed that Canada's current account balance of
payments was in a deficit position for much of the period and that only
when the domestic economy was seriously depressed did a su;plus appear.
Finally, we demonstrated that over extended periods of time, the size
or level of the trade and current account balaﬁces was closely related
to the degree of prosperity in the domestic economy.69 ¢

Before completing our statistical examination of the current
account for the postewar years in the fourth chapter, we shall expand
in Chapter IIL our previous outline of the theory explaining the obser-
ved cyclical- pattern of the current account balance; As suggested earé
lier, we suspect that during at least some of the post-war years the
current account did not behave precisely as predicted by our hypoth-
esis. If so, our study of the period since 1945 may be somevhat sim=
pler éfter we have examined in detail the theory underlying the hypoth=

esis.

,6& E - N [

Admittedly, our analysis prior to 1900 dealt only with the

merchandise trade account; also, the available non-merchandise trade
data for the period 1900 to 1926 may not be too reliable., Nevertheless,
our study of the years 1926 to 1939 indicated we may be quite confident
that cyclical changes in the trade account will usually dominate the
total current account's cyclical behaviour, '

69 On the other hand, we also recognize that an examination
of the level of Canada's trade and current account balances encoumpas-—
sing a period of some years will reflect any underlying or structural
changes in the balance of payments. For example, if Canada's competi-
tive position relative to other nations were to deleriorate over a
period of years, then our index of the current account balance would
also deteriorate when compared to the level of domestic prosperity.

We shall return to this matter in our concluding chapter,

T T
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EXPLANATION OF THE OBSERVED CYCLICAL BEHAVIOUR OF CANADA'S
CURRENT ACCOUNT BALANCE

In the previous chapter, it was observed that during most cycli-
cal fluctuations in the Canadian economy between 1870Aa£d 1939, the cur-
rent account balance of payments responded in the manner predicted by
our h&pothesisunthat is, the balance deteriorated in times of domestic
prosperity, and improved during cyclical downturns in the economy. Ve
realize that, in some cases, our data may be partially inadequate or un-
reliable, particularly during the period prior to 1926 for which offic-
ial national accounfs were not published; also, annual data only were
used in the analysis. DMNevertheless, in our opinion, the cyclical pat-

tern observed in the second chapter was sufficlently consistent to sup-

port the general validity of the hypothesis.

esis which was summarized briefly in the introductory chapter. A sta-
tistical examination will be made of the basic propositions underlying
the hypothesis. We shall also consider a number of secondéry points
which follow logically from our major propositions or are related to the

hypothesis but which are not essential to its development.,

Canada: A Dependent Resource Economy

Although there has been some disagreeument about the relevance

8s.

The current chapter will expand the development of the hypoth-

At v
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to Canada of the staple theory of growth,l natural resources have un-

doubtedly provided a corner-stone for the country's development. Tew

TMTIIEm

will deny that the existence in Canada of largé quantities of undevel-
oped natural fesources together with the recognition>by succeeding gen-
erations of the potential to be realizéd through their exploitation have
contributed greatly to Canadian economic growth. The fact that popular
opinion has always assumed an abundance of undeveloped nafural resources
in Canada may be taken, in itself, as some indicat;on of its validity.
The principai natural resources are genéfally considered to be
those providing energy (chiefly coal and waterpower, and wore recently
petroleum and natural gas) or food and raw materials (agricultural
land and fisheries for the former, mines and forests for the latter).
The accompanying tables provide some quantitative evidence concerning
the abundance in Canada of many of these natural resources.
Table III - 1 reveals that just prior to the Second ¥World War,
Canada (including Newfoundland) ranked first on a per capita basis among
“those countries shown in terms of coal and lignite and also iv;tégﬁo;éf; -
Iﬁ addition, most readers will be aware of the discovery since the war
of very large reserves of petroleum and natural gas in Western Canada.
Turning to those resources providing food, Table III - 1 also indicates
that Canada and Newfoundland had more arable and cultivated land per
capita than any of the other countries listed,; and that in terms of

pasture land Canada ranked fourth.

1 M.H. Yatkins, "A Staple Theory of Economic Growth", Canadian
Journal of Economics and Political Science, XXIX (May 1963), 142 - 143,
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Table IIT - 2 shows that in 1948,-Canada haé far more productive
forest area per capita than any other region of the free world. The
importance of Canadian production of forest pféduots, particularly news-
print and wood pulp, relative to total world production isvevident in
Table III -~ 3. Furthermore, Canadian production as a percentage of the
world total was as high in 1955 as it was in 1937. Fin%lly, with re-
gard to minerals, Canada was second.to South Africa in irbn ore per cap-
ita but far ahead of any other nation (see Table III - 1); and, as indi-
cated in Table IITI - 3, Canada produced at.least 10% of total world pro-
duction of é‘number of other important minerals, including gold, silver,
nickel, copper; lead,; zinc and asbestos.

Although the data are far from complete, they do confirm that
our initial assumption concerning ﬁhe magnitude of natural resources in
Canada is an apparently reasonable one.. The following discussion out-
lines the implications for the Canadian economy of .this abundance of
natural resources,

"~ In the most general terms, Canada's economic relationship with
other nations is determined, as for any country, by its relative factor
endowments. An abundance of land relative to labour and capital, or

more specifically an abundance of land which is rich in natural resour-

ces, gives Canada a comparative advantage in the production of certain

commodities such as forest products, mineral products and grain., More-

over, such comparative advantage forms the basis of international trade

~-~to derive the maximum benefit from the world's resources, each coun=-
try must specialize in the production of those goods in which it has a

comparative advantage and then trade with other nations for their spe-
/
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: | Table III - 1 -
Natural Resources Per Capita (last few years before 1939)

Coal and Potential Iron ore Arable and Pasture

lignite reserves water power at metal other cultivated (acres p.c.)
coal equivalent  ordinary min, content land
(tons p.c.) flow (H.P. v.c.) (tons vp.c.) (acres p.c,)

United Kingdom , 3,700 0.015 . 28,1 . 0.28 0.40
West Continental Europe 1,510 0.20 31k 1,09 0.47
East Continental Europe ) 980 o.ig 4,1 1.3k 0.51
U.5.5.R. , 300 O 9k, 0 2,35 570
U.3.A. and Cuba ' 17,000, 0.25 48,0 2.66 L, 4o
Canada and Nfld. 37,300 2.27 217.1 5.0k 6,78
South Africa : 20,600} 0.23 300.0 1,31 10.00
Australia and N.Z. 3,580 0,64 . 20,7 : 3.7k 17.00
Argentina, Uraguay, Chile 107 | 0,48 12,7 L, 6h 18.70
India 66 | 0,10 5.9 1.29 0,52
China 546 0.05 1.2 0.55 1.78
Japan 227 . 0.10 0.4 . 0023 ©0.11
411 countries listed - 3,000 0.16 2,6 1.30. S 2,10

i , .
§93£gg: A.J. Brown, Industrializatién and Trade (London: Royal Institute of International Affairs,
1943), p. 21. ! -
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o Table III = 2 : 3
‘Producti%e Forest Area of the Free World: 1948

Million . Hectares
hectares % of total per capita -
Unitéd States and Alaska .‘ - 240 1z 1.6
Canada | | 21k 11 16.2
Free Europe | | % ' ' 98 5 0.3
Latin America % 715 37 k.7
Central and South Africa 3 350 18 . 2.3
North Africa and Near East - | 20 1 0.2
Southeast Asia | 225 2 0.k
Oceania A_; 50 3 h,2
Japan | ﬁ 22 1 0.3
Total i 1,934 00 1;é

japable of producing trees suitabl% for industrial wood products as distinguished from fuel wood only.

i
Source: President's Materials Policy Commission, Resources for Freedom (Washington: U.S. Government
"""" Printing Office, 1952), V, 53. (sometimes referred to as the Paley Commission Report).

T
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' | Table III - 3
Canadian and World Producﬁlon of Important Mlneral

and Forest Products, 1937 and 1955

1937 1955
. Canada World Canada Canada World- Canada
(incl. Nfld.) as % of  (incl. Nfld.) as % of
I World World
Population (millions) 11.3 2,013 0.6 16,1" 2,737 0.6
Mineral Products
Gold (000 Kilogrammes) 128 919 14 141 840 17
Silver (metrtic tons) 760 8,400 9 - 896 5,900 15
Nickel (000 metric tons) o102 113 20 159 205 78
Copper ( " n "oy . 2hg 2,190 11 296 2,730 11
Lead (Y " vy 216 1,640 13 . . 184 1,930 10
Zinc (™ i ") 232 1,835 13 393 2,640 15
in (n " "oy - , 210 - - 15,350 . -
Bauxite( " " ") - 3,700 - - 15,350 -
Asbestos(" " ") 372 480 78 : 965 1,315 73
Forest Products ‘
________________ |
Roundwood (mill. cu. metres) YR 1,220 6 92.9 1,580 ' 6
Lumber, sawm (" ! " Okt - 185 5 19,8 291 -7
Wood Pulp €000 metric toms) 3,269 9,600 3k 5,114 15,330 33
Chemical Pulp (00C metric tons) 1,601 14,000 11 4,095 - 30,300 14
Newsprint (e v ") 3,651 8,100 45 5,593 11,030 51

1956 population

Source:

United Nations, Statistical Yearbook 1957 (New York:
Mining Statistics.

United Nations, 1957), Forestry and

"M TR
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cialty products.2

If Canadians are to utilize the country's resources in the
most efficient manner and realize the maximumlﬁeﬁefit from their rich
endovment of ﬁatural resources, they must specializeﬁin producing these
raw materials and related products., In other words, it is the actual
development of Canada's natural resources and not’ simply their abun-
dance relative to labéur which enables the country to achieve high
unit labour productivity and per capita incomes. Furthermore, although
VCanada is rich in total resources relative to pépulation, this abun-
aance is centred in very large amounts of relatively few resources. As
a result, one would expect to find that a significant proportion of Can-
adian production is concentrated in.a relatively small number of commos
dities and resource=based products.

Our documentation of this concentration of Canadian production
will be rudimentary since once again the characteristic appears to be
quite widely recognized. We shall simply look at the 1949 industry

weights incorporated in the index of real domestic product. Goods=pro-

ducing industries, wherein cyclical fluctuations usually arise, accouns

3

ted for 53.1% of gross domestic product in 1949, Table III = 4 shows

2 In the extreme case, one country may possess all of the nec-

essary resources and therefore be the only producer of a certain com=-
modity., For example, Canada produces a very large proportion, though
not all; of the world's output of nickel.

3 As a country becomes more affluent, the ratio of services to
total output almost invariably increases. The fact that service-produc-
ing industries made up almost one=half of GDP in 1949 might be viewed as
an indication of Canada's success in utilizing its resource endowment
to achieve a high level of per capita income.

AT
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S Table III - 4
Percentage Distribution of Gross Domestic Producty by Industry,

1949
General Industrial Classification Resource~Based Industries
Agriculture 10.71% wheat1 1 3. 80%
: other grains 0,80
Forestry : ) 2,11 chiefly timber & 2,11
pulpwood ¢
Fishing and trapping 0.5k fishing, trapping 0.5k
Mining 3026 metals 1.92
. ' fuels 0.92
Non-durable manufacturing 1.7k pulp and paper 2,11
' . other paper products  0.54
Durable manufacturing 12,60 saw and planing mills Ll.4h
non-ferrous metal
smelting & refining 1.03
primary iron & steél 0.8k
Other goods industries 1.11 -
Sub-total 45,05 16.05%
Construction 6.38 -
Electric power & gas utile - L
’ﬁgfifié§NW7rﬂwjﬁiig'WW'A*VN'ﬁI:GEUW77M o
Total Goods=producing
Industries 5%.08%

The wéights for wheat and other grains are rough approximations only.
In 1949, wheat accounted for almost 30% and other grains about 6% of
gross farm cash income. The wheat crop was very good in 1949 ‘and par-
ticipation and adjustment payments were high. On the other hand, one
suspects that income from wheat production as a percent of total ag-
ricultural income would be larger on a net than on a gross basis. In
any event, the table is intended only to indicate the importance of
grain production in Canada,

Source: Dominion Bureau of Statistics, Indexes of Real Domestic Product,
pp 105 - 123.
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a break-down of the weights assigned to these goods~producing industries.
The left column indicates the relatiye importance of the various general
industrial classifications while the right coiﬁmn‘shows the welghts as=
signed to resource-based industries in which production is concentrated
in relatively few products.

| In 1949, 6.2% of gross domestic product was centred in the forest
products industries, the principal products being timber;-lumber, pulpe=
wood, pulp and paper. Metal and fuel mining and metal smelting and re-
fining (including primary iron and steel) made up 4.7% and grain produce
éion approximately L,6% of gross domestic produqto Finally, fishing and
trapping accounted for 0,5% of output. Roughly 3C% of Canadian produc-
tion of goods was therefore concentrated in these relatively few resource-
based products. If we exclude construction and utilities, part of whose

output is produced directly for the resource iﬁdustries, the above perw

. centage becomes 35%.

Such a concentration of production implies, however, that a large

ﬁfo%;;fiogﬁofﬁihe output bf théée prédﬁéféﬂéannot 5é conéﬁﬁéa domestiézi
aily. In most high income economies, consumption tends to be more diver-
sified than production, When produétion is highly concentrated in rela-
tively few products as in Canads, this tendency is reinforced; there-
fore, only a small proportion of Canadian output of commodities such as
pulp and paper, lumber, grain, nickel and other metals can be absorbed
by the relatively limited domestic market. If Canada is to achieve a
high'level of per capita income through concentration of prodﬁction in

these commodities, then it must be able to sell large volumes of them

 to other countries. Consequently, Canadian income is highly dependent

T



ok,

upon exports- of resource-=based materials and products.

As a percentage of gross national product, exports of goods and
services averaged 26;3% from 1926 to 1939 and 22:2% from 1946 to 1966,
Merchandise exports accounted fﬁr 68.2% of total exports in the former
period and 77.1% in the latter period. The Economic Council observed
that "merchandiSe'exports have traditionally éccounted gor around 50
per cent of the output of the goods-producing industries-in Canada",q
The fgw resource-based products mentioned in the previous paragraph
have almost invariably constituted well over one-~half of total merchan-
dise exports. Table III - 5, which documents Canada's dependence on
exports of these products, indicates the percentage distribution of
merchandise exports by major commodity groups in 1954 - 56 and in 1963 =
65. Three major resource product groups, namely grain, forest products,
and selected metals, minerals and their products accounted for 74% of
merchandise exports in 1954 - 56 and 67% in 1963 - 65,

In summary, we conclude that the sale of large volumes of re-

souféérprgéﬁégg,7§fi%;£;i§wiﬁrfhe form éfﬁé;%géég;ﬂéiﬁérihvesfmentiégy
penditures required to develop these resources have generated and will
continue to generate a sizable proportion of aggregate nationgl income.
One nmust consider not only income gained directly from the original ex-

penditures but also income derived indirectly through the multiplier-~

accelerator mechanisn.

L

Economic Council of Canada, Economic Goals, p. 78.

"ML



95.

_ Table IIT = 5
Canadian Exports,y by Major Commodity Groups as Percentages of
Total Exports, 1954 - 56_and 1963 - 65

195k - 56 . 1963 - 65

Grains ‘
- wheat and wheat flour 11.2% . 12.3%
~ barley, oalts and rye . 267 0.8
Forest Products : . . ¢
- lumber and other™ 114 5.7
- woodpulp 6.7 5.8
-~ newsprint . 15,6 13.8
Metals, Minerals and their Products
"« iron ore 2.2 k,2
- aluminum-and products k,9 b3
- copper, nickel and products 8,8 7.6
-~ lead, zinc and products 2.h 1.9
- uranium ' 0.6 1.1
=~ crude petroleum and natural gas’ 1.1 4.5
- other metal and mineral materials” 6,0 4,8
Sub-Total 73.6 66.8
~ other farm and fish 9oLt 8.k
= chemicals and fertilizers L,o 3.9
- primary iron and steel 1.9 2.9
"= other manufactured goods & miscellaneous = 11,0 17,9
100. 0% 100, 0%

mainly pulpwood; plywood, feneers, logs, pit props; poles
and paper products.

mainly asbestos, platinum, silver and products, and abrasives.
Source: B.W, Wilkinson, Canada‘'s International Trade: An Analysis of

““““““ Recent Trends and Patterns (Montreal: Private Planning Asso-
ciation of Canada, 1968), p. 34. '

T
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AFurthermére, since such spending has usually been highly var-
iable, it has probably tended to account fo:.an,gven greater proportion
of cyclical fluctuations in income. As an iliﬁstration of a situation
whereby fluctﬁations in the demand for Canadian exports can lead to
large swings. in investment for resource development and thereby contri-
bute to cyclical fluctuations in the overall economy, we shall briefly
examine the 1954 to 1958 period., Table III = 6 shows exports of selec-
ted resource products and capital investment in resource-based indus-
tries (excluding agriculture) for the years 1954; 1956 and 1958, 1In
5ust two years, from 1954 to 1956,.exports of selected forest and min-
eral products plus resource-developing investment expenditures jumped
L8% from $2,376 million to $3,522 million. During the same period,
non-agricultural GNP rose 22%. In contrast, between 1956 and 1958
when exports of the above products plus investment in resource induéu
tries declined $50k million’ to $43,018 million, non-agricultural GNP

rose only 6%,

Since Canada's natural resources are plentiful relative to the

céuntry's labour force and since production is concentrated to take
advéntage of these resources, unit productivity of labour and. there=-
fore per capita incomes are high relative to other countries which do
not possess or have not developed natural resources to the same extent.

Consumption in practically all high income economies is very diversie

fied and Canada is no exception. Most Canadians have sufficient pur=

) > If uranium exports are excluded, the decline was $#735 mil-
liOne

T



Table III = 6

Resource Industries' Exports and Capital Investment, 1954, 1956, 1958

- (millions of dollars)

Exports of Selected Resource Products

newsprint

wood pulp

planks and boards

aluminium, nickel, copper, iron ore, zinc.
uranium

petroleun

Total

excl, uranium

Capital Investment

forestry

wood products

paper products

mining, quarrying, oil wells
non-ferrous metal products
non-metallic mineral products

Total

",,lﬂﬁlexsludﬂng net farm income . .

Capital expenditures excluding agrlculture
Merchandise exports excluding grain

97.

i954 1956 1958
636 708 690
271 305 285
325 326 202
589 ¢ 870 732

8 L6 277
6 104 73
1,835 2,359 2,349

(1,827) (2,313) (2,072)

7,899 -

46 76 33

33 51 31

87 257 127

278 542 3h2

54 117 96

L3 120 Lo

541 1,163 669

23,854 29,135 30,883
5,232 7,536

3,263 4,058 4,180

Source: Dominion Bureau of Statistics, Canada Year Books, 1957, 1959,

L T T

1960, 1961 (Ottawa: Queen's Printer, 1958, 1960, 1961, 1962).

ax
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chasing power to demand a wide range of géods an@ s;rvices and there
are no significant traditions or inhibitions in Canadian society to
dull the motivating power of consumers’ materiél waﬁtsa

Given that per capita incomes in Canada are high aﬁd that con-
sumption demands are large and varied, one would expect the volume of
imports to be considerable. Actually, however, a heavy dependence on
imports can be regarded as simply the obverse of a large volume of
exports. TFrom an external point of view, the only way in which a counw
try can receive payment over the long run for its exports is in the
form of imports. In terms of the Canadian economy, a rather large pro=
portion of domestic labour and capital is employed in the production of
resource products sold externally; therefore, domestic production of
some other goods and services is limited and must be supplemented by
imports in order to meet demand, part of which is supported by income
derived from these export sales.

As noted above, Canada's natural resources are concentrated in

relatively few commodities and therefore, a number of other needed raw
materials must be imported,7 Canadian production of certain products
may be limited by inability to benefit from economies of scale accruing

to manufacturers of very large quantities of such goods. Although in-

6 We have implied only that the volume of imports is large.
No mention has been made of the relative levels of imports and exports.

7 In some instances, transportation costs make it more econo-
mical to import raw materials than to use distant Canadian sources.
For example, in Montreal, Venezuelan oil is cheaper than Western Can-
adian petroleum. '

B 1 1
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dividual incomes and demand in Canada are large, the aggregate domestic

market is too small to support viable and efficient production of man-

NI

ufactured goods in great variety, particularly if the domestic market
is fragmented, Unit production costs of many Canadian secéndary manu=
facturers tend to be high relative to unit costs in the largest indus-
trial nations. In addition, extensive reseérch is frequentiy unecon=
omical and consequently Canadian technology may lag behind that in
countries whose larger domestic markets support broader research and
Qevelopment programme;s° Considerable secondary manufacturing has de=
veloped in Canada, but this has been primarily a result of the tariff
structuré which has limited interngtional specialization by protecting
high=cost domestic producers and encouraged foreign corporations to
establish branch plants in Canada.s

Canadian merchandise imports include a wide range of goods.

The foilowing are some of the leading commodities and products imported

into Canada during the past several years: tropical and semi~tropical

agricuituréi products including ffﬁité, be;ries, vegetaﬂies, sugar,
coffee, nuts, vegetable oils and rﬁbber; cotton, wool and synthetic
fibres and textile products; newspapers, books, magazines and other
printed material; iron and steel bars, rods, plates, pipes, tubes and
.wires; tractors and other farm equipment; engines and various.typés of

machinery; automobiles and parts; electrical apparatus including

8 In the past, Canadian tariff preference in other Commonwealth
countries was also important in attracting American industry. -To the

extent that North American production is rationalized on a continental

THhoviiv wviair v A% id arCa e VUL LU LS ALV AL 5T QA VL VAL v

basis (such as was done recently in the automobile industry), secondary

manufacturing in Canada will presumably be increased.
1 ‘ .
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Canadian Imports, by IEnd-Use Classes as Percentages of Total
Imports, 1954 - 56 and 1963 - 65 _

Fuels and lubricants

Industrial Materials

- textiles, leather and fur materials
- metal

= chemicals

= other

Investment Goods

machinery and parts

electrical machinery

aircraft and trans. equip. and parts

construction material, structural steel,
and pipe

]

Consumer Goods

food; beverage, and tobacco

clothing, household textiles, leather
goods

passenger autos, engines, and parts

household durables and semi-durables

other manufactured goods

H

Special items

1954 = 56 1963 - 65

10.7% 2.6%
27.6 ¢ 26,5
7.0 6.3
8.7 8.6
501 556
. 6.8 6.0
21,9 0.9
16,6 19.1
L7 3.9
Selt L2
5.2 3.7
29,2 3h,1
10.2 10.4
2.2 1,7
6.7 10.5
L,2 2.8
5.9 8
o6 .S
100. 0% 100.0%

Source: Wilkinson, Canada's International Trade, p. 25.
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motors and génefators; petroleum and petroleum products; coal; drugs;

plastics; scientific equipment; and aircraft and parts. Table III = 7

shows the percentage distribution of Canadian imports by end-use for

B

1954 ~ 56 and 1963 - 65, In terms of the stage of fabrication, end

products made up an average of 54,3% of merchandise imports from 1963
to 1965; fabricated materials accounted for 27.3% and crude materials
only 18.3%,9

In sumary, the attempt to benefit from its abundance of natur=-
al resources has made Canada's economy very open. Both exports and
imports are lérge relative to national income.lo As a result, Cana-
dian national income is vulnerable to cyclical fluctuations and changes
in economic policy and circumstances abroad, Fluctuations in the de-
mand for Canadian exports which lead in turn to swings in investment
for resource development constitute an important.element of the busi~-

ness cycle in Canada. This dependence on foreign demand is heightened

by the fact that a very large proportion of Canadian export sales are

made to just two countries, the United States and the United Kingdom.
At the same time, transactions with Canada are small relative to total

production in the.U.5, and the U.K. so that Canadian influence on then

& In contrast, the corresponding distribution by stage of fa~-
brication for domestic exports from 1963 to 1965 was 17.4% end products,
L6,6% fabricated materials and 36.1% crude materials,based on current
dollars for both exports and imports. Wilkinson, Canada's International
Trade, pp 26, 38. :

10 It should be noted that non-merchandise trade is also signi-
ficant, The principal items in this category are travel expenditures,
payment of interest and dividends, freight and shipping charges and
- charges for business services.,
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tends to be minimal.

Agprepgate Saving and Investment and Canada'é éﬁfrent Account Balance
In the introductory chapter, we suggested that the desire to
de?elop Canada's abundant natural résources will tend to make domestic
investment large relative to aggregate income and also that domestic
" investment will probably tend to exceed domestic séving.g In the second
chapter; it was observed that Canada ordinarily incurs a deficit on its
current account balance of payments; We can show, however, that the
existence of such a current account deficit is equivalent to.an excess
of domestic ihvestment over domestic saving. The reasons for a higher
rate of domestic invéstment than domestic saving will then be examined
briefly; finally, we shall consider the inflow of foreign capital which
is fequired to balance Canada's chronic deficit on current account.
. Tﬁe basic national accounts ideﬁtity 'saving equals investment!

may be expressed more specifically as 'domestic saving equals domestic
11

- *investment'piuS*net*fcreignﬂinvestment47fﬂ*which*WEbwrite~Si;i%%E**+4§§5ﬂ

D

However, net foreign investment for any country is simply exports of
goods and services less imports of goods and services; therefore, the
previous identity may be written Sy = I, + (X - M) If we transpose
and express the identity in the form SD v ID E (X = M), it immediately

becomes obvious that the current account position of any country (that

11 The domestic economy includes both the public and private
sectors,; so that government fiscal policy requires no special attention
in our identity at this time.

= et vewernn ¥
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is, its 'X = M') must be equal on an ex post basis to the difference

. . . s i2
between domestic saving and domestic investment.

When domestic saving exceeds domestic investment, then the left

side of the identity SD - = (X = M) is positive and similarly exports

ID
will be greater than imports, Therefore, the country will enjoy a

current account surplus. On the other hand, when domestic saving falls

short of domestic investment, the left side of the identity is negative

and the right side will also be negative., In this case, inmports will
exceed exports and the nation will be running a deficit on its current
account., Assuming for a moment that all the nations of the world form
one 'supermeconomy', then world saving nust equal world investment-
since, in this casey there can be no distinction between domestic and
foreign. In terms of the above identity, this is equivalent to stating
that total world exports must equal total world imports, which is a
truism, The analysis explains, however, why some countries must have

a current account surplus whenever others are in a deficit p051tlono

U51ng the saV1ng~1nvestment 1dent1ty, we see that Canada's
tnormalt 13 current account deficit which was observed in Chapter IT is
equivalent to a consistent shortfall of domestic saving relative to

domestic investment. In effect, we have used the current account bal-

12 C.P. Kindleberger, International Economics, (Homewood, I1l,:
Irwin, 1963), pp 189 = 190.

13 In other words, if one were to calculate a long-term average
of the current account balance, the result (either surplus or deflClt)
might be termed the 'normal' position of the balancee

B N 114
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ance of payments data from the previous chapter to prove indirectly

that domestic investment ordinarily exceeds domestic saving.

COUNTTTOTN

As suggested previously, it seems quiﬁé reasonable to find
that domestic investment has tended to be greater thén domestic saving
in Canada, Excepting periods of prolonged subnormal business activity,
investment expenditures have been a rélatively large prgportion of
total Canadian expenditures. For the years 1955 -~ 62, fiked investment
(excluding housing but including government nondefence capital expen=
ditures) as a percenﬁage of total output was 19;C%vin Canada, 16.0% in
the European Economic Community, 12,9% in the U.K., and 12.2% in the
.5, |

One of the basic reasons fdr such a relatively high level of
investment spending in Canada is the need to develop vast and complex
resource industries. To bring a resource project such as a paper mill

or a mine into production requires large capital investment in terms

of the factors of production employed in its construction., In addi-

W%;éﬁ,rtﬁéiaiéfégeésiand phyéicéiiﬁérfiers”whiéh sééafate véfioué pérts
of the country necessitate very sizable investment in transportation
facilities.

On the other hand, although per capité incomes in Canada are
as large or larger than in most countries, Canada's relatively small

population limits the size of aggregate income and therefore the size

of aggregate saving which can be generated domestically., If we recall

1k

Economic Council of Canada, Economic Goals, p. 70.l
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that saving is éimply the difference between income and consumption,
theﬁ over the long run domestic outpﬁt emplbying_pnly Canadian factors
of production tends to be insufficient to meet\all of the demands made
upon it for bofh domestic consumption and‘investment.l5 Consequently,
one finds that Canada ordinarily incurs a current account deficit to
offset the imbalance between its domestic saving and investment, with
imported goods and services making up for the inadequacy éf Canadian
output relative to expenditures.16

Such behaviouf is typical of a relatively young and immature

economy with Jarge quantities of undeveloped natural resources, Devel-

opment of these resources by the domestic economy alone would be achieve

ed very slowly, if at all, since the required investment is large where-
as the domestic saving that can be generated is relatively small. As
long as domesticisaving remains inadequate to develop its resources,
Canada must be a debtor economy in order to realize the potential rich-

ness of these resources, borrowing from other nations in the form of

88917

imported goods and servic The Economic Council of Canada noted

15 Since 8 E Y = C, the identity S =~ I 2 X =« M can be written
Y~ (C+I)=Xw~M Therefore, the current account balance equals

output less expenditure. See Kindleberger, International Economics,
p. 202, '

16 This assumes that Canadians have been and are currently un-
willing to give up part of their standard of living in order to increase
domestic saving and thereby finance domestic investment internally.

17 Initially, the inflow is in the form of investment dapital;
either as direct equity investment or through the sale of Canadian debt

. s , .
or equity securities. The proceeds of such 'borrowi

MY SCLCULAVARSs I EEA AR (81 By QL L Uvia Al VAL 22 LTl

sense are then spent on imports of needed goods and services,

ng' in the financial

AT T



Canadé;”};eAueﬁti§ iﬁ reséuréembfojectQTUWin the Cgﬁaaian balanéé“;fr”

106.

the traditional inflow of productive resources from-abroad during most
years, stating that "such inflows have tende@_tp allow for larger and
more prolonged expansion than would have been ﬁossible without access
to additional ?esources from abroad."l8

There are countries such as the United States and the United
Kiﬁgdom however, whose natural resources.are smaller re%ative to labour
and capital than in Canada. Because the productivity of>éapital,in~
vested in their own country is lower than can be attained in Canada,
they are willing to éxport capital to the latter, in addition to the
higher prosp?ctive rates of return offered by investment in Canada,
another motive which is frequently important is the desire to provide
a source of raw materials for the manufacturing industries in the lend-
ing country.

We have seen that Canada séeeds its development by importing

goods and services to augment domestic production, and that certain

foreign nations find it advantageous‘to invest financial capital in

péyments, the former appears as a current account deficit while the

latter is seen as a capital inflow which provides Canada with foreign
currency to finance its import balance. It is important to understand
that both operations are closely related to domestic investment expen-

ditures and therefore to each other. This relationship will be re-

18 Economic Council of Canada, Economic.Goals, p. 78.

< TITCTT
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examined later in the chapter, The import balance-=capital inflow

process 1s not necessarily bilateral since the -goods and services im-=

TN T

ported by Canada from one country may be financed through capital in-
flows from anothef nation. Also9 Canada does not necessarily import
only those goods and serviceé neededrfor resource development. In some
caées, domestid factors of produétion may be used to prqdﬁce investment
goods, and the consumer goods which might otherwise have been produced
domestically are imported insteéd.

Finally, we éhould comuent on two other aspects of the nature
of the capital inflows into Canada. First, a large proportion of the
foreign funds entering Canada is usuvally long=term caéital attracted
by the underlying investment opportunities in this country. “Such cap=
ital tends to be more permanent than short-term or 'hot! moﬁey which
flows in or out of a country according to relatively small short-term
interest rate differentials, We shall reconsider the importance of

this point when we investigate cyclical fluctuations of capital inflows

into Canad; later in the chapter,
In addition, we observe that inflows of equity rather than debt
capital have financed part of Canada's current account deficits, par-
ticularly in the past twenty years, The question of 'foreign ownership',
though a timely one, lies outside the scope of this paper. Ekcluding
political connotations, the chief economic distinctions between issuing
debt capital on the one hand or selling ownership of production -on the
other are possible differences first, in total return accruing to the
foreign lender or buyer respectively and second, in the level of 'fixed'

costs imposed on the economy. In terms of the effect upon the short-run
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cyclical behaviour of the current account balaunce, the only apparent
difference concerns the probable greater cyclica% variability of divi-
dends, that-is the return to foreign equity céﬁital, relative Lo the
fixed interest rate payable to foreign debt capitalg-

In the_longmrun, of course, there may be a .considerable differ-
ence in the balance of payments effects of "the two meth?ds of obtaining
foreign capital. One must remember that interest or dividend payments
are a 'iegitimate' current acc&unt debit; in the sense that Canadian
exports would be considerably smaller if foreigﬁfcépital had not orig-
inally been obtained to finance development of resource industries. In
other words, to reach an overall current account surplus position, Can-
ada must eventually achieve a large .enough trade surplus to more than
offset its deficit on interest and dividends, However, when a large
proportion of Canadian export capability has been developed through fore
eign equity capital, payments of dividends to foreigners will increase

along with Canadian exports and could continue to do so indefinitely.

Consequently, a surplus on the total current account will be more dif-

ficult to achieve,

Cyclical Variations in the Current Account Balance of Paymehts

In the preceding sections of this chapter, we have degcribed
those characteristics of the Canadian economy which determine the nature
of»its international transactions. First, Canada is a resource economy
highly dependent upon foreign trade. ‘Second, in order to develop its
natural resources, Canada's domestic investment tends in most instanées

to exceed its domestic saving, thereby creating a chronic deficit on

TTTNTEr Y
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the current account balance of payments., Third, the deficits are

largely of fset by long=term capital inflows attrécted by investment

Aty rm—”

opportunities in Canada. With this backgroundlanalysis, we are now
ready to consider the short-term cyclical behaviour of the current
account balance.

Initially, we must recognize the two-way relatigyships which
exist between a country's current account balance and the level of dom=
estic prosperity. Changes in the current account balance are a partial
determinant of income and employment while on the other hand, changes
in domestic prosperity will induce fluctuations in the current account
balance. Obviously, an increase in exports or a shift from imported to
domestically produced goods will raise the rate of domestic production
and the level of domestic income, One must remember, however, that the
level of exports and imporis is only one of many determinants of domes-
tic prosperity and secondly, that the initial impact of a change in ex-

ports and/or imports may be dramatically altered by other changes which

‘follow indirectly, Similarly, any change in domestic income will tend -
to induce fluctuations in exports and imports of goods and services and
thereby affect the current account baiancen

Although we expect certain exceptions, the tendency will be for

each of the four variables, S ID’ X and M to increase during cyclical

D’
expansions in Canada and to decrease during contractions. Let us ex-
amine briefly the functional relationships between the business .cycle,-
defined in this case as fluctuations in national income, and each of

these four variables, In an economy such as Canada's which is so

heavily dependent on international trade, a significant increase in ex=
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ports is ordinarily necessary to éenerate a major cyélical expansion.
The sequence is usually initiated by rising income in our principal
export customers, principally the United Stateé, which creates addi-
tional demand for Canadian products, Increased expofts directly aug-
ment the incomes of Canadian exporters and their suppliers, but in
addition, the multiplier effect causes national income to increase by
an amount greater than the original jump in export sales. Furthermore,
as Canadian incomes rise, additional domestic invesﬁment will be ine
duced which leads to'a further increase in incoﬁé. As we shall see in
a moment, imports will also rise -as income grows. -

On the other hand, a serious decline in exports will almost in-
variably depress the Canadian economy, as the deflationary effects are
spread and amplified by the multiplier-accelerator mechanism. In the
context of thie Canadian business cycle, the level of exports is an au-
tonomous or exogenous variable, changes in which are frequently one of

the prlmary causes of fluctvations in awgrerate income, 19 Therefore,

one often flnds related movements among the Amerlcan buolness cycle,

the level of Canadian exports and the cycle in this country.zo

19 Although the effect is probably minimal unless the Canadian
economy is operating quite close to full employment, we should also note
that exports may not be completely independent of the level of income in
Canada. As income increases, exXport production may have to compete with
production for both investment and domestic consumption. See Kindleberger,
International Economics, p. 190.

20 Besides the importance to Canada of American demand for its

export products, other factors promote Canadian dependence on American
business conditions. These “intangibles include close relationships be-
tween corporations (parent-subsidiary) and labour organizations, personal
and financial connections, tourist travel and the flow of ideas through
communications media. See Walton, "Vulnerability of the Canadian Economy',
Canadian Journal of Economics and Political Science, XX (February 1954),
17.
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In addition to the income-induced investment mentioned above,

other investment is usually considered to be autonomous and therefore

income~determining. On the other hand, howevef, both saving and imports

S T Y

may be treated as endogenous variables which react to changing levels of
income, When incomes in Canada are rising, much of the increase will
probably be spent on domestically produced goods and seﬂvices, but it is
natural that some proportion will also be spent on imporféd products and
that another part of the increase will be saved. Conversely, when in- w
comes are falling, Canadian demand for imports will also decline aé will
the amount of domestic savinge.

Therefore, we may transpose our savingminvestﬁent identity and
write ID + X = SD + M, grouping the exogenous or partially exogenous’
variables on the left side and the endogenous variables on the right.
Since the identity must hold for each separate period of time, a change
in the variables on the left must be matched by a similar change in

those on the right; thus AID + AX = ‘ASD + AM, In other words, any

duced) will cause income to increase or decrease by an amount sufficient
to-induce an equal change in domestic saving plus imports..

Let us assume for the moment that the changes in each of the
four variables, domestic investment, domestic saving, exports-and im-

ports, are positive in the case of a business expansion and negative in
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the case of & cbntraction,21 Obviously; if an increase in national
income induces an increase in domestic saving whigh is exactly equal

to the rise in domestic investment, then the igduced increment in ime
ports must equal the increase in exports and the current account balance
will be unaffected. However,.if domestic investment rises less than
domestic saving, then imports will increase less than exports and the

_ balance will improve. On the other hand, if investment increases more
than saﬁing, the current account balance will deteriorate. Similarly
during a cyclical confraction, the net foreign balance on current ace
count will remain the same, improve or deteriorate depending on whether
the decline in domestic investment is equal to, greater than, or less
than, respectively, the decrease in domestic saving.

