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The advantage of a title as broad as the one heading our paper is that
it allows wide scope to pick among a variety of topics. We have chosen
to focus primarily on the answers to four related questions:

a) How closely were capital markets in the United States and Canada
integrated during the period 1951 to 1970?

b) How much of a problem has arisen from Canadian economic
policy because of changes in autonomous capital flows emanating from
events outside Canada or fortuitous events within — the much-
discussed classical transfer problem?

¢) To what extent has Canadian stabilization policy been hampered
or aided by mobile capital flows in the context of the Meade-Tinbergen
problem of reconciling internal and external balance?

d) How did the relationships prevailing during the flexible rate
period change during the subsequent fixed rate period from 1962 to
1970? We have examined the answers to the first three of these ques-
tions for the flexible rate period in considerable detail elsewhere, and
our account of them here summarizes this earlier work. 1 The vintage
has been fortified for present purposes by further econometric analy-
sis designed to reveal differences between the subsequent fixed rate
period, 1962-70, and the flexible rate period on which our previous
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analysis was based.? In addition we explore a number of policy
implications of our results to provide some sparkle for appeal to the
palates of those dircctly concerned with practical policy applications.
Consideration of Canadian experience since the early 1950s is re-
warding not only because ol its dircct relevance to contemporary
economic policy in Canada but also because of what it may suggest
about economic policy elsewhere in a world where international
capital flows have become much more important and where there is
an increasing disposition to countenance greater flexibility in ex-
change rates. In saying this we recognize, of course, that there are
important dilferences between the 1950s and the present and
between Canada and other countrics, which make it important to be
cautious about extending conclusions based on Canada’s historical
experience to the contemporary scene in Canada and elsewhere.

1. Capital Markets Under the Flexible Exchange Rate, 1951-62

An important feature of the flexible-rate period was the high but
imperfect degree of capital market integration that existed between
Canada and the United States. In quantitative terms, during this
period a 1 percent change in short-term intercst rates brought forth a
corresponding change in short-term capital flows in the same quarter
of about 8 percent; and a 1 percent change in long-term interest-rate
differentials called forth a change in long-term capital flows of rough-
ly 10 percent in the same quarter. It proved more difficult to esti-
mate the responsiveness of direct investment to differential rates of
return between the two countries. Some relatively weak estimates
suggest some responsiveness to differential rates of return but sub-
stantially less than for portfolio flows and short-term flows: the
estimated elasticity coefficient is 1.4. Much stronger evidence was
found of a relation between direct invesiment and changes in
Canadian GNP. In addition, direct investment flows seem to have
been influenced to an important degree by developments in parti-
cular industries — such as resource industries — the degree of
corporate liquidity, the level of domestic investment and competitive
opportunities in other parts of the world. Contrary to what is some-

2This additional work was made possible through financial assistance kindly provided by the
Federal Reserve Bank of Boston. We are indebted to Miss Deborah Driscoll of the Research
Department, Federal Reserve Bank of Boston, who helped to assemble data for the period after
1961 and supervised all the computations, and to Miss Pat Skene of the University of Western
Ontario, who also helped to dig out additional data and assisted to ensure the consistency of
various statistical series.
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times suggested by Canadian economic nationalists no evidence was
found to support the view that direct investment flows are highly
inelastic with respect to rates of return and other economic variables.

Further evidence of the high degree of integration prevailing
between financial markets in Canada and the United States was
found in the effect of U.S. interest rates on Canadian interest rates.
During the 1950s it appears that Canadian interest rates were more
closely linked to long-term U.S. rates via expectations than to expec-
tations about future short-term rates in Ganada.

The close but imperfect integration of financial markets in Canada
and the United States was also reflected in the responsiveness of
capital flows to exchange rate movements. During the 1950s
investors reacted strongly to a change in the exchange rate by
assuming it would be reversed, buying Canadian assets when the
exchange rate fell and selling when it rose. As a consequence, capital
flows tended strongly to stabilize the exchange rate. For example, a
1 percent depreciation in the exchange rate was typically associated
with a simultaneous increase of about 70 percent in short-term flows
and, within one quarter, of about 33 percent in long-term flows.

A major consequence of this high degree of capital mtegrdtlon was
that both the level and the term structure of interest rates in Canada
were closely linked to the United States, thereby considerably im-
pairing the ability of Canadian authorities to establish interest rate
levels independently. Allowing only for the effect of international
capital flows on the supply of capital, the leverage of monetary
policy on long-term interest rate levels may have been reduced by
about a third. If, in addition, one allows for the effect of expec-
tations geared to U.S. rates, this leverage may have been reduced by
as much as 80 or 90 percent. Much the same applies to short-term
rates. According to the evidence for the 1950s, short-term capital
flows reduced the leverage of monetary policy on short-term interest
rate levels by about 50 percent (the estimates range from 33 to 93
percent).

Adjusting to Autonomous Capital Flows

In our research we made a conceptual distinction between endo-
genous capital flows — influenced by short-term policy variables in
Canada — and autonomous flows not sensitive to ordinary shifts in
short-term policy.

For our purpose this latter category can usefully be subdivided
into several subsidiary questions:
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1. To what extent are flows of foreign direct investment comple-
mentary to and to what extent substitutes for domestic investment,
both within and among industries?

2. To what degree are capital flows requited via the current
account of the balance of payments in the absence of policy adjust-
ments?