The cyclical variability of domestic investment relative to
domestic saving and its equivalent, the behaviour of the current account
balance, may be summarized as follows:

(1) when AI = AS then AX = AM and there will be no change in the

current accoant balance durlng elther a bu51ness cycle expansion or-

a contraction;
(2) when AID( 45, then AXD AM and there will be an improvement in the
current account balance during a business cycle expansion and a

deterioration in the balance during a business cycle contraction;

2l Our assumption is less restrictive than it might first appear
to the reader., We are assuming that the marginal propensities to save,
to import, and to invest are positive; that cyclical changes in exports
will determine the direction of change of the overall economy; and that
if autonomous investment should move counter to the cycle, it will be
outweighed by the positive cyclical behaviour of induced investment,

R i 34
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(3) when Alb) ASD, then AX{AOM and there will be a deterioration in

the current account balance during a business cycle expansion and

MR T

an improvement in the balance during a business cycle contraction.
It would be unrealistic to suggest that the cyclical variabil-
ity of domestic investment reiative to domestic saving will always re-
main the same ih any given country; however, it is probably true that
for many nations, one of these three relationships will ténd to prevail.
The previous chapter established that in Canada, there has been a con=
sistent tendency for cyclical fluctuations in imports to exceed those
in exports, thereby placing it in the third category above. In other
words, Canada is a country in which cyclical changes in domestic invest~

ment are usually greater than fluctuations in domestic saving.

The Foreign Trade Acceleration Effect

We must now investigate why domestic investment tends to fluc-
tuate more than domestic saving during swings in the Canadian business
”ﬁ~*cycieWand‘itSjCGunterpart;’why”imphfté’téﬁd“tbffiﬁétﬁéfé”méfé”fhéﬁ*éx;
ports. As we outlined in the introductory chapter, the major reasons
appear to be, first the importance of what is termed the fqreign trade
acceleration effect in the Canadian economy; and second, accommodating
¢cyclical swings in the inflow of long-term capital from abroad. In
this section, we shall consider the former reason, while the latter
will be examined in the following section.

If we assume that an upswing in the Canadian economy is ini-

tiated entirely by increased investment, that is an upward shift in
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autonomous investment, and that exports are unchanged,22 then the res-
ulting increase in income would cause both saving_and imports to rise.
It is obvious that such an expansion falls int; our third category, in
which the current account balance would deteriorate;Jconversely, the
balance would improve in a cyclical contractipn stemning entirely from
a decline in autonomous domestic investment, As Suggesged previocusly,
however; it is unlikely that the Canadian economy will exﬁerience a
major cyclical advance or decline independent of the cycle in other
countries, that is without a significant increaéé or decrease, respec-
tively, in exports. Consequently, we must determine why, for example,
a cyclical upturn initiated by increased exports, the direct impact of
‘which would imﬁrove the current account balance, in fact leads to a
deterioration in the balance.

Let us assume that the Canadian economy is in a position of
static eqguilibrium at less than full-employment. If rising incomes in
its principal customers cause Canadian exports to increase, we can de-

termine the mew equilibrium level of national income and, of greater
iﬁterest to us, the effect on the balaunce of payments as the economy
noves towards its new equilibrium position. Since Canada is small re-
lative to the rest of the world, the possibility of foreign repercus=
sion may be safely ignored. Supposing initially that autonomous in;
vestment is unchanged, the increase in income AY equals k AX, where k

is the simple multiplier and has the value 1//(5 + m) (s being the mar~

22 This assumes that there is no cyclical shift in production
away from goods sold externally to goods sold domestically. If such a
"shift occurs, it will reinforce the predicted deterioration in the cur-
rent account balance, '
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ginal propensity to save, m the marginal propensity to import and
0< s, nx(l). In other words, income will rise.uytil the resulting in-
crease in saving plus the increase in imports équals the original in-
crease in expoi‘ts° Obviously, the increase in impo:fs would be less
than that in exports an& the current account balance would improve,
However, we cannot assume constant’ domestic inv§stment in a dy-
namic situation where income is rising. Once an expansioﬁ begins, ri-
sing incomes generate an increasing sales volume which, together with
improving‘profit margins, leads to an increase ih earnings. As the
business outlook improves and excess. capacity shrinks, the marginal ef-
ficiency of capital begins to rise. . Higher anticipated returns make
numerous investment projects increasingly attractive. Once started,
an expansion tends to become cumulative and self-sustaining, at least
for a time. As investment increases, the multiplier causes national
income to grow by an amount greater than the original capital expendi-

ture; consequently, the marginal efficiency of capital .moves even high-

é£7andri£§;gtment spéadiﬁérgc;éieratééi}ﬁgéher.
| Therefore, as exports grow, domestic investment will tend to
increase for several reasons., First, growing exports will lead to ex~
pansion in the export industries themselves; in addition, rising nation-
al income will induce increased investment in industries producing for
domestic consumption; and finally, autonomous investment may be rising
as well, The first two reasons are related since increased investment
in béth is iﬁduced by rising exports. Kindleberger terms this effect

the 'foreign-trade accelerator! and states that an increase in exports

may lead through increased investment and larger imports to a deterior-~

R ot L
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23

ation rather than an improvement in the trade balance.

To illustrate the way in whiéh this can happen, let us suppose
for the moment that there is no change in autox;omous vinvest'ment, that
is B8A = 0. Since we are probably dealing with a relatively short per~
iod of time, O A may not be v-ery great in any case., We also quantify
induced investment AV 'in terms of a marginal propensity ;to invest v
which equals AV 924 We now héve a different and larger mﬁltiplier k!
which nmust be igplied to any increase in exports in order to déterminea:
the rise in income--in this case, k! = l/(s +m =~ v)e Thus, the in~
crease in income resﬁlting from additional exports will equal @X/(s +
me v), and thé corresponding increase in imports AM equals m8Y, or
mAX/(s Mo V),

Therefore, the change in the current account balance as a res« |
ult of the initial increase in exports will be AX - AM
AX[lnm/(s+m—v)__l
AX [(s - V)/(s +m - v)]

Con,.aequently, OX - AW = O when s = v, , OX - AM)O when s) v, and AX - AH

{ 0 when s {v. On the other hand, when declining exports cause a busi-
ness contraction the current account balance will react as follows:

AX - AM = O when s = v, AX = AM< O when s> v, and OX ~ AM) O when s V..

2> Kindleberger, International Economics, pp 196 -~ 197.

2h At present, we assume that s, m and v are all constant al-
though, as we shall discuss later, these propensities may vary over
the course of the business cycle.
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. It is evident that the effect on the current account balance of
a change in exports is determined by the relaﬁiogship of s to v, that is
the induced change in domestic saving relative to the induced change in
domestic inveétment. When s equals v, there will be-no change in the
current account balance. When s is greater than v,; however, the balance
will improve during a business expansion resulting fromincreased ex-
ports, but will deteriorate wﬁen declining exports lead té a contraction
in the economy. Finally, when s is less than v, the current account
balance will deteriofate as business expands analimprove as business
contracts.

We note that m, the marginal propensity to import, has no effect
upon the direction of change in the -current account balance when exports
increase or decrease. However, the size of m does help to determine the
magnitude of cyclical swings in income, since the multiplier k' varies
inversely with the value of (s + m = v). In considering a change in im-

ports (mAY), the larger ) 1.:., the smaller AY w:Lll be, and vice versa.

In other words as long as s is less than v, an increase in exports
which causes the economy to expand will lead to a deterioration in the
current account balance, regardless of the size of m. The value of m
merely determines the size of the increase in income which is necessary
to induce a sufficiently large rise in imports to re~establish equili-
25

. bI’ium.

When the restriction on changeés in autonomous investment is

23 Note that unless s + m = v 0

other words, m must be reater than (v = s).
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dropped, our analysis becomes somewhat more complex. A change in in-

come caused by changes in both exports and autonomous investment will

T !

equal (AX +AA)/(S +m = v)., Therefore, the resultant change in the
current account balance will be AX - OM

OX - m(BAX + HA)

S+ me=yv

O (8 - v) - mAA ¢
(s +m - v) '

i

As long as changes in éxports and autonomous investment are in
a similar direction (that is, both I;ositive or both negative), the effect
on the current account balance can be determined fairly simply. For ex-
ample, if we.suppose that AX, 4A >O,>thven BX - AN = O when AX (s =v) =
mAA, AX - AM >0 vhen 8X (s = v)>mAA, and AX - AL 0 when AX (s = v)
{m A, Conversely, if we suppose t-ha‘c AX, AL 0 (that is, that the
economy is experiencing a cyclical contraction), then AX - AM = O when
AX (s - v) = mAA, AX <« AMKO when AX (s = v)> mDA, and A - AM>o

when AX (s = v){mA 26

--— - Therefore; wenote that the relationship of s to v is stillthe — " — ~~
key determinant of the current account's behaviour. In the case where

s is less than v, our conclusions from the earlier analysis remain valid -

=~that 1s, the current account balance wn.ll deteriorate as business ex-

pands and improve as business contracts., However, v does not have to

be as large relative to s as previously in order to explain the observed

26 When exports and autonomous investment (and therefore in-
come and imports) are declining, we can rewrite our earlier equation'b
in effect, multiplying by (~1), Therefore AM - AX =[mAA = AX (s = v)

(s + m = v), and improvement in the current account balance (that is,
the decline in imports exceeding the decline in exports or AMY» AX) will

occur when mAAY AX (s - v).
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pattern of cyclical behaviour in the current account balance. For ex-

ample, s might be greater than v and yet the inequality required to ex-

B i )

plain our observations of Chapter IT (that is,‘AéX (s ~ v)<m8A) could
still apply. This can be explained by the fact that, in addition to the
'foreign trade acceleration effect which induces a change in investment
whenever incomg responds to fluctuations in exports, we jpow have a sim-
ilar process which might be termed the domestic acceleration effect,
initiated by changes in autonomous investmente27
We have shown that s< v is sufficient to explain the cyclical
behaviour of.the current account balance observed in the second chapter,
It was also noted that the same pattern could occur when s is greater
than v, providing that AX (s - v){ m AA. However, it seems reasonable
to assume that, in the context of the Canadian busingss cycle,; changes
in exports have been more importanf in most instances than changes in
autonomous investment. Therefore; we suggest that the foreign trade
acceleration effect has been the most impoftant cause of the observed
”E§61i651"5éﬁéﬁi6ﬁr'CT’Ehéfcﬁfréﬁt'5665ﬁﬁfwbéiaﬁ6é;Wiﬂaﬁéiﬂgﬁghéﬁgééiiﬁw o
domestic investment which tend to exceed those in domesfic Saving.

The chief reasons for this importance of the foreign trade ac~

celeration effect as a determinant of the cyclical behaviour of the Can=

%7 For the moment, we shall ignore the possibility that exports
and autonomous investment might move in opposite directions, although
this problem will be investigated later. At that time, we should expect
to find that such divergences, together with cyclical changes in s, m ’
and v, may explain some of the abnormal periods of behaviour in the Can-
adian current account balance which were observed in the previous chap-
ter.
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adian current account balance appear to be és follows: first, the sig-
nificance of exports relative to the_total Canadian economy; second,

the fact that fluctuations in exports, particﬁiarly of resource products,
tend to be lafge; and third, the close relationship_between changes in
export salés and expenditures on large resource development projects,
inéluding transportation facilities required to market Qesource products.
Earlier in the chapter we observed the trewmendous increésé in resource=
indusiry invesfment between'l954 and 1956 which was stimulated by rise
ing exports of resource products, followed by a.Shérp decline in such
investment f?om 1956 to 1958, The magnitude of_many of these projects
and the 'lumpiness' of the spending required to bring them into produc-
tion make their development highly‘irregular over short periods of

time. Also, variations in such capital expenditures, together with

the initiating swings in exports, lead to relatively large fluctuations
in domestic income which in turn induce signifiqant changes in invest~

nent by industries producing for domestic consumption.

In other words, practically all types of investment spending
will increase during a business uﬁturn initiated by rising exports.
Large expansion programmes in the export industries themselves will
stimulate demand for all types of consumer products. As output begins
to strain existihg capacity, expenditures for new plant and eguipment
will be made in many industries; in addition, Business will repair and
modernize its present facilities. Investment in inventories is also
likeiy to iﬁcrease, primarily to support the higher volume of business

but reinforced perhaps by a desire to hedge against rising prices.

Therefore, under the stimulus of rising demand accompanying a cyclical

TN T
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_expansion, business invéstment in generalrwill tend to increase very
rgpidly both in absolute terms and rélative to-other co@ponents of gross
national expenditure. Similarly, a downturn iﬁ business and the resul-
tant dampening of investor psychology shifts the marginal efficiency of
capital downward, causing inéestment to fall. Since the multiplier-
accelerator meéhanism‘operates during a downswing as well as an upswing,
investment spending reverses its earlier behaviour and deﬁlines more
rapidly than éther types of expenditures.

Finally, majér resource developments probably have a signifie-
cant psychological effect on the entire economy. Changing expectations
may affect not only business investment but also personal saving and
public investment., The former will be influenced by swings in consum=
ers! desire to purchase durable goods. Also, contrary to what one
might expect, direct federal goverument construction outlays have us-
vally added to or, at best, failed to reduce the volatility of private

investment sPending.28 In addition to large public expenditures for

transportation facilities, which are often required to complement re-
source development projects, governments may have been unable or unwil-
ling to withstand increased public demand for more government capital

formation in prosperous periods., This demand probably varies directly

with incomes and expectations in the private sector, becoming more in-

28 Economic Council of Canada, Prices, Productivity and Em-
loyment, (Ottawa: Queen's Printer, 1966), pp 108 ~ 117. Although
.the federal government's share of total public investment is relative-
-1y small, cyclical variability in its capital formation has been as
great as that of the provinces. On the other hand, municipal govern-
ment construction since 1950 has shown a relatively steady increase
during recession as well as expansion,

=TI
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sistent in times of expansion,

The Cyclical Variability of Long-Term Capital Inflows

We have suggested that cyclical fluctuations in domestic invest-
ment in Canada tend to exceed fluctuations in domestic saving, primarily
because there is a la?ge foreign trade acceleration effect in this coun-
try. As a reéult, Canada's current account balance, wh{ch is ordinarily
in a deficit position, tends to deteriorate during a business expansion
and iﬁprove as business contracts..

In other words, the normal gap between aggregate demand and ag-
gregate outpﬁt in the Canadian economy widens during periods of expan-
sion. As expansion carries the domestic economy close to full-employ-
ment, output will be restricted by a lack of unused capacity. Further-
more, during a period of heavy capital investment, an increasing propor-
tion of Canadian men and materials are directly employed on investment

projects and therefore unavailable for production of consumer gobds‘and

- services,. Although the labour employed in capital formation is not _ ___ _ _ = _

producing goods for immediate consumption, it is earning a sizable in-

come and possesses current purchasing power. Shortages may appear in

a rather broad range of products including some consumer nonmdufables

as well as durables and producers' goods, .
Therefore, when the economy is buoyant and there is a high rate

of capital formation, investment outruns saving by an increasing margin

in physical demand-supply terms. There‘is an increasing gap befween

the amount of resources actually being devoted to capital formafion and

the amount which the economy is willing to release from.production for

B
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current consumption. As a result, demand which cannot be satisfied by
-domestic production is filled by imports. T

However, there is another side to this in&estmentmsaving gap, a
financial side. Specifically, there is a scarcity of money capital as
the Canadian demand for investment funds exceeds the available supply
of current domestic money savings., As a résult, duringiperiods of
heavy capital formation coincident with a strong business upturn, Can-
ada must obtain an increased amount of financial capital from abroad
to finasnce its expanding investment programme. BExpansion of the domes-
tic money supply does not represent an aiternative to dncreased capi-
tal inflows from abroad,. An expansive monetary policy cannot reduce
the current account deficit and, in fact, will probably lead to a>furm
ther deterioration., The problem lies in the conversion of Canadian
dollars into the currencies of Canada's foreign suppliers. Whereas the
monetary authorities can create domestic money to settle obligations

within the country, they can do little to create acceptable interna-

tional money, If additional capital does not flow into the country,
the outcome of the resulting deterioration in the overall balance of
payments position will be downward preéssure on Canada's foreign ex-
change rate and her exchange reserves,29 The eventual effects of pro=

longed pressure must be deflationary and under these conditions, an

22 Given a floating exchange rate, most of the pressure will
probably fall on the exchange value of the Canadian dollar, If the ex-
change rate is fixed, then the reserve position is vulnerable. We as-
sume that non-residents are unwilling to hold Canadian dollars per se,
as they might hold a reserve currency.
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expansion in business activity could probébly not pérsist for any leng£h
of time before being cut off by the constraint .of Ehe balance of pay-
ments disequilibrium. |

Furthermore, it is desirable and probably essential that‘a rela~
tively large part of the additional inflow should be in the form of long-
term investment capital rather than short-term funds. Qising interest
rates needed to attract the latter type of funds are one-ﬁroblemﬁ but a
greater danger appears to lie in the instability implied by reliance
upon large volumes of ‘hot money'. Shortaferm capital flows can be ex=
tremely volatile and it would be virtually impossible to finance with
_ short-term funds large resource developments which may not generate a
profit for some years. Increases in net short-term indebtedness can
carry a country through relatively brief periods of ‘'working-capital’
or 'liquidity' types of balance of payments disequilibrium but are a
source of weakness and problems if allowed.to build up or persist for

any length of time.

‘The cyclical variability of Camada's current account balance
has in most instances been largely offset by swings in the inflow of
long-term capital from abroad, As the current account balance deter=-
iorates during periods of expansion, capital inflows tend to increase;
'on the other hand, when depressed business conditions lead to an im~
proving cufrent account position, inflows of foreign capital usually
decline. - In the former case, increasing amounté of capital are drawn
to Canada from abroad by a desire to participate in the expansion and

by the opportunity to earn a higher rate of return (relative to the

risk) than elsewhere. Canada has traditionally possessed most of the
!
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background conditions necessary to attract foreign investment, particu-
larly from the UtS. and the U.K., including politic?l and financilal sta=
bility and similarities of language, institutiohs:énd customs, Swings
in capital inflows are related, however, to changes ih the difference
between the marginal efficiency of capital in Canada (especially in the
resource industries) and that in alternative areas- of inyestment,

On the one hand, expectations of large profits aéfract equity
capital, as foreign investors purchase Canadian-equities for their port-
folios. Furthermore, as their own demands for Cénaéian raw materials
increase, non-resident businessmen quickly realize the opportunities
for expanding the'producﬁion of Canadian resource products. Also, the
increasing scarcity qf some of these.materials may create a desire for
additional sources of supply which, together with large anticipated
earnings,; leads to direct investment in this country. On the other hand,
a high marginal efficlency of capital makes entrepreneurs, whether Can-

adian or foreign, willing to offer relatively high interest returns in

order to attract foreiéhuéeg£ Cgpigéla

30 One may speculate that in addition to the need for accon
modating cyclical variations in long-term capital inflows (as opposed
to dependence on short-term flows), it may be preferable for equities,
primarily direct investment, to provide at least part of the required
variability in the total capital inflow. If Canada had to rely entire-
ly on fluctuations in debt capital to accommodate the cyclical pattern
of its current account balance, the reguired swings in long-term inter-
est rates might be very large. Again, the effect could be a dampening
of domestic investment which would seriously inhibit any business exw~
pansion.
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Since éur sfudy is concerned basieally w;th the current account
balance of payments, we have not attempted at this point to document
cyclical swings in the capital acc&unt'(though we éhall return to this
matter in Chapter V), In any case, the margin of error in.the availl-
able statistical data appears to be quite large~-~this is certainly true

prior to 1926 and to a lesser extent from 1926 to 1939, : As an indirect

indication that cyclical fluctuations in the current accoﬁnt balance
have generally been accommodated by complementary cyclical swings in
the capital account,.we note that the exchénge value of the Canadian
dollar has fluctuated within a relatively narrow range, even during per-
iods of a floating rate when any overall balance of payments disequil-
ibrium would be reflected in the exchange rate. It has been principal-
ly during periods of intérnational economic or political disturbances
such as 1919 = 20, 1930 = 33 and 1939 --49 that the value of the Cana-
dian dollar has been subject to significant changeGBl

We wish 1o emphasize that increased inflows of foreign invest-

ment capital during expansionary periods, associated largely with Can-

adian resource development, and decreased inflows of foreign cépital
during business contractions help to limit the possibility of disequi-
librium in Canada's overall payments position, despite very lérge Cy= -
eiical fluctuations in the current account balance. In fact,'it is
our contenéion that this cyclical variability on the capital side of

the balance is a necessary condition which permits fluctuations in the

3L See Chart 23 ~ 1, Report of the Royal Commission on Bank.
ing and Finance, p. 480.

/
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current account balance of the magnitude, both in terms of amplitude
and duration of the swings, which were observed in, the previous chapter.
Domestic investment opportﬁnifies and actual capital expendi=
tures, both dépending primarily on the level of expofts, provide a link
between the inflow of foreign capital seeking to participate in and
benefit from Canadian economic development, and the outflow of funds to
pay for an excess of imported goods and services over exp;rtsa Cycli-
cal variations in investment opportunities tend to produce complemen-
tary swings in capital inflows, while changes ig actual investment ex-
penditures lgad to an increased need for imports, both in absolute terms
and relative to e:q:vor’r,.‘s,o'32

We have now completed our basic explanation concerning the cy=-

c¢lical behaviour of the current account balance. However, there are

several secondary points which will be considered in the following sec~ .

tions., These include a brief look at the available data on domestic

saving and domestic investment; a description of the product mixes of

Caﬁgdiégrme;chaﬁdise é%ports aﬁa imports; an examinaﬁién bf éossigle
sources of variation in the current account's normal or expected cycli-
cal behaviour; the unimportance of fluctuations in the non-merchandise
trade balance relative to those in the merchandise balaunce; and finally
a brief look at several possible alternative explanations of éhe obser-

ved cyclical behaviour of the current account balance.

2 . .
3 We also note that the inflow of labour resources, that is. .
immigration, usually exhibits cyclical fluctuations somewhat similar to
those of goods and capital. See Economic Council of Canada; Economic

Goals, pp 78 - 79.
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Data.on the Cyclical Behaviour of Domestic Saving and Domestic
Investment

In the second chapter, we observed that éyélical fluctuations

T T

in Canada'srimports tend to exceed those of its exports-=that is imports
rising more than exports during an expansion and deélining rnore than
exports during a cyclical downturn in the Qconomyf. We have shown in
the preceding sections that such behaviour is the equivglent of cyclical
fluctuations in domestic investment which exceed those in domestic sav-
ing, and that the critical relationship is the value of s, the marginal
propensity to save,; relative to the value of v, the marginal propensity
to invest. in this section we shall examine briefly the available sta-
tistical data on domestic saving and investment.

Tables (i) and (ii) of Appendix D show the various types of in=
vestment spending in absolute terms and as percentages of gross nation-

33

al expenditure. Private new non-residential construction and pur=
chases of new machinery and equipment are the largest components of
- Jee—tai—f investment (together about 60%of the-total)s - Akong with-physim - - - — — —
cal changes in non=farm business inventories, which are similarly res-
ponsive to economic conditions, they tend to dominate cyclical fluctu-
ations in aggregate capital expenditufe. As we suggested eariier, gOV~

ernment spending for fixed capital formation has been slightly cyclical,

although variations relative to GNE have been much less significant

33 Gross National Expenditure was adjusted to exclude changes
in farm inventories and was also adjusted by the difference between our
five year moving average and actual grain exports. These adjustments
correspond with those made in our definitions of saving and investment.
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than those in business fixed and inventory investment. Prior to 1939,
the ratio of residential construction to GNE also Yaried directly with
the cycle, but in the post-war period the ratio haé exhibited slightly
contra~cyclical behaviour.3

In summary, we find fhat the ratio of total investment spending
to gross national expénditure has followed closely the ?egree of econ~
omic prosperity, as measured by the ratio of éctual to poﬁential output.
The only significant exceptions since 1926 appear to be the years 1941
- 45, when the war effort took precedence over private investment, and
the period 1956 - 59 which we shall examine more carefully in the next
chapter.

With minor exceptions, the various types of investment expen-
ditures discussed above; plus the balance on current account, equal
the disposition side-of the national saving accounta35 There are cer=-

tain difficulties however, when one attempts to compare the disposi-

g = e e o -

Economic Council of Canada, Prices, Productivity and Fmw-
loyment, p. 1ll4. This apparent change will be re-examined in the fol=
lowing chapters.

35 Dominion Bureau of Statistics, National Accounts Income
and Expenditure 1926 ~ 1956 (Ottawa: Queen's Printer, 19538), pp 50 -
51. Also, National Accounts Income and Ixpenditure 1962 (Ottawa:
Queen's Printer, 1963), p. 35. and HNational Accouunts Income and Expen-
diture 1967 (Ottawa: Queen's Printer, 1968) p. 27. The national ac- -
counts definition does not include government fixed investment which is
included in government expenditure on goods and services. The alterna-
tive procedure which we have used is described in Dominion Bureau of
Statistics, National Accounts 1926 - 1956, p. 132. On the other hand,
the national accounts includes the value of physical change in farm
inventories which we have excluded. We note also that the national
accounts current account balance differs slightly from the balance
shown in the Canadian Balance of International Payments. '
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37

6 . . '
tion and souroe3 sides of the national saving account. The residual

error of estimate required to balance the two sides was frequently large

TICTEM0 1

relative to the total, particularly prior to 1939. Furthermore, the
residuals variéd considerably from one year to the néxt, and from 1926
to 1939 the residuals themselves displayed a recognizable cyclical pat-
tern. Non-residual sources of national saving were appa;ently overess=
timated in the prosperous years of the late nineteenmtwenéies and/or
non~residual disposition of saving, that is inveétment, was underesti-
mated. In the depressed years of the nineteen«tﬁirties, the opposite

tendency can.be observed,

In Tables (iii) and (iv) of Appendix D, it was necessary to make
several slight adjustments to saving and some of its components parallel-
ing the adjustments in grain exports in our balance of payments statise

tics, Personal net saving was adjusted to exclude the value of physical

36 The national saving accountmsource is found in the same pu-
~blications as the disposition side of the national saving account. See = =
previous footnote.

37 Whereas the national saving account-source should exclude
first, the difference between undistributed earnings accruing to non-
residents which have been retained in Canada and undistributed earnings
accruing to Canadians which have been retained abroad and second, cap=
ital consumption allowances on foreign-owned assets in Canada, statis=-
tical difficulties preclude these adjustments. However, this problem
does not directly affect our analysis since comparable adjustments are
not made in the current account balance of payments either, See Domin-
ion Bureau of Statistics, National Accounts 1926 - 1956, p. 131 for a
discussion of this problem,
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change in farm inventorie338 corresponding to its exclusion from total
investment. The adjustment on grain tramsactions in the national saving
account=source, which reoresents accrued earningshof farm operators ari-
sing out of opératidns of the Canadian Wheat Board;-ﬁas been included in
personal net saving. In addition,the govermment surplus or deficit in
the source éide of the national saving account was adjusted by the amount
of government fixed capital formation which we had added %o the disposi-
tion side as described above, Finally, total saving was adjusted (ex-
cept for the war years 1940 =« 45) by the differeﬁce between our five
year average.of grain exports and actual grain éxportse It seems not
unreasonable to assume that year=to=year fluctuations in grain exports
about a five year moving average may be absorbed chiefly by changes in
the saving of farmers, whereas consumption and investment might be more
stable in the-very short-run and follow swings in the moving average.
‘The most important source of national saving, ordinarily accoun-

ting for at least 50% of the total as defined in the national accounts,

is the category called capital consumption allowances and miscellaneous
valuation adjustments. Included in this item are capital consumption

or depreciation allowances of corporations, government business enter-

38 Farm inventories in this case include grain in commercial
channels, Net income of farm operators from farm production used in
calculating personal net saving includes changes in farm inventories
narrowly defined to exclude grain in commercial channels. To the ex-
tent that changes in grain in commercial channels represent income of
corporate rather than unincorporated business, they should be excluded
from undistributed corporate profits rather than personal net saving.
This would not affect the amount of adjusted total saving, however.

TR
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prises, unincorporated businesses and imputed allowances on owner-

occupied residential dwellings. Since these allowances are directly

T MTY T

related to the capital stock, which increases or decreases relatively
slowly, they are not subject to large cyclical fluctuations; Expressed
as a percentage of gross national expenditure, depreciation all;wances
since 1926 have almost invariably been within the narrow range of 10%
to 13%., The only exceptions were the depression years 1931 - 3% (14,5%
and the war and immediate post-war years 1943 « 48 (8,8%).
Undistributed corporation profits ére the other principal

source of buginess gross saving., They are, of course, very volatile,

increasihg rapidly as the economy expands and falling sharply when bus-
iness is slack. Their volatility is even greater than that of after-
tax profits since dividend payments tend to decline less than profits
in a downturn and to lag behind rising profits in a business expansion,
Although cyclical swings in this component of national saving are large,

we note that the absolute amount of retained earnings is usually quite

ém;ilrcoméafédﬂﬁithrcapital coﬁéuﬁétign aliowances; éonsequently, cy=
clical fluctuations in the former ave dampened when considered relative
to total business gross saving.

In the national accounts, an inventory valuation adjustment
.must be made on the income~source of saving side of the accounts fo
eliminate ﬁnrealized gains or losses caused by changes in the price of
goods held in inventory. The adjustment is necessary since the expeﬁ—
diture-~disposition of saving side of the accounts includes only the
value of physical change in inventories (valued at average prices of

the current period) which is net of the inventory valuation adjust-
!
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ment,39. Since there is a fairly strong tendency for the general price
level to increase during a business expansion and {o decrease or at
least rise at a much slower rate when the economy.is slack, it becones
apparent that fluctuations in profits on inventory afe partially res-
ponsible for the cyclical variability in undistributed corporaté prof=
itsoho Consequently, the inventory valuation adjustment usually varies
in a contra-cyclical manner to stabilize the statistical ﬁeasure of
total saving,

When considefed before expenditures for.éovernment capital for-
mation, the government budget on a national accounts basis has been in
a surplus position in most years except 1930 - 35 and, of course, dur-
ing the Second World ¥War. More important, however, is the fact that
the budgetary position has varied positively relative to the cycle, im-
proving during periods of expansion and worsening during times of cy-
clical contraction. Some of this cyclical wvariability is presumably

involuntary reflecting changing tax revenue, while some represents plan-

7ned ébﬁframéyclical fiscal policy.
Personal net saving is usually the second largest soufée of net

national saving, Although removal of changes in farm inventories and

inclusion of the adjustment on grain transactions smoothed the series

slightly, the data indicate that personal net saving has tendéd to fluc-

39 Dominion Bureau of Statistics, National Accounts 1926 - 1956,
pp 167 = 168,

'QOA Only part of the inventory valuation adjustment represents
the corporate sector, of course. Other sources of saving are similarly
overstated through inventory profits.

T



13k,

tuate widely over relatively short periods of time., This variability
is probably due at least partially to its statistical derivation--it is
calculated as the difference between personal disposable income and per-
sonal consumption expenditures. Although there is no proof, one sus-
pects that a fairly large part of the residual error of estimate nay
frequently originate in the calculation of this series. : Nevertheless,
while the statistical reliability of short-run changes in:personal 5aV=
ing nay be suspect, one can usually observe a tendency for this type
of saving expressed as a percentage of GNE to vary positively relative
to the business cycle. |

Fluctuations-in personal disposable income,; from which personal
saving is derived, will usually be similar to those in total income.
In the first place, personal income makes up a high proportion of to-
tal income so that changes in the two are likely to be similar in mag-
nitude; In recent years, automatic stabilizers such as unemployment

insurance, transfer payments and progressive tax rates on personal in-

come have helped to insulate disposable income from cyclical fluctua-~
tions in the economy. ‘
Consumers may expect any drop in their incomes to be tempor-
ary and therefore try to maintain spending close to its previous level,
Purchases of some non-durables such as food and perhaps clothing ﬁay
decline only slightly. Partially offsetting this relative stability

in consumer purchases of non-durables and services is the variability

of spending for consumer durables. Expenditures for expensive goods

COMTTIT
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dependent upon consumers' current incomes and expectations.

Nevertheless, in most cases a given dgcling in income will lead
to a proportionately smaller drop in consumption and consequently, sav-
ing will fall 5y a proportionately greater amount thén income; Similar-
ly,; consumption will rise proportionately less than income during a cy-
clical expansion so that saving as a percentage of income will rise.
We should note, however, that such changes in the marginai propensity
to consume are short~term in nature and that the consumption function
is probably relatively steble in the long-run. Eoth Duesenberry's rel-
ative income.hypothesis'42 and Friedman's ‘permanent income hypothe-
sis'43 attempt to explaih the apparent long-run or secular stability
and the short-run or cyclical variability of the marginal and average
propensities to consume,

The former suggest; that in the long=-run an individual's mar-
ginal propensity to consume is a function of his relative position in

the -economy's scale of income distribution. Since relative incone

positions tend to change very little, consumption and saving in the

long-run are relatively constant proportions of aggregate income. In

L1

It would not be unreasonable to consider consumer purchases
of durable goods as 'personal investmént' and include them with the
other categories of investment expenditure described earlier. In fact,
Friedman excluded consumer durables from consumption in his analysis.
See M, Friedman, A Theory of the Consumption Function (Princeton: Prin-
ceton University Press, 1957).

h2 J.S. Duesenberry, Income, Saving and The Theory of Consumer
Behaviour (Cambridge: Harvard University Press, 1952).

*2 Friedman, A Theory of the Consumption Function.
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the short~run, however, Duesenberry belie&es tha@ the aggregate marginal
propensity to consume is a function of the ratio of present disposable
income to past peak disposable incoﬁe.‘ Consequently, the marginal pro-
pensity to save will increase during a cyclical expansion Qhen incomes
are rising, and will decline as incomes fall during a contraction in the

eConomy .,

e

B

Friedman considers that both income and consumption include a
permanent component and a transitory component, Current changes in in-
come will affect consumption only to the extent that the consumer be-
lieves his long-run 'normal'! income has been affected. The ratio of
permanen£ consumption to permanent income depends on several variables
such as the rate of interest, which he considers to be relatively con-
stant in the long-run., Vhen an individual assesses his long=run aver-
age or normal income, short-run fluctuations disappear (that is, the
transitory component becomes zero) and therefore the secular average

pronen51ty to save is approx1mately constant., In his analy51s of short-

run or cycllcal fluctuatlons in income, Frledman contends that changes
in the transitory component of income have little effect on c&nsumption;
instead, consumption will be significantly adjusted only when consumers
believe that the new level of income (either increased or decreased)
.will be permanent,

In.summary, both Duesenberry's and Friedman's consumption fun-
ction theories con%irm our contention that although in the long-run in-
dividuals' average propensity to save is relatively constant, it tends
t@ vary in the shori~-run with the business cycle

. . . .
, increasing in time

of expansion and decreasing when the economy is contracting. Moreover,
!

AT,
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individuals! marginal propensity to save in the short-run is probably

T 1

unstable, varying widely within the business cycle ,and when compared to

T

previous cycles.

We havé found, therefore, that capital conSuﬁption allowances
are the lavgest source of domestic saving and that they are stable rel-
ative to the business cycle. Random shortwrun variations and probable
statistical inadequacies complicate any analysis of the c&clical beha-
viour of personal net saving; however, we can assume that it will or-
dinarily vary positively with the business cycle‘and that its fluctua~
tions will usually have moderately greater amplitude than swings in
aggregate income. Corpofate retained earnings expressed as a percens

Kl

tage of

g GNE increase rapidly as business expands..axnd fall sharply dur-

ing a contraction; and although swings in govermment saving are less
regular, the same kind of behaviour is evident in most cycles., Fin-
ally, the inventory valuvation adjustment ordinarily exhibits contra-

cyclical variations.

When the residual error of estimate is included as a balancing
item, then by definition the differnece between saving and in;estment
must equal the current account balance, We have previously observed
the usual cyclical behaviour of the current account balance and there-
fore, we know the nature of cyc¢lical change in the difference.between
saving and investment. At this point, however, we wish to observe
actual data.on cyclical fluctuations in aggregate domestic saving and
in aggregate domestic investment.,

L.
LIl

It was noted earlier that a large part of
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of estimate probably lies in the statistical derivation of saving rather
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Iy ‘ )
than investmentoq Although we counsidered including the entire resie

dual error of estimate with saving, it was divided equally between sav-

TR

ing and investment as in the national accounts. The resulting ratios
of saving and investment to GNE are shown in Chart ITI - 1, along with

b5

the ratio of actual to potential output. As we were led to believe
from our previous discussion of the components of savin% and investment
(as they appear in national accounts data), both domesticAsaving and
investment have tended to vary positively relative to the business cy-
cle. In addition, as we knew fwst be the &ase from our observation of
the current account balance, the increase.in investment during a bus-
iness expansion tends to be greater than the rise in saving and, on the
other hand, the decline in investment during a contraction tends to ex-
ceed the decline in saving. Although we anticipated that the c¢yclical
fluctuations in saving and investment would be greater than those in

aggregate income, the extreme variability in some cases of both saving

and investment is somewhat surprising., Another point which should not

be overlooked is the fact that the difference between saving and invest-

ment was usually small compared not only to GNE but also to the two

Ll

Some of the residual error of estimate could originate in
the current account balance itself., However, the relatively small bal-
ancing item between the current and capital accounts of the balance of
payments in most years serves to increase our confidence in the relia-
bility of the balance of payments data,

45 Placement of the latter ratio relative to the other two
ratios was arbitrary. The scale for the raiio of actual to potential
output was chosen to give what we considered to be a reasonable 'fit!
with the savings and investment ratios. ‘



Chart IITI - 1

Saving, Investment and the Current Account Balance as a Percentage of GNE, 1926 - 66
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variables themselves. Consequently, relafively s@all changes in total
saving or investment frequently had a large impaqtqon the difference
between thern., |

Previously, we had suggested that the fallure of the current
account balance to deteriorate after the cyclical trough in 1933 was
caused by the absence of a strong recovery in investmen@, which was
retarded by large amounts of excess capacity. However, Cﬁart ITT - 1
indicates that a relatively sharp resurgence in saving (chiefly person-
al net saving and reﬁained earnings) was aiso at least partially res=
ponsible. On second thought, such an outcome might have been expected
since reaction to the depression would cause individuals and business
to save as much of their income as possible, both to restore liquid-
ity and also as a hedge against further economic hardship. Since cy-
clical swings in the nineteen=thirties were so wide, it was difficult
to adjﬁst to rapidly changing incomes. By 1933 or 1934, most indivie

duals' estimates of their long-run or permaneint income levels were

probably very low, and consequently.a relatively large part of subse-

quent increases in income was saved.

Relative Product Mixes of Canadian Merchandise Exports and Imports

The statistical evidence presented in the second chapter and
its related appendices established that: first, both merchandise exports
and mercﬁandise imports tended in general to vary positively with the
business:cycle; and second, that cyclical fluctuations in the latter were
usually greater than those in the former, We shall now examine the pro-

duct composition of merchandise exports and imports and the general cy-

/
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clical variability of various product groﬁps.

In the nmost general terms, the level of Cayadian exporés is de-
termined chiefly by business conditions in the United States, the Uni-
ted Kingdom and, to a lesser extent, Western Buropean and 6ther couns
tries relative to the performance of the Canadian economy (since domes-
tic supply conditions may have some influence). The level of national
income in these countries has a direct effect on their deﬁand for Can-
adlan products. Therefore, fluctuations in Canadian merchandise ex-
ports frequently have.timing and amplitude~similar to cyclical swings
in production and consumption in those nations which are its principal
customers. It must be noted, however, that in thgfe countries as in
Canada, the various components of total expenditure display varying de-
grees of cyclical fluctuation. Although this matter does not determine
the cyclical behaviour of the current account balance, the product mix,
of impbrts in particular, is important in the process through which

cycles are transmitted to and from Canada,

77As we Stafed éariiér iﬁ fﬁisgéhéﬁter; most CégadiéﬁAéxégrts
are crude or fabricated materials rather than finished producfé, In
addition, many of these commodities are consumer non-=durable goods or
producers' materials used in"the production of consumer non-durables,
'Newsprint, wood pulp, grains and non-farinaceous animal and végetéble
products-afe included in these calegories. Consumer expenditures for
nonmdurables tend to form a significant part of GNE, and along with
consumer spending on services, such expenditures are the most stable
éomponent of aggregate demand, having a relatively low income élastim

city. When an individual's personal income is falling, purchases of
/
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these itens maj decline only slightly; similarly, rising personal in-

come will induce only a moderate increase in demand, particularly in

TN [

the short term, Cénversely, producers' machinery and equipment and con-
suner durable goods, which are two of thé most variable components of
demand, form a small proportion of Canadian merchandise exports.

For some countries, imports from Canada of certain commodities
account for a relatively small proportion of total supply; Consequent-
ly, when business in these countries is contracting, Canadian exports
are likely to be subjected to increaséd competition from domestic pro=
ducers who make an effort to inorease their share of the home market.
Canada's role as a marginal supplier is particularly relevant in the
large U.S. market. In other cases, however, countries buying from
Canada do not have the necessary natural resources to permit domestic
production of the imported commodities. Therefore, the existence of
unemployment and excess capacity has little effect on the proportion

of demand for such products that is satisfied by iwmports, since sub-

7éfifﬁfidn éf”domestic o&%pﬁ% is impoésiﬁié;r
Within the Canadian economy, the rate of growth of expgrts dur-

ing a boom period may be retarded both by physical capacity limitations

and also by decreased incentives and desire to export. A large increase -

in the demand for Canadian raw materials may push sonme export;based in-

dustries to the physical limits of their productive capability. Since

a large, time-=consuming capital construction programme is usually re- . .

quired to increase capacity, it may take some time before Canada can

supply the desired volume of output. Under these circumstanceé, the

value of such exports may rise as shortages drive up the price; however,
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alternative sources or materials will oftén limit th; increase in pficeo
Under fulle-employment conditions, labour shortages may also restrict

the level of exports since the geographical loéaﬁién and living and wor-
king conditions in some of the resource industries are lesé attractive
than those in other commercial enterprises,

In non-resource industries, ability to sell their maximum pos-
sible output in the domestic market could dampen‘produceré‘ desire to
export, since the latter may involve. certain inconveniences such as gov-
ernment licenses, deléyed payment or future.servicing problems. As
suggested in . the second chapter, some of these conditions may have been
operative in Canada in the late nineteen-forties and early nineteen-
fifties.

We are not suggesting that cyclical swings in Canadian exports
are nécessarily snall, either in absolute or percentage terms, nor are

we-confradicting an earlier statement that such changes constitute an

important cause of fluctuations in the Canadian business cycle., We are

merely bginéing out fhééia‘gigﬁifiéan% pfoboffiénrof Céﬁédiéﬁ eéport
producfs are dependent on relatively stable components of aggrégate de=
mand in its principal customers, and that certain domestic circumstances
may sometimes limit fluctuations in Canadian exports,

. The commodity distribution of Canadian imports is considerably

different from that of merchandise exports, This fact plays an impor-

tant role in cyclical fluctwations in the merchandise trade balance and

is directly related to the saving-investment relationship analysed pre-
viously. When Canadian business activity is accelerating and ﬁational

income is rising, it is natural that some proportion of the increment
!
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in demand will be spent on imports. Similarly, when Canadidn income

is falling, the resultant drop in aggregate demand, will affect imported
goods as well as domestically produced articleén'-Two related factors
must be nofed; however, when one considers the cycliéal variability of
Canadian merchandise imports. Fifst, a significant proportion of Cana-
dian demand for producers' goods and consuier durables %s satisfied by
imports; and second, cyclical fluctuations in purchases of such products
tend to be large.

Economies of scale are inherent in the ﬁfdduction of most types
of industrial machinery. The sizable investment required by these cap-
ital-intensive industries leads to heavy fixed costs which may make
production uneconomical in a country such as Canada where demand is rel-
atively small. Machines and equipment, particularly the heavy indus-
trial types, are not purchased in sufficient quantity to provide a via-
ble base for their production domestically. Large industrial nations

such as the U.S. and the U.K. can manufacture such goods more cheaply

andrin a&difioﬂ; £he§rmay p;ssessiﬁofé advanceaitééhnoiogyrwhich pefm
mits theﬁ to build mofe prodﬁctive canital equipment than Canaaians.
Although unable to produce these goods economically, Canada does
require them to facilitate efficient, low-cost production of producers'
materials and consumer goods which can meet foreign competitién in both
domestic and export markets, Consequently, a large proportion of Cana-
dian demand for producers' equipment is filled by imports; and, as in-
dicaﬁed earlier, imports of capital goods account for an important

share of total merchandise imports. We have also observed, however, the

extreme cyclical variability of investment spending; therefore, imports

B 0 i)
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of producers! goods will exhibit a similaf variapility.

Expenditures for consumer durable goods sugh as automobiles and

electrical appliances are also subject to wide>cyoiical swings., Pur-
"chases of these goods can be postponed, and they tend to be concentrated
in prosperous periods when individual incomes are rising and confidence
in future earning ability is high. Economies of scale ind the relatively
small home market may again limit domestic production and‘lead to large
~imports of consumer durables into Canada.46 Since they are dependent on
a highly variable source of demand, importé of this type also tend to
fluctuate with an amplitude greater than that in general business acti-
vity.

Consumer purchases of non-durables are relatively stable in the
aggregate, but there are a number of specific goods which have an income
elasticity considerably greater than one., Ii appears that many such
goods tend to be imported into Canada rather than produced domestically.

The classic examples which come to mind are 'high fashion' articles such

as some types of clothing, jewellery and perfumes and also certain cul-
inary delicacies., It is uncertain, however, whether sufficient volume
of such luxury items are imported into Canada to increase noticeably

the cyclical variability of total imports.

- Finally, capacity limitations in the Canadian economy, pafticu—

%6 In some cases, foreign subsidiaries have assembly plants in
Canada but many compdénent parts are imported from the parent company,
The current programme to increase Canadian automotive production to equal
its share of continental purchases has not reduced imports but.it has
lead to increased exports of auvtomobiles and parts.

’
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larly in secbn&ary manufacturing industries, probably augment cyclical
swings in imports. We have suggested that Canadiap economic circum-
stances may sometimes inhibit efficient and competitive production of

" manufactured and semi-manufactured goods, Most companies engaged in
manufacturing in Canada find-that to operate profitably, they must main-
tain output reasonably close to capacity. The scale of operations of
such companies is often too small to bear the heavy fixed costs of a
large. expansion which would require several years of normal growth to
achieve efficient and profitable utilization.

As a_ result, a strong economic expansion may soon push such
firms to the limit of their productive capacity. Since there will ob-
viously be some lag before capacity can be increased, excess demand
will spill over into imported goods during the interval., Long delays
in delivery are another example of the capacity limitations which can

- cause buyers to turn to imported products when the Canadian econom
£ p

is close to full-employment. A speculative inventory build-up would

beiaﬁ iﬁportaht additional stimulus to this process.

The fact that a relatively large proportion of Canadién imports
are products for which domestic demand tends to be highly c¢yclical has
an important effect upon m, the marginal propensity to import. Since
Canada depends upon imporfs for a large proportion of its puréhases of

producers' goods and consumer durables and since demand for these pro-

ducts fluctuates widely, therefore the volume of imports of these pro- .

ducts is also highly variable. At the same time, fluctuations in these
components of aggregate demand are large relative to swings in total

[t}

income and since imports of business and personal investment goods are

| s 1
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also large rélétive to total imports, therefore the value of m in Can-
ada is large compared with many othef countries,. As we noted previously,
given the values of s and v, the larger m is, the smaller will be the

' change in income required to offset any diseqﬁilibrating shift in exports
or investment. The fact tha£ m is relatively 1argé implies that Canada
tends to 'expoft‘ its domestic inflation or deflation and therefore cy-
clical fluctuations in Canada are smaller than would be tﬁe case if m
were reduced.

Possible Variations in the Cyclical Behaviour of the Current Account
. Balance

In the second chapter, we noted several instances in which the
current account balance did not behave as indicated in our hypothesis.

" In this section, we shall attempt to determine why such exceptions may
occur, Two possible causes will be analysed--first, a change by exports
and autonomous investment in opposite directions; and second, cyclical
changes in s, m and V.

Previbusiy, we had assumed that aﬁtonomous'invesﬁment and exports
would change in the same direction, with increases in each ca@sing nae
tional income to rise and decreases causing national income to fall.
Given these circumsténces, we found that if s were less than v, the cur-
rent account balance would deteriorate during a cyclical ekpaﬁsion and

. . .k .
improve during a contraction. 7 However, as soon as we drop this assum-

L -
1 fact, we noted that as long as AX (s = v){ mAA, -then the
current account balance would behave in this mammer. In other.words,
s {v was now a sufficient condition but it was no longer a necessary one.

IR
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ption and concede that autonomous investment might increase while ex-
ports .are falling or vice versa, our earlier method of analysis tends
to break down., Under these circumstances, eveﬁ thé more restrictive
.84 v is no longer a sufficient condition for cyclicai behaviour of the
current account balance as observed in the previous chapter.

The problem,. of course, is that when exports are, moving in one
direction and autonomous investment in the opposite direcfion, then
(BX + AA) and therefore AY may be either positive or negative. For ex-
ample, if exports are increasing and autonomous investment is decreasing,
it would be possible for the current account balance to dlmprove at the
same time that income is rising, even though s were less than v. In
other wordé, the increase in exports. could be sufficient to outweigh
the drop in autonomous investment, thus causing income to rise; but at
the same time, the foreign trade acceleration effect could be so dam-
pened by the effects of declining autonomous investment that imports
would increase by less than the original jump in exports. Similarly,
given a decline in.exports which is larger than aﬁ accompanying increase
in.autonomous investment, it is possible for the current accouﬁt balance
to deteriorate in the face of a drop in income,.regardless of the relaw
tionship of s to v.

Let us consider briefly the chances that exports and autonomous
investment might move in opposite directions. We have mentioned the
well-known tendency for our business cycle to coincide with that in
the Uﬁited Sfates and to a lesser extent with business in the U.K. and
other Western European nations. This coincidence is to be expécted

given first, the dependence of Canadian exports upon business in these

T ITI
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countries and second,- the importance of'exports to total Canadian econ-
omic activity. However, Dr. 0.J. Firestone concluded in 1952 that de~
clining employment and income in the U.S. may“or m;y not be accompanied
. by a concurrent decline in Canadian merchandise expor‘ts.,L‘L8 He suggested
that the communication of U.S. recessions to Canada appears to depend
on the strength of autonomous internal demand in Canada% as well as on
the magnitude of the decline in the U.S. However, a préibnged or severe
contraction in the United States will almost certainly be reflected in
the Canadian economy; both through declining exports and autonomous in-
vestment., .

An important sourcé of variation between fluctuations in Cana-
dian exports and the domestic business cycle was found in occasional
differences between North American and Buropean economic activity. The
Canadian economy responded to any significant change in the U.S5. and
moved in fairly close harmony with the American cycle. However, the
business cycle in the U.K. and other industrialized Western European
nations periodically exhibited marked variations in amplitude and évén
direction relative to American business activity. In such cases, Can-
adian exports sometimes responded to the Buropean situation, whereas
investment moved in the opposite direction, that is in sympathy with

. 'the American cycle.

48

0.J, Firestone "Foreign Trade and National Velfare', lecture

to Department of University Extension, McGill University, Oct. 22, 1952.

Referred to in Edward A. Walton "The Vulnerability of the Canadian Econ-
omy", p. 15, TFirestone cited 1949, 1923 - 24, 1911 and 1904 as periods
in which declining activity in the U.S, had llttle effect on Canadian
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Under such conditions, fluctuations in Canadian economic active
ity would presumably be relatively small. This tyge of analysis appears
to explain the behaviour of the current accounf baiance in periods such
.as the mid-1890's. We remeaber that the trade balanée improved markedly
from 1893 to 1897 whereas business contracted for only part of this per-
iod and was stagnant during the remaihder.‘ The aboveum%ntioned circum-
stances describe this period very wéll,; since exports were relatively
strong whereas autonomous investment was apparently weak during these
years. |

In the second chapter, we also observed that the current account

balance frequently continued to deteriorate, or at least failed to im-

prove; for some time after the upper turning point in the business cycle.:

Similarly, the balance did not usually begin to deteriorate immediately
after a cyclical trough in business activity. It is reasonable, however,
to expect that exports should tend to lead imports. After a decline in
exports has caused a turndown in the economy, autonomous investment ex-
pen&itufes will probably continue to increase for a short time. In fhe
first place, there may be a recognition lag before producers iaentify

a divergence between their actual and expected sales. Secondly, at the
upper turning point of the cycle, expansion projects currently underway
cannot be easily or economically reversed and therefore, they will or-
dinarily be completed. ©Since construction of a new plant is quite time-~
consuming, investment spending may continue at a relatively high level
for éome monfhs after a cyclical peak has been reached, and imports of
capital goods will be maintained at peak levels for a short time, As

we proved in the previous analysis, the current account balance may

T THVOOE 1
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continue to deteriorate under these circumstances, even though income
has begun to decline.49 ]
Following a cyclical trough in Canadiaﬁ bﬁéiness activity, in-
vestment expenditure nay remain at a relatively low 1evel for a time,
but the lag may be slightly different than that at a cyclical peak,
There will again be a delay in recognizing a cyclibal-tu?ning point as
well as a 'preparation lag' during which investment plané.and designs
must be drawn and contracts let. In addition, however, the marginal
efficiency of capital-may fail to rise for a conéiderable length of
time following the trough, particularly if there is significant excess
capacity. Only when output has recovered sufficiently to move close to
its potential are firms likely to consider an expansion of capacity.
Excess capacity will not only dampen an upturn in autonomous in-
vestment but will also affect v, the marginal propensity to invest. In
our previous analysis, we assumed that s, m and v weré constant--in fact,
however, each of these propensities is likely to vary, depending on bus-
iness conditions. For example, when the economy is very depressed, inﬁ
vestment expenditures and purchases of consumer durables will Ee low,
not only in absolute terms but relative to income. Consequently, im-
ports of producers! and consumers' investment goods will also be rela-

tively small, and therefore the value of m, the marginal propensity to

import, will be reduced. Similarly, when the economy and especially

49 If capital imports begin to decline immediately, Canada -
might experience brief but possibly severe pressure on its overall pay-
ments position,
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investment spending is booming, the value.of m will‘be relatively>highg

Furthermore, as we noted in our discussiontof the components of
domestic saving, s is probably rather unstable-in fhe shorfurun, In
- general, one wmight expect s to increase for a timé when incomes are ris-
ing and to decrease when incomes start to fall, since both individuals
and business usually require some time to adjust their §pending plans
to changes in income. One also suspects that such adjustﬁents may be
fairly modest, as long as cyclical fluctuations in the economy are not
too great and economic activity does not véry significantly from gen-
eral expectations of its behaviour.

Variations in v are probably somewhat similar to those in s.

In other ﬁords, when the economy is expanding, expectations of future
business activity are higﬁ and v will rise., On the other hand, in a
recession falling expectations will presumably reduce v. Since varia-
tions in s and v are at least partially offsetting, the effects upon
our determinant of the direction of change in the current account bal-
ance, or more specifically (s - v), would appear to be relatively sméll
in most cases. In any event, variations in the past have seldbm been
sufficiently large to change the basic inequality s {v.

Suppose, however, that the economy has experienced a serious
:recession and actual output is substantially below its potential;
Given thesé conditions, expectations about future income wili probably
be depressed. If a recovery begins and income étarts to rise, v will
A probably remain at a relatively low level for some time, because of
poor profit expectations and large excess capacity. On the otﬁer_hand,

a relatively large part of any increase in income will probably be
!
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saved, that is s will be high, both to restore liquidity and because
the recovery is considered to be only temporary. Given these conditions,
it is quite possible that s will exceed v and thé-éﬁrrent account bale
~ance will continue to improve, despite the fact that income has begun to
rise. Contrary to other occasions when exceptions.to the normal cycli-
cal behaviour of the current account balance occur for gply very limited
periods, such a situation may persist for a considerablghlength of tine,
until income has risen sufficiently to restore expectations to a more
normal level after which v will again exceed s.

This type of analysis appears to explain the failure.of the éur—
rent account balance to deteriorate after a cyclical trough was reached
in 1933, Together with the possibility that autonomous investment may
have continued to decline for at least part of this period (though not
enough to offset rising exports), an abnormally large s and/or an ab-
normally small v appear to have been responsible for the unusual behav-
iour of the current account balance during these years.

Relative Importance of the Merchandise and Non-Merchandise Components
of the Balance )

The available data in the second chapter suggested that merchan-
dise trade was dominant in determining the cyclical behaviour of the cur-
rent account. In the first place, the direction of change in the merchan-
dise balance followed in most cases the pattern described in our hypoth-
esis. On the other hand, we were mnable to detect any regularity in the
behaviour of the non-merchandise balance relative to the business cycle.
Secondly, changes in the non-merchandise balance were usually small rel-

ative to changes in the merchandise balance and therefore, they had
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little effect on the total current account balance. Consequently, most

of our analysis has concentrated on merchandise trade and at present

TR T

we shall examine only briefly the behaviour of non-merchandise transac-
- tions in the current account balance,

Canadian payments of interest and dividends are by far the 1ai~
gest invisible item and account for the traditional 1ar%e deficit in
non-merchandise trade. Theoretically, one would expect tge balance on
interest and dividends to display at least a slightly positive cyclical
relationship, Dividend payments should inérease in prosperity and de-
cline during a contraction, while the reduced capital inflow accompany-
ing a dovnturn should limit the increase in interest payments. In ace~
tual fact, the behaviour described above was apparent at times, but
generally speaking the deficit on interest and dividends was relatively
stable in the short-run while displaying a long=-term secular uptrend.
In addition, there were changes which at times seemed to have little
or no relafionship to the domestic business cycle.

The balance on travel expenditures displayed some tendency to
behave as predicted by our hypotheéis; however, fluctuations ﬁére USU~
ally small relative to those in merchandise trade. As we shall see
later, the exchange rate between the Canadian and U.S, dollars is pro=
5ably one of the most important determinantsof the travel balénoe;
Shortmterm.movements in the balance on other invisible items seemed
to be quite irregular with little or no cyclicai relationship,

The present study of non-merchandise trade has been admittedly
very brief, but we believe that its treatment to date in our aﬁalysis

reflects its apparent relative unimportance in determining cyclical
!
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movenents in the current account balance.. In the féllowing chapter
however, where greater and more accurate data are available, we shall
make a somewhat more detailed study of-nonymefchaﬁdise trade and keep

) it in mind as a possible cause of the suspected change in fhe behaviour
of the balance after the cyclical peak in 1957.

Possible Alternative Explanations of the Observed Cyélicél Behaviour
of the Current Account Balance

First there is a purely mathematical consideration which should
be mentioned. If a éountry runs. a large aﬁd persistent current account
deficit as anada does, then an equal percentage change in both exports
and imports would cause the deficit to increase in absolute terms dur-
ing prosperity when both exports and imports are increasing, and to de-
crease in absolute terms during a recession when both exports and ig-
ports are falling. It is obvious, however, that this explanation does

not account for all of the cyclical change in the current account bal-

ance since cyclical swings remain even when we expressed the deficit as

a percentage of the average of receipts and expenditures.

Another rather simple approach would be to relate cyclical
swings in Canadian national income to those in other countries. If the
amplitude of cyclical fluctuations in Canada tended to be consistently
éreater than the amplitude of fluctuations in our principal tfadihg

partners, then under certain conditions,5o the variability of Canadian

20 The basic condition is that the income elasticity of demand
for imports in Canada must be greater than other countries' income elas-
ticity of demand for imports from Canada. In fact, this tends to be the
case because of the relative product mixes of Canadian exports and im-
ports.
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imports would tend to be greater than that of its exports., Despite the
volatility of domestic investment in Canada, thereqappears to be little
evidence thgt relétive fluctuations in Canadiah nafional income have
_been consistently greater than those in countries with which Canada
trades. Probably the most iﬁportant reason is the functioning of the
current account balance as a 'safety valve'! in the Canagian economy.

As described earlier, é dépendence on imports of investaeht goods re-
sults in a relatively large marginal propensity to import, which reduces
the effect upon Canadian national income of cyclical swings in exports
and domestic_investments In other words, Canada tends to eprrt part
of its business cycle through the behaviour of the current account bal-
ance,

Finally, we shall mention the effects upon the Canadian current
account balance of consistent opposite changes in the North American
and Buropean business cycles. Previously,; we noted that if exports
were increasing whereas autononmous investment and aggegate income were
decreasing, then the current account balance would improve regar&lésé

of the relation of s to v.

Suppose for example that the Canadian economy, following the

lead of the United States, is experiencing a relatively severe recession,

Although Western European nations, particularly the U.K.,, were operating
considerébly closer to full-employment, buoyant Canadian export sales to
"these overseas markets would probably be insufficient to stimulate the
Canadian economy and overcome the depressing effect of the U.S. contrac-
tion., Closer contacts with the United States mean that Cénadién éxpeém

tations will be more affected by economic conditions in that country
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than in Europe. Therefore; the U.5. is likely to be a more important
influence on Canadian developments.
1

In the second chapter, we noticed several instances in which

European or British business activity was considerably moré buoyant than

a depressed North American economy. Furopean demand for Canadian exports -

together with restricted demand for imports in the domeqtic'economy cau--

k)

sed Canada's trade balance to improve markedly. The yeafé 1395 - 96
and 19%2 -~ 33 were the prime examples of this kind of situvation. Al-
though there appear to have been no outstaﬁding examples, a European re-
cession coinqiding with a North American expansion could possibly have
retarded Canadian exports and led to rapid deterioration in Canada's
trade balance.

Given that the Canadian business cycle will almost invariably
follow strong leadership from the American economy, then a significant
variation in European_economic activity may cause Canada's trade (and
current account) balance to behave in the mauner described in the hy-
pothesis. However, this éxpianation can only supplement OCcasiona11§
our basic theory, since there is no evidence of a consistent difference
between North American and European cycles,

We have now completed a detailed description of our hypothesis,
'explaining the causes of the cyclical behaviour of the current account
balance thét we observed in the previous chapter. In Chapter IV we
shall go on to complete our statistical investiéation of the current

account's cyclical behaviour for the period from 1946 to 1966,

B 1111 U
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CYCLICAL BEHAVIOUR OF THE GURRENT ACCOUNT BALANCE, 1946 - 1966

The current chapter will complete our statistical analysis of
the cyclical behaviour of the Canadian current account b?lance of pay=
ments by examining the years 1946 to 1966, We have attemﬁﬁed to make
our examination of this third and final period slightly more concise
than that of the previous two periods. As we sa& in Chapter II, in
most years of bofh the 1870 = 1900 and the 1900 -~ 1939 eras, the cycli-
cal behaviour of the merchandise trade balance (which in turn tended
to dominate changes in the total current account balance) followed the
pattern predicted by our hypothesis., Therefore, to the extent that
the trade and current account balances behaved in a similar manner
from 1946 to 1966, there should be less need for detailed verbal explan-
ations than previously. |

Furthermore, a greater quantity of reliable data for the poséu
war years permits a more precise statistical description of thé cycle
and reduces the need for verbal description of various indicators of
economic activity required for the earlier periods in our study. Fin-
ally, most readers presumably have a greater knowledge of the post-war
Canadian business cycle. For these reasons, we shall rely to a greater
extent on charts which relate the behaviour of the trade and current
account balaﬁces to the business cycle.

On the other hand, there are several reasons for rather detail-

158.
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ed discussion in this chapter. First,; the many adjustments which took
place in the immediate post~war and Korean War periods broughtabout
sizable changes in Canada's current account balance which will have to

be explained. More important, however, will be the need to make a thor-

ough examination of all aspects of the current account from 1957 to 1962,

when we suspect some change may have occurred in the adjustment of the
current account balance to shifts in domestic prosPerity.‘

The period under study was interrupted in mid-1962 by a number
of policy measures iﬁ response to a run on fhe Canadian dollar., An ine
dication of Canada's weakening international position came in 1960 when
the value of the dollar declined from about $1.05 U.S. early in the
year to par by the end of Deéember.l By.the end of the following year,

a combination of government policy and decreased foreign capital in-

flow had reduced the exchange rate to approximately $.96 U.S. Although -

the run on the Canadian dollar which lowered foreign exchange reserves

from more than $2 billion in December, 1961 to $1,1 billion in June, 1962

appears to have been the immediate result of lack of confidence and un-
certainties over government policy and a coming election, one immed=
iately suspects the existence of more basic problems originating at

least partially in the current account balance of payments.

Almost 2 cents of this decline occurred in the last week of
the year, following an expression of concern by the Minister of Finance
regarding the impact of capital inflows on the foreign exchange rate.
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Period Three: 1946 - 1966

Since quarterly current account data have just recently become
avallable on a seaéonally adjusted basis, our quarterly balance of pay-
ments statistics in Tables (viii) to (xv) inclusive of Appendix B re=-

present totals for the latest four quarters instead. Values of grain

exports were derived from tables showing commodity breakdowns of merchan- -
5.

dise exports found in various issues of the Canadian Statistical Review.2

Other data were found in The Canadian Balance of International Payments

A Compendium of Statistics from 1946 to 19653 and Quarterly Estimates

of the Canadian Balance of International Pag/ments.’+ As in the 1900 to

1939 period, net non-monetary gold exports and freight and shipping re-
ceipts were included in non-grain merchandise exports while freight and
shipping expenditures were included in merchandise imports. Throughout
the post-war periecd, official contributions were excluded from other

non-merchandise expenditures, and government transactions were excluded

from both other non-merchandise receipts and other non-merchandise ex-

Dominion Bureau of Statistics, Canadian Statistical Review
(Ottawa: Queen's Printer, monthly). Grain exports were defined to in-
clude the categories wheat, wheat flour and other grain products. The
third of these categories,other grain products, was apparently changed
slightly after 1962 but the difference between the original and revised
classifications was minimal.

3 ‘Dominion Bureau of Statistics, The Canadian Balance of Inter-

national Payments A Comvendium of Statistics from 1946 to 1965 (Ottawa:
Queen's Printer, 1967).

Dominion Bureau of Statistics, Quarterly FEstimates of the
Canadian Balance of International Payments (Ottawa: Queen's Printer,
quarterly).

TR T T



161.

penditures, since changes in these types of receipts and expenditures
would appear to be unrelated to the aomestic busin§ss cycle,5

| The' 'latest four quarters' method of'calcuiation which we have
employed permits the comparison of a given quarter in any year with the
same guarter of the previous-year, though it does not in itself give
data for any single quarter,6 Therefore, to measure ch%pges in the bus-
iness cycle on a comparable basis, we calculated the percéntage iﬁcrease
or decrease in real non-agricultural gross domestic product for each
gquarter compared with the same quarter of the previous year.7 Table
(vii) of Appendix C includes estimates of actual real non-agricultural
gross domestic product as a percentage of potential real non-agricultural
output for the years 1946 to 1966, sele};tion of 1948, 1952 and 1956 as
years of approximately full-employment imﬁlied a 5.75% annual growth in
potential real output during this period, which we assume ended in 1957.
Initially, we also assumed that growth in potential output prior to 1948

continued at the same 3.2% rate as we used in the nineteen-thirties.

2 Since data for government transactions were available on an
annual basis only, changes from one year to the next were pro-rated
throughout the four intervening quarters.

For example, given the merchandise balance for the fourth
quarter of 1947 (which equals the total of the balances in the four
quarters of that year), we calculate our measure of the merchandise bal-
ance for the first quarter of 1948 by subtracting the balance for the
first quarter of 1947 and adding the balance for the same quarter of

1948,

7 Dominion Bureau of Statistics, Annual Supplement to the Mone
thly Index of Production (Ottawa: Queen's Printer, 1966). pp 9, 74. -
Dominion Bureau of Statistics, Index of Industrial Production April

neaO

1968 (Ottawa: Queen's Printer, 1968), p. 10.
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Our assumption that the economy had returﬁed to fpli—employment by 1966
implied a potential real growth rate of 4.35%‘per annum for the period
1958 to 1966, In estimating the ratio of acfuél to potential output,

we used as a check on our own analysis the Economic Councii's estimates
which are shown in Table (vii) along with our annual and quarterly es-

timatess 4

Post-War and Korean War Adjustments: 1946 - 1953
The immediate post-war years were characterized internally by
relatively full-.employment and rapid economic development and exter—
nally by widéspread financial dislocations. Conversion of the Canadian
econony to peacetime'operation was accomplished quickly and smoothly.
Private consumption and investment expenditures climbed rapidly when
freed from warfime shortages and regulations which had created forced

saving., Imports climbed 23% in 1946 in initial reaction to removal

of restrictions on civilian imports from the U.S. As the post-war boom .

began rolling in 1947, imports jumped 38%, a tremendous rise even when
allowance is made for a 15% increase in prices, Over 907 of the 1947
increase in imports came from the U.S,

On the other hand, the economic and financial position of many
-of Canada's traditional overseas customers was very serious. The war
had destroyed much of their productive capacity, thereby limiting ex~

port capébility and consequently their ability to earn foreign exchange.

" Fconomic Council of Canada, Towards Sustained and Balanced
Economic Growth (Ottawa: Queen's Printer, 1965), p. 9.: .
Economic Council of Canada, The Canadian FEconomy from the 1960is to the
1970's (Ottawa: Queen's Printer, 1967), p. 86. '
/ .

+
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Although Canada's merchandise exports increased 9% in 1947, several

other points must be remembered--first, export prices rose 15% during

" TINIE

this time so that in fact there was a small decline in the volume of
exports; and second, much of Canada's overseas export trade was finan-
ced through loans and credité by the Canadian govermment. Since there
was little excess capacity in the economy and since domestic demand for
goods was very great, Canada's short-run ability to increése exports
was probably rather inflexible, |

During 194?,-rising deficits on interest and dividends and on
other non-merchandise trade caused the total non-merchandise deficit to
increase from $191 million in the fourth quarter of 1946 to %298 mil-

2 With both the merchandise and nons-

lion in the third quarter of 1947,
merchandise balances deteriorating, the o&ermall current account sur-
plus had shrunk to just #48 million by the fourth quarter of 1947,
However, considering that by the end of 1947 the economy was operating
very close to full-employment, even an approximate balance on current
account was unusual when compared with previous experience., For exam~
ple, under full-employment conditions in 1929, Canada had run é current.
account deficit of almost $300 million, or 4.8% of adjusted GNE,

The explanation for the situwation lies primarily in the level

of investment which was still small relative to total output. Although

? All references in this chapter to quarterly balance of pay-
ments data refer to totals for the twelve month period ending in the
‘specified quarter.
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the value of total investuent expenditurelo ‘had increased fromiﬂxibiln
lion in 1945 to $2.9 billion in 1947, investment as a percentage of

gross national expenditure was still relatively low (21.8%) in the

COTTTI T

latter year., On the other hand, personal saving had droppéd sharply
from its very high wartime level, but the government's swing from dew
ficit to surplus was even greater as it attempted to overcome inflation.
In other words, post-war adjustments had not been completéd by the end
of 1947 and therefore, the current agcount balance had not yet returned
to a normal level,

Canada's liquid reserves at the end of the war were very large,
but since only part of the surplus with overseas countries was avalle
able as convertible exchange to pay for imports from the U.S., reserves ;
were rapidly depleted in 1946 and 1947, TFinally, the sterling crisis
in mid-1947 forced the reintroduction in November of that year of ex~
change'conservationAmeasures in Canada, both on merchandise imports and
travel expenditures. It is interesting to observe the effect of such
action upon our four gquarter moving total of balance of payments da'ﬁé..

Any policy change such as the 1947 -~ 48 exchange controls showé up
most noticeably in our statistics during the four quarters immediately
followingiits introduction, since during this period we are in effect
éomparing déta for a three month period which occurred after the chan-

ge with data for a period which occurred before the change.

10 As in the previous chapter, total investment expenditure has
been defined to include new residential and non-~residential construction,
new machinery and equipment, the value of physical change in non-farm
business inventories, and government gross fixed capital formation. See
tables (1') and (ii) of Appendix D. Note, however, that the data quoted
in the text exclude the residual. error of estimate.
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Theréfére, we find that during 1948, the previous deterioration

in the current account balance was reversed., Between the fourth quars

" ter of 1947 and the fourth quarter of 1948, the current account surplus .

increased from $48 million to $534 million. A larger surplus on mer-
chandise trade accounted for-$348 million of thé 3486 million improve=
ment, Although growth in non-agricultural gross dbmestic product mod=-
erated slightly in 1948, most of the improvement in the c;rrent account
balance probably resulted from exchange conservation policies. Despite
a further 14% increaée in import prices, the value of imports in 1948
was approximately unchanged from that in the previous year.

After the end of 1948, our four quarter total of the current
account balance resumed its previous rapid deterioration., Chanmbers
suggested that the Canadian econdmy reachéd a cyclical peak in October,
1948 and that the ensuing recession lasted untilVSeptember, 19’+9.,:Ll
The modest nature of the recession is indicated by the graduval decline
in the ratio of actual to potential output to a low of 97.0% in the
first quarter of 1950, After increasing at an annual rate of about
10% in the first half of 1949, imports declined slightly in thé follov~
ing three quarters; on the other hand, exports held steady in the first
half and fell in the second halfo Consequently, the trade surplus coin-
tinued to decline throughout most of the year before burning up very
slightly in the fourth qﬁarter.

| As a result of devaluation of the Canadian dollar in September,

1949, Canada's competitive position relative to the United States was

11

Chambers, '"Canadian Business Cycles since 1919, pp 181 - 182,
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improved but at the same time; the larger felative dévaluations in
sterling and other currencies weakened the Canadian position vis-a-vis
"the U.K, and other overseas nations. Exporténto tﬁe U.S. increased
sharply in 1950 whereas exports to other countries declinedé hoviever,
American démand for Canadian products was stimulated in the second half
of the year by the Korean War while on the other hand, agtual grain exe
ports declined $120 million in 1950 accounting for a sizébie portion of
the drop in exports to the U.K. and other Ruropean countries. Also,
the improvement in our measure of the trade.balance between the third
guarter of 19H9 and the second quarter of 1950 is somewhat misleading
in that actual grain .exports were declining whereas our five year aver—
age of grain expérts rose sitrongly. In general terms, we conclude
that the domestic economic slowdown in 1949 plus any advantages which
may have been gained throﬁgh devaluation of the Canadian dollar led to
a pausé in the deterioration of the Canadian current account balance
toward a more normal peacetime level,

Aided by exchange controls, Csnada‘’s traditional non~merchandise
deficit fell to a low of $117 million in the four quarters ending in

September, 1948, During the next three years, however, the non=-merchan-

dise balance deteriorated rapidly with the deficit more than quadrupling.

ﬁelaxed exchange restrictions resulted in a doubling of travel expendi-
tures and é 35% increase in other non~merchandise payments between 1948
and 1951.- Payments of interest and dividends, ﬁrimarily the latter,
rose steadily throughout 1949 and 1950, then levelled out as corporate

profits peaked in the first quarter of 1951,
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Turning now to the two year period beginning in the middle
of 1950, we find that the behaviour 6f the merchangise trade balance
from mid=1950 to mid-1951 was dominated by fapid inflafionary expansion
associated with the outbreakrof war in Koreaf In the follo@ing twelve
month period; however, severél other factors determined the behaviour
of the trade balance:" first, there was a marked decline in the pace of
economic growth in Canada; and second, import prices fell‘very sharply
causing a 10% improvement in Canada's terms of trade.

Real growth ﬁad already started to increase in the first half
of 1950, but the recovery quickly accelerated after the start of the
Korean YWar., Remembering previous wartime shortages, consumers made
large expenditures for durable goods, and non-farm business inventories
were built up very rapidly. During the final quarter of 1950 and the
first three guarters of 1951, inventory accumulation totalled almost
$1 billion., Business fixed investment also rose sharply, jumping from
a $3.2 billion annual rate in the second quarter of 195Q to $3.9 bil~
lion just a year later, Although higher prices accounted for a large
part of these increases, it is significant to note that by l95i, total
investment expressed as a percentage of GNE had finally exceeded its
1929 peak, Under this pressure, imports leaped from $3.0 billion in
the year ending Juné, 1950 to almost $4.5 billion fifteen months later,
Only about one-=fourth of this 50% increase was attributable to higher
prices; As a result of the surge in imports, in mid-1951l the trade
account experienced its first deficit since 1929 -~ 30.