3. To what extent are capital inflows inflationary?

In order to answer these questions it is necessary to measure the
marginal contribution of foreign investment to domestic capital for-
mation and then trace through the consequences of the marginal
change in capital formation for expenditure and the balance of pay-
ments. Two basic procedures were followed to illuminate these issues
for the flexible rate period. First, the lead-lag relationships among
various components of the balance of payments as well as various
domestic variables were examined. Secondly, the relationship be-
tween direct investment and capital formation was explored with the
aid of a simple investment model which allowed separately for the
contribution of foreign direct investment. Without going into the
details of these estimates, our conclusions may be summarized as
follows:

First, the lead-lag patterns leave little doubt that over the period
1951-62 changes in the balance of trade preceded changes in long-
term capital flows. This pattern is consistent with the notion of
export-led growth, made famous in the staple theory of Canadian
development, and with the notion that disturbances reflected mainly
variations in domestic expenditure and investment prospects. It is
not consistent with the view sometimes expressed that capital flows
served as a predominant source of disturbances in Canada’s balance
of payments.

Secondly, our evidence indicates that a dollar of direct investment
from abroad was typically associated with more than a dollar of
Canadian capital formation — usually between $1.50 and $3.00. The
timing of domestic capital formation did not coincide with the direct
investment, however, but typically was spread out over some three
quarters thercafter. When unemployment was high, less comple-
mentary domestic investment occurred and domestic capital for-
mation was at the lower end of the indicated range; and the opposite
was true when unemployment was low. The amount of comple-
mentary domestic investment also was less when the number of
take-overs of Canadian firms was high. Furthermore, it tended to be
low when foreign investment was directed to the mining and
petroleum industries in comparison to when it was directed to Cana-
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dian secondary manulfacturing industries. No evidence whatever was
found 1o support the view sometimes stated or implied by Canada’s
economic nationalists that foreign direct investment is largely a sub-
stitute for domestic investment.

Autonomous portfolio capital flows depress domestic interest
rates, which in turn stimulate domestic capital formation. On the
evidence we concluded that it probably took an extra $39 million of
Jong-term portfolio capital and roughly $27 million of short-term
portfolio capital inflows to depress domestic interest rates by 1/10 of
a percentage point.

Applying these estimates to balancc-of-payments and domestic
expenditure multipliers we were able to estimate the extent to which
capital transfers were requited without policy adjustments. Under
conditions of full employment, direct investment inflows were over-
requited within a year and tended to produce a payments deficit;
with heavy unemployment they were underrequited. Under average
conditions for the period in question they were just about fully
requited via income effects. Portfolio investment both long- and
short-term were underrequited leaving a large balance-of-payments
surplus. This latter conclusion is consistent with the coincidence
noted during the free rate period between high rates of portfolio
inflows and the high price of the Canadian dollar. On this showing
portfolio investment flows posed a substantially greater adjustment
problem than direct investment, which again is a point of interest in
the context of the debate on Canadian economic nationalism where
it is frequently suggested that the country should rely more heavily
on portfolio investment than on direct investment.

In the aggregate different types of capital flows tended to be
mutually stabilizing, with an above-average long-term intlow being
typically associated with a below-average short-term inflow. Hence,
in aggregate the different types of portfolio flows compensated for
cach other and thus reduced the need for domestic policy adjust-
ments. This accommodation did not operate through Canadian inter-
est rates but through other channels which remain obscure but
probably are based oninstitutional practices related to the transfer of
funds from abroad.

Finally there is the question of the impact of exogenous inflows
on domestic expenditure levels. It is clear from the evidence that
direct investment flows on balance tended to change Canadian em-
ployment in the same direction as the change in the flow — raising
employment when flows increased and reducing it when flows de-
creased. This was true even in situations such as heavy unemploy-
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ment where the transfer was underrequited. Long-term portfolio in-
flows likewise were inflationary when they arose due to a decline in
U.S. interest rates. Where, however, they were due to other distur-
bances, they were probably deflationary. Exogenous short-term in-
flows whatever their cause were nearly always deflationary.

We have not attempted to re-estimate the key relationships per-
taining to exogenous investment flows for the period after 1961.
Although these changed somewhat, as discussed below, we doubt
that the general picture of these relationships has altered sufficiently
to change fundamentally the answers we have provided to the ques-
tions posed at the beginning of this section. One reason for saying
this is that our answers depend only to a limited extent on exchange
rate adjustments, since a central conclusion of our analysis is that
capital flows were predominantly accomplished via a combination of
income adjustments and mutually accommodating capital flow ad-
justments. Thus, contrary to the emphasis given to adjustment of the
exchange rate and terms of trade in much theoretical discussion of
the transfer problem, exchange rate adjustments appear to have
played an insignificant role in the transfer process during the flexible
rate period.

The Impact of Capital Flows on the Effectiveness
of the Instruments of Stabilization Policy

The other question to be considered 1s how capital flows
responded to changes in domestic economic policy and how this
response may have altered the effectiveness of the instruments of
domestic stabilization policy. We concentrate on four instruments of
stabilization policy — monetary, fiscal, exchange rate, and debt-man-
agement policy — since these remain the principal stabilization wea-
pons in the policy arsenal of most market-oriented countries and, in
addition, these instruments are directly linked through financial mar-
kets to international capital flows.

A summary of our evidence for the flexible rate period is
presented in Table 1. These