Non~grain exports, which had been relatively stable fram mides

1949 to mid-1950, increased steadily between the latter date and.mide
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1952, and gréin.exports rose rapidly from about the middle of 1951 to
the end of the following year. As in-the case of imports, rising prices
accounted for roughly one=-quarter of a 40 iﬁéreasé in the value of total
exports between the second quarter of 1950 and the second quarter of 1952,

A significant moderation in economic growth after the middle of
1951 was accompanied by a sharp curtailment of non-farm inventory invest-
ment. The volume of imports levelled out in the latter pérﬂ of 1951 and
most of 1952, but declining import prices coupled with the continued ine
crease in exports deséribed above, soon returned Canada's merchandise
trade account to a surplus position. This surplus was large enough, in
facty to offset the non-merchandise deficit and create a small current
account surplus for a brief period during 1952012_ An increasing travel
deficit in 1952 was approximately offset By a decline in the deficit on
interest and dividends and therefore, the non-merchandise deficit was
relatively stable at approximately $500 milliﬁno

A brief resurgence in economic activity began about the second
guarter of 1952 and continued to a business cycle peak in the seconéA
or third quarter of 1953. DBusiness investment, both fixed and'invenm
tory, increased rapidly. Between the third quarter of 1952 and the same
quarter of the following year, merchandise imports jumped almost $600

million or 14%, Considering that the United States index of industrial

12 The current account surplus was actually somewhat larger

than shown in our data., As a result of a relatively brief but strong
spurt in grain exports in 1952 and 1953, actual annual shipments sub-
stantially exceeded our five year moving average. At its peak in the
third quarter of 1952, the current account surplus including actual grain

wnde #orgq % 2
exports was #2711 million.

IR

"
i



169,

production increased almost 11% during this time, the small increase

in exports to the United States was rather disappointing. Once again
strdng domestic demands and lack of excess capacify may have limited
Canada's short;run ability to increase its exports,-.Decreased ship-
ments to other countries more than offset the increase in exports to
the U.S, and, combined with the surge in imports, led to a $763 million
deterioration in Canada's foreign trade balance in the foﬁrth quarter
of 1952 and the first three quarters of 1953.

Despite generally prosperous conditibns;‘corporate profits
failed to improve in 1953. Together with the retention by fofeignwowned
corporations of a largerlpart of their earnings in Canada, stability in
profits led to a further small decline in dividend payments. At the
same time, investment income from abroad continued to increase, Qanada‘s
deficit on travel levelled off, and there was a small decrease in the
deficit on other non-merchandise trade. As a result, the non-merchan=
dise deficit declined from high of $525 million in the third quarter of
1952 to $490 million a year later.

Summarizing the behaviour of the current account balance of pay

H

ments for the period 1946 to 1953, several features stand out. First,
the domestic economy operated at or close to full-employment throughout
these years and therefofe one would have expected to observe rather
large deficits., This was not the case, however, since the current ac--
count balance had begun the period in a very strong surplus position
generated by the war., Second, the deterioration in the current account
during these years reflected, to a considerable degree, a returﬁ to more

normal peacetime conditions, Third, the current account's movement to=

TR T 1
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wards the deficit position which we expect in prospérous times was not
smooth or continuous. There were a number of shar§ swings in both- the
direction and rate of change of the current:écoouﬁt balance, although
actual output fell below potential output only twice during these years,
with both periods of slower growth, in 1949 and in 1951, being brief
and neither representing a serious cyclical decline. R?versals in the
trend towards a normal current account deficit after 1946‘were caused
chiefly by factors which were not directly related to the domestic bus-
iness cycle, Exchanée controls in 1947, devaluation in 1949 and im-
proved terms-of trade in 1952 delayed the return to a more normal cur-

rent account position until the second half of 1953,

Contraction: 1954 and Expansion: 1955 = 1956

During the contraction which began around the middle of 1953
and the subsequent expansion after mid-1954, the current account bal-
ance of payments once again displayed its normal cyclical pattern of be-
haviour., Although the 1953 - 54 recession was relatively short, it was
more severe tﬁan the earlier slowdowns ih11949 and 1951, Production de-
clined for several quarters and actual output dropped below 94% of poten-
tiél. Residential construction continued to increase but all other
types of investment expenditure declined sharply. A4s a result, total
investment as a percentage of GNE dropped from 25.7% in 1953 :to 22,6%
in 1954,

From a peak in the third quarter of 1953 to a low in thé fourth_'
quarter of 1954, the value of merchandise imports fell 8%, This figure

included declines of 12.5% in industrial materials, 9.5% in fuels and

T
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lubricants, 8.5% in investment goods, and less than 1% in consumer
g;oods.13 The decline in non=grain exports which had begun after the
middle of 1952 continued until mid~l954, after which,the trend was re=
versed, Conséquently, the improvement iu the merchaﬁdise trade bal-
ance which had started in the fourth quarter of 1953 continued through-
out the following year. Grain exports reached a peak in 1953 and fell
rapidly throughout 1954. As a result, the improvement in‘the actual
trade balance during this period was considerably less than that in our
measure of the balanée which includes a fivemyeéf moving average of
grain exports.

Canada's non-merchandise balance registered little change be=
tween the third quarter of 1953 and -the third quarter of 1954, largely
because a further decline in payments of interest and dividends qffset
increased deficits in the other two categories. However, in the four—
th quarter of 1954, increased net payments in all three categories,
travel, interest and dividends,lLF and other non-merchandise, caused

the deficit to climb #57 million. The larger non-merchandise deficit

15 Bank of Canada, Statistical Summary Financial Supyplement
1957 (Ottawa: Bank of Canada, 1958), pp 108 - 109.

1k Dividend payments to non-Canadians in the second half of
1953 were $15% million while in the second half of 1954, they were $173
million. At the same time, corporate profits before taxes were 379
million less in the second half of 1954 than during the same period of
1953, Transfers of income to foreign owners of Canadian subsidiaries
frequently seem to be based on administrative factors within the over-
all company such as investment programmes or tax considerations rather
than on the actual realization of profits,
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approximately offset a fourth quarter improvement in the trade balance.

Although business began to recover in the second half of 195k,
Canada's trade surplus showed a further smali incféase in the first
half of 1955. ‘Imports were rising during this period but exports moved
ahead more répidly. In the ensuing expansion, non-grain exports regis-
tered increases of 15% and 8% in 1955 and 1956 respectively. However,
the tremendous capital investment boom which developed eafly in 1955
drew in imports at such a rapid pace that the tradeAbalance deteriorated
by more than $1 billion in just 21 wmonths. Totéi investment as defined
previously rase from $5.7 billion (22.6% of gross national expenditure
in 1954) to $6.4 billion (23,6%) in 1955 and to $8.8 billion (29.3%) in
1956, Such a tremendous increase was far beyond the capabilities of
the domestic economy and consequently, Canada borrowed heavily from
other nations in the form of both financial capital and physical imports.
Between the middle of 1955 and the first quarter of 1957, total merchan-
dise imports increased 39%.

Once again the overall current account balance was dominatediby
the merchandise trade account, although deterioratioﬁ in the létter was
reihforced by continued increases in the non-merchandise deficit. Be=
tween the third quarter of 1954 and the first quarter of 1957, Canada's
non-merchandise ‘deficit jumped more than 60% from $499 wmillion to $816
million. About one-=half of this $317 million deterioration was centred
in the interest and dividend account, Canada's travel deficit also
grew very raﬁidly during this period, more than doubling from just 477

million to %163 million.
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Contraction: 1957 ~ 1958

Canadian business activity, thch had begun to level out in
the latter part of 1956, dropped sharply in i957 aﬁd remained depressed
throughout much of the following year. The ratio of actual té poten=
tial output, which was Slighﬁly above 100% in the second half of 1956,
had fallen beldw 93% fwo years later. Despite the downturn in the Can-
adian economy, completion of numerous large projects unde%taken in 1955
and 1956 resulted in a further 13% increase in business fixed investment
(excluding housing) in 1957, This was largely offset however, by a
sharply reduced rate of non-farm inventory accumulation. In 1958, howe
ever, total investment dropped 9.5%, despite an upsurge in residential
construction. The index of industrial production declined 3 1/2% from
the end of 1956 to the end of 1957 and thén rose about & 1/2% in the
following 12 months, but the annual average of the index was approxima-
tely unchanged from 1956 to 1958 inclusive. Nevertheless, personal

disposable income rose 5,6% in 1957 and 7.5% in 1958 (the implicit GNE

price index increased 3.0% and 1.9% respectively), indicating the extent "

to which automatic stabilizers tended to insulate personal inéome from
the recession.

Non~grain merchandise exports were relatively stable during
this period, increasing 4 1/2% in 1957 and then decreasing 2 1/2% in
1958, Merchandise imports, displaying their usual lag relative to the
cycle, were unchanged in the first three quarters of 1957, but in the
next 12 months they declined 11% to a low of %5.5 billion in the third

quarter of 1958, As a result, the trade deficit fell from %780 million

in the first quarter of 1957 to %45 million in the third quarter of 1958,
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Although this fepresented a sizable improvement in Canada's trade bal-
ance, a comparison with the earlier reCGSSlOH in 1954 reveals that the
trade balance deteriorated by almost $300 mllllon between the fourth
quarter of 1954 and the third quarter of 1958,

Deterioration in the-non~merchandise balance during this period
was even greatér, however. Canada's non-merchandise degicit, which had
increased $260 million from the end of 1954 to the firstAéuarter 1957,
climbed another $165 million by the third quarter of 1958, despite ris=
ing unemployment and'excess capacity during this latter period. The
total increase in four years, therefore, was 3425 million. A growing
travel deficit accounted for $99 million of the increase, net payments
of interest and dividends $162 million, and other non-merchandise items
$164 million, Possibly the Canadian current account had not yet rea-
ched a 'normal' position by the time of the previous cyclical trough in
1954; it seems doubtful, however, that even this possibility could ex=
plain the current account's deterioration of more than 5700 million be-
tween the 1954 and 1958 cyclical troughs. ' -

Before going on to the business expansion in 1959, we‘éhould
emphasize that the direction of change in the current account balance
after the c¢yclical peak in early 1957 was that predicted by our hypoth-
esis. Any abnormality, therefore, lies in the relatively moderate size
of the improvement and, as we shall see in a mowment, the continuation

of large deficits in 1959 and 1960, despite slow economic growth,
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Expansion: 1953 - 1959

The recovery which began around the middle of 1958 and contin-
ued until early 1960 was not a buoyant one; in fécf; it was probably
the weakest e#pansionary phase of the cycle in the'eﬁtire post=war pefm
iod° By spring of 1959, the ratio of actual to potential output had
recovered to approximately 9%.5%, but it failed to increase during the
remainder of the year. Several factors served to limit e;onomic growth
in this period. Although investment as a percentage of GNE remained at
a relatively high le&el, business fixed investméﬁt was approximately
unchanged and therefore provided little further_stimulus to the economy.
A small increase in the ratio of investment to GNE in 1959 was due entire-
ly to inventory investment which swung from liquidation of $197 million
in 1958 to accumulation of $421 million in 1959. Other probable res-
training influences were credit tightness and weak recovery in the Amer-
ican economy which also peaked in.the first quarter of 1960.

Despite lack of strength in tﬁé expansion and the existence of
excess capacity in Canada, merchandise imports jumped 14% between the
third quarter of 1958 and the first quarter of 1960, The maxiﬁum trade
deficit of $399 million was reached in the third quarter of 1959, how-
ever, siﬁce merchandise exports, which had not begun to increase until
the first quarter of 1959, lagged by six months at fhe peak of the
cycle as well,

Canada's deficit in non-merchandise trade increased still fur-
ther.during £his period, although the rate of growth was much slower

than in the years 1954 - 58. Between the third quarter of 1958 and
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the first quarter of 1960, the interest and dividends deficit increased
$48 million, but relatively large gains in travel and other receipts
limited deterioration in the former account to ﬁEé million and brought
about a $9 million improvement in the latter.

Contraction: 1960 - 1961

From a peak in the first quarter of 1960, Canadé's ratio of
actual to potential output dropped from 94% to less than 90% four gquare
ters iater. Business gross fixed éapital formation (including residen-
tial construction) declined 7.6% but comsumer durable goods expenditures
and exports éhOWed little change. As in the previous contraction, per=
sonal disposable ingome continued to rise, though at a relatively slow
pace.

Merchandise imports fell only 3.7% from $6.2 billion in the
first quarter of 1960 to $6.0 billion in the second quarter of 1961;
at the latter date, imports were only %178 million (2,9%) lower than
they had beeg at the cyclical peak in 195?. In the intervening four
years, however, the economy had been contracting more than 50% of the
time and nonyégricultural real gross domestic product had increased
only 8%, an average of just 2% per anmum.

Between the first quarter of 1960 and the same quarter of 1961,
the non-merchandise balance behaved about the same as it did in the
previous expansion. Canada's deficit on interest and dividends climbed
another $50 million but net changes in the other two components‘of the
non~merchandise balance were small. During the four years from'early
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almost $300 million, only slightly less than thé increase during the
preceding six years; Although we recognlzed earli%r that cyclical
swings in biusiness activity often have had réiati#ély little effect on
the nonmmerchaﬁdise balance, this very large increasé during a period
of economic stagnation suggests additional investigation is needed

later in the chapter. 4

Expansion: 1961 - 1966

The final period of our analysis must be.considered in terms of
three sub-periods., The first runs from about mid-1961, when recovery
began, until.mid~1962, when the govefnmént was fOrced to introduce spe=
cial austerity measures to halt a run on Canada's exchange reserves.
The second period covers the ensuiné twelve to fifteen months during
which the immediate effects of these measurés were evident in the cur-
rent account balance. The final period includes the last quarter of

1963 and the years 1964, 1965 and 1966,

The two and one-=half years of our first and second sub-periods A

saw a continuation of the subnormal economic growth experienced in the
late nineteen-fifties, Business fixed investment was increasing, but
the rate of growth was a relatively 1§w 5% per annum until abéut the
middle of 1963. Actual output quickly climbed to roughly 92% of its
potential but failed to increase beyond this levsl, Between the sec-
ond quarter of 1961 and the third quarter of 1962, merchandise exports

and imports grew at roughly the same rate (10% per annum) and there-
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15

fore, the trédé balance exhibited little change. In the four quar-
ters following introduction of the aﬁsterity measures, however, exports
continued to grow alt approximately the same bace whereas imports, res-
tricted by tariff surcharges, increased less than 3%. As a result,
Canada's trade surplus rose §£27 million, As we shall observe later in
the chapter, thé position of the trade balance relative to the ratio of
actual to potential output in the second half of 1963 was’similar to
that in late 1954 when the economy was beginning to recover from the
1953 - Sk recession,/

Turning now to the non-merchandise account, the travel balance
registered a %74 million improvement between the first quarter of 1961
and the second quarter of 1962, Presumably, the most important cause
of this improvement was the decline in thé exchange value of the Can-
adian dollar during this period, Travel in Canada became more attrac-
tive for Americans, particularly since the U.S. economy had entered
an expansionary phase., On the other hand, Canadian travel expenditures
failed to increase significantly. Despite improvement in the travel
balance, however, rising expenditures for other invisibles and-for
interest and dividends led to a further slight deterioration in the
total non-merchandise balance,

During the five quarters following introduction of exchange

conservation policies in June, 1962, Canada's non-merchandise deficit

decreased $182 million., Practically all of the improvement was con-

1 cps . . . ' .

2 Within this period, however, there was a fairly large swing
in actual grain exports reflecting the initial large wheat sale to
Communist China.
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centrated in the travel account which moved into a small surplus pos-
ition for the first time since 1951, .As a resuiﬁ,dthe total current

account deficit fell from $886 million in thé secbﬁd quarter of 1962

to just $267 million in the third quarter of 1963,

Our final sub-period, from the end of 1963 to the end-of 1966,
wifnessed the first strong expansion in the Canadian ec%nomy since 1956,
Investment rose rapidly in all three years, although as a.éercéntage of
GNE it did not attain the 1956 = 57 peak, Until the fourth quarter of
1965, when there was é very large increase in méfchéndise'imporﬁs, Can-
ada's trade surplus moved within a relatively narrow range of $500 mil-
lion to $650 million. Although imports increased fairly rapidly in
line with expanding business activity, exports grew at a similar pace.
As the economy approached full-cmployment in the latter part of 1965
and early 1966, merchandise imports began to grow more rapidly than
exports and the trade surplus narrowed significantly, though it did
not ﬁove into a deficit position as at most previous cyclical peaks.
The Canada = U.S, Automotive Trade Agreement promoted a very sizable-
expansion in both exports and imports of motor vehicles and pafts in
1966; Canada's deficit in such tradé declined about $200 million, how-
ever,

During the four quarters ending September, 1964, Canada‘'s nonw

merchandise deficit increased $191 million. The deterioration was

16 B.W, Wilkinson, Canada's International Trade: An Analysis
of Recent Trends and Patterns (Montreal: Private Planning Association
of Canada, 1968), p. 75.
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caused by the return to a small deficit on the travel balance and by
rapid growth in net expenditures of interest and dividends. In the
final two years of our study, however, thereAwés é smaller increase in
the travel deficit, and further increases in net payments of interest
and dividends were partially.offset by rapidly rising receipts for othér
invisibles. Thereforé, Canada's non-merchandise deficiE increased $86
million, but the deterioration was sméll relative to that‘in earlier

periods.

Summary of the Period 1946 - 1966

Havihg completed a verbal description of the relationships which
existed between the.Canadian current account balance and the domestic
business cycle since the end of the Second World VWar, we conclude that
in terms of direction of change, the cyclical behavipur of the balance
clearly supported our hypothesis. We remain undecided, however, concern-
ing the magnitude of the current account's response-to'changing cyclical
conditions. Qn the one hand, from mid~l957 to mid~l961, the current
account balance improved more than $700 million. On the othe? hand,
the current account deficit at the latter date was still almosﬁ $900 mil-
lion, yet the economy was operating at only 90% of pofential after four
consecutive years of relatively slow growth.

In order to summarize the period as a whole and hopefully to
obtain a clearer perspective on the remaining uncertainties, we have
prepared several charts similar to those in the second chaptér.' It is.

unnecessary to describe the charts in detail--the relationships which
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out a few of the general conclusions that can be drawn from the charts.
- Chart IV ~ 1 indicates the very high correlation between changes

in merchandise imports and changes in real non-agricultural gross domes-

6.7

i

tic¢ product sihce 194 Differences in the early éostnwar years ine-
cluded 1947, when import growth was very rapid in order to satisfy de~
mands pent up during the war; and 1952, when rapidly fayling prices
caused a sharp decline in the value of imports. Of greatér importénce
were the differences during each of the recessions 1953 - 54, 1957 - 58
and 1960 - 61, when iﬁports decreased less rapidiy than one might have
expected given the relationship which applied in expansionary phases of
the cycle. In other words, one linear relationship between the growth
rates of real non-agricultural GDP and merchandise imports tended to
apply when the Canadian economy was experiencing a cyclical expansion,
but during periods of slower economic growth a second linear relation-
ship tended to apply. Obviously, one cannot state precisely at what
point this 'kink' occurs, but it appears to be approximately at a 4%
rate of growth in output.

On the basis of Chart IV = 1, we can suggest that when.real
non-agricultural GDP was inéreasingAat a rate of 4%, merchandise im-
ports tended to be approximately unchanged, that is the rate of growth
was zero., For each additional one percentage point in the rate of

growth of output above W%, the rate of growth of imports tended to in-

crease five percentage points. Thus, when growth in real output was

1 . \ . . '

7 Our choice of the relative position and size of the scales
for the two rates of change was designed to provide the closest possi-
ble fit. ' :
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Chart IV - 1
Changes in Merchandise Imports Related to Changes in Business Cycle, 1947 -~ 66
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8%, imports tended to be growing at a rate of 20%, On the other hand,
it appears that for each reduction of one percentage point in the growth
rate of output below 4%, merchandise imports.tendeﬁ to decrease by two
percentage points. Therefore, when growth in output.was nil, imports
tended to decrease at a rate of approximately 8%. In Chart IV 1, we
have sketched the percentage change in merchandise impoqﬁs during each
of the abovegmentioned recessions on fhe basis of the dif%erent rela=-
tionship applying when growth in output was less than Lgs,

The only othér point‘that we wish to-maké about Chart IV - 1
concerns a lag in the-eyclical behaviour of imports vhich was also des-
gribed in the second Chapter. Shifts towards a decreased or increased
rate of growth of imports usually occurred about three months after a
similar change in the rate of growth of output.

Chart IV - 2 and Chart IV - 3 relate the percentage change in
real non-agricultural GDP and the rates of change in the merchandise
trade and current account balances respectively. It is evident that
changes in the current account balance are determined almost exclusive-
1y by changes in the trade balance, with the non-merchandise a;count
having relatively little effect othér %han to moderate slightly the ex~
tent of changes in the merchandise trade balance.

Although.the general cyclical behaviour of Canada's current
account balance as described in fhe hypothesis ié identifiable in
these charts, the degree of correlation between the rates of change of
outpﬁt on thé one hand and the trade and current account balances on’
the other is much less than in the case of merchandise imports; In-

stead of relying on this chart to indicate the extent of changes over

Rt i1 1]
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Chart IV - 2

Changes in Merchandise Trade Balance Related to Changes in Business Cycle, 1947 - 66
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Chart IV = 3
Changes in Current Account Balance Related to Changes in Business Cycle, 1947 ~ 66
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prolonged periods of time, however, we shall.turn to our 'index method!
of analysis relating the level of the current account balance to the
level of domestic prosperity. |

This is done in Chart IV = L which éﬁows fhe ratio of actual to
potential output (as a measure of the degree of prosperity) and our in-
dexes of the merchandise trade and current account balances, Again the
relative placing and size of the two scales was determiged subjectively
to achieve what seemed to be the best fit. We were influénced by a be=
lief that the current account balance had returned to an approxiﬁately
"normal' position relative to the state of domestic prosperity by 1953
- 5k, |

As drawn, the chart suggests the following: first a large part
of the gap between our index of prosperity, that is the ratio of actual
to potential output, and our index of the-current account balance actu-
ally developed in 1956 and thevfirsﬁ half of 1957 when there was a very
rapld deterioration in Canada's current account balance of payments; se=-
cond, from 1958 to 1961, the absence of improvement in the non-merchan-
dise account partially offset an improving merchandise balance; thiré,
the gap between the index of prosperity on the one hand and tﬁé indexes
of the trade and current account balances on the other began to narrow
after the first quarter of 1961, when the upturn in the former was not
reflected in the‘latter two indexes, but it was only during the fifteen
month period after mid-1962 that the trade and current account balances

improved significantly, eliminating the gap between them and the index

of prosperity; and fourth, deterioration in the trade and current account

balances during the strong expansion of business activity between the

latter part of 1963 and the end of 1966 appears to have been relative-

1y limited.
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Chart IV - &4
Tndexes of Merchandise Trade and Current Account Balances Related to Index of Prosperity, 1947 - 66
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In ofhér words, weakness in Canada's current account balance of
payments position began as early as fhe latter'part of 1955. Given the
strong business expansion from 1955 to 1957,"a deterioration in the
current account balance was to be expected; however, Chart IV - 4 indi-
cates that, when compared wiﬁh earlier and later cyclical peaks, the
deficit had gréwn abnérmally large by the first half of;1957. Further-
more, the deficit remained large relative to the degree o%_domestic
prosperity until after 1962. On the other hand, given the strength of
the cyclical expansién in the final three years of our study, one might
have expected a somewhat larger current account deficit to have devel-
oped by 1966,

Previously, we stated that as an alternative to the index method
of analysis, we would also express the cufrent account balance as a per-
centage of gross national expenditure. In addition to the merchandise,
non-merchandise and overall current account balances, we also examined
the ratios of exports and imports, both merchandise and nonamerchagdise,
to gross national expenditure.l8 Annual data only were used and the
analysis included the years 1926 to 1939 as well as the postmﬁér period,
although the statistics are probably considerably less reliable for the
pre-war years. These data are given in Table (xvi) of Appendix B and
are shown graphically in Chart IV - 5,

Although we are again dealing in terms of broad aggregates, it

is possible to draw from the analysis several conclusions about the

18
Chapter TIII.

We used the same adjusted value of GNE as was described in
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Chart IV - 5
Components of Current Account Balance as a Percentage of GNE, 1926 ~ 66
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current account's behaviour which a?e in general agreement with those
reached previcusly. As each of these points_is described, a more de-
tailed breakdown of the relevant data will Se présénted, Our purpose
is to provide‘background material for the explanatioﬁ of this behaviour
which follows in the next chapter.

Probably the most obvious conclusiodn concérns tge behaviour pf
the non-merchandise account relative to GNE. From 1926 t; 1939, the
ratio of non-merchandise receipts to GNE was very stable, considering
the magnitude of business cycle swings during tﬁis period. On the
other hand, non-merchandise payments as - a percentage of GNE tended to
fall slightly during cyclical exPansion519 and, conversely, to rise
during contractions in the economy. - In other words, non-merchandise
payiients were less variable than GUNE. - Consequently,Athe ratio of the
non-merchandise deficit to GNE tendéd to decrease when the economy was
expanding and to increase when the economy was contracting.

Payments of interest and dividends were by far the most impor-
tant item in the non-merchandise account during this period and it WAS
the tendency for such payments to increase less rapidly in progperity
and to decrease less rapidly in recession than gross national. expendi-

ture which was largely responsible for the above-mentioned behaviour.

It is also important to remember that changes in GNE during these years

were large compared to the period since the Second World ¥ar.

Turning to the post-war years, we find & pattern somewhat dif-

1l s s . .
2 The only significant exception occurred in 1936
was a very large increase in payments of interest and divid
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ferent than that between 1926 and 1939. Excluding the immediate post;
war adjustment period from 1946 to 1950, we note that non-merchandise
receipts as ‘a percentage of GNE again stayedeithin a relatively narrow
range; however, there is also evideﬁce of a slight’downtreﬁd in the
ratio from 1951 to about 1956, followed by a leﬁelling out from 1956 to
1960 and then by an uptrend from 1961 to 1966. The ratio of non-merchan-
dise expenditures to GNE declined irregularly after 1946 éo a low of
L,9% in 1953, but then rose steadily to a high of 5.9% in 1961 before
dropping to 5.6% in 1962 and stabilizing at approximafely that level,

Because of the numerous non-cyclical influences operative dur-
ing the initial seven or eight years of the post-war period, it is
difficult to analyse the changes in the ratio of non-merchandise defi-
cits to GNE during these years. In the next seven or eight years,
however, a steady increase is evident in the non-merchandise deficit
relatiﬁe to GNE, Expressed as a percentage of GNE, the deficit rose
from an average of 2,1% in 1952 - 54 to an average of 2.9% in 1958 =761..
Although the uptrend was more rapid in the earlier part of the period,
that is during the cyclical expansion from 1955 to 1957, it cogtinued
at a slower pace in 1958 and 1959 and then levelled out, despite ex-
6ess capacity in the economy. This trend was not reversed until 1962,
and the subsequent decline in the non-merchandise deficit relativé to
GNE contirued until 1966,

Looking more closely at the components of the non-merchandise
account during the post-war period, and particularly since 1953, we
observe somewhat similar trends until about 1960 in the travel; inter-

est and d}vidend, and other non-merchandise balances. In each case,
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the deficit increased more rapidly than GNE from 1953 to about 1957,
then rose at approximately the same pace during thg following three
or four years. After 1960, however, differencés éﬁong the three com-
ponents are noficeableo

Table IV = 1 provides detail regarding receipts and payments of
interest and dividends, with each amount expressed in p%;entheses as a
percentage of GNE, We do not intend to describe the data‘in detail
but we shall make several comments which appear relevant to our analy-
sis. Again excluding the period from 1946 to aﬁbut 1953, the increase
in Canada's deficit on interest and dividends has been roughly in line
with the growth in GNE since 1957. Rapidly rising dividend payments
together with a slight decline in Canadian receipts of interest and
dividends pushed the deficit up more rapidly than GNE from 1953 to
1957, but thereafter the deficit has remained at 1.4% to 1.5% of GNE,

During the period of reduced corporate profits after 1957, div-
idend payments levelled out; there was little decline however, because
of an increase in the pay-out ratio of foreign-controlled companies 7
which jumped from just over 40¥% between 1952 and 1957 to more %han
50% after 1957. Instead of reducing dividends, foreign-ovmed.companies
retained less in the form of undistributed earnings, in part because
growth prospects and therefore investment plans had declined, but also,
perhaps, in order to maintain a more.stable flow of remittances to the
parent company. This tendency to maintain dividend payments at the
expeﬁse of uﬁdistributed earnings was important since it reduced the
expected improvement in the current account balance that would'have

stemmed from a cyclical decline in dividend payments to foreigners.



Payments Receipts Balance
Interest and Dividends

Interest Dividends Total Directl Direct as % of earnings Portfolio
125(1.0) 187(1.6) 312(2.6) 147(1.2) 53 165(1.4)  70(0.6) ~2h2(-2.0).
113(0.9) 224(1.7) 337(2.6) 183(1.4) 57 154(1,2) 64(0.5) ~-273(-2.1)
104(0.7) 221(1.5) 325(2.1) 174(1.1) 50 151(1.0) 70(0.5) =255(~1.7)
104(0.6) 286(1.7) 390(2.4) 233(1.4) 57 157(1.0)  83(0.5) =307(~1.9)
109(0.6) 366(2.0) 475(2.6) 309(1.7) 64 166(0.9) 94(0.5) =-381(-2.1)
114¢0.5) 338(1.6) 452(2.2) 272(1.3) 56 178(0.9) 115(0.6) =337(=1.6)
115(0.5) 298(1.3) 413(1.8) 239(1.0) L3 174(0.8) 152(0.7) =261(-1.1)
121(0.5) 285(1.2) 406(1.6) 217(0.9) Lo 189(0.8) 164(0,7) ~242(~1,0)
130(0.5) 294(1.2) 424(1.7) 230(0.9) L3 194(0.8) 147(0.6) -277(~1.1)
127(0.5) 346(1.3) 473(1.7) 274(1.0) 43 199(0.7) 161(0.6) =312(=1.2)
128(0.4) 396(1.3) 524(1.7) 310(1.0) L2 214(0.7) 1k2(0.5) =382(~1,3)
15400.5) 440(1.4) 594(1.9) 340(1.1) L3 254(0.8) 153(0.5) =441(=1.4)
181(0.5) 433(1.3) 614(1.9) 339(1.0) 57 275(0.8) 167(0.5) ~b47(-1.4)
.210(0.6)  461(1.3) 671(1.9) 365(1.0) Lo 306(0.9) 180(0.5) -491(-1.4)
239(0.7) 417(1.1) 656(1.8) 318(0.9) 51 338(0,9) 171(0.5) -485(~1.3)
259(0.7) 505(1.3) 764(2,0) 396(1.0) 57 368(1.0) 213(0.6) ~551(<1.5)
274(0.7) 509(1.3) 783(1.9) 398(1.0) 53 385(1.0) 202(0.5) =581(-1.4)
314(0.7) S46(1.3) 860(2.0) 424(1.0) 48 L36(1,0) 230(0.5) =630(-1.5)
"335(0.7) 675(1.4) 1010(2.1) 562(1.2) 52 448(0.9). 332(0.7) ~678(-1.4)
383(0.7) 703(1.3) 1086(2.1) '322(0.6) =764(~1.5)
707(1.2) 1135(2.0) 323(0.6) =812(-1.4)

(millions of dollars; as

Table IV - 1

Interest and Dividends Account, 1946-66

%

of GNE in parentheses)

L28(0.7)

includes interest paid on debt to principal owners

Source: Dominion Bureau of Statistics, The Conadian Balance of International Payments A Compendium

of Statistics from 1946 to 1965 (Ottawa:

Queen's Printer, 1967).
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19%.

The other point we wish to make concerns the rapid increase

in interest payments after 1956, The absolute dollar amount of such

T T

payments had actually deciined from 1946 to i§49 and even by 1956, it
was only marginally higher than it had been ten years earlier. In the
next five years, however, interest payments doubled, jumping from $128
million in 1956 to $259 million in 1961, or from 0.4% of. GNE to 0.7%

of GNE.

In Table IV - 2, annual data are given for the 'other none
merchandise! category, including inheritancés and migrants. funds, per=
sonal and ingtitutional remittances, miscellaneous incore, and busi-
ness ser&ices and other tfansactionseao Looking first at the total
balance for these items, we again note that the deficit increased sub-
stantially between 1953 and 1960, »The greatest deterioration occurred
in ihheritances and migrants'! funds, particularly after 1957 whén 1=
migration (and therefore receipts of immigrants' funds) into Canada
slowed considerably. Payments rose more rapidly than receipts for
each of the other items in this category as well, but no particular
abnormalities are apparent in the data. From 1961 to 1964, the deficit
on these other non-merchandise items increased very slowly in absolute
amount and declined slightly as a percentage of GNE. ILarge increases
‘in immigrants! funds reduced the deficit in 1965 and 1966,

Thé most variable component of the non-merchandise balance dur-

ing the post-war period has been the travel expenditure account. The

As stated previously, we have excluded official contribu-

! o Bl meny Pemma acaon e o) »
tions and government transactions from our analysis.



Receipts
Inher. & immig. funds

Pers. & instit. remitt.

Miscellaneous income

Bus. serv. & other traus.
Total

Payments
Inher. & immig. funds

Pers. & instit. remitt.

Miscellaneous income

Bus. serv. & other trans.
Total

Balance

Inher. & immig. funds

Pers., & instit. remitt.

Miscellaneous income

Bus. serv. & other trans.
Total

As % of GNE

Total Receipts
Total Payments
Total Balance

Source:

ot s o s e

1965 (Ottawa:

Other Non-Merchandise Transactions, 1951 - 66 (millions of dollars)

Table IV - 2

1951 1952 1955 1956 1957 1958 1959 1960 1961 1962 1963 1964 1965 1966
77 86 95 124 97 109 102 1ok 124 151 169 216 268
18 24 26 26 26 30 30 33 34 36 38 Lo Lo
29 42 24 52 gl 7% 83 87 95 8k 111 131 168

122 1 1 1 165 1 203 208 229 236 257 291 303
2548 5%53‘2%%3593%811?3_21?8%507575%779
70 116 131 157 159 165 184 176 175 185 201 211 198
Ll 71 79 87 90 96 98 99 99 102 102 103 110
27 46 64 g4 101 115 135 142 160 174 201 218 269

2 278 315 330 343 351 374 398 430 Lhho K 09 556
H%g 511 33% 668 25% 727 791 815 Egﬂ 901 5%% 1051 1133
7 “30 =32 =33 =62 =56 =8 =72 «51 -34 32 5 70

- 26 47 «53 26l =64 ~66 ~68 ~66 =65 ~66 ~064 «61 -70
2 6 =10 =39 =30 w=ih =252 w55 265 -90 -90 =37 =101
~15% <14 =168 w174 =178 =173 =171 =190 =201 =204 222 =218 =253%
=170 ~227 =263 =307 =334 339 2373 .383 382 394 408 361 =354
1.2 i,0 1,1 1.1 1,1 1.1 1.2 1.2 l.2 l.2 1,2 1.3 1.k
2.0 L9 2.0 21 21 21 22 22 21 21 21 20 20
-0.8 -0.5 -0.9 =1.0 -1,0 =1, 1.0 =1.0 =0.9 =-0.9 =0.9 =-0.7 =0.6

Queen's Printer, 1967).

Dominion Bureau of Statistics, The Canadian Balance

of International Payments A Compendium of

Statistics from 1946 to

I T
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surplus enjoyed by Canada in this account-immedigtely after the wér
reached a high of $145 million in 1948, as exchange restrictions brought
a sizable decline in travel payments."Thistéurplus had become a deficit
of $66 million by 1952. however, as receipts stabilized aftér 1948 where-
as payments rose steadily during these yéars, The deficit was approxX-
imately the same in 1953 as in 1952 (less than 0.3% of GNE) but it then
climbed steadily to $207 million in 1959 and 1960, repres;nting 0.6% of
GNE in the former year. Travel receipts increased in every year except
1958, but the growth'in travel payments dufing the period was consider-
ably larger..

The years 1961, 1962 and 1963 witnessea a complete turn-about
in the travel account, as nineteen-sixty's $207 million deficit became
a $24 million surplus in 1963, During this three year period, travel
receipts jumped $189 million or 45% whereas payments declined b& 42
millioh. A surge in payments in 1964 returned the travel account to
a deficit position of #50 million but there was little éhange in the
balance in the next two years as further large increases in payments
were offset by rapidly rising receipts. -

To summarize, we have found that the period of rapid deferior—
ation in the non-merchandise deficit, that is from a deficit of $475
-million (1.9% of GNE) in 1953 to a deficit of $910 million (2.3% of GNE)
in 1957, was not centred in any one of the compgnent items, Of the
$435 million increase in the deficit, interest and dividends accounted
for #199 million, other non-merchandise items .$137 million, and net
travel payments %99 million. In each case, the deficit rose mére-rap—

idly tha% GNE, By 1960, the non-merchandise deficit has risen to

T Y ¢
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$1,065 million (2,9% of GNE) with other non-merchandise items (largely
migrants' funds) accounting for $66 million, net travel payments $45
million, and intergst and dividends $44 milliéﬁ of'the $155 million in-~
crease, |

From our analysis, we come to the following conclusion: since
1953, Canada's non-merchandise balance of payments and ;Fs components
have exhibited what one might term non~cyclical behaviour; Bj this,
we mean that the non-merchandise deficit, expressed'as a ratio of GNE,
showed little evidence of any consistent patterﬁ‘of change, either of
improvement or deterioration, during the various phases of tﬁe Canadian
business cycle. Paymenté of dividends to ngnmresidents, which one
might have expected to show a fairly strong positive relationship with
the cycle, were stabilized to a large extent by changes in the pay-out
ratios of foreign~controlled companies.

Although frends were evident in the ratio of the non-merchandise
balance to GNE, they were apparently independent of the cycle. The de~
- ficit expressed as a percentage of GNE increased from 1953 to about
1959, then levelled out until about 196i and has been decreasiﬁg since
then. As stated above, each of the three main components of the non- |
merchandise balance behaved in a similar manner until 1960. However,
only the travel balance and net inheritances and migrants' funds have
been responsible for the decline since 1961 in the total non«merchanaise
deficit relative to GNE., As we shall discuss in the following chapter,
changes in tﬁeetravel balance appear to be closely related to the ex-
change value of the Canadian dollar, particularly in relation éo the

U.S. dollar.
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A second rather interesting aspec£ of Chgrt IV « 4 is the de~
cline in merchandise exports relative to GNE whichiwas evident, with
only two brief periods of stability, from thé énd éf the war until 1958 -
59. Admittedly, the initial part of this longurun'decline.represented
a process of adjustment to the changed circumstances of the post-war
environment. Assuming for the moment, as we did previo%sly, that this
process was largely completed by 1953, then the ratio of ﬁerchandise
exports increased slightly from 18.1% in 1953 to 18,5% in 1955 but drop-
ped to just 16.4% in 1958 and 16.5% in 1955.

An apalysis of the underlying causes of this apparent weakness
in Canadian merchandise exports in the lattgr half of the nineteen~
fifties will be undertaken in the next chépter. At this point, however,
we shall introduce Table IV -~ 3 which provides a commodity breakdown of
merchandise exports for the years 1951 to 1966, We have used our five
year a&erage of grain exports in this table, though actual grain ex-
ports are shown as well. The table also expresses exporits of each of
the major commnodity groupings as a percentage of GNEoel

Exports of farm and fish pfoducfs declined between 195i and
1956 and although there was sonie recovery in the following four years,
exports of these products were actually lower in 1960 than they had
.been‘in 1951, Growth in exports of both forest products and othef man-

ufactured goods was also surprisingly slow during the nineteen-fifties.

21 Values for merchandise exports in this table are smaller than
those shown previously since exports of non-monetary gold and receipts
for freight and shipping, which were previously included in merchandise

3 P . B T T, B
exports, are not included in this table.

;



Table IV = 3
Merchandise Exports: Commodity Classification, 1951 - 66 (millions of dollars)

1951 1952 1953 1954 1955 1956 1957 1958 1959 1960 1961 1962 1963 1964 1965 1966

Grain - 5 yr.avge. 745 753 771 730 658 62k 616 620 660 678 786 870 969 1055 1135 1076
(actual) (710)(1000) (9L1£) (622) (525) (722) (262) (643) (211) (262) (Ew) (732) (%ia_)(lélg) (924)(1237)
Other farm & fish L b4 3 382 389 529 479 492 2 2 2 742 0
Sub-total 11%% 032 1115 1096 1040 1013 1066 1149 1139 1134 1278 1%53 1511 1683 1877 i%%g
Forest Products 1377 1363 1283 1365 1505 1496 1451 1410 1511 1587 1623 1701 1824 2009 2100 2240
Metals & Minerals 76k 922 9ok 917 1227 1472 1597 1439 %657) %812 1861 2063 2169 2493 2686 2930
(petrol, nat. gas & uran.) (L) (&) _(6) (1) (63) (150) 1) (%68) hoh) (376) (387) (471) (448) (435) (438) (467)
Sub-total 2141 2285 2187 2282 2732 2 *6%§ 3168 3401 34 37ZE 3993 G502 L4786 5170
Chemicals & fertilizers 132 125 138 153 184 183 195 197 202 238 251 248 268 308 336 367
Other mfd. goods & misc. k75 543 513 L4l k27 489 533 572 564 600 719 902 1073 14kl 1665 2527
(motor vehicles & parts) (NA) (NA) (NA) (29) (42) (44) (43) (40) (50) éé%) (#6) (57) _(88) (177) (356) (99%4)
Sub-total 807 88 5L 594 611 Byz 728 769 7 38 970 1150 13%1 1749 2001 289%
Foreign produce 49 55 55 66 7h 79 101 lo7  le2 134 148 179 191 209 242 255
Total ST W50 WGE W3 T MR W3 ATE ST sho S5 6195 756 61 G50 10158
As % of GNE (adj.)
Farm & fish products 5.7 4,6 4,5 L4 3,8 3.4 3,3 35 33 3,1 34 3,5 3,5 36 3.6 3,2
Forest & mineral products 10.3 9.8 8.9 9.1 10.1 9.& 9,5 8.6 9.0 9.4 9,2 9.3 9,3 9,5 9,2 9,0
Mfdo gOOdS 2.9 2-9 2.6 2.4 24»3 202 203 203 202 Zoz 2 2 Zoi 3‘11+ 3-Z 30184. 502
Foreign produce 002 9_._2. O.Z 003 Oc -0—5—3.. Oo 007 Oo _O_o_ OO Oo oo _O;_ 90___ Oo
19.1 17.5 16.3 16.1 16.5 15.7 13?% 1%.8 15,8 15,2 15.5 18.0 18.3 17.2 17.0 17.%

Source: Bank of Canada, Statistical Summary 1967 Supplement (Ottawa: Bank of Canada, 1968),
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Between 1951 and 1960, the former increaséd only 15% and the latter 26%.
The only major type of exports which kept pgce'with expansion in GNE
during the decade was the metals and mineralé comuodity group. We note,
however, that virtually all of the growth in such exports getween 1955
and 1959 was centred in tho relatively new and fapidly expanding indus-
tries, petroleum-natural gas and uranium. Therefore, the relatively
slow expansion of Canadian exports during the nineteen~fi%ties was not
limited to any particular kinds of exports, but was fairly general in
scope., On the other hand, the increaée in the ratio of merchandise ex-
ports to GNE.since 1958 = 59 has been concentrated largely in manufac-
tured goéds, particularly in the pasf few yéars in motor vehicles and
parts.,

The ratio of merchandise imports to GNE as shown in Chart IV =
L reveals nothing that we can term ‘'abnormal!, except perhaps the fail-
ure of‘the ratio from 1958 to 1960 to fall farther below the 1954 reces-
sion low, and the relatively limited increase in the ratio from 1963 to.
1966, Tablé IV - 4 presents a breakdown of merchandise imports by end-
use which will bé discussed in moré detéil in Chapter V. At tgis time,
we merely wish to note that between 1956 and 1960, imports of consumer
durables rose $100 million (16%) and other consumer goods imports in-
creased $173 million (18%), whereas all other imports decreased $338
million € 8.5%). |

The only other daté that we wish to introduce pertain: to the
ratios of saving and investment to gross national expenditure, both of
which were described and illustrated (Chart III - 1) in the prévious

chapter, We recall that the ratio of investment to GNE was very high
! .
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Puels & lubricants

Industrial Materials
Sub-total

Construction Materials

Producers! Equipment

Transport. Equip. {excl.autos)
Sub-=total

Pass, Autos & parts

Household Dur. & Semi-dur.
Sub~total

Other Consumer goods

Special items

Total

Note:

period.

Source:

Table IV - &4

Merchandise Imports: Classified by End-Use, 1951 - 66 {(millions of dollars)
1951 1952 1953 195% 1955 1956 1957 1958 1959 1960 1961 1962 19631 1964 1965 1966
I
535 503 501 k57 489 563 591 502 510 478 473 487 5381 547 627 661
1367 1134 1174 1063 1278 1539 1460 1%38 1461 1455 1552 1727 17290 2079 2317 2508
1902 1637 1675 1520 1767 2102 2051 1840 1971 1933 2025 221% 2328 2626 294k 3169
170 173 181 182 206 332 373 252 2hko 232 216 221 223: 274 311 308
739 797 908 808 941 1253 1218 1080 1243 1173 1202 1395 14921 1896 2163 2569
18 229 243 227 273 260 26 234 229 270 Lo6 365 2791 19k 280 349
857 1026 1151 1035 121k 1515 ILGE 131k 1472 1445 1608 1760 1771 2090 24k3 2918
242 Zi7 29k 234 322 388 342 365 456 483 439 539 576: 849 1168 1664
128 11 193 171 198 223 208 215 239 223 227 203 191l 356 _h11 495
375 368 1?%7 ko5 52k &1 55k 580 %’9% 711 7’;% 767 1205 1579 2159
675 67% 733 790 835 o45 1008 1041 110k 1118 1200 1262 1405 ! 1075 108 1187
|
25 3% 2 3 21 25 23 26 27 4% 53 60 65 217 271 331
| ==
Loos 3016 L2k8 3967 §568 35h7 5R73 5050 5509 5583 5771 6258 6559 | 7h8E 8633 10072

Revised classification introduced in 1964,

Therefore, data for

Bank of Canada, Statistical Summary 1963 Supplement (Ottawa:
Statistical Summary 1967 Supplement (Ottawa:

1964, 1965 and 1966 not

Bank of Canada, 1964).
Bank of Canada, 1968).

entirely comparable with earlier

T T T
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in 1956 and. 1957 relative to previous and.later cyclical peaks in the
economy. We also note, however; that investment expenditures remained
at a relatively high level for several years following the peak of the
business c¢cycle in early 1957. In 1958 and 1959, after the‘economy had
clearly moved away from its earlier state of full-employment, investmenf
expenditures still accounted for almost 25% of GNE, a lqyel exceeded only
in 1951, 1956 ~ 57 and 1965 - 66, all of which were perioas when the
economy was operating very close to its potential., If inventory invest-
ment is excluded, fi#ed investment as é pefoentage of GNE averaged
2h,7% in 1958 - 59, as high or higher than any post-war year except
1956 (26;6%), 1957 (27.2%)and 1966 (25.8%). It should prove helpful,
thefefore, to look more closely at capital spending to determine why it
accounted for such a large percentage of GNE during the second half of
the nineteen=fifties.22

Teble IV - 5 indicates the composition of private and public
investment expenditures (excluding non-~farm inventories) for the years
1951 to 1966, together with the ratios of the components to GNE, Ve
note that all types of investment épending except agricultural‘and pri~-
vate non-business (largely housing) investment rose rapidly in 1956 - 57.
It is also evident that the continuation of a high level of capital
spending in 1958 and 1959 was concentrated in two areas, namely hbusing
and public investment.- Fixed capital expenditures by privaée business

enterprises, on the other hand, reached a peak in 1957 and declined 18%

22 Total investment, as we have defined it, averaged 2, 2% of
GNE between 1951 and 1955, 26.2% of GNE from 1956 to 1960 and 24.2% of
GNE from }961 to 1966,



Table IV - 5
Private and Public Investment in Canada, 1951 - 66 (millions of dollars)

1951 1952 1953 1954 1955 1956 1957 1958 1959 1960 1961 1962 1964 1965 1966
Business Capital

Agriculture & Fishing 525 562 557 koo L26 488 434 465 539 550 576 663 836 926 1043
Resource Industries k75 517 s5ho 581 738 1139 1168 716 763 778 786 866 1219 1490 1989
Other Mfg. & Construct. 606 773 807 662 782 1073 1123 911 916 983 934 1046 1529 1944 2296
Utilities 937 1191 1251 1160 1129 1758 2303 2147 1837 1768 1691 1595 2048 2409 2926
Trade, Services, Instit. Eé% k75 677 _749 %52 790 _898 _97% 1105 1170 1190 1213 1450 1758 2068
Sub=total 30 3518 3832 3552 3832 5248 5926 5213 5160 5249 5177 5383 7082 8527 10322
Less: Public Invest. 501 581 655 664 621 962 1218 1269 1031 984 935 926 1290 1671 2134
Private Instit. _Egg 104 128 145 172 160 184 231 223 236 285 291 333 gE%S 415
Priv. Business Enterprises 2 2833 3049 2743 3039 4126 L52h 3713 3906 L029 3957 Li66 5459 7773
Priv. Institutions 95 1ok 128 145 172 160 184 231 223 235 285 291 333 388 415
Housing §%g 919 11ho 1220 1373 1519 1391 1741 1720 1428 1447 1566 2014 2121 2153
Priv. Non-business 985 1023 1277 1365 1545 1679 1575 1972 1943 1664k 1732 1857 2347 2509 2568
Govt-owned Enterprises L86 553 632 642 598 ok3 1193 1232 982 925 877 86k 1215 1570 2008
Govt-oper. Instit. & Housing 206 236 218 215 266 274 315 329 350 370 359 570 Lez 650 816
Govt Departments 5%% 846 8oo 756 ggé 1012 1110 1118 1236 1274 1247 1258 1460 1668 1925
Total Public 1286 1635 1850 1613 1660 2229 2618 2679 2568 2569 2483 2692 3138 3888 &7kg
Total Priv. & Public Invest, 2739 Shol 5976 5721 624k 803k 8717 836k 17 8262 %172 8715 1094% 12865 15090

As % of GNE (adj.)
Private Business Enterprises 11.8 12,1 12.4 10,9 11.2 13.7 14,1 11,2 11.2 11.1 10.5 10.3 11.5 12,4 13,5
Priv. Nom-business Lk,7 44 5,2 54 5,7 5,6 4.9 6.0 5.5 4,6 L6 4,6 5.0 4.8 4.4
Public 6.2 7.0 6,7 6.4 6,1 7.h 8.2 8.1 7.3 7.1 6.6 6,6 6.6 7.4 8.2
22.7 23,5 24,2 22.8 23,1 26.6 27.2 25.3 24,0 22,7 21.6 21.5 23.1 24,6 26.1

e

O
1 includes mining, quarrying, oil wells; forestry; forest products; non-metallic mineral production; petroleum and coal products. >
Source: Bank of Canada, Statistical Summary 1967 Supplement (Ottawa: Bank of Canada, 1968).
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in the following year, though they recoveged slightly in 1959, As a
percentage of GNE, such expenditures fell from 14.1% in 1957 to 11.2%

in each of the years 1958 and 1959, acdountiﬁg for virtually all of the
| decline in the ratio of total fixed investment expénditureé to GNE,

Having identified those types of investuent spending which in-
creased rapidly in 1956 and 1957 and those which did not decline des-
pite the 1957 - 1958 recession, we shall postpone until the following
chapter an examination of the causes of this behaviour, Ho%ever, our
earlier analysis of £he identity 8 - I = X.— M indicated that a high
level of investment relative to saving is equivalent to a large current
account deficit. Therefore, to the extent ﬁhat investment spending
from 1956 to 1959 was high relative to domestic income (and consequent-
ly to domestic saving, assuming a normal dependent relationship of dom-
estic'saving to income), then the current account deficit must also
have been large relative to the degree of domestic prosperity. From
Chart III - i, it appears that domestic saving actually did react in
a way that could be considered normal, with the ratio of saving to GNE
moving in sep with the ratio of actual ﬁo potential output. '

This completes our statistical analysis of the current account
balance of payments for the period 1946 to 1966. We have found that
-throughout the period, the current account balance changed direction in
fesponse-té business c¢cycle swings in the manner predicted by our hypoth-
esis~~that is, it deteriorated as the economy expanded and improved as
the economy contracted. The only exceptions were in 1948 and 1962 - 63,
and in both cases the balance improved in the absence of a cyciical

downturn in the economy because of direct policy measures instituted
! .
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by the government.

We also found however, that Canada experienced what we consider
to be abnormally large deficits felative to fhe dégree of domestic pros-
perity, not oniy during the years of excess capacity-from 1958 to 1961
but in 1956 and 1957 as well; also, we noted that investment épending
accoun£ed for a large proportion of total GNE during this period. Weak-
ness in Canada's current account position was noticeable in the non-
merchandise account and in merchandise exports and, to a leéser extent,
in the failure of merchandise imports to decliné.more rapidly after 1956.
In addition, .we found that since 1963 Canada's current account position
appears to have been stréng relative to the.degree of domestic prosper-
ity. In the following chapter, we shall try to explain the continued
weakness of Canada's current account balance in the latter half of the

nineteenwfifties9 and more briefly, its relative strength since 1963.
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EXPLANATION OF VARTATIONS IN CYCLICAL - BEHAVIOUR
OF CURRENT ACCOUNT BALANCE SINCE 1956

In the previous chapter, we concluded that although Canada's

%

current account balance improved significantly followiné the business
cycle peak.in early 1957, the deficits in the ensuing four or five years
were somewhat larger than one might have expected given the lack of ec=
onomic growth and the relatively high level of unemployment during this
period., We élso found, however, that Canada's éﬁrrent account position
had already begun to weaken prior to the peak of the cycle-=in other
words, the cyclical deterioration of the balance during the 1955 to 1957
economic expansion was large when compared to earlier and later periods
of rapid economic growth. Finally, we found evidence that Canada's cur-
rent account position from 1963 to 1966 was strong relative to the rapid
expansion of economic activity during this period--in other words, cy-
clical deterioration of the balance was less than might have been expec-
ted,

We then proceeded to examine in more detail data pertaining to
the various components of the current account, in order to identify
those parts which seemed most responsible for the rapid deterioration
after 1955, the limited improvement after 1957, and the relatively minor
deterioration from 1963 to 1966, In our study, we found that all of
the major components of the current account balance displayed some signs
of weakness and therefore contributed to the large deficits in the

206,
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latter half 6f.the nineteen-fifties. Changes and trends in the non-
merchandise balance bore very little.relatiopship to the cycle, with
virtually uninterrupted deterioration from 1954 to 1960; merchandise
exports as a percentage of GNE dropped steadily during practically the
entire decade; and merchandisé imports, though they declined cyclically
iﬁ 1957 - 58 and 1960 ~ 61 were maintained to some extent by imports of
consumer goods. Finally, we observed that investment expenditure as a
percentage of GNE was very high in 1956 and 1957 and that it remained
high relative to GNE in 1958 and 1959, given the extent of excess cap~
acity and unemployment. Concerning the years 1963 to 1966, we. noted
that exports of manufactured products rose rapidly during this period;
also, although there was a sizable increase in merchandise imports,

the ratio of such imports to GNE did not rise as swiftly as in previous
periods of rapid economic growth.

In this chapter, we intend to offer several possible explana-
tions for the rapid deterioration of Canada's current account balance
during the business upturn which began in late 1954, for the failure
of the current account deficit to improve to a level that we c;nsider
commensurate with the declining degree of domestic prosperity after the
1957 business cycle peak, and for the limited deterioration of the cur-
rent account balance between 1963 and 1966. Ve shall. not undertake a
detailed statistical analysis; rather we will describe briefly a num-
ber of individual factors, each of which seem to explain at least some
of the observations of the previous chapter., The manner in which each‘
affected the current account balance will be indicated but we éhall

not quantify any of the effects.
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In sﬁmmary, we shall first describe several structural changes
which we believe tended to limit Canadian exports and to expand Cana-

dian imports during the latter half of the nineteen-fifties, and which

thereby contributed to large current account deficits during these years.

Second, we shall examine the-reasons for the relatively high level of
capital investﬁent that we observed in Chapter IV, inclgding the role
of long-terw capital inflows., Finally, we shall identif% certain as-
pects. of Canadian economic policy which seem to have contributéd, dir-
ectly or indirectly,-to large current account deficits in the 1956 to
1961 period.. As for the 1962 exchange crisis itself, it appears to
have been largely one of confidence, as much political as economic,
Nevertheiess, Canada's current aéqount experience during the previous
five years aided in establiéhing the'setting in which a payments crisis
became a possibility. vFurthermore, the measures taken in reaction to
the crisis more than reversed the previous underlying weakness in Can-
ada's current account position, and the resultant basic strength was
evident from 1963 = 66.%

Structural Changes Affecting Canada's Balance of
Payments Position After 1955

Let us turn to an examination of those structural changes which
appear to have adversely affected Canada's international economic posi-

tion and thereby promoted large current account deficits after 1955.

Our discussion of many of these points follows an outline
described by Professor David Slater. See D,W. Slater, Canada's Balance
of International Payments -~ %hen is a Deficit a Problem? (Montreal:
Private Planning Association of Canada, 1964),

T T T



209,

TFirst, undérlying trends in world trade patterns limited growth in
Canadian exports after the mid~l950'$. Second; Canada's competitive
position relative>to many of the other industrial nations deteriorated
during the nineteen-fifties, Third, Canadian demand for certain pro-
ducts seems to have shifted éfter the mid-fifties foward imported goods.

It has-been widely recognized that beginning about 1950, world
trade has expanded at a somewhat faster pace than world oﬁtput. The
most important causes of this trend were the post~war recovery in Bure
ope, reductions in tériff and non-tariff £rade barriers, and relative
stability in.international monetary relationships. There has been a
considerable divergence, however, between the growth rate of trade in
manufactured products and that of trade in primary products, Whereas
world exports of manufactured products approximately tripled between
1953 and 1965,2 trade in primary products roughly doubled during this
period.

Growth in world trade of those crude and fabricated materials
which comprise such a large proportion of Canadian exports (including
grains,. lumber, pulp and paper, and metals and minerals) was p;rticum
larly weak in the latter half of the nineteen-fifties. Trade in most
agricultural commodities continued to be restricted by nunerous tarw-
iffs designed to proﬁect local producers, In some cases, technolog-

ically improved production processes possibly reduced the needed in-

2 Within this categorj, trade in end-products (largely mach-

inery and transportation equipment) grew more ranldly than trade in
fabricated materials, :
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puts of. crude and fabricated materials., In addition, several nonw
price advantages enjoyed by Canada as a supplier,oi these materials in
the immediate post-war and Korean War years ﬁad virtually disappeared
by the latter éart of the nineteen-fifties., War daméée and abnormal
trade patterns had temporarily limited cémpetition'from other sources
of supply; also, strategic considerations Stemming from ;the possible
military or political wvulnerability of alternative producgrsAhad,benem
fited Canada in the early part of the decade. These advantages, how-
ever, became less and less important as time Wenf Ol

In the context of these trends in internationsl trade, the
relatively slow growth between 1955 and 1960 in Canadian exports of
farm, forest and mineral products that was observed in the previous
chapter is more understandable. As we noted at‘the time, exports of
Canadian farm produce failed to increase at all during the nineteen-
fifties, and for about four or five years after 1955, growth in exports
of forest products and, to a lesser extent, metal and mineral products
was very slow. Increases in the latter came primarily from two rapidly
developing industries, petroleum - natural gas and uranium. .

On the one hand, growth in Canadian exports of primary products
was limited, as we described above, by relatively weak world demand for
these products and by a return to more normal peacetime trading patterns.
On the other hand, failure of Canadian industry to share in increasing
world trade in manufactured goods can probably be attributed in part
to a deﬁeriorating competitive position relative to other industrial
countries, Canadian production costs rose rapidly from 1950 té 1952

during the Korean War and again during the strong business expansion
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from 1955 to'1957. At the same time, post-war recovery and rapid econ~
omic growth in Western Europe and Japan led to large improvements in
the productivity and competitiveposition of these countries, Finally,
as we shall see in a moment, large capital inflows, résulting in part
from Canadian economic polic&, served to prevent the decline in the ex-
ternal value of the Canadian dollar that one might have ;expected given
a floating exchange rate, thereby forestalling needed imp;ovement in
the country's competitive position.

Table V - 1 éresents a comparison of unit labour costs in man=-
ufacturing for Canada, the United States, France, Germany and Japan.
Since compensation of labour tends to be the principal cost in manu-
facturing and since our data take account of changes in international
exchange rates, the table provides a reasonable indication of changes
in the relative international competifiveness of these countries in
manufactured products. When comparing Canadian and American unit labour
costs, we see that they were quite similar except from 1950 to 1952,
when Canadian costs rose more rapidly than did those in the U.S., and
in the years after 1960 when devaluation gave Canada a defini£é compe-
titive advantage relative to the U.S. In fact, these same two trends,
that is a relatively more rapid rise in Canadian labour costs from
1950 to 1952 and a sizable improvement in Canada's competitive position
after 1960, also apply when comparing Canadian costs with those of the
other nations included in the table.

During the intervening years, that is from 1953 to 1960, Can-
ada's cost position relative to the Federal Republic of»German§ does-

not appear to have deteriorated; in fact, the table indicates a slight

PR TR P
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Table V - 1

Indexes of Unit Labour Costl in Manufacturlng, 1950 - 64
(1957 = 100) .
. United States
Year Canada .  _AZ B> France Germany Japan
Can$ Us$

1950 81 71 79 76 54 86 109
51 88 30 87 82 72 96 107
52 ol 92 90 86 82 93 - 113
53 95 93 92 90 86 92 102
5k 96 95 ok 92 88 91 105
55 93 91 92 90 ok 91 106
56 ok 92 96 97 99 98 106
57 100 100 100 100 © 100 100 100
58 102 100 10k 102 90 104 106
59 100 100 101 102 86 102 100
60 102 - 101 102 106 89 105 98
61 99 oh 102 106 ol 116 100
62 98 88 102 1ok 101" 125 108
63 97 86 101 105 107 129 113

© 6L 97 86 101 105 114 129 111

1

on a U.S. dollar basis; that is, adjusted for changes in the official
or commercial exchange rate. :

2 based on Federal Reserve Board index of manufacturing production

3 based on estimates of deflated gross national product originating
in manufacturing.

Source: United States Department of Labour, Unit Labour Cost in Hanuw
facturing, Trends in Nine Countries, 1950 - 65, (VWashington:
U.S. CGovernment Printing Office, 1966).

M e v
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improvement after 1957, On the other hand, Canada's cost poSition dur-
ing the 1953 to 1960 period did deteriorate when compared wiﬁh that of
France and Japan. In the case of the former, unit labour costs in-
creased more répidly than in Canada from 1953 to 1956 but the sizable
devaluations of the franc in 1957 and 1958 significantly improved France's
competitive position relative to Canada, as well as the other countries.
Japanese unit labour costs were remarkably stable from 1953 to 1958 and
they actually declined in the following two years. ~Consequently, there
was a marked deterioration in Canada's competiti&e position relative to
Japan.

Our analysis indicates, therefore, that although the competi-
tive position of Canadian manufacturers deteriorated between 1955 and
1960 relative to manufacturers in France and Japan, there was actually
a slight improvement relative to American and German manufacturers.

On the other hand, if we include tha Korean ¥War period when Canadian
unit labour costs in manufacturing (adjusted for appreciafion of the
value of the Canadian dollar) rose more rapidly than costs in any of
the other countries except France, then for the 1950 to 1960 p;riod as
a whole, the deterioration in Canada's competitive position was more
serious, |

It is also probable that after 1956 or 1957, éanadian manuface
turers experienced greater competition both at home and abroad for |
reasons other than cost. Greatly increased manufacturing production
in Western Burope and Japan was by this time catching up with domestic
demand, thereby reducing the propensity to import in these couﬁtries

. and encéuraging manufacturers to turn to export markets. Finally, it
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should be noted that the Canadian governmént didvlittle before 1960 or
1961 in the way of export promotion progremmes. It is difficult to
say whether more aggressive export promotion policies during the nine-
teen=fifties would have significantly increased Canadian e%ports of
manufactured goods, The faillure to institute such policies was surpri-
sing, however, particularly when there was an apparent lack of interest
on the part of some Canadian manufacturers in export markétsn

The third structural change, a suspected shift in Canadian
demand towards imporﬁed rather than domestically produced goods, is
rather difficult to document. In the previous chapter, we related total
merohandise imports to gross national expenditure, and found that the
ratio clearly moved in the expected direction during the business cycle

swings of the nineteen-f{ifties, At the same time, we speculated that

imports were maintained at a relatively high level in the late nineteen~—

fiftieé, given the degree of excess capacity in the domestic economy.
A breakdown of imports by end-use revealed that imports of consuumer
goods rose guite steadily after 1952 except for a brief levelling out
in 1954 and again in 1957. .

| In Table V - 2, we have gone one step further by calculating
the ratios of the various end=-use categories of merchandise imports to
fhe corresponding types of domestic expenditure, Although the rafios
‘derived in.any such comparison between types of imports and components
of GNE must be treated as rough approximations only, changes in the
ratios may.be of some value in examining the question of a shift in

Canadian tastes towards certain types of imported products,

© TP T T



Merchandise Imports:

Imports of Industrial Materials
GDP at Factor Cost~Mfg. Industry

Imports of Construction Materials
Total Comstruction Expenditures

Imports of Prod. Egquip. & Transport. Equip.

Total Machinery & Equip. Expenditures

Imports of Producers' Equipment
Total Machinery & Equip. Expenditures

Passenger futos & parts (plus)
Household Durables & semi-durables
Expenditures on Consumer Durables

Other Consumer Goods
Expenditures on Consumer Non=Durables

earlier period.

Source: Table IV ~ 4

Revised import classification introduced in 1964,

Table V - 2

Classified by End-Use, 1951 - 66 (as a percentage of comparable total domestic spending)

1951 1952 1953 195% 1955 1956 1957 1958 1959 1960 1961 1962 1963|1964 1965 1966
!

25.0 18.4 18,2 16.9 18,9 20,2 18.5 17.3 17.6 17.3 18,3 18.5 17.9(18.8 19.2 19.1

|
5.9 5.0 4.8 4,9 4,9 6.7 6.4 4.3 L,2 4,3 3,9 3,8 3.6: 3,9 3.8 3.3

|
45,9 49,9 51.8 52,2 58.5 54.8 49.9 51.9 5hk.4 51,4 60.6 60.1 54,7153.0 51.4 50.2
|

39.6 38.7 40,9 40.7 45.3 45.4 41.5 k2.6 45,9 41.8 45.3 47,6 46.1:48.1 45,5 44,2

l
16.6 12,8 14,7 11.9 14,5 16,0 14,2 14.6 17,0 18.3 16,2 18.2 17.7|23.6 29,2 39,9
8.6 7.9 9.6 8.7 8.8 9.2 8.6 8.6 8.9 8.h4 8.4 6.9 5.9/ 9.9 10.3 11.9
25.2 20.7 24,3 20,6 23.3 25.1 22.8 23,2 26.0 26.7 24,5 25.1 23.6|33.5 2%9.5 51,8
8.9 8.4 8.9 9.4 9.2 9.7 9.7 9.6 9.7 9.5 9.9 9.7 1o.4= 7.5 7.0 7.0

Therefore, data for 1964, 1965 and 1966 not entirely comparable with

Dominion Bureau of Statistics, National Accounts Income and Expenditure, 1926-56, 1962, 1966, 1967

Dominion Bureau of Statistics and Department of Trade and Commerce, Private and Public Investment in Canada, Outlook 1968

(Ottawa: <Queen's Printer, 1968).

TTTTE N
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Excluding fuels and lubricants, iﬁ which there was considerable
import substitution coincident with development of ,the domestic petro-
leum industry, imports of industrial materiais as a percentage of gross
domestic product at factor cost originating in the manufacéuring sector
increased during cyclical expansions and decreased during contréotions,
without any noticeable shift towards or away from impor@g, The data
seem to indicate a slight shift towards imported producer;' equipment
about 1955, but the ratio of such imports to total machinery and equip=
ment expenditures waé surprisingly stable in the following nine years,
Lxcept for 1956 and 1957, imports of construction materials grew less
rapidly than total construction expenditures, that is demand shifted
away from imports of such materials., In the case>of consumer goods,
however, there is some evidence of a shift toward imported products.
This is particularly true for purchases  of passenger automobiles and
parts after 1958, and to a lesser extent, for other consumer goods beg-
inning about 1956.

The situation in the automobile industry was something of a
special case. After 1956, the indﬁstry in Canada simply faileﬁ to keep
pace with the economy. For example, in 1956 domestic sales of new pas-
senger cars totalled 408,000 units whereas domestic production was
.375,000 units. In 1958, sales had fallen to 376,000 units but do@es~
tic producéion dropped to 297,000 units. By 1960, the gap had widened
still further, with sales increasing to 448,000 units but production

rising only slightly to 326,000 units.3 A similar trend existed in the

3 Dominion Bureau of Statistics, Canadian Statistical Review,
Hlstorlcai Surmary 1963 (Cttawa:. Queen's Printer, 1963), pp 58 = 5%
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automotivevparts industry as well, Anothér factor &as the swing in
consumer tastes towards the small European mo.dels,': sales of which
jumped from- $64 million in 1956 to %225 miliioh iﬁ 1959 and 3252 million
in 196O,LP '
The cause of the apparent shift towards imports of other consu-
mer goods is less evident, Increased availability of EgrOpean and Jap-
anese goods might have had some effect after the midnfifties. The rela-
tive -cost experience of Canadian producers together with the premium on
the Canadian dollar may also have benefited imported goods., The almost
continuous rise in the value of consumer goods imports since the Second
World War can be more readily explained, however., Post-war recessions
have to date been very shallow relative to earlier cyclical downturns
and domestic incomes, particularly of consumers, have declined very
little, if at all, With little or no decline in aggregate personal in- -
come, consumer purchases of goods in general, including imports, have
been maintained even in periods of economic recession., Furthermore, con;
sumer expectations concerning the probability of severe economic haram
ship have undoubtedly declined, further smoothing personal conéumption
expenditures.

Relatively High Levels of Investment Expenditure and Capital
Inflows, 1956 = 1960

Obviously, a paper such as this does not have the necessary scope
to make a thorough examination of the causes of the relatively high level

of capital spending in Canada in the latter half of the nineteen-fifties.

Ibid., p. 59.
!
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In the previous chapter, we recognized that investment was high during
this period and we noted that a highAlevelef-dome§tic investment rel-
ative to inc¢ome and domestic saving was the équi#aient of a large cur- :
rent account deficit. At this point, we merely wish-to look more
clqsely at the various types of capital spending to determine where the
strength was concentrated, and at the same'time to discyss briefly the
general underlying bases for this strength. |

By the time the economy had successfully passed through the
post-Korean slowdown‘and the 1953 - 54 recessioﬁ; the final fears of a
serious post-war depression had all but-vanished, There seems to have
been in Canada a significant increase in thé marginal efficiency of
capital, particularly in the resource industries. Table IV .. 5 reveal-
ed that capital spending by resource industries doubled from its 1952 -
54 level of approximately $550 million to more in $1,100 million in
both 1956 and 1957, Our earlier examination of merchandise exports re-
vealed that growth in exports of forest products; metals and minerals
was surprisingly modest throughout the nineteen-fifties, with much of
the increase being concentrated in l955 when such exports rose-almost
20%. In fact, if exports of the very rapidly expanding petroleum, nat-
ural gas and uranium industries are excluded, forest and mineral pro-
duct exports increased only 30% between 1951 and 1959. It would appear,
therefore, that the heavy resource investment of the mid-fifties was
based, to some extent, on high expectations which were not immediately
fulfilled, |

On the other hand, several other factors accounted for‘a high

level of capital spending in the resource industries from 1955 to 1957.
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The Paley Repoft in the United States, which had suggested an increas—

ing dependence by the U.S..on foreign natural resources, may have sti-

g8 O

mulated the development of Canadian projects;‘ In addition, as we stated ¥
previously, the size and 'lumpiness' of many resource devélopment pro=- |
jects led to a heavy concentfation of spending in a relatively short
period of time, ' ~ 4
We noted in Chapter III thalt swings in capital spénding by re-
source industries were frequently complemented by large changes in in-
vestment for related.projects such as transportation facilities and
hydro developments., The St. Lawrence seaway, the trans-Canada. pipe-
line, hydro installations like that at Kitimat, and other projects
which were largely, though not entirely, related to resource develop-
ment helped to push the investment spending of utilitie35 from $1,129
million in 1955 to 32,303 wmillion in 1957. Although utilities' invest-
ment declined from 1958 to 1960, in the latter year it was still more
than 50% above its 1951 - 55 level. If we compare the 1951 - 55 period
with the 1956 ~ 60 period as in the previous chapter, we see that cap-
ital spending by utilities averaged 4.7% of GNE in the former &ears
and 5.9% of GNE in the latter five year period., In other words, three-
fifths of the increase of two percentage points in the ratio of invést«

ment to GNE between the two periods was concentrated in the utility

sector.

2 The term utility as we are using it has rather broad .cover-
age, including electric power, telephones and telegraphs, gas distribu-
tion, oil and gas pipelines, municipal waterworks, railways, water trans-
portation and services, urban transit, motor and air transport, toll
highways and bridges, grain elevators and warehousing.
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~As we stated above, part of this very large increase was un-
doubtedly closely linked to the development of.natgral resources. On
the othér hand, some of the increased capitairépénaing in the utility
sector presumébly represented a catching up and a quernizing of the
general infra-structure of the Canadian economy after a long period of

. /

low investment expenditures during the ninéteen~thirtie§ and nineteen-
forties. The same situation probably applied to some e#tént for public
investment expenditures, both by government departments and for govern-
ment-operated institﬁtions such as schools and ﬁbspitalse This type of
capital spending accéunted for 4.1% of GNE from 1951 - 55 .and L4.4% of ‘
ENE from 1956 - 60.6

We observed in Chapter IV that investment by private business
enterprises dropped from Hl,524 million.(lQ,l% of GNB&) in 1957 to
$3,71% million (11.2% of GNE) in 1958, then grew slightly in 1959 and
1960 in value but remained unchanzed as a percentage of GNE, The lag
between the downfurn in business and the decline in investment of this
type, which repreéents the time needed to complete various projects,
wés therefore limited to less than one year. However, private'nonn
business and public investment expenditures did not exhibit the same
degree of sensitivity to changing business conditions,

The former category, which consists chiefly of housing, had

been large relative to GNE (5.5%)foom 1953 to 1956, but declined shar-

6 If investment expenditures of government-owned enterprises
are included, public investment accounted for 6.5% of GNE in the former
period and 7.6% in the latter. However, a large part of such spending
was included in the utility sector,

P10 T
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plj in 1957 fo‘just ,9% of GNE, In 1958, however, housing expenditﬁres
jumped 25% in dollar terms, and privéte non~businesgs investment accounted
for 6.0% of GNE, There was little dollar change in residential constru~
ction in 1959 though such spending declined to 5.5% of GNE, There are
two principal explanations fof the almost contra-cyclical swings in
housing investmént during this period. As demands for capital increased
and interest rates rose, the housing sector was less able‘to attract
large-amounts of mortgage money in the capital markets, TFor example,
institutional funds %o finance new housing dropped from #750 million in
1956 to $525.million in 1957, then rose to 3725 million by 1959.7 The
major reason, however, for the large increase in housing expenditures
in 1958 and 1959 was the lending programme of the Central lortgage and
Housing Corporation which provided over 3300 million in mortgage funds
in both 1958 and 1959, compared with just 316 million in 1956 and %60
million in 1957.8 In other words, investment iﬁ housing had become a
sort of economic regulator, decreasing as the economy neared full-employ-
ment and then increasing after the economy turned down. This behaviour °
was the result of both natural capital market forces and delibérate
cohtrancyclicql government policy.

Public investment expenditures also failed to decline after the
business cycle peak in early 1957, remaining approximately unchangediin

dollar terms from 1957 to 1960, though as a percentage of GNE they did

4 Central Mortgage and Housing Corporation, Canadian Housing
Statistics, 1967 (Ottawa: C.M.H.C., 1968), p. 35. :

© Ibid., p. 35.
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decline from 8.2% in the former year to 7.1% in the latter year. De-
creased capital spending by government—owned enterprises in 1959 and
1960 was offset by increases in the other tw6 typéé of public invest=
ment expenditﬁres . 9 A

We conclude that resource development was partially responsible,
both directly and indirectly through its reéquiremeénts fgr ancillary
facilities, for the high level of investment spending aftér 1955, Ve
also believe, however, that the large increase in capital formation in
the utility sector aﬂd, to a lesser extent, in ébvernment departments
and government-operated institutions reflected the relatively low level
of investment during much of the preceding twentwaive year period.
Finally, although investment spending by private business enterprises
declined after 1957 as one might have expected, the decline was partia-
1lly offset by increased housing expenditures in 1958 and 1959, due pri-
narily to the extensive mortgage lending operations of the Central
Mortgage and Housing Corporation.

Previously, we had stated that cyclical swings in Canadian i£~
vestment spending, the current account balance and long-term cépital
inflows usually tended to compliment each other. We went on to empha-
size that this complementarity was important in explaining the cyclical
behaviour of the current account balance, since without it, large cy-

clical fluctuations in the current account balance would quickly lead

? We also recognize, however, that public investment expendi-
tures and residential construction, the two areas of capital spending
which were responsible for the relatively high level of investment after
1957, probably have a somevhat lower import content than other types of
capital spending.

I T
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to disequilibrium in Canada's overall payments position. It should be

worthwhile, therefore, to examine the. movement of long-term capital

during the nineteen-fifties, relating it to fhe behaviour of capital
spending and the current account balance in the same;period.

Table V - 3 provides a summary of net long-term capital inflows
beginning in 1952. We immediately note the very great ;pcrease in such
inflows in 1956, Despite a gradual decline in the following four years,
the average long-term capital inflow from 1958 to 1960 was almost #1.1
billion, more than d&uble the average inflow beéﬁeen 1951 and 1955,

It is somewhat surprising to find that direct investment in Canada re-
mained within a range of approximately $425 million to $675 million for
the entire period from 1953 to 1962.. A breakdown by industry is avail-
able only for the United States, but it reveals that inflows in the
petroleum and natural gas and the mining industries accounted for a
large part of the U.S. total and‘that direct investment in these two
resource industries was very stable, remaining in a range of %250 -
$300 million from 1952 to 1959 before jumping to just over $350 million
in 1960, - |

Trade in outstanding Canadian securities provided some of the
increased inflow after 1955, but the largest change occurred in net
new Canadian bond issues placed abroad, which jumped froa an average
inflow of $101 million between 1952 and 1955 to %504 million from 1956
to 1959. A considerably different pattern was shown, however, by the
various types of borrowers. The inflow from net new corporate issues
jumped roughly $200 million in 1956 and again in 1957, then drépped

by a similar amount in 1958 and also in 1959. Provincial and municipal



Direct Investment
in Canada: petrol & nat., gas
US Y mining
other
other countries
Total

abroad:

Trade in o/s Cdn securities~bonds
stocks

Net new bond issues=Govt of Can.
Prow-~mun.
Corp.
Total

Net new stock issues

Foreign Securities

Loans, etc. by Govt of Canada

Other
Total

Source: Dominion Bureau of Statistics,

1952

Table V = 3
Net Long-Term Capital Inflows, 1952 = 66 (millions of dollars)

1953 1954 1955 1956 1957

177
95
51

%5
- 85

-168
72

171 183 196 232 237
106 66 53 5k 56
80 56 68 179 110

522 120 128 %§§ 142
50 25 G5 %50 55
-70 =90 -~ 8 =105 - 80
- 52 - 66 =165 11 - 45

=22
-1
107
121
211

23
- 11

56
- 4

k55

21 _129 _137 ;§% 12
17

- 3] 63 - 28
-7 -"%:1 - 95 -7 <13
176 81 10 303 210

EE; 98 _10 232 433
9 118 -75 kL 630
bo 10 56 65 36

- 1 =2 =« 5 - 3 1
87 72 69 65 g
25 25 37 139

1958 1959 1960 1961 1962 1963 1964 1965 1966
201 170 158 106 112 56 60
73 106 196 110 141 46 11
30 152 107 150 75 118 117
126.12%2219#5126012.___
430 570 670 560 505 280 270 535 710
=40 ~8 ~50 =80 =105 =135 = 95 125 - 20
- 92 3 61 6k 39 77 55 =103
88 110 _51 39 -1i5 =170 =98 -274% -1
97 88 202 b 100 =41 =131 =21 =219 =240
51 - L5 -"%3 - 11 70 97 = 45
241 k1v 43 5% 159 258 502
211 48 0 21 191 291 2
55 mo e =8 i g% ok
850 961
27 31 17 =11 =10 =66 = 36
1 =34 ~19 =35 =65 22 =52 =85 =423
30 33 21 30 107 Vi - - 4 -m1m
bk k2 7 108 -113 1h - =88 k2
1153 1179 929 930 688 637 820 864 1019

649 599 414 1490 1320

The Canadian Balance of International Payments, A Compendium

Quarterly Estimates of the Canadian Balance of International Payments
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borrowing abroad rose from practically nii in 1955 to %300 million in
1956, then declined somewhat in 1957 and l958,-thoggh in both years it
still exceeded $200 million. In 1959, howevér, nef new provincial and
municipal issues jumped to more than $400 million. Changeé in Federal
Government net new bond issues were much smaller, though we ocbserve
that the usual outflow of capital prior to i958 was replaced by an in-
flow of $51 million in that year. As a result of large f;reign borrow-
ing after 1955, Canadian payments of interest to non-residents climbed
rapidly. In Chapter-IV we saw that intereét payments increased by more
than $100 million between 1956 and 1960, accounting for all of the -
deterioration in the. interest and dividend account during this period.
In summary, there appears to have been a considerable lag in
the decline of long-term capital inflows after the economy turned down
early>in 1957. Given the time required for reappraisal of investment
opportﬁnities and for adjustment of previously adopted plans, one might
have expected that the cyclical decline in inflows of long-term capital
would be gradual. This seems to have been particularly true in the
case of direct inmvestment in Canada, which fell in 1957 ~ 58 but in-
creased again in 1959 ~ 60 to a new peak, in spite of lack of prosper-
ity in the domestic economy., However, there was a sharp decline in net
.new corporate bond issues sold to non-residents and, as a result,'the
inflow of eapital to the private sector turned down after 1957, just as
capital formation by private business enterprisés declined sharply from
its 1957 qyclical peak., Large borrowings by the provinces and munici-
palities, on the other hand, continued for almost three years éfter the

1957 peak in the business cycle. In other words, just as investment
/

[
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spending was partially sustained.after 1957 by public investment
(including funds advanced through CHMHC), the inflow of long~term capital
was also sustained to some extent by public borréﬁings abroad. In a
moment, we shéll return to an examination of the effécts which Canadian
ecqnomic policy had on capital inflows, notably the influence of tight
money and high interest rates in waintaining the inflow%of capital.,

Our final step in this section is to compare the infléw of long-
term capital with the behaviour of the current account balance for the
period under study. The difference between theAfwo is usually referred
to as the bagic balance, and a surplus or defiéit in this balance must
be offset either by short-term capital movements or, failing this, by
changes in official exchange reserves, Table V - 4 shows the basic bélm
ance, short-term capital movements and changes in reserves including
Canada's net IMF position on an annual basis for the post-war period.

We used the actual current account deficit as reported, fhough we have

also shown in parentheses the basic balance adjusted for the difference
between actual grain exports and our five year moving average of grain

exports., '

We have already discussed the current account balance between
1956 and 1960, contending that the deficits experienced during this
period were abnormally large relative to the degree of prosperity in
the domestic economy., We have Jjust completed an examination of loung-
term capital inflows, observing that they ‘oo seemed larger than one
mighé have e%pected, particularly after the business cycle turned down
in 1957. Despite this buoyancy in the inflow of long-term capital,

however, Table V - 4 reveals that Canada experienced a basic deficit

=
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Table V « 4
Canadian Current Account Balance and Capital Movements, 1946 - 66
(millions of dollars)

Current Long-Term Short=Term Change in
Account  Capital Basic Capital Official
Year Balance Movement Balance Movement Reserves
. (adj. for ‘
actual grain exports)

1946 363 - 715" =352 (=291) 86 =266
L g - 721 672 (=687) L -668
43 451 43 Loty ( 550) - 2 Lop
Lo 177 “ 29 148 ( 126) - 20 128
50 . = 319 610 291 ( 500) 433 722
51 = 512 666 154 ( 189) - 98 56
52 187 455 6l2 ( 395) =605 ° 37
53 = 448 649 201 - ( 58) -239 . - 38
sh - b2k 599 175 ( 287) - 51 o 12k
55 = 687 Ly w273 (=150) ‘ 229 - Ll
56 <1372 1490 118 ( 10) = 70 L8
57 <1451 1320 -131 (= 27) 26 =105
58  =1137 1153 16 (= 7) 93 109
59 1487 1179 =308 (=259) 297 - 11
60 =1233 929 «304 (=188) 265 « 39
61 = 928 930 2 (= 21) 288 290
62 = 830 688 142 (- 10) 297 155
63 = 521 637 116 ( 163) 30 146
64 - L24 820 396 ( 235) - 33 363
65 =1130 864 =266 (=-125) 423 157

66  =1137 1019 «118 (=279) - =241 =359

Source: Dominion Bureau of Statistics, The Canadian Balance of Inter-
~~~~~ national Payments, A Compendiuwm
Quarterly Estimates of the Canadian Balance of International
Payments
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10 The deficit in the basic bal-

of %725 million between 1957 and 1961.
ance was especially large in 1959 and.1960,

Since Canada had a flexible or floating exéhange rate during
these years, one might have.expected.some depreciation in the foreign
exchange value of the Canadiaﬁ dollar, ©Such a depreciation would have
done several things: first, it would have autématicallyiimproved the
competitive position of Canadian goods, thereby tending tdzincrease X
ports, reduce imports and cut the current account deficit; an& second,
it would have served as an indication that the Canadian balance of pay-
ments position was weakening and might have led to measures designed
to restore it to a ﬁore viable position.

Effects of Canadian FEconomic Policies on Current Account Balance
After 1956

The continuation after 1956 of a substantial premiuvm on the Can-
adian dollar seems to have been attributable largely to Canada's mone-
tary and debt-management policies which held Canadian interest rates
at relatively‘hiéh levels, particularly when compared to rates in the
U.S,, and thereby encouraged the maintenance of large capital inflows.
We have already noted that direct investment did not decline substan-
tially between 1956 and 1960; we also saw, however, that large foreign
borrowings by provincial and municipal governments were ¢qually impor-

tant in maintaining the inflow of long-term capital. One of the major

10 If the basic balance is adjusted for the small grain exporté

during this period by using our five~year average, the basic deficit -
between 1957 and 1961 is reduced, but remains in excess of %550 million,
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reasouns -for the use of the American capital market was the availability
of large amounts of capital at substantially lqwer rates than in Can-
adaoll Teble V ~ 4 also shows that there wefe 1afée inflows of short-—
term capital, barticularly from 1959 to 1961, which ﬁore than offset the
deficit in the basic balance,

Let us turn briefly to a review of monetary and gredit conditions
in the latter half of the nineteen-fifties. Admittedly oge has the ben-
efit of hindsight, but the general consensus seems to be that-the mone-
tary authorities folléwed an excessively easy poiicy and were late in
attempting ta restrain the boom in 1955 and l956f After a period of re-
latively restrictive monétary policy; a subsequent easing of credit con-
ditions towards the end of 1957 led to a very substantial increase in the
money supply during the first ten months of 1958. Between October, 1957
and October, 1958, the money supply held by the general public increased
13,7% from $11,224 million (seasonally adjusted) to $12,763 million
(seasonally adjusted)ol2

However, the expansionary effects of this increase were at least

partially offset by debt management policies. In the third guarter of

11 The Report of the Royal Commission on Banking and Finance
reveals that the yield differential between the Mcleod, Young, Weir aver=-
age of provincial bonds and Moody's average of Aaa United States cor-
porate bonds exceeded 75 basis points in just two of the seven years be-
tween 1950 and 1956. The differential climbed to approximately 100 basis
points in 1957 - 58, however and to 125 basis points in 1959 -~ 60. See
Chart V - 3, Report of the Royal Commission on Banking and Finance
(Ottawa: Queen's Printer, 1964), p. SO.

2 Bank of Canada, Statistical Summafy 1965 Supplement (Ottawa:
. Bank of Canada, 1967), ». 34




230,

1958, the Cohvefsion Loan brought about the exchange of almost #6 bil-
lion of short~term Victory Bonds for‘longerutgrm securities, extending
the average term of the publicly-held debt ffom apéroximately eight
years to almost fifteen years, The operation had two ﬁajor effects,
both of which contributed to high interest rates and sustained the in-
flow of foreign'capitél. The significant extension in tye average term
of the government's debt led to a reduction of liquidity in the economy,
and general credit conditions became tighter in épite of the fapid EX~
pansion of the money Supply noted above., In addition, the very size of
the conversiqn and the rapid decline in bond prices after the withdrawal
of official support caused a disruption and loss of counfidence in the
bond market which served to maintain interest rates at a relatively high
level for some time.

Shortly after the completion of the Conversion Loan, the mone=
tary authorities returned to a policy of severe restraint. There was
pfactically no increase whatsoever in the money supply held by the gen-
eral public between the latter part of 1958 and the middle of 1960;

We shall not comment on the appropriateness of such a policy ih light
of domestic price, unemployment and demand trends; nevertheless, it is
clear that the extremely tight credit conditions were a major factor
in forcing interest rates to very high levels and in widening the dif-
ferential between Canadian and American rates.

As stated above, the resulting large inflow of foreign capital
into Canada prevented a decline in the external value of the Canadian
dollar which otherwise would have improved thé coun£ry'é curreﬁt acs

count positiony also, it permitted a continuation of an abnormall
H 1 P
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large current account deficit which, had it not been reduced'suffi»
clently by the exchange rate process noted above, night ordinarily have
required direct measures by the authorities desighed to reduce the de~
ficit. |

Exchange Crisis, 1962, and Subsequent Behaviour of
Current Account Balance 4

As was suggested at the beginning of this chapter; the exchangé
crisis of 1962 seems to have resulted chiefly from uncertainties and
lack of confidence iﬂ Canada's political situatién and Canadian economic
policies, which invited speculative attacks on the dollar. At the same
time, the persistent 1arge current account deficits of the preceding
five years undoubtedly contributed to this lack of confidence in the
value of the Canadian dollar. Furthermore, as.Professor Slater argues13
and as we have suggested on the basis of the current account's behave
iour since 1963, the measures adopted to combat the crisis, including
devaluation to $92.5 U,S., were probably excessive in relation to the
actual competitive position of the Canadian economy. In fact, had ad-
justments occurred more gradually over time rather than as policy mea;
sures in reaction to a confidence grisis,; they probably could-and
would have been less severe,

Referring again to Table V - 1, we observe that Canada's unit
labour costs in manufacturing, after adjustiné for exchange devaluation,
declined 15% from 1960 to 1964 whereas unit labour costs during this

period were unchanged in the U.S. and jumped 13%, 23% and 28% respec-

2 .Slater,'danada's Balance of International Payments, p. 35.



tively in Japaﬁ, Germany and France, Although manufacturing unit
labour costs rose more rapidly in Caﬁada thgn in the U.S. during 1965
and 1966, the substantial improvement in Canéda's competitive position
as a result 6f devaluation contributed significantly to the quadrupling
between 1960 and 1966 in expérts of 'other manufactured goods and misce
ellancous! (as recordéd in Table IV = 3). Similarly, the improved com-
petitive position of Canadian producers presumably servedxto limit
growth in imvworts during the 1963 ~ 66 expansion in business. Also,

as we noted in the previous chapter, there was a sizable improvement in
Canada's net.travel balance coincident with the declining exchange
value of the Canadian dollar.

Other probable causes of the relatively strong current account
position from 1963 to 1966 were: first, more vigorous export promotion
programmes together with increased emphasis on 'buy Canadlan'y second,
large whéat sales to the U.S5.5.R. and Communist China; and third, the
Canada = United States Automotive Trade Agreement which narrowed Canf
ada's 1966 deficit on trade in motor vehicles and parts with the U.S.
to the 1963 level of approximately #550 million, down from ove; 4700
million in 1965.,1LP

Summary

We have found in this chapter that the magnitude of the current

account deficits in the_l956 to 1961 period, which we previously con=

cluded were abnormally large, cannot be attributed to any single cause.

eruational Trade, De. 7D
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First, we indicated the existence of several structufal weaknesses in
Canada's foreign trade position during these“yéars?which increased the
size of the current account deficit, | ‘

Second; it was noted that development of nabﬁral resources was
partially responsible for the relatively high level of capital spending
during the period;15 however, we also concluded that soe of the large
investument by utilities, government departments and goverﬁment—operated
institutions represented a catching-up as the result of very low cap-
ital spending for such facilities in the depression and war years, In
addition, we-explained why residential construction expenditﬁres were
large in 1958 and 1959. .We then foﬁnd that the inflow of long-term
capital was similarly at a relatively high level between 1956 and 1961,
largely because of an increase in net new bond issues sold abroad.

Third, this large inflow of foreign capital into Canada, which
sustained the value of the Canadian dollar and.thereby prevented an
improvement in the current account position, was largely the result of /
restrictive monetary policy and the 1958 Conversion Loan. As é result,
credit was difficult to obtain domestically and there was a sugstantial
widening in the Canada = U,S. interest rate differential.

Finally, we attributed Canada's exchange crisis in 1962 to pol-
itical and economic uncertainties and lack of confidence, - The measures

adopted to meet the crisis led to such a substantial improvement in

1 . . ) . s

2 Again we point out that, assuming a normal level of domestic
saving in terms of the degree of domestic prosperity, an abnormally high
level of investment is equivalent to a large current account deficit.

T e
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Canada's compefitiVe position that deterioration in the curfent account
during the strong 1963 ~ 66 business‘expansionf&asjsomewhat less than
one might have expected on the bais of previoué e#perience,

The only remaining step is to integrate this chapter's explana-
tion of recent current accouﬁt behaviour with the earlier'development of
our hypothesisAin Chapter III. Ve believe that structural strengths or
weaknesses in the current account are somewhat peripheral,to this paper
which refers to c¢yclical changes in the current account balance of pay=
ments, This is not fo say that the underlying structural position will
have no effect on cyclical fluctuations in the current account balance~-
for example, the deterioration accompanying any significant expansion of
business activity will obviously be greater if there are structural weak-
nesses in Canada's current account than if the basic position is one of
strength,

Over brief periods of time such as those in our study of short-
run changes in the current account balance, structural effects are like-
1y to be relatively insignificant compared to current acgouﬁt fluctua=-
tions stemming from the business cycle. The only probable excéptions
occur when important structural changes are concentrated in a very brief
interval-~for example, the emergency measures instituted in 1962 were °
large enough to overwhelm normal cyclicai changes in the current account
balance. On the other hand, our index method of analysing the level of
the cur?ent account balance relative to domestic prosperity over longer .
periods of time will obviously reflecf changes in the underlying long~.
term or structural position of the current account. Furthermofe, thé

possible effects of any such structural influences are likely to. increase
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as the interval of time being examined increases.

Wé conclude, therefore, that it is not~pos§ible nor is it nec-
essary for our hypothesis to refer specificaily fo-the effécts of struc-
tural changes.on the cyclical behaviour of the curreﬁt account balance,
Tt must be realized however, that occasionally a shift in the underlying
position may be sufficiently large that it dominates thi short-run cy-
clical behaviour of the current account balance. Similariy, aﬁy longer-
term analysis of the balance must recognize that the basic structure of
the country's foreigﬁ trade position may differ.éonsiderably from one
period to another,

The relatively high level of capital spending in the latter
half of the nineteen~fifties reflected in part the low level of invest-
ment during most of the preceding twenty-five years. In terms of our
analysis, the former may be thought of in two ways: {irst, as an abnor-
mally high level of autonomous investment; and second, as a temporary
increase in the marginal propensity of induced investment. As we have
observed several times, the direction of change in the current accouﬁt
bélance after 1957 was normal--that is, the balance improved ih COns=
junction with a declining level of business activity. However, the ex~
tent of tﬁe improvement was restricted by the abnormally high level of
investment, and whether it was autonomous or induced, our previous ana=-
lysis showed the effect on the current account balance.,

Cyclical fluctuations in the inflow of long~term capital were
descfibed as‘a key component of our hypothesis; Although the inflow
turned down after 1957, the relatively limited nature of the décline

was a partial contradiction of our hypothesis and, as explained above,
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contributed to the continued large currenf account aeficits of the per-
iod., Thellarge inflows of capital which persistediin the face of a
slow=down ig econonic activity were primaril& the fesult of restriqtive
monetary policy. Once again, our hypothesis does not refef explicitly
to variations in monetary, fiscal or other government policies, but we
recognize that their effects cannot be ignored in insta%pes such as
this. Instead of expanding the hypothesis, however, the‘ éimplest way
of dealing with the problem is to refer to influences like economic
policies or structural changes only when tﬁey have significant effects
on the cycliqal behaviour of the current accoun% balance,

In summary, we conclude that our observations of the current
account balance in the post-war period do not suggest any basic changes
in our hypothesis concerning the cyclical behaviour of the balance.
Uith only a few readily explained exceptions; the current account ten-
ded to deteriorate in periods éf business expanéion and to improve in
periods of business contraction., At the same time, we found that the
magnitude of the cur;ent account's response to similar cyclical condi-
tions varied considerably within the period and compared to our earlier
studies. Consequently, it may be necessary, particularly when dealing
with perilods of more than one or two years, to.recognize the various
influences which may alter the magnitude (though usually not the direc-

tion) of the current account's response to changing business conditions,
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CONCLUSION

In this concluding cﬁapter, we shall review briefly our findings
regarding the cyclical behaviour of Canada's current ac%punt-balance of
payments. The reader will recall from the first chapter fhe;three pur-
poses of the thesis: first, to examine statistical data in order to
determine if any recognizable pattern exists between the business cycle
and changes in the current account balance; Secﬁnd, to develop an hy=~
pothesis which will explain the observed ¢yclical behaviour of the cur-
rent account balance; and third, to determine whether any change has
occurred in the relationship between the current account and the bus-
iness cycle since 1956.

We do not intend to describe any of the specific results of the
rather lengthy statistical examination of the comparison between swings
in the domestic business cycle and changes in the current account galm
ance from 1870 to 1939. In the most general terms, our investigation
revealed a strong tendency for domestic economic expansions during this
period to be accompanied by deterioration in the trade and current
account balances; conversely, contractions in the Canadian economy were
almost always coincident with improvement in the trade and current ac-
count balances., Naturally, there were several exceptions to this pat-
tern but in such cases, special circumstances were evident which seem

to explain the apparent abnormalities.

237,

T T



238,

“An examination of the data in Chapter II also revealed that
Canada's current account balance was in a deficit position for much of
the period studied and that a surplus positiéh was-reached\only when
the domestic ebonomy was seriously depressed. In addition, although
the analysis in this area was somewhalt subjective, we showed that over
reiatively long periods of time, the magnitude of the c%rrent account

balance was closely related to the level of prosperity in‘the Canadian

economy. In summary, our findings in the second chapter provided strong

suppo;t for our preliminary hypothesis~=that as~domestic prosperity
increases, Canada's current account balance tends to deteriorate, and
vice versa; and that Canada usually experiences é deficit on current
account.

In Chapter III, we proceeded to explain this pattern of cycli-
cal behaviour documented in the second chapter by developing in detail
the above hypothesis. Initially, we indicated the existence in Canada
of abundant sources of energy, food and raw materials; we then went on
to describe the consequences of this abundance of natural resources
relative to other factors of production v;s«auvis other countries.,

One result has been a concentration of production in relatively few
resource=based raw materials and related products which implies, in
turn, a need to export large volumes of such commodities and to import
many other goods and services., Fluctuations in the demand for Cana=-
diaﬁ exports make national income vulnerable (both directly and indirw
ectl& througﬁ the effect on investment spending for resource develop-
ment) to cyclical changes abroad, particularly in Canada's majér CUS=

tomers, the United States and the United Kingdom.
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A second major result of Canada's rich endowment of natural
resources has been the relatively large proportionAof national income
ordinarily Qevoted to domestic investwment. Althouéh there are other
reasons as well, one of the basic causes of the relatively high level
of investment spending in Canada has been the necessity to develop re-
source industries in order to realize the potential of Ehe country{s
abundant natural resources. | |

Expanding the basic national accounts identity 'saving eguals
investment', we showed that SD = Iy B X = M; in other words, the cur-
rent account balance (X = M) must equal ex post the difference between

D~ ID). Therefore, from

domestic saving and domestic investment (S
our observation in Chapter II of current account deficits in most years,
we know that domestic investment tended to exceed domestic saving. As
mentioned above, the most important reason seems to be the fact that
natural resource development has required a relatively highilevel of
domestic investment in most years. At -the same time, domestic saving
has been limited by Canada's relatively small population, despite éhe
fact that per capita incomes are large.

We concluded, therefore, that Canada's customary current account
deficit was equivalent to a shortfall of domestic saving relative to the

amount of domestic investment required to develop the country's natural

resources, Canada was able to finance its chronic import balance, how-

ever, through inflows of foreign long-term capital attracted by a higher

marginal efficiency of capital in Canada, particularly in the resource

industries, than elsewhere.

At ™ ¢
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After establishing the nature of éanada's'igternational trans-
actions, we turned to a consideration of the short-run cyclical behav-
jour of the current account balance. Transpoéing éur previous identity
to the form QID + AX = &SD + OM, we noted that any change ‘in exports
and/or domestic investment (which are exogenous or partially exogenous
and therefore income-determining) will cause national iqpome to increase
or decrease by an amount sufficient to induce an equél chénge in domes~
tic saving plus imports. Consequently, the previously observed tendency
for cyclical fluctuations in Canada's imporfs to exceed fluctuations in
its exports (thereby causing the current account balance to deteriorate
during a business expansion and to improve during a business contrac-
tion)l is equivalent to a tendency for cyclical changes in domestic in-

vestment to exceed changes in domestic saving.

Two principal causes of this tendency were described in Chapter -

ITI: first, the importance of a foreign t;ade acceleration effect in
the Canadian economy; and second, accommodating cyclical swings in the
inflow of long-term capital from abroad. -
Assuning as we did that anj major cyclical upturn or ééwnturn
in the Canadian economy is dependent upon a change in exports, we dem-
onstrated that, in the absence of a change in investmént, any increase
.in exports would be onlj partially offset by an induced increase in Lt

ports, and therefore the current account would improve. This initial

1 This assumes that changes in each of the four variables, I,
5., X and ¥, are positive in the case of a business expansion and nega-
tive in the case of a business contraction.
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assumption of constant domestic investment is not realistic, however.
In the first place, autonomous investment may bevcganging. More impor=-
tant, though, is the increase in domestic in&eétmént that will ordinarily
be induced by fising exports, both directly in the eﬁport industries
themselves, and indirectly in other industries because of the resulting
growth in overall national income. This influence of exports on domes—
tic investment is termed the foreign trade acceleration effect, and it
will usually cause an increase in exports, through higher investment,
income and consequently imports, to bring about é deterioration rather
than an improvement in the trade and.current account balances.

It was demonstrated that the effect of a change in exports on
Ithe current account balance is determined by the size of the marginal
propensity to save s relative to the size of the marginal propensity to
invest v. ©Specifically, when v is greater than s, then the current ac-
count balance will deteriorate as exports and income increase and it
will improve as exports and income decrease. The foregoing analysis
assumes no change in autonomous investment A3y in fact, over relativeiy
short periods of time, AA may be quite small, though ordinaril& not
zero.- In any event, we suggested that the domestic acceleration effect,
stemming from changes in auntonomous investment, was probably less im=
portant in Canada than the foreign trade acceleration effect, Neverthe-
less, the former will usually augment the latter in explaining the
greater cyclical variability of Canadian domestic investment than domes-
tic gaving aﬁd its counterpart, the greater cyclical variability of im-

ports than exports.
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Several reasons were mentioned fof the impoftance of this fore
eign trade acceleration effect in the Canadian.ego%omy. First, the ex-
port sectory as we have seen, represents a vérj siénificant part of the
total Canadian economy. ©Second, cyclical fluctuations in éxports, es=-
pecially of resource products, tend to be large. Third, investﬁent
spending for resource development projects and requiredganoillary Pro-

jects such as transportation facilities is closely related to changes

in exports of natural resource products. In addition, these large com-

plementary cyclical fluctuations in exportsAand investment directly
related to exports lead to sizable variations in domestic income, which
in turn induce swings in the investment expenditures of other non-export
industries.

During a business expansion, the normal short-fall of domestic

saving relative to domestic investment tends to increase, primarily be- .

cause of the foreign trade acceleration effect described above, and the

current account balance deteriorates. In order to finance its increas-

ing import balance, however, Canada must obtain an increased flow of-
capital from abroad. If additional foreign capital, primarily.in long-
term forms, is not obtained, the resulting deterioration in Canada's
overall payments position would soon limit further expansion in domes-
fic business activity.

In.fact, the cyclical variability of Canada's current account
balance has ordinarily been approximately offsef by swings in the in-
flow of long-term capital from abroad. In other words, as the current
account balance deteriorates during business expansions, capitél in-

flows tend to increase; conversely, improvements in the current account
!
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balance coipcident with declining businesé activity‘are usually accom-
panied by a reduction in the inflow of foreign,l;ng—term capital.

This variability in capital inflows is reléted to changes in
the difference between the marginal efficiency of capital in Canada and
the marginal efficiency of capital in alternative areas of investment.
During periods of rapidly expanding exports of resourceéproducts, the
marginal efficiency of capital in Canada, particularly in.the resource
industries,; rises sharply and attracts increased foreign capital to
share in the development of resource and ofher projects. On the other
hand, when exports are depressed, the marginal efficiency of capital
falls significantly and investment in Canada becomes less attractive
to foreign capital than investment in other parts of the world.

Therefore, we concluded that domestic investment opportunities

and domestic investment spending, both dependent primarily on the level .

of exports, provide a link between the inflow of foreign investment
capital into Canada on the one hand, and the outflow of foreign funds
to finance the country's import balance on the other hand, :Furthermi
more, we contended that the resulting complementarity of cycliéal var=
iations in the capital and current accounts is necessary to permit the
large fluctuations that we observe in the current account balance.

Having completed our basic explanation of the observed cyélical
behaviour éf the current account balance, we went on ih Chapter III to
examine several other related topics, Ve studiéd briefly the avail-
able data on domestic investment and domestic saving, commenting briefly
on the cyciical variability of the various components of each. A

marked difference was also observed in the product mix of Canadian im-
/
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ports relative to Canadian exports. A larger proportion of imports
than exports is concentrated in thoseAproductsAfor yhich the cyclical
variability of demand is relatively high. Cénsequéntly, the value of
m, the marginai propensity to import, in Canada is 1§rge compared with
many other countries, and this in turn limits the change in income in-
duced by a shift in exports or investment. - In effect, Canada 'exports!
a significant part of its domestic inflation or deflatiog; thereby
limiting the magnitude of its own cyclical fluctuations in income.
Next, our anaiysis was expanded to explain ﬁow exceptions may
occur in the observed pattern of cyclical behaviour of the current
account balance., Attention was concentrated on éhanges in autonomous
investment opposite in direction to that in exports, and on cyclical
changes in s, m, and v. When changes in autonomous investwment are in=
troduced into the analysis, the effect of a change in income on the
current account balance, that is 4X = AM, was found to equal AX (s - v)
- mAA, Therefore, given an expansion of business, the current account
balance would improve when AX (s ~ v)>»m AA and deteriorate when ‘
L\vX (s - v)(mﬁA.a As long as X and A change in the same direction,

we concluded that the observed cyclical behaviour of the current account

balance would occur when s4v or when s>V but AX (s - v)<m AA,B How-

We note that when AA = O, it is simply the size of s relative
to the size of v which is the basic determinant, as we stated previously.

3 We previously noted that AA is probably quite small relative
to AX in most cases; therefore, the fact that in Canada v tends to be
‘large relative to s remains as the dominant consideration in our analy-
sis.
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ever, we illustrated that if autonomous investment moves in the oppé-
site direction to exports, then (AX + AA) and thus AY may be either
positive or -negative, and even the more rest;ictivé s {v will no longer
ensure that the current account balance will react in the manner des-
cribed in our hypothesis. |

Specifically, ‘'we observed that a difference bet%een North Amer=-
ican and European business activity might cause exports &6 respond to
the latter whereas investment could follow the former and move in the
opposite "direction. ’In fact, we suggested that such a situation pro-
bably existed in the mid=1890's, explaining the large and continuous
improvement in the trade balance during this perilod.

Although our earlier analysis assumed that s, m and v were con~
stant, in fact each of these propensities is likely to vary over the
course of the business cycle. All three probably react positively to
business conditions, that is increaéing as incones rise and vice versa.
Ve suggested th;ﬁ since c¢cyclical variations in s and v are likely to be
partially offsetting, the effects upon the eritical (s - v) may belquite
limited and ordinarily not sufficient to offset the normal ineéuality‘
s {v. However, when actual output is substantially below its potential,
a recovery in business is not likely to have much initial effect upon
v, which remains at a low level because of continued expectatioqs of
poor profits and because of continued large excess capacity. At the
same time, s may remain high for a while since liquidity must be res-
tored and since expectations of future incéme remain relatively low,
Consequently, s may exceed v and although business is'recoveriﬁg and.

incomes are rising, the current account balance will continue to ime
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prove., This type of situation appears to have existed after 1933 and

explains the failure of the current account balance to deteriorate dur- -
: ST .

ing the subsequent recovery. )
Finally in Chapter ITI, we showed that sevep&l other possible
explanations of the observed cyclical behaviour of the current account

balance, including a consistently greater amplitude of cyclical varia-
. s

tions in Canada than in other countries, did not in fact éppear to offer

a reasonable alternative.

In completing our statistical analysis éf the current account
balance from 1946 to'l966, we reached several conclusions. The post-
war and Korean War period from 1946 to about 1953 was one of adjustment
for the Canadian current account balance of payments. The period began
with Canada in a strong surplus position generated by the war, and the
deterioration in the following years represented largely a return to
more normal peacetime conditions,; though several times the trend was
temporarily revgrsed for reasons not directly related to the domestic
business cycle. From 1953 to 1966, we found that the response of the
cﬁrrent account balance to changes in domestic economic activify clear-
ly supported our hypothesis in terms of the direction of change, but
that the magnitude of the response was frequently somewhat different
than one might have expected.

In particular, we noted that deterioration in Canada's current
account balance in 1956 and the first half of 1957 seemed even more
rapid than tﬁe strongly expanding economy would have suggested; second,
that continued weakness, particularly in the non-merchandise aécount,

was apparent from 1958 to 1961, despite relatively slow growth in the
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economy; third, that an apparently normal relationship between the cur~-
rent account balance and the degree of domestic prosperity was not res-
tored until -after strong policy measures wer; fakeﬁ in connection with
the 1962 exchange crisis; and fourth, that the deterioration in the
" current account associated with the 1963 to 1966 economic expansion was
not as large as one might have expected, %_'

Our analysis of the non-merchandise balance of pa&ments and its
components since 1953 revealed essentially non-cyclical behaviour~-in

other words, there appeared to be no consistent pattern of change re=

lated to the Canadian business cycle. This finding confirmed our pre
liminary conclusion, made on the basis of limited data in Chapter IT,
that the non-nmerchandise account was relatively unimportant in deter-
mining cyclical movements in the total current account balance. At the
same time, however, we noted that the non-merchandise balance since
1953 exhibited longer-term trends which contributed to the apparent
abnormalities mgntioned in the previous paragraph.

Other  important findings in our detailed examination of daéa
for the post-~war period were: Ifirst, investment spending accounted for
a relatively large proportion of total GNE between 1956 and 1960, par-
ticularly in light-of economic conditions after 1956; second, merchan-
dise exports were surprisingly weak, declining steadily relative to GNE
from the end of the war until 19593 and fhird, imports of consumer gbods
failed to decline after 1956 and in fact rose significantly.

Finally, in Chapter V an attempt was made to explain the beha-
viour of the current account balance beginning in l§56, based 6n the.

statistical findings described above. Initially, we described several

rer ey 0
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structural weaknesses in Canada's curren? account position during the
latter half of the nineteen-fifties. _Underlying_trfnds in world trade
patterns limited growth in Canadian exports;ZCanadé's competitive posi-
tion deteriorated relative to some other industrial pations; and de-
mand in Canada for certain products, notably automobiles and parts,
shifted in favour of imports., We concluded that structq?al changes
such as these lie outside the scope of our hypothesis on:éxclical chan-
ges in the current account balance. They are not likely to have much
effect on short-run fluctuations in the current éccéunt but are evident
in a longer term comparison between the level of the current account
balance and the degree of domestic prosperity suéh as we carried out

in our 'index' method of analysis.

Concerning the relatively. high level of capital spending from
1956 to 1960, we concluded that resource development was an important
cause, but we also attributed some investment during this period to a
catching-up process. In terms of our previous analysis, one could say
that both autonomous investment and the marginal propensity to invesé
were temporarily high during these years, thereby sustaining rélatively
large current account deficits.

As predicted by our hypothesis, the inflow of long-term capital
declined after 1956; however, the reduction was limited (and partially
off-set by increased inflows of short-term funds) as the result of
high Canada - U,S., interest rate differentials caused by restrictive
monefary policy in this country. These large inflows of foreign cap-
ital sustained the exchange value of the Canadian dollar, prevénting

the improvement in Canada's competitive position that one might have

Y
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expected with a floating exéhange rate. In addition; the inflows dis~
guised the weakening structural position of the cuﬁrent account., Fine-
ally, the eyentual devaluatioﬁ to $92.5 U.S. aﬁd ofher measures such as
the 'buy Canadian' policy strengthened Canada's compétitive position so
substantially that current account deterioration in the subsequent 1963 -
66-expansion was relatively limited. ;
We concluded that the cyclical fluctuations of tﬁé current ace-
count balance in the post-war period did, in fact, fit in with our hy-
pothesis, and that no revision of the hypothesié'waé required, At the
same time we’recognized that other influences, usually of a structural
nature, would frequently alter the magnitude of the cyclical response
of the current account; also, that differences in the underlying streng-
th or weakness of the current account make any comparison of relative

levels of the current account balance over longer periods of time rather

difficult,

I



' Appendix A - Table (i)
Indexes of Export and Import Prices and the Terms of Trade, 1869 -~ 1913
(base 1500 = 100) .

Fiscal Export Import Terms Fiscal Ixport Import Terms
_Zggg_l' Prices - Prices of Trade Year Prices Prices of Trade
1869 89.4 133.0 67.2 1992 103,0 97.8 . 105.3
70 88.4 117.6 75.2 : 93 100.7 96,3 104,6
71 93,4 137.2 683.1 ok 101.0 93,7 107.8
72 95.5 145.7 65.6 95 96.5 85.3 113.1
73 99.1 1ho.1 71.7 96 ©93.1 87.9 - 105.9
74 © 101.0 132.9 76.1 97 90.9 83.8 108.5
75 105.8 135.4 78.2 : 98 97.0 88.8 109.2
76 109.1 13%2.9 82,1 99 95, L 89,6 106.5
- 77 98.1 . 119.2 82.3 1900 100,0 100.0 100.0
78 100.9 113.5 88.9 o1 102.5 101.0 101.5
79 91.6 1044 87.8 02 104.3 98.0 106.4
80 93.8 109.4 - 85.7 03 107.6 100.7 106.8
81 97.5 113.3 86.1 oL 108.7 103.1 105.3
82 107.2 117.54 91.3 : 05 105.3 102.7 ©102.5
83 109.6 117.8 93,1 06 113.4 107.7 105.3

8L 104,8 11k.3 o917 _ 07 _ _ . 118.5 _ _ _113.8 _ _ _ 104.1_
85 99,2 107.3 92.5 08 12k ,2 117.0 106.2
86 96.1 101.5 ok, 7 09 123,5 108.6 113.7
87 96.3 97.7 98.6 1 124,8 109.3 1l4,2
88 101.6 95.9 106,0 11 123,7 110.5 111.9
89 101.3 102, 1 99.2 ’ 12 120.7 107.2 112.6
90 103.5 102.4 101.1 1 122,5 .. 110.0 111.4
91 104,0 104.2 99.8 ‘ 14 116,9 - 112.9 103.5

1 From 1869 to 1907 the data are for fiscal years ending June 30 of the year given, and from 1908 to 191k
the data are for fiscal years ending March 31 of the year given.

Source: M.C. Urquhart and K.A.H. Buckley, eds., Historical Statistics of Canada (Toronto: Macmillan,
——————— 1965).
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Appendix A -~ Table (ii) .
Indexes of Export a@nd Import Prices and the Terms of Trade, 1919 - 39 and 1946 - 65

Export Import Terms Export Import Terms
Year - Prices Prices of Trade Year Prices Prices of Trade
(base 1926 = 100) (base 1948 = 100) N

191¢9 139.5 137.1 10L.8 _ 1946 79.9 76.9 103.9
20 156.2 167.8 93.1 L 91.6 83.0 104.2
21 112.1 122.4 91.6 L8 100.0 100.0 100.0
22 93.7 103.1 90.9 - ho 103.3 102.6 100.7
23 93.1 112.5 82,8 . 50 108.3 -110.3 98.2
24 95.0 108.0 88.0 51 123.0 126.2 97.5
25 103.2 106.1 97.3 52 121.8 1104 110.3
26 100.0 100.0 100.0 . 53 118.3 109.4 108.1
27 96.3 95,4 100.9 54 115.1 109.5 105.1
28 93.2 . 93.9 99.2 55 117.7 110.5 106.5
29 91.7 91.4 100.3 ) 56 121.3 113.0 107.3
30 76.9 80.0 96,1 57 121.3 116.4 104.2
31 63.8 67.6 LI - 58 120.6 116,5 . 103.5
32 - 57.4 6642 86.7 59 122.8 114,k 107.3
33 56.8 634 © 89,6 60 123,0 115.5 106.5
3h 60,7 67.3 90,2 : 61 124,0 119.1 - 10k.1
35 61.8 66,0 93,6 62 128,11 124,5 102.9
36 - 65,2 67.2 97.0 63 128.9 129.4 99.6
27 76.1% C 73,7 . 103.2 64 130.7 130.8 - 99.9
38 67.1 68.5 98.0 65 132.4 130.8 101.2
29 64.2 68.5 - 93.7 66 137.9 132.5 104.1

Source: M.C. Urqubart and K.A. H. Buckley, eds., Historical Statistics of Canada (Toronto: Macmillan,

ST 1965).
_ Bank of Canada, Statistical Summary 1967 Supplement (Ottawa: Bank of Canada, 1968).
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Appendix A - Chart (i)
Terms of Trade Related to Index of Prosperity, 1869 - 1913
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Appendix A - Chart (ii)
Terms of Trade Related to Index of Prosperity, 1919 - 66
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' Appendix B - Table (i)
Merchandise Exports, Imports and the Balance of Merchandise Trade, 1869 - 1900

Fiscal Non-Grain _ _Grain Exports_ _ Total Exports Merch. Trade Index of Merch.
Year Exports actual. 5 yr. avge. (adj.) Imports Balance Trade Balance
(Bmill) ($mill) ($mill) (fmill) ($mill)  ($mill) (%)
1869 L L 11.9 114 55,8 63,2 - 7.4 ~12.4
70 5242 134 11.8 6%.0 66,9 - 2.9 - 4k
71 58.5 8.9 12.3 70.8 8k, 2 =134 -17.3
72 65.8 12.8 13.7 79.5 105.0 ~25.5 -27.6
73 71.h 14,6 14, L 85.8 124,5 -38,7 -36,8
7L 68.3 19.0 17.7 86.0 123.2 -37.2 -35.6
75 60.2 16.7 18.6 78.8 117, 4 ~38.6 -39,3
76 sh,2 25.6 20.9 75.1 92.5 =17.4 -20.8
77 58.1 17,0 21.9 80.0 ok.1 ~14,1 © =16,2
78 5362 26.0 2,7 7749 90,4 ~12.5 -14.8
79 46,5 24,3 25.5 72.0 78,7 - 6,7 - 8.9
80 55.4 30,7 28,4 83.8 69,9 13,9 18.1
81 67.9 29,4 28,6 96.5 90.5 6.0 6ol
82 70,4 3l.h 27.3 97.7 111.1 ~13.4 -12.8
&3 70.0 27.4 2,7 ok,7 121.9 L =2702 ~25,1
84 71.8 17.5 22.8 ok, 6 106.0 -11.k ~11.4
85 69.3 l7o9 2009 9002 9908 - 906 -lo.l ’
86 . 65.3 19.9 19.1 8l b 96.0 -11.6 ~12,9
&7 67.7 21,8 18.5 86.2 105.1 ~-18.9 -19.8
88 71.8 18.4 18.0 89.8 100.7 ~10.9 -11.4
89 72.5 4.7 16.8 89.3 109.1 ~19.8 ~20.0
90 79.2 15.1 18.1 97.3 111.7 4., ~13.8
91" 83.3 4.2 19.0 102.3 111.5 - 9.2 - - 8.6
92 84.1 28.0 20,8 1ck.9 115.2 . =10.3 - 9.kt
93 91.6 22.9 20.7 112.3 115.2 - 2.9 - 2.5
ok 91.7 2.0 20.9 112.6 109.1 3.5 3.2
" 95 ok,7 14.6 19,4 11l4.1 100.7 13.4 12.5
96 101.4 14,9 22.9 - 124.3 105.4 18.9 16.4
97 113.6 20.8 2h b4 138.0 106.6 314 25,7
98 .119.2 Lok 28.0 147.2 126.3 20.9 15.3
99 123.5 31.h 31.9 155.4 1494 6.0 3.9
1900 150.5 327 36.1 186.6 172.7 13.9 747
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Appendix B - Table (ii)
Changeo in Merchandise Exports, Imports and the Balance of
Merchandise Trade, 1870 -~ 1900

Change in Change in  Rate of Change in Merch,

Fiscal Year  Total Exports Tmports Trade Balance
(%) €4 . (%
1870 +1h,7 + 5.9 + 7.2
71 +10,6 +25.9 w1l
72 +12,3 +24 6 . _ w1h,2
73 + 769 +18.6 -'13a1+
74 + 0,2 S + Lob
75 - 8.4 . N - Lok
76 - 4,7 ~21.2 +23.3
77 + 6,5 + 1.7 + 3.9
78 - 2.6 - 4,0 + 1.9
79 - 7.6 «12,9 + 7.3
80 +16.4 -11.2 +27.1
81 . +15,2 +29o Lt « 9.3
82 + 1.2 . +226 8 19,6
83 b 351 + 956 had 390
8k = 0,1 =13,0 +15.1
85 had L!‘o? s 5.09 + 198
86 - bk = 3,8 - 22
87 + 2.1 + 9.5 “ 7.8
88 + 4,2 - 4,2 + 8.1
89 - 066 + 89"*‘ - 902
90 + 9,0 + 2.4 + 5.3
91 + 5,1 - 0,1 + 4,9
92 + 205 + 302 had leo
" 93 + 7.0 + 6,6
ok + 0.3 « 5.3 + 5.7
95 + L3 = 7.7 + 9.1
96 + 8,9 + 4,6 + 4,9
97 +11,0 + 1.2 +10.5
98 + 6.7 +18.5 - 8.1
99 + 5,6 +18.3 ~10.3%
1900 +20,1 +15,5 + 4,8

Source: (for all tables in Appendix B)

- o e 20 g 800

1870-1900 K.W, Taylor, Statistical Contributions to Canadian Economic
‘ History (Toronto: Macmillan, 1931), II
1900-1939 M.C., Urqubart and K,A.H, Buckley, eds., Historical Statistics
of Canada (Toronto: Macmillan, 1965)
1946~1966 Dominion Bureau of Statistics, The Canadian International
Balance of International Payments A Compendium of Statistics
from 1946 to 1965 (Ottawa: Queen's Printer, 1967).
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Appendix B = Table (iii)
Merchandlse Exports, Imports and the Balance of
Merchandise Trade, 1900 - 39

. Total
Non- Exports Index of
Grain  _ Grain Exports _  (incl. Trade Trade

Year Exports Actual 5 yn avge. 5 yr. avge. Imports Balance Balance
($nill) (8mill)  ($mill) - ($mdll) ($mill) ($mill) (%)

1900 163 25 . 29 192 186 6 362
01} 169 29 29 198 193 ¢ 5 2.6
02 184 32 28 212 213% -~ 1 - 0.5
03 196 30 30 226 263 - 37 =15.1
ok 172 2h 32 204 260 - 56 -2h,1
05 - 190 3k 36 226 277 - 51 «20.3
06 228 Lo Iz 271 327 - 56 18,7
07 21k 53 53 267 378 =111 =34, L
08 201 63 60 261 297 = 36 ~12.9
09 211- 7% 69 280 355 - 75 - 23,6
10 227 70 81 308 Lu8 =140 «37.0
11 216 84 98 314 529 =215 =51,0
12 258 114 105 363 654 =291 «57,2

i3 316 A53 A7 . h33 .. 68k | =251 _ _ ohh.9
19 1061 304 336 1397 1077 320 25,9
20 1002 396 335 1337 1599 =262 -17.8
21 595 309 367 962 ol 18 1.9
22 658 331 354 1012 839 173 18.7
23 759 360 368 1127 1006 121 11.3
2k 773 373 Loz 1175 889 286 277
25 897 Lg7 Losg 1322 978 3hly 29,9

_26__ 911 A& hes 1376 . 109k 282 _ _ _22.8 _
26 917 481 k65 1382 1078 30k 2k,7
27 898 LLg L5y 1355 1166 189 15.0
28 920 557 41y 1331 1325 6 0.5
29 973 334 3Ly 1320 1402 - 82 - 6.0
30 75k 235 291 1045 1076 - 31 = 2,9
3], 550 162 211 761 659 102 1.4
32 L36 167 179 615 Lok 151 28.0
33 502 156 168 670 L3zl 236 b,6
3k 640 174 192 832 563 269 38,6
35 739 180 194 933 608 325 ho,2
36 882 284 189 1071 709 362 40,7
37 1122 176 186 1308 913 395 35.6
38 968 132 187 1155 754 Lol 42,0 -

39 1036 156 155 1191 832 359 355
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Appendix B = Table (iv)
Current Account Balance and Changes in Merchandise anorts, Imports,
Herchandise Trade Balance and Current Account Balance, 1900 - 39
, ’ -

TP T T

- Index of
Current Current Change in Change in
Acct. Acct. Merch. Merch, Rgﬁg of change in_ _
Year Balance DBalance Exports Inports Merch, Bal, Curr,Acct.Bale
($mill) (%) %) - (%) (%) (%
1900 = 21 - 9.k . _
0L =22 - 9ok + 3.1 + 3.8 = 0.5 ¢ - Ok
02 =26 - 9,9 + 7,1 +10. 4 - 2.9 = 1,6
03 - 61 =20, 4 + 6.6 +23,5 ~15.8 «12.5
oh - 81 «28.2 - 9,7 - 1.2 - 8,0 - 6,8
05 = 85 -26.5 +10.8 + 6,5 + 2.1 - 1.3
06 = 96 25,2 +19.9 +18.0 e 1,8 - 3,1
07 163 =39,k - 1.5 +15,6 «17.7 =16.9
08 =114 -29,8 - 2.2 w2l +24,9 +12.3
09 =153 . =35.3 + 7.3 +19.5 -13.1 - 9.6
10 =223 43,6 +10,0 +2642 ~18,7 14,8
11 =320 w56,2 + 1.9 +18.1 -18,8 18.0
12 <430 63,8 +15,6 +2%.6 . =16,3 «17.7
A3 She2 w570k #19.3 ot k6 A T7.5 .t Ll
19 85 5.6
20 k03 =23, 4 - .3 +48,5 43,0 «30,2
21 =l22 -10,1 «28,0 11,0 +23,1 +19,2
22 L8 L,y + 5,2 =11.1 +16.5 +1k.2
23 L 0.3 +11.4 +19.9 - 5.2 - 3.5
2k 191 14,5 + L2 -11.6 +15.7 +1h, 1
25 248 17.0 +12,5 +10.0 + 5,3 + 4,1
26 187 . 11.8  _ +W, #1199 _ _ = 5.2 _ . _=hO
26 111 7.0
27 1 0.1 w 2,0 + 8.2 - 9,2 - 6,8
28 178 =10.3 - 1.8 +13.6 -14,1 =10.6
29 =298 -16.5 - 0.8 + 5.8 - 6,5 - 6.8
30 =281 -18,8 =20.8 =23.3% + 4,2 4+ 1.1
31 =125 «11,5 =27.2 -38,8 +15.0 +12.1
32 - 84 - 9,7 19,2 «29.6 + 7,8 + 4,2
33 10 1.2 + 8.9 - 6.5 +15.6 +11.1
3 86 8.6 +2h .2 +29,7 + 5,3 + 8.3
35 139 12.8 +12.1 + 8.0 + 7.6 + 5.1
36 149 11.8 +14,8 +16.6 + b b + 0.8
39 190 12.6 +22,1 +28.8 + 3.3 + 3.0
38 155 11,6 -11.7 =174 + 0.6 - 2.4
39 125~ 9.0 + 3,1 +10.3 - 4,3 - 262
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Appendix B ~ Table (v)
Non-merchandise Receipts, Expenditures and Non-merchandise Balance,
1900 - 26
1
- Interest Balance on
Travel & Divd. other current Total non-merchandise Non-merch.

e . B R =y

B i L)

Year Balance Balance itenms Receipts Expenditures balance

($m1i11) ($mill) (%mill) (Fmill) ($mill) ($mill)
1900 1 - 32 5 22 : Lo - 27
o1 2 - 3L b 25 53 - 28
02 3 - 3l 6 33 63 ¢ - 25
03 3 - 36 8 42 66 - 24
o4 L - 38 9 43 68 - 25
05 2 - b2 5 52 86 -~ 34
o6 - 1 - 46 L 62 101 - 39
07 0 - 51 - 1 65 117 - 52
08 1 - 71 - 8 65 143 - 78
09 0 - 76 - 2 77 155 - 78
10 0 - 82 - 1 91 175 - S
11 - 2 - 93 -10 95 200 =105
12 - &b 109 =26 96 235 ~139

L3 = 7 228 =37 95 . .. .287 . _ =172
19 oL =172 87 150 385 =235
20 29 =166 oy 184 325 =141
21 41 =187 6 186 326 =140
22 5l =190 12 188 314 -126
23 69 215k 28 217 330 -117
2h 81 ~202 25 238 33hL - 96
25 101 =210 1k 264 360 - 96
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Appendix B - Table (vi.) :
Non—merchandloe Receipts, Payments and Hon-merchandise Balance,

1926 - 39

Travel Interest & Divd, . Other

Ll R e N e ot e eea e ewa s e can o mes  med WD wn ma el e eam KR tes e e

Year Receivts Expend. Bal. Receipts Expend. Bal. Receipts Expend. Bal,
($nill)  ($mild)($mill) ($mill) ($mill)(Bmill) ($mill) (Hrill)(Bmill)

STy T Y

1926 152 99 53 32 20 <208 © 83 121 w38
27 163 100 63 by 257 . =216 . 85 120 =35
28 177 98 79 L6 275 w229 88. 122 =30
29 198 108 90 61 %22 w261 8o 125 45
30 180 92 88 59 348  «289 69 118 o)
31 153 al 82 48 330 =282 59 86 =27
32 11k kg 65 37 302 =265 . 5k . 89 =35
33 89 Lly L5 38 26k =226 Ly 89  =hs
3 106 50 56 57 268 =211 43 71 =28
%5 117 64 53 6L 270 =206 L5 78 =33
36 142 - 75 67 75 311 =23%6 L 91 bl
37 166 87 79 76 302 =226 53 111 =58
38 149 86 63 66 307 =241 L6 114 68
39  1h9 81 68 57 306 =249 59 112 =53

Change :
_ _Non-merchandise_ _ Index of non~ _in non-merch.  Rate of change

Year Receints Exoend. Bal, merch. bal, Receipts Bxpend. in non-merch bal,

(3mill)  (Gmill)($mild) — (%) (%) (%) (%)

1926 267 Leo -193 =53.1
27 289 oy 188 =19,1 + 8,2 4 3,7 + 1.3
28 311 hos =184 45,6 + 7,6 + 3,8 + 1,0
29 339 555 216 48,3 + 9,0 +12,1 - 7.5
30 308 558 =250 57,7 w 9,2 + 0.5 - 7.7
31 260 L8y =227 -60.8 15,6 =12,7 + 5.7
%2 205 Lho <235 =729 -21,2 = 9.7 - 2.3
33 171 397 =226 «79,6 =16.6 - 9,8 + 3,0
3 206 - 389 =183 61,5 +20,5 = 2,0 4148
35 226 b1z 186 -58.3 + 9.7 + 5.9 - 1.0
36 264 o7 =213 =57.5 +16,8  +15.8 - 7.8
37 295 500 =205 51,6 +11.,7 + 4.8 + 2.1
38 261 507 <2hL6 64,1 11,5 + 1. b -10.5
39 265 Log 234 61,2 + 1.5 = 1,6 + 3.1
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. Appendix B « Table (vii) A
Changes in Exports, Merchandise Trade Balance and Current Account
Balance Excluding Grain Exports, 1900 - 39

ki

Change in Rate of Change (excl. grain exports) in
Year Non-grain Merch. Exports Merch, Balance Current Account Balance
(%) _ (% ' (%)
1901 + 3.7 - 0.6 - 0.5
02 + 8,9 - - 2.6 L= 1.3
03 + 6.5 -17.8 ¥ w13,9
oh w]Ze2 - 9.k = 7.9
05 +10.5 + Okt - 2,8
06 +20.0 - b7 ~ 5okt
07 e 6,2 22,7 -20,6
08 - 6,1 +24,9 +11.4
09 + 5.0 ~18.0 12,8
10 + 7.6 24,8 . =19.0
11 - 4,8 25,9 «23,0
12 +19.4 =20, 0 =20.5
13 +22.5 + 5.9 - 0,6
20 - 5.6 «149,0 -40, 8
21 -L0.6 +2l, 0 +19.3
22 +10.6 +22.1 +18,1
23 +15.3 - 8.1 - Sl
2k + 1.8 +15,.3 +13.5
25 +16.0 + 4.0 + 2.9
26 + 1.6 ~10.5 - 7,8
27 - 2,1 «=10.5 - 7e3
28 + 2.4 =127 - 9,0
29 + 5.8 - 2.1 = 3,6
30 22,5 + 8.8 + 4,9
31 -27.1 +28.0 +20.3
32 20,7 +15,.4 +.8.3
33 +15,1 +20.9 +13.8
3k +27.5 + 1.7 + 6,3
25 +15.5 + 8.5 + 5.5
36 +19.4 + 5.7 + L.k
37 +27,2 + 4,0 + 3.h
38 "'1-307 + 005 Rad 207
39 + 7.0 - 1ol + Q.2
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Merchandise Exports, Imports and the Balance of Merchandise Trade, 1947 = 56

Year/ Non-Grain _Grain Exports_ _ _ Total Exports Merch, Trade Index of Merch.
Quarter Exports actual 5 yr. avge., (incl 5 yr.avge.) Imports Balance Trade Balance
(fmizl)y  (Bmill)  ($mill) (mil1) (Bmill) ($mill) (%)
4e 1V 2358 Lho 503 2861 2041 - 820 33,4
L7 I 2390 Lis 521 2911 2234 677 26.3
ITI 2500 Loy 512 ' 3012 2Lk 518 18.8
I1T 2539 532 508 3047 2679 368 12.8
IV 2614 530 515 3129 2813 316 10.6
48 I 2711 527 518 %229 2824 Los 13,4
IT 2773 L&8 507 2280 2808 L72 15.5
III 2889 430 509 33983 2833 565 18.1
v 2021 Lak 520 3541 2877 664 20.7
ho I 2996 Lol she 3538 2957 581 17.9
IT 2971 Shl 560 3531 3028 . 503 15.3
III 2881 601 569 3450 3002 Lh8 13,9
v 2821 610 588 3409 2949 460 14,5
50 I 2829 595 619 ZLLE 2938 510 16.0
II 2876 565 654 3530 2998 532 16.3
IIT 2992 529 662 3654 3176 478 14,0
: v 3098 L83 697 3795 3433 362 10.0
50 I 3235 504 732 3967 . 3761 206 5.3
IT 3385 526 4L L3129 - 4172, - 43 - 1,0
IIT 3567 615 - 7hy L31h Lh69 ~155 - 3.5
v 3741 710 745 L4486 Liss 31 0.7
52 I 3922 i 746 L6638 Lhol 264 5,8
II 4008 829 746 L5k L202 552 12.3
IIT 3938 918 752 L6590 4060 630 1.4
Iv 3872 1000 753 Le2s L229 - 396 3.9 :
53 I 3776 993 758 L5zl L3hs - 189 . k.2 4
. IT 3736 1012 755 Loy 4529 - 38 - 0;8.
TII 3754 998 759 4513 Lel6 133 - 2.9
v 3700 914 77L L1 L5836 115 - 2,5
54 I 3659 9C0 772 4hza 4508 - 77 - 1.7
IT 3652 785 760 Liip 4Loo 12 0.3
TII- 3703 670 756 LL59 4280 179 L
Iv 3784 618 730 Loyl Loz ko 565
55 I 2894 619 705 4599 4328 271 6.1
T - 4033 603 672 » 4705 Lhips 280 6ol
ITT 4193 591 672 L8365 L661. 20k L,3
IV L350 535 658 5008 4958 50 1.0
56 I Lh50 538 633 5083 5253 ~170 - 3.3
IT Lsi8 618 618 5166 5671 =505 - 9.3
IIX L6317 681 621 5238 5878 ~640 ~11.5
-120 9

IV 4709 732 62k 5333 6067 -73k4
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Non-merchandise Receipts, Expenditures and Balance and Total Current Account Balance, 1947 - 56

-
HNWVO OO NMHWNWUWNHFWUOIWO NIV USTWwW O\

Year/ - — — — _ _ Non-merchandise _ _ _ _ _ _ .  _ e Total Current Account  _ _ _ _ _
Quarter Receipts Exnends Balance Index Receipts Expend. Balance Index
(fmill) (Fmiil) (Fmill) (%) (Bmill) ($mill (fmiil) %
L6 IV 527 718 =191 ~30,7 3388 2759 629 20.
yp I 519 2L2 -223 ~35,4 3430 2976 Lk 14,
T kg7 79L -297 ~46,0 3509 - 3288 221 6o
ITI 517 815 -298 ~ltlt 77 3561 zhol 70 2e
IV 545 813 -268 ~33.5 3674 3626 L8 Lo
48 I 557 760 -203 ~-30,8 3786 3584 202 5.
IT 598 776 . =178 -25.9 3878 3584 . 29k 7.
IIT 642 759 -117 ~-16.7 Loko 3592 , LL8 11,
v 633 768 -130 ~18.5 4179 3645 534 13,
L9 I 649 796 ~147 -20.3 4187 3753 L3k 10.
1T 654 854 ~200 ~26,5 4185 . 3882 303 7o
IIT 637 912 -275 ~35.5 4087 3914 7 173 L,
IV 628 925 -297 -38.2 Lo3z7 33874 163 L,
50 I 594 959 -365 -47.0 hoka 3897 k5 3
II 586 9Lz -357 ~L5,7 L116 3941 175 L,
IIT 577 57 ~380 -59,5 L231 4133 - 98 2e
: Iv 593 1077 8L -58,0 4288 L5310 ~122 - 2
51 I 611 1113 -502 ~58,2 L5738 - L87L ~296 - 6,
IT 602 1113 -511 ~59,6 L7321 5285 =554 =11,
TIT 622 1164 -5h2 ~50.7 L9z6 5633 -697 ~13,
Iv 635 1148 =513 ~57.5 5121 5603 ~h82 - 9
52 I 623 1136 T =513 ~58.3 5291 5540 -249 -4,
IT 641, 1151 -~510 =56.9 5395 5353 L2 " 0.
IIT 640 1165 ~525 ~58,2 5330 5225 105 2
IV 671 1170 =499 -5k, 2 5296 5399 ~103 -1,
53 I 685 1178 -493 =52,9 5219 5523 ~304 ‘- 5,
II 687 1202 -515 ~54.5 5178 5731 -553 -10,
III 723 1213 ~490 ~50,6 5236 5859 -623 ~11,2
v 727 1202 =475 ~kg,2 5198 5788 =590 -10.7
sk I 728 1218 ~490  =50.4 5159 5726 =567 -10,4
II 739 1219 -4+80 <48, 0 5151 5619 ~463 - 8.7
TII- 732 1231 ' -499 ~50,8 539l 5511 =320 ~ 6,0
CooIv 721 1277 ~556 =55.7 5235 5549 ~314 - 5.8
55 I 717 1346 ~629 -61.0C 5316 5674 ~358 - 6.5
IT . 735 1365 -630 -50,0 5440 5790 ~350 - 6.2
TII . 755 ‘ 1L09 654 ~60.4 5620 6070 =450 - 7.7
v - 77k 1433 © =659 -59,7 5782 6391 -609 -10.0
56 I 796 1452 ~656 ~58, 1 5879 6705 -326 ~13.1
T 806 1502 - -696 ~60.3 5972 7173 ~1201 ~13.3
ITT 818 1576 ~758 ~63,3 6056 7L5h -1398 ~20.7
v 805 1611 -806 66,7 6138 7678 ~1540 -22,3
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Receipts, Expenditures and Balance for Travel, Interest and Dividends and Other

. Non-merchandise Trlnsactlons 1947 - 56
millions of dollars

Year/ — _ _ _ _ _ _ Travel _ _ _ _ _  _ .__ Interest & Dividends = _ _ _ _ _ _ Other _ _ _ _ _
Quarter Receints  Expend. Balance Receipts  Expend. Balance  Receipts. Expend. Balance
4e IV 221 135 86 70 312 -2k2 236 271 - 35
b7 I 215 138 . 77 76 3h2 -266 228 262 - 3k
II 212 154 58 72 372 ~300 213 268 - 55
IIT 250 174 76 63 353 ~290 204 288 - 84
Iv 251 167 3k 6k 337 ~273 230 309 - 79
L8 I 253 161 92 61 298 ~-237 2L3 301 - 58
I ‘257 150 107 63 319 -256 278 307 - 29
IIT 274 135 139 68 315 2k 300 309 - 9
v 279 13k 145 70 325 ~255 289 309 - 20
Lo I 279 140 139 72 340 -268 298 316 - 18
II 289 158 131 81 372 -291 - 284 32k -~ 4o
III 286 182 10k 80 395 -315 271 335 - 6k
Iv 285 193 92 80 390 =307 260 k2 - 82
50 I 285 199 86 80 Log ~329 229 351 -122
II C 276 203 73 83 386 =306 230 354 =124
III 271 213 58 ol 384 -301 223 360 ~-137
: Iv 275 226 ho 96 Los ~381 22k 376 ~152
51 I 275 2Ll 31 95 481 - =385 240 388 148
II 275 260 15 97 Lsy -362 232 396 ~16kL
TII 280 277 3 115 vl ~374 L5 L6 ~171
v 27k 280 - 6 117 L2 ~337 246 416 -170
52 I 275 289 -~ 14 125 Lzl =317 231 - L1z ~-182
II 277 312 - 35 133 Lok -299 239 Lis ~176
IIT 276 326 - 50 152 k28 -295 231 L1y ~-180
Iv 275 3kl - 66 161 L1z ~261. © 2hkh o is ~-172
55 I 277 346 - 69 161 L1z -256 - 2hy bis -~ -168
- II 281 34l -~ 63 157 L=z 270 2hs La7 - 182
III 297 358 - 61 164 L20 =263 269 435 ~166
IV 302 365 - 63 161 406 =242 260 .7 k31 -171
54 I 300 362 - 62 161 L3 247 267 LLg -181
IT 302 369 | - 67 161 koo ~-239 276 450 174
III- 302 379 - 77 147 Loz -2kl 269 k50 ~-181
Iv 305 389 -~ 8k 149 Lol -271 269 Lok -195
55 I 307 Loz - 95 1k9 Lol ~315 261 480 -219
IT - 314 419 -105 © 153 Les -316 272 481 -209
IIT 324 Ll 0 =117 161 k&9 -316 278 k99 -221
IV 328 hho - 121 172 L3 312 284 511 -227
56 1 328 L6k ~136 172 460 ~288 296 528 -232
II 327 478 -151 178 hos -297 - 301 549 =248
IIT 336 Lol =155 176 513 ~337 306 572 ~266
Iv 337 Lkod ~161 142 520 -382 326 589 _263
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Rates of Change in Current Account Components, 1947 - 56

Year/ Merch. Merch., Non~merch. Non-merch. Merch. Trade  Non-merch, Curr, Account
Quarter Exports Imoorts Recelipts Lxpend. Balance Balance Balance
Lo I +7 o 0% +37 3% ~-541% +13. 0% 22, 5% =20, 1% 22055
IT +13,8 +46.6 ~17.0 +28,0 =239 L6,k ~28.2
III +14o 6 +29.7 +16, 1 +10,6 =21,k -0.6 =17.k4
Iv +10,8 +20,0 +21.7 =100 ~7.1 +17.8 -2.5
L8 I +12.8 +1.6 +8, 8 -26,1 +11.9 +38,9 +16.8
II +663 -2.3 +29. 4 +8.4 +8,8 +14,9 +9.9
IIT ° +1lh.h +3.6 +29, It ~8.8 +12.1 +35.2 +;6.3
Iv +16.8 +6.2 -265 +4,7 +12,5 -7k +8,9
kg T -0l +11.1 +6.9 . +1k,6 ~-10.3 ~9.5 . ~=10.1
IT -0,8 +9,6 +3,1 +29,1 ~9.6 ~28.7 ~13.1
III ~0o2 ~30 k4 ~10L & 427.2 -6.8 -39.3 -12.9
IV "408 “‘701 "5b7 +507 ‘ +105 . "1193 ""loo
50 I +h,6 1.5 -21.7 +1k.7 +6.3 ~35,0 -1.8
II +8.3 +8.2 =S & ~6,7 +2,7 +,2 43,0
IIT +14.0 +23,7 ~6,1 +5.9 -5.5 -12,0 C =7.5
Iv +15.4 +32, L +11,1 +50,2 13,2 ~51,9 . ~20.4
51 I +18,1 +38,2 +12,1 +13. 4 -18,7 -3,5 -15.2
: II +16.3 +43,7 ~5,9 - ~2l4,9 4,2 -21.2
IIT $17.9 +28.5 +13:3 +18,3 : =10.5 . =142 ~11.1
IV +15.9 ~1.3 +3, 4 5.5 +16,8 +13.0 ‘ +16.2
52 I +16,2 =l 6 ~7.6 Lo 2 +20.7 - +1743
II +7o k4 ~18.3 +11,6 +5.3 +25,6 +Lok +21,6
II1T 5.4 =13,5 -0.6 +4,9 +7,0 ~6.7 +ht,7
v ~5.6 +16.6 +19, 4 +1.7 -21.3 +11.4 -1547
53 1 =79 +11,0 +843 42,7 -18.7 +2,6 =15,0.
I -3,8 +16,9 +1.2 +8,1 =20.3 o =184
III "2'109 +lOo}+ +2160 +307 "'8.1":‘ +1035 . "‘50 l
v -3.8 ~5,2 +2,2 ~3,6 +1,6 +6,2 +2.4
5L I -3.6 -6.8" +06 5 +5.3 304 -6.2 +1.7
IT -1.7 -9.4 +6,0 +0.3 +8,0 +,1 +703
ITI +4,2 ~10.9 - -3.8 +3,9 +15,2 768 +11.0
TV +4,9 ~0.7 ~6,0 +14,9 +5.8 -23,0 +0.4
55 I- +7.5 +5.2 "t =242 +21,6 42,6 -28.8 =32
TooIm 0 +9.2 +9,0 +10,0 +5.6 0,8 -0.4 +0.6
TTT +13.6 +21.3 +10,9 +12,9 -65 ~9,0 ~7.0
v - +11.8 #25,5 +10,0 +6,8 ‘ ~12,6 -1.8 ~10,7
56 I . +6.0 +2%,8 +11, 1k +5,3 ~17.3 +1.1 -14,0
II 6.5 +31.8 +5,0 +13,8 -25.3 ~14,0 ~23.3
IIT +5,6 +14,6 +6,0 +12,7 -9.8 -21.1 -11.8

Iv +7.3 +12.9 : ~64 b +8.9 . 6.7 -16.0 . -8,3
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Appendix b - Jladble \xXaL/
Merchandise Exports, Imports and the Balance of Merchandise Trade, 1957 =~ 66

Year/ Non=Grain _ Grain Exgortg - Total Exports Merch., Trade Index of Merch.
Quarter Exports Actual. 5 vr.avge. (incl 5 yr.avge.) Importis Balance Trade Balance
($nill) ($mill)  ($milld) ($mill) ($mill) (Bmill) (%
57 I L763 732 621 5384 6164 ~780 -13,5
IT L4807 634 617 , 542Lk 6153 ~729 -12.6
IITI L4896 587 619 5515 6155 ~640 ~11.0
v kool 562 616 5537 6003 466 - 8.1
58 I 4893 571 616 5509 5811 - =302 - 5.k
. II 4873 648 622 5495 5621 =126 - 2.3
IIT Lok 637 625 5419 5465 - L6 - 0.8
v 4805 643 620 5425 5526 -101 - 1.8
5 I Y 645 626 5393 5594 ~20L - 3.6
II 4887 615 637 5524 5803 -279 - 4,9
IIT Loso 610 6hl 5604 6003 - -399 - 6.9
v 5108 611 660 5768 6097 ~329 - 5.6
60 I 5349 607 659 > 6008 T 6218 ~-210 - 3.4
IT 535k 565 673 ' 6027 6179 =152 - 2.5
IIT 5438 565 679 6167 6107 60 + 1.0
v skl 562 678 6112 6073 29 + 0.6
61 I 5407 571 688 6095 6011 8l + 1.4
I 5476 640 728 6204 o 5986 218 + 3.6
IIT 5560 731 751 6311 6099 212 + 3.k
IV 5728 - 809 786 651k 6284 230 + 3,6
62 I 5848 827 832 6680 6433 ol + 3.8
IT 6030 832 8ko 6879 6631 - 248 + 3,7
III 6181 754 857 7038 6780 258 + 3.7
B 6313 738 870 7183 6798 385 + 5,5 -
63 I 6405 743 888 7293 6813 480 + 6,8
1T 6570 737 936 7506 6361 : 6Ls T+ 9,0°
- ITII 6710 781 950 7660 6975 685 + 9,4
IV 6877 922 968 4 7846 7227 619 + 3.2
64 I 7046 1005 1005 8051 7518 533 + 6,8
1T 7342 1157 1021 5363 7874 489 + 6,0
IIT 7573 1330 . 1032 8605 8055 550 + 6,6
v - 7811 1216 1055 8866 8216 650 + 7.6
65 I 7993 1138 1070 9063 8koc 663 + 7.6
IT 8137 983 1058 9195 8590 605 + 6,8
III - 8362 8h2 1105 oke7 8885 582 + 6.3
Iv 8557 99k 1135 9692 9388 20k + 362
66 I 8928 1036 1143 10071 9755 316 + 342
1T 9253 1135 1092 10345 10206 139 + 1.4
IIT 9524 1320 1083 10607 10594 13 + 0.1
Iv 9970 1237 1076 11046 10927 119 + 1.1
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. Appendix B -~ Table (xii1i)
Non-merchandise Receipts, Expenditures and Balance and Total Current Account Balance, 1957 - 66

Total Current Account

B e T I it R el et e e g e e T e

Tear/ — = — — — — Non-merchandise _ _ _ _ _ _ _

Guarter Receipts Expend. Balance Index Receipts Expend. Balance Index
($mill) ($mill) (Pmill) %) ($mill) ($mill) ($mill) (%)

57 I 835 1651 T - 816 ~65,6 6219 7815 ~1596 -22.7

II 867 1727 - 860 ~66.3 6291 7880 -1589 =22.4

IIT 883 1760 - 877 664 6398 ‘7915 =1517 -21.2

v 877 1787 - 910 ~-68.3 6414 7790 -1376 ~19.4

58 I - 874 1792 - 918 -68.9 6383 7603 ~1220 ~17.4
IT 853 - 1787 - 934 -~70.8 6348 7408 ~1060 =15,k

III 835 1816 - 981 74,0 625k 7281 -1027 -15.2

v 875 1849 ~ o7k -71.5 6300 7375 ~1075 ~15.7

59 I 872 1888 1016 ~73.6 6265 72482 -1217 ~-17.7
II 899 1912 ~1013 ~72,1 6423 7715 -1292 ~18.3

IIT 963 1949 ~ 986 ~67,7 6567 7952 -1385 ~19,1.

Iv 959 1996 ~1037 ~70.2 6727 8093 ~1366 ~18.4

60 I 976 2018 ~1042 69,6 693k 8236 -1252 ~16.5
II 986 2063 =1077 ~70,6 7013 8ak2 ~1229 =16.1

III 9ol 2082 ~1088 =70.7 7161 8189 ~1028 =134

v 1009 2074 ~1065 ~69.1 7121 81h7 ~1026 13k

‘61 I 1030 2134 ~1104 -69,8 7125 - 8145 ~1020 =13.4
: IT 1065 2157 ~1092 ~67.8 7269 8143 - 874 ~-11.3
IIT 1103 2183 -1080 65,7 741l 8282 - 868 ~-11.1

v 1127 2221 ~1094 =65.4 7641 8505 - 86k «10,7

62 I 1127 2216 -1089 ~65,2 7807 8649 - 842 ~10,2

1T 1146 2280 113k ~66,2 8025 8o11 - 886 -10.5

IIT 1204 2257 -1053 -60.8 8242 9037 - 795 - 9.2

v 1246 2252 -10C6 ~57.5 8h29 9050 - 621 - 7.1

63 I 1264 2269 -1005 ~56,9 8557 9082 - 525 - 6.0
IT 1283 2238 - 955 ~5k4,2 8789 9099 - 310 = 3,5

IIT 1323 2275 - 952 ~52,9 8983 9250 - 267 - 2.9

v 1346 2346 ~1000 -5k, 2 9191 9573 . = 382 - k1

64 I 1389 2455 ~1066 =55,5 SLTIYg) 9972 . - 533 - 5.5
1T 1418 2523 ~1105 ~56,1 9781 10397 - 616 - 6.1

IIT 1468 2611 ~1143 =56,0 10073 10666 - 593 - 5.7

Iv - 1569 2705 ~1136 =532 10435 10921 - 486 - 4,6

65 I 1603 2739 -1136 52,3 10666 11139 - 473 - Lb,3
I 1665 2315 -1150 ~51.3 10860 11405 - 545 - k9

ITI 1779 2888 ~-1109 ~47,5 11246 11773 - 527 - k.6

v 1754 2948 ~1194 ~50,8 11446 12336 - 890 - 7.5

66 1 “1779 2979 ~1200"° =504 11850 12734 - 384 - 72

II 1836 3022 -1186 ~43.8 12181 13228 ~1047 - 8,2

III 1893 3084 ~1191 ~47.9 12500 13678 ~1178 ~ 9,0

Iv 1942 3171 1229 -43,1 12988 14098 1110 - 8.2

R o 41
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) Appendix B -~ Table (xiv) .
Receipts, Expenditures and Balance for Travel, Interest and Dividends and Other
Non-merchandise Transactions, 1957 - 66 (millions of dollars)

Year/  _ L. . Travel  _ _ _ _  _ _ Interest & Dividends = _ __ _ _ _Qther _ _ _ _
Quarter Receipts  Expend, Balance Receipts  Expend. Balance Receipts  Expend. Balance
57 I 342 505 ~163 129 534 ~405 364 612 ~248
II 353 51k -161 130 572 ~Lh2 384 641 ~257
IIT 359 523 ~164 137 587 - =450 387 650 ~263
IV 363 525 ~162 153 594 vy 361 668 =307
58 I 364 525 ~161 160 595 ~1435 " 350 672 ~322
. IT 364 523 -159 158 583 <425 331 681 . =350
I1T 353 536 -183 154 593 =439 328 687 . =359
Iv 349 542 -193 167 614 iRy 359 693 334
59 I 3h49 559 ~210 165 633 ~468 358 696 -338
II 358 563 -205 170 650 480 371 699 ~328
ITI 385 588 203 182 68 -466 - 396 713 ~317
IV 391 598 ~207 180 . 71 401 388 727 ~339
60 I . 395 600 205 184 671 =487 397 747 =350
IT o1} 624 ~223 180 679 -L99 Los5 760 =355
III Lo9 621 212 174 686 ~512 411 775 ~36l
Iv Loo 627 -207 171 656 -85 438 791 =373
"6l I L2z 637 ~214 177 vars =537 430 783 -353%
II k35 637 -202 197 - 725 -528 433 795 -362
11T 169 6Ll =175 204 736 ~532 4320 803 ~373%
v 482 6l2 =160 213 764 ~551 Lz2 - 815 -3833
62 I L89 639 ~150 203 736 =533 435 841 ~406
II 513 653 ~140 193 77k -581 i) - 853 ~113
III 555 630 - 75 193 770 -577 456 857 -401
IV 562 605 - L4z 202 783 -581 - 482 864 ~382
63 I 567 593 - 26 218 8ok ~586 " hwg . 872 -393
II 569 569 0 224 792 ~568 - 490 877 - =387
. III 597 576 21 227 808 -581 499 81 - =392
IV 609 585 2k 230 860 -630 507 . ool -394
6L I 617 621 - L 252 903 -651 520 . 931 <411
II 628 650 - 22 257 o2k -667 533 okg 416
III 654 684 . =30 267 962 ~695 547 965 ~418
v - 662 712 ~ 50 332 1010 ~678 575 983 =408
65 I 666 719 - 53 335 1031 -696 602 989 -387
II 684 751 - 67 351 1056 ~705 630 1008 -378
IIT - L8 789 - 41 370 1062 -692 661 1037 ~376
Iv 747 796 - 49 322 1086 =764 685 1066 =381
66 I 758 830 - 72 323 1073 ~750 698 1076 -378
II 784 851 ~67 - 328 1079 -751 72k 1092 -368
IIT 82k 889 - 65 310 1084 774 759 1111 -352

TV 840 903 -63 323 1135 - =812 779 1133 -354
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Appendix B = lable \(xv) '
Rate of Change in Current Account Components, 1957 - 66

Year/ Merch. Merch. Non-merch. Non-merch, Merch. Trade Non-merch, Curr. Account
Quarter Exports  Imports Receipts Expend, Balance . Balance Balance
57 I +3,8% +6,4% +14,9% +9.9% -3, 2% ~36 3% 5 b
II +3.0 0,7 +14.3 +18. 4 +3,5 13,9 406 Ut
IIT +647 +0.1 7k . 47,6 +6.1 562 +4,0
IV +lg6 "909 -2-7 +6ol +l2oO '."909 '3'7,9
58 I ~2.0 -12,8 -1k +1,1 +11.5 2.k +809
IT -1.0 ~13,1 -9,6 -1l +12,6 C el 8 +9,2
III -5.5 -11,1 =84 +6.5 +5.8 ~1h.2 +1,9
v +0. b +4,5 - +19.2 | +7e3 ~, 0 +2,1 -2,8
59 I -2,k +k,9 1ok +8o 1t ~7.3 -12,3 B
I1 +9,7 +14.9 +12. k4 +5,1 -5.6 +0.9 4,3
IIT +5,8 +13.8 +28.5 +7.7 -804 +7.5 562
IV +11,7 +663 -1,7 +9,6 +4,8 =139 +1,0
60 I +l6.6 +7.9 +7ol ’*‘)‘“o L{ +709 _163 ' +6ol
IT +1.2 2,5 +4,1 +8,9 +3,8 =93 +1.2
IIT +9,3 =ty 7 +3,2 +3,7 +13.8 ~269 +10.5
IV ~3.,6 2.2 +6,0 -1,5 -1,k +6,0 +00 1
61 I 1.1 4,1 +843 +11.56 +3.0 © =10.0 . +0s3
: IT +741 =l,? +13,6 4,3 +8,8 +3,0 +7.6
IIT +669 +705 +14,3 +4,8 =00 & +3,0 +063
IV +1248 +12,1L +8.7 +7.0 +1.1 =3,k +062
62 I +loe 2 +9o 5 el "'Oa 9 'E'lo O +102 +lo l
TI +11,.8 +12.3 +6,7 +11,6 +0,1 =106 2.1
IIT 49,2 +9,0 +2002 =4, 0 +0,6 +18,8 +4o3
Iv +8.2 o +14,0 ~0,9 +763 +10,83 - +8,0
63. I +6,1 +0,9 +5,8 +3,0 +5.4 40,2 +ha b
TI +11,7 +248 +6,0 ~5.5 +9,3 +11,3 49,7 :
IIT +8,2 +6.6 +12.5 +6,6 2.2 +0,7 +1.9 Cw
v +9,7 1k, 4 +7.0 +12,5 -3,6 ~10,5 ~5.0
6L I +10, Lt +16,1 ~  +12,8 +18,6 ~lt,5 -14,0 ~603
II +15.5 +18.9 +8,3 +11,1 202 8,0 ™ =304
ITI +11.6 +902 +1h, 1L +13.9 +3.0 -766 40,9
I +12.1 . +8,0 +27.5 +1h 0k .7 +1,% +h,1
65 I - +8.9 +9,0 +8.,7 +5,0 +0,6 - - +0.5
. ¢ " 45,8 +9,0 +15.5 +11.1 ~2.6 -2.5 ~2.6
IIT +11.8 +13.7 27,4 . +10, 4 =1,0 +7,2 +0.6
Iv - +9.5 +22.6 ~5,6 +863 -11.9 14,5 ~12.4
66 T +15.6 +15.6 +5,7 4,2 +0,5 -1.0 +0.2
IT +10,9 +18.5 +12,8 +59 ~7.0 +2,3 -5.2
IIT +10,1 +15,2 +12,4 +8,2 -4, 8 0,8 4,1

Iv +16.6 +12,6 4104 +311.3 +3,S 6,0 +2.0

— " - : e Tt
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Appendix B - Table \xvi)
Current Account Components as a Percentage of GNE, 1926 - 66

Merch. Trade

Merch. Merch. Non-merch, Non-~-merch. Non~merch.

Exports Imports Balance Rec eiEts Ixpend. Balance
2698 20-9 509 502 809 "507
2L"08 .2193 305 593 807 "'301'"
22,7 22,6 0ol 5.3 8ok ~-3,1
21,2 22.5 -1.3 5ol 8.9 -3,5
1802 1837 "005 ‘ 503 907 "1'4‘03
15.9 13.8 2.1 5.4 10.2 b, 7
16,1 12,2 L,o 5ok 11.5 -642
18,9 12,2 6.7 4,8 » 11.2 ~5,.k
20,9 14,1 6.7 5,2 9,8 ~,6
21,6 14,1 7.5 5.2 9.5 -4, 3
22,8 15,1 7.7 5.6 10.1 -4, 5
2k Lt 17.0 7.k 55 9.3 368
22,0 14,3 7.6 5.0 9.6 4,7
21,8 15,3 6.6 L,o 9,1 =l 3
24,0 17.1 6.9 L,5 6.2 ~1.,6
23,7 21,3 2.4 4,6 6.4 1.8
23,4 19,0 L b L L 5.2 =069
20.8 18,0 2.8 4,0 5.8 ~1.8
21,0 19,0 2,0 3.6 63 2.7
21,5 21,3 002 3.1 5.6 =265
19,8 18.1 1.7 2.8 5.1 -2e2
18,1 18,6 =045 3,0 4,9 1,9
18.0 17,0 1.0 2.9 S.1 -0 2
18.5 18,3 Co2 2,9 S5e3 -2k
17,7 20.1 -2,k 2,7 563 ~2.6
17-3 1807 "le}+ 297 5a5 "20'8
16.4 16,7 «0e3 2.6 5.5 ~-2.9
l6¢5 17.4 "‘009 207 597‘ "3.0
l6¢8 1607 Ool 267 507& "340
17.2 16,6 0.6 2.9 5.9 -2,9
17,7 16.8 0.9 3.0 5.6 ~2,6
18,2 16,7 Lol 3ol Selt -263
18.7 17.3 1ok 3.3 5.7 -2,k
18.5 17.9 0.6 303 5.6 ~2e3
19.1 18.9 0.2 R 5.5 T =2.1

COMTTT
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Appendix C - Table (i) '
Descrlptlon of the Business Cycle in Canada, 1869 -~ 1900

- 4

Year Economic Activity
1869 moderate expansion
70 expansion
71 strong expansion
72 continuing strong expansion
73 expansion

7h levelling in the rate of expansion, peak in latter half of year
75 contraction

76" contraction

77 contraction

78 contraction -

79 contraction, revival towards the end of the year
80  expansion

81 uneven expansion

82 expansion, peak sometime after the middle of the year
83 moderate contraction

84 continuing mild contraction, lessening towards the end of the year
85 revival early in the year, moderate expansion
86 moderate expansion
87 peak early in the year, mild contraction
88 revival early in the year, moderate expansion

89 lessening expansion, stagnation in some sectors by year-end ,
90 further slowing in expansion, mild contraction after middle of year
91 continuing dullness early in the year, revival about mid-year
92 moderate expansion
93 rapid transition to contraction early in the year
9k contraction, slight revival after mid-year
95 very mild & incomplete expansion in first half, then slight contr.
96 continuing moderate contr., some signs of improvement by year-end
o7 revival early in year, moderate expansion strengthening through year
98 strong expansion
99 strong expansion

1900 continuing expansion, slight contractlon in latter part of year

Source: Willard Thorp, Business Cycle Annals (New York: National Bur-
----- eau of Economic Research, 1926).
Edvard J., Chambers, '"Late Nineteenth Century Business Cycles in
Canada'", Canadian Journal of Economics and Political Science,
XX¥% (August 1964).

T T
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Appendix C - Table (ii)
Business Cycle Indicators, 1869 - 1900
T .'f
Quantitative Approximation of

- aa  bo3  Gam b a=p  Emm — — mds e ww

Calendar Years Taylor Buckley Index

Fiscal — W4lt Twon " WL T TuinT LW Tndex of of Urban Bldg.’
Year  Years method method  Prosperity Activity
1869 0 0 * ’ 50
70 + + + T 61
71 + + + 108
72 + + + 104. 4 7h
73 - + + + 106,1 82
7k 0 0 + 108.9 86
75 - - - 106.2 7k
76 - - - 102.5 bk
77 - - - 9908 34’
78 - - - 98.9 25
79 - - - 96,6 2k
80 o] 0 +4 96,4 21
81 + + + 99.6 25
82 + + + 103.7 23
33 0 - - 103%.9 26
8l - - - 100.7 32
85 0 0 + 98,7 kil
86 + + + 99.1 71
87 0 - - 99.9 123
88 0 + o+ 99.9 112
89 + 0 + 99,2 126
90 0 . 0 - -99.7 115
a9l 0 0O - 99.7 111
92 + + + 101.1 . 1ok
93 0 - - 101.3 98
94 - - - 100.3 66
95 0 ) - 99.2 69
96 - - - 98.0 55
© 97 0 + + 98.0 6l
98 + + + 97.3 93
99 + + + 97.1 111
1900 + 0 + 99,3% 100

Source: K,W. Taylor, Statistical Contributions to Canadian Economic
““““““ History (Toronto: Macmillan, 1931), II.
K.A.H. Buckley, "Urban Building and Real Estate Fluctuvations
in Canada, Canadian Journal of FEconomics and Political Science,
XVIII (February 1952).

!

T T
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Appendix C - Table (iii)

Descrlptlon of the Business Cycle in Canada 1900 = 25

Ed

- W T

Fconhomic Activity

Expansion; very moderate contraction after mid-year
Revival early in the year; strong expan31on during the rest of

Strong expansion; some speculation accompanied by financial

4
’.'

Uneven expansion; certain sectors of the economy were depressed

Expansion; slackening by autumn; speculation and financial strine-

Short but severe contraction; some improvement by the end of year
Gradual revival; full expansion by mid-year

Continued strong expansion; all sectors active
Expansion continues until mid-year; gradual slackening gives way

Dullness early in the year gradually replaced by expansion
Strong expansion during first halfy; peak in the summer; contraction

Severe contraction, apparent in all sectors
Gradual revival in early part of the year; expansion
Fairly moderate expansion; peak in the summer; contraction by
_year-end : -
Mila contractlon, revival towards the end of the year

Year
1900
01
the year
02
distress late in the year
03 Continued expansion
ok
05 Strong expansion
06 Continued expansion
o7
gency lead to panic
08
09
10 Expansion
11 Strong expan81on
12
13
to contraction
19
20
by year-end
21
22
23
24
25 Bxpansion
Source:

P L]

Willard Thorp, Business Cycle Annals (New York: National Bureau
of Economic Research, 1926),

K.A.J, Hay, "Early Twentieth Century Business Cycles in Canada',
Canadian Journal of Economics and Political Science, XXXIT
(August 1966).

Edward J. Chambers, "Canadian Business Cycles Since 1919", Cana-
dian Journal of Economics and Political Science, XXIV (May 1958).
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. Appendix C - Table (iv)
~ Diffusion Index of Changes in Business Cycle, 1900 - 39

. 4

Bank clearings ' Value of

(1902--23) Current Value of - clay bricks
Ch., bank & bank debits loans in. . new & repair & cement
Year Cdn. deposits (1924--39) Canada . construction produced
(1926=100)
1900 15.2 28.4 16.9 15,0
o1 7.2 1 29,8 1 16.8 0 15,7 1
02 18,9 1 13,4 33.3 1 21,3 1 19,0 1
0% 20,3 1 b2 1 39.6 1. 27.6 1 20,8 1
ok - 23,3 1 14,4 % b2,7 1 3L.3 1 21,6 ¥
05 26,2 1 17.5 1 Lp,2 1 36,0 1 30,0 1
06 30.2 1 20,8 1 56,6 1 Ls5,0 1 37.2 1
07 28.9 0 22,6 1 57,4 % 51,2 1 4.1 1
08 32,8 1 21.8 0 52,8 0O 45,8 0 35,0 O
09 39.4 1 27.3 1 61,1 1 56.3 1 52,1 1
10 k2,5 1 32,1 1 69,8 1 6h. L 1 63.1 1
11 bo,7 1 38.6 1 79.9 1 76,1 1 72,5 1
12 52.3 1 ho L 1 920.8 1 84,9 1 90.7 1
S 5L.6_0 .. ho.6_ % . 8h,7 O 8.9 O . 9.1 Yo
18 91,0 70,7 11.0.9 79. 4 49,1
19 98,5 1 87.7 1 12h.4 1 87.9 1 76,5 1
20 98.k © 106.4 1 13,2 1 1k0.2 1 110.7 1
21 91,6 0 91,6 0O 121.0 0 89.8 © 99,8 0
22 88.1 © 85.5 0 109.8 © 88,8 0 112,6 1
2% 90.6 % 91,0 1 1043 0 99,1 1 04,5 0
2k oh L 1 89.4 © 96.8 © 98.4 0 97.9 0
25 g7.b P 92,6 % 93.1. O 99,1 % 102,32 1
26 100.0 % 1000 1 100,0 1 100.0 % 100.0 ©
27 108.8 1 116.1 1 111.6 1 1114 1 109.2 1
28 114,31 138.6 1 126.9 1 133.7 1 122.9 1
29 112,10 141,.7 % k6 1 148,81 139.9 1
30 105.1 0 113.4 © 118.4 0 13%2.0 © 119.2 ©
31 102.2 0 95.0 0 111.,5 0 108.1 © 102.,9 0
32 95,2 0 72,9 0 29,4 © 69.7 O kh,6 0
33 95.4 1 83,1 1 92,6 0 54,5 0 29.0 0
3h 101.2 1 20,1 1 86,5 0 63.1 1 36,1 1
35 109.0 1 95,6 1 84,5 © 70,3 1 36.5 %
36 114,71 108.4 1 69.6 0O 78,0 1 kh,3 1
%7 117.9 % 106.4 0 77.2 1 96,1 1 58,7 1
38 123.4 1 97.5 O 83.1 1 90.9 O 54,2 0
1 100,1 % 99.0 1 93,2 % 57.2 1

TR
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Appendix C «~ Table (iv) (cont'd)

. Volume of ‘
Volume of Volume of steel-ingots Wholesale )
Railroad pig iron & castings..  Prices Number =~ Diffusion
Year freight produced produced (excl. gold) Expanding Index
. (1926=100)
1900 30,2 114 3.0 k7.9 B
0L 34,6 1 32,3 1 3.4 1 48,9 1 7 88
02 38,6 1 42,2 1 234 1 5.1 1 8 100
03 39.3 ¥ 35,1 0 2%.4 % 51.8 % 61 72
ot . 41,6 1 35.8 % 19.1 O 52,4 ¥ 6 67
05 47,3 1 61.9 1 52,0 1 sh.O 1 9 100
06 52,2 1 70,6 1 73,5 1 Sh.2 % 8% ok
07 5.5 0 76,9 1 81,3 1 58.6 1 62 72
08 54,5 .1 744 O 67.7 O 58.5 0 2 .22
09 60.8 1 89.3 1 86.8 1 59.6 1 9 . 100
0 65.2 1 944 1 o946 1 60.2 ¥ & ol
11 72.9 1 108.2 1 101.5 1 62.2 1 9 100
12 87,3 1 119.6 1 110.2 1 65.4 1 9 100
_13 82,8 O 1z3.1 1 1345 1 6kO O N 23
18 1o4,0 141.0 215,5 127k
19 91,0 0 108.2 0 118,5 © 1341 1 6 66
20 104.,0 1 128.,6 1 141.8 1 155.9 1 8 89
21 8.2 o0 784 o 86.0 © 110.0 © 0 .0
22 88,6 1 50.6 0 61.8 0 97.3 O 2 22
23 96,6 1 116.2 1 113.6 1 98,0 % 6 67
oL 8,9 0 78,3 0 85.0 O 99,4 % 1% 17.
25 - 89:7 1 - 75,4 0 96.9 1 102.7 1 -5k 61
26 100.0 1 100.0 1 100.0 1 100.0 0 6 67
27 102,9 .1 93,7 0 117.0 1 97.7 O 7 28
28 115.3 1 137.0 1 159.1 1 96,4 © 8 89
29 112.6 O 1lh2,6 1 177.5 1 95.6 0 St 61
30 94,1 0 98.7 0 130.1 © 86.6 0 0 0
3 70.2 0 551 0 86.6 0 72.1 0 0] 0
32 55,3 0 19,0 0 L3,7 0 66.7 0 0 0
33 52,2 O 30,0 1 52.8 1 67.1 % L bl
3 62,0 1 53.5 1 97.6 1 7..7 1 8 89
35 62,8 % 79,2 1 121.3 1 72,2 % YA 72
36 69,4 1 89.6 1 143,7 1 7h.2 1 8 89
37 95,1 1 118.,7 1 180.7 1 83,2 1 Vi 83
38 69,3 0 93,1 O 148,8 0 78.2 0 2 22
39 79.2 1 99.8 1 1784 1 76.0 0 7 78

Source: M.C. Urquhart and K.A.H. B

et 32 ot ey B

ds., Historical Statistics
=\ -
Dle

U )
o A P, 1N
of Canada (Toronto: Macmillan, 19



' Appendix C - Table (v)
Actual as a Percentage of Potential Real Non-agricultural Gross Domestic Product, 1919 = 39
(base 1926 = 100) ~

Weighted
Price Index
(cons.prices Price Index const. 1926 dollars Actual real Potential

— e wn oy wnp” boe  wrms  mave oo

Net domestic GNP less & prod. (GNP less Net domestic GNP less non-agric. real Actual
income less net farm equip. ‘net farm income less mnet farm  GDP non-agric. as % of
Year agriculture income prices) _income) agriculture income 1926=100 1026=100  Potential
1919 89.6 103.5 86.6 86.6 88.1 98.3
20 lo2.1 119.8 85,2 85,2 91.3 93.3
21 81.7 110.0 ‘ 74,3 74,3 oL,5 1 78.6
22 83,2 100.6 ‘ 82,7 82.7 98.0 8h, L
. 23 88.4 100.4 88.0 88.0 101.5 86,7
2k 86,6 99.2 . 87.3 87.3 105.1 83.1
25 91,6 99.0 92.5 92,5 108.9 84.9
26  100.0 100.0 100.0 - 100.0 100.0 100.0 100.0 112.8 . 88.7
27 108.9 99.0 98.4 ’ 110.6 110.6 116.9 oL, 6
28 119.1 97.5 98.2 121.1 . 121.1 121.1 100.0
29 1264 98,6 99,4 127.0 127.0 125.0 . 101.6
30 118.5 97.6 97,2 121.9 121.9 129.0 - 94,5
31 - 101.4 89,6 91.2 111.0 111.0 133.1 ¢ 83.k4
32 82,0 83.2 - 82.7 99,0 99.0 137.4 s 72,0
33 75.8 79.6 , 81,1 : 93.5 93.5 141.8 65.9
34 8k.0 81.1 . 82.3 102.1  102.1% 146,4 69.8
35 90.2 81.7 82.7 108,9  108.% ™ 151.1 71.8
36 98.0 83.0 - 85.h 14,7 - 116.3 155.9 ¢ 74,6
27 109.6 85.8 87.7 : 24,8  127.1 160.9 79.0
38 ] 108.4 86.8 . 87.8 123.3 123.1 166.1 7h.2
39 116.1 86.% 87.4 , 132.8  129.5 1714 75.6

Source: M.C. Urquhart and K.A.H. Buckley, eds., Historical Statistics of Canada (Toronto: Maemillan, 1965).
T Dominion Bureau of Statistics, Indexes of Real Domestic-Product by Industry of Origin, 1935 -~ 61
(Ottawa: Queen's Printer, 1963).

CoTTImm Y
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Appendix C - Table (vi)
Other Business Cycle Indicators, l9OO - 39

Index of Investment _Taylor Index of Prosperity _

Year - 1926 = 100 Actual - Adjusted
1900 20 99.3 100. 4
o1 22 101.3 - , 101.2
02 24 . 103.1. 102,2
03 29 , 101.1 H 102.7
o4 32 99,8 : 103,0
05 39 , 99.7 1041
06 L6 , 101.5 105.0
07 55 100,6 105, 4
08 _ " 53 99.3 105.0
09 59 98.3 105.9
10 74 100, 8 106.8
11 . 87 T 105,2 - 107.9
12 103. 111.6 108.9
13 103 , 109, 8 108.5
19 51 -
20 68
21 64
22 89
23 8k
2h 74
25 80
26 100
27 112
28 127
29 155
30 122
31 85
32 36
33 26
3h 34
35 Lz
36 bl
37 ’ 60
38 : 53
29 57

Source: Dominion Bureau of Statistics, Canada Year Book, 1937 (Ottawa:

~~~~~~ King's Printer, 1938), p. 480. (index of investment after 1911
based on value of construction contracts awarded; linked with
estimates of gross fixed capital formation for 190013 from
A.X. Cairncross, Home and Foreisn Investment 1870-1913 (Cam~
bridge: Cambridge University Press, 1953).
K.W. Taylor, Statistical Contributions to Canadian Economic
History (Toronto: Macmillan, 1931) II, 4,

- Ty T



Appendix C - Table (vii)
Actual as a Percentage of Potential Real Non-agricultural Gross

Domestic Product, 1946 - 66

Index of real

Index of Pofential

Actual as % of Potential

277

non-agric, GDP real non-agric. GDP our ECC
Year 1949=100 © 1949=100 estimate estimate

1946 87.h4 90,1 97.0 97
L7 92,7 93,0 99,7+ 101
48 96,0 96,0 100.0 100
I 100.0 101,6 98. 4 98

50 106.5 1074 99.2 100
51 - 114,121 11%.6 100. 4 102
52 120.1 120.1 100.0 101.
53 126,.3 127.1 99,4 99
54 127.2 134,5 gL, 6 ol
55 -138,0 142,.3 97.0 97
56 150.5 150.5 100.0 100
57 153.4 159,2 96,4 96
58 154,6 166.1 93,1 93
59 1640 173.3 ok,6 95
60 166.6 180.9 92,1 9k
61 171.6 188,7 90.9 93
62 181,5 197.0 92,1 oL
63 191.1 205.5 93,0 95
6l 204,8 21,5 95,5 97
65 219,0 223,8 97.9 98
66 233.6 233,6 100.0 99

T
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Appendix C = Table (vii) (cont'd)

. actual as

- 3

Quarterly estimates

%

of potential

(100.1,
( 98.9,
( 99.6,

96.6,
99.5,
99.2,
92,0,
98.1,
102.2,
99.8,
100.3,
93.6,
96,6,
100. 2,
9774
93.3,
okL,6,
92,2,
90.5,
9203’9
92.6,
95.2,
97.2,

95.1, 96.2)

100.1, 100.0) -

99,9, 101.1)
98.1, 97.7)
100.2, 101.2)
99.5, 97.9)
99.8, 100,9)
99.1, 97.3)
ok.0, 94.5)
97°L;'Q 9706)
100.4, 100.1)
96.3, 93.3)
9293’ 9302)
k.5, 9h.6)
91.3, 90.7)
91.8, 91.7)

92,3, 91.8)

92,5, 94.3)
95.3, 95.7)
98,1, 99.1)
1 99,3,7100.1)

% change in real
non-agric. GDP

.
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Dominion Bureau of Statistics, Annual Supplement to the Monthly
Index of Industrial Production (Ottawa: Queen's Printer, 1966).

Index of Industrial Production April 1968 (Ottawa: Queen's

Printer, 1968).
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Appendix D - Table (i)
Dlspos1t10n of National Saving (ie Investment), 1926 - 66
(millions of dollars) =~

New Phys.
non=resid. change Govt,
constr. in non= New fixed - Curr.
and mach. farm resid. capital ) Total  Acct. GNE
Year & equip. invent. constr. form Residual Invest. Bal. (adij.)
1926 501 154 201 106 157 1119 112 5155
27 626 163 204 135 53 1181 . 0 5470
28 787 126 220 156 i3 1330 181 5867
29 931 146 230 183 =27 1463 . =300 6241,
30. 735 Ly 191 228 =2k 1171 283 5748
31 Lol =5k 158 182 =11l 636 =126 L7789
32 229 =127 90 125 =73 2y =85 3812
33 162 «68 72 85 =777 174 10 3545
3k 206 19 92 106 «101 2322 88 3989
35 262 3L 107 122 =99 L26  1h0  4z2h
26 327 68 131 116 =71 571 150 4698
37 L6g 113 164 176 «70 852 192 5371
38 Ly =21 148 162 w33 700 154 5255
39 8 101 174 154 =28 819 122 shsh
Lo 617 87 186 225 -98 1017 179 6575
Ly 845 120 2ho 380 =7k 1521  hoi 8370
L2 850 =202 21k 470 . =100 1232 54 9990 .
bz 667 28 220 547 ~131 1331 527 11296
L. = €33 =10 267 K18 =149 1159 =8 11985
L5 713 148 318 289 w197 1271 687 12294
L6 1020 360 368 286 =31, 2003 394 11938
47 1591 437 hob 355 27 290k L 13:8h
Y8 20000 © 8 609 L68 89 3261 473 15148
hg 2238 150 79k 507 L 3733  1k6 16422
50 2465 399 883 588 68 4ho3 =121 18064
51 2064k 564 895 780 90 5293 <489 20855
52 3518 90 933 1040 201 5380 74 23326
53 3832 - 351, 1166 978 =142 6185 =586 24645
- 5k 3552 =l0 1227 ok2 13 5694k <315 25073
55 3832 133 1378 1034 109 6486 556 27077
56 5248 808 1526 1260 =142 8700 -1458 30201
57 5926 305 1409 1382 =29 8993 =1368 32037
58 5212 -197 1763 1389 «101 8066 1106 32996
59 5160 b2y 173k 1523 3. 8869 1399 35028
60 5249 325 1443 1570 Lo 8627 «1043 36318
6L 5177 Lz9 1458 1537 15 8626 =93k 27857
62 5383 310 1577 1755 263 9288 -601  Loh35
63 5884 2kl 1707 1802 243 0880 =460 143180
D6k 9082 516 2021 18k ~2h 11436 -553 L7362
65 8527 905 212k 201k 6y 13834 =00h 52301
66 10322 777 2171 2597 =240 15627 -1368 57796

Source: '(Tables (i),(ii),(iii) and (iv) of Appendix D)
Dominion Bureau of Statistics, National Accounts Income and Ex-

penditure, 1926-56, 1962 and 1967 (Otfawa: Queen's Printer,
1958, 1963, 1968).
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Appendix D = Table (ii)
Disposition of National Saving (ie Investment), 1926 = 66

(as a percentage of GNE) - |

Govt.
New non-resid, Phys. change DNew fixed Curr,
constr. and in non-farm vresid. capital Total  Acct.
Year mach, & equip, dinvent, - constr., form. Residual Invest. Bal
1926 9.7 3,0 3.9 2,1 3,0 21,7 2.2
27 11k -+ 3.0 367 2.5 1.0 . 21.6 0
28 13k 2,1 368 2.7 0.7 % 22:7 =3l
29 14,9 2.3 367 2,9 0ol 23,4 <l 8
20 12,8 0,7 %03 4,0 0ol 20,4 ~b4,9
31 9,7 wl.l 363 3.8 =20l 133 =2.6
32 ) 600 "’5@3 201'!' 303 "’109 6el+ "’292
33 L,6 =1.9 2,0 2. =22 L,o 0.3
3l 5,2 0.5 203 2.6 «2,5 8.1 262
35 600 098 205 268 “'293 9e 362
36 7,0 Lok 2.8 2,5 «lo5 12,2 302
37 807 201 390 393 “103 1509 396
38 8oL ~Oolt 2.8 3ol «0.6 13,3 249
39 707 198 392 298 “055 1500 252
L{'O 99"!‘ 103 298 301'!' mla5 1505 207
LAl 10,1 1.5 2.9 Lo5 =0,9 18.1 5,9
L2 8.5 2,0 2.1 L7 ~1.0 12,3 0.5
43 5.9 0.2 1.9 4,8 -1,2 11,8 L7
L 5.3 ~0,1 2.2 3.5 wl.2 9,7 =0,1
L5 5.8 1.2 2.6 2.3 =1.6 10.3 5.6
46 805 3&0 391 291{‘ "‘003 l6e8 303
L7 12,1 363 3.7 2.7 0.2 22,0 0
48 13,3 0,6 L0 3ol 0.6 21,5 .31
4o - 13%:6 0.9 4,8 301 0.3 22,7 0.9
50 13.6 2,2 k.9 362 Ookt 2holt 0,7
51 .7 2.7 L3 367 Oolt 25,9 =2.3
52 15,1 Oolt L,0 L L =0,9 23,1 =003
53 1505 101“} Ll‘e? 1’*‘00 ""006 2501 c2eb‘
5k 14,2 ~0e2 4,9 367 0.1 22,7  =le2
55 k.2 0.5 5el. %8 Oolt 24,0 2,1
56 1?01{' 207 500 th "005 2808 "1‘1'08
57 18,5 0,9 L L b3 ~0,1. 28,1  =4.3
58 15.8 -0,6 5.3 b2 -0,3 2,5 =34k
59 1497 102 590 403 Oel 25e3 "'beo
60 14,k 0.9 L,0 4,% 0,1 23,7 =249
61 13,7 1.2 3,8 L1 - 22,8, =2.5
62 13.3% 0.8 3.9 4,3 0o6 22,9  =lo7
63 13%.6 0.6 3.9 h,2 0.6 22,9 =1.]
6l 15,0 1,1 4,3 3,9 -0,1 2,1 1,2
65 1693 le? L!'ol 402 . Ool i 263’4‘ "‘la9
66 17.9 1.3 268 -’-i-o,f/: ~0.h 2760 2ol

RS i)
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Appendix D - Table (iii)
Source of National Saving, 1926 - 66 (millions of dollars)

3

Pers. net Capital Undistrib. InVem,e Grain

saving - cons, corp. val. Govt. export - Total
Year (adj.) 2allow, profits adjust. saving adjust. Residual Saving
1926 450 567 194 L6 146 =16 -156 1231
27 185 611 231 29 166 11 «52 1181
28 164 671 277 1 223 u146 =47 1149
29 1k 717 231 -15 175 13, 28 1163
30 132 711 2 239 =13 56 Y25 888
31l =203 646 -119 172 -149 49 11k 510
32 =281 576 -158 109 =172 12 7% 159
33 269 528 -35 =22 ~107 12 77 184
34 =146 522 52 =39 -98 . 18 101 430
35 =79 531 85 «20 =65 14 100 566
36 16 555 145 =35 65 =95 71 721
37 108 59k 223 -87 25 10 71 1044
38 .17 60l 115 67 -l 55 2h 854
39 =37 637 1275 ~56 ol =1 29 okl
Lo 152 750 173 «].21. 143 - 99 1196
Ly hoh 89% 281 =156 Los - 75 2012
b2 3014 1043 365 ~1l22 - =-1114 - 100 1286
iz 1694 1037 31 =83 1252 - 131 1858
Ly 1866 1005 39 =52 2167 - 150 1151
hs 1871 968 376 =37  =1418 - 198 1958
Le 9l 993 188 =254 132 61 31 2397
7 562 1223 628 =571 1108 =15 2 2908
L8 866 1447 790 =506 1176 56 =89 373l
Lo 916 1673 587 =112 880 22 =117 2379
50 677 1913 752 w37l 1173 209 =63 L2g2
51- - 972 2203 662 =643 1765 - 35 - «90 - hook
52 912 2h22 618 106 1293 -2h7 202 5306
5% 1056 2673 729 =11 1153 -143 142 5599
5k 907 2905 571 86 811 112 =13 5379
55 736 2266 962 =189 1140 123 ~108 5930
56 1064 3642 113 ~233 1610 =108 14 72kh2
57 1276 Loo9 854 =78 1482 54 28 76;5
58 1759 3399 876 =35 332 =23 102 6960
59 1416 Look 986 =122 967 Lo =30 7470
60 1459 423 837 =70 853 116 =39 7579
61 1984 Lsho 763 =89 532 w23 =15 7692
62 2101 4892 96k ~120 901 132 ~263 8597
63 2379 5198 1127 -200 1112 L7 =243 9L20
6 2300 . 5600 1374 «]. 3] 1877 161 2k 10883
65 3001 6110 1438 w325 2539 141 =6l 12840
66 z72h 6623 1208 =32. 2945 = ~16L b1 1h259
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Appendix D - Table (iv)
Source of National Saving, 1926 - 66 (as a percentage of GNE)
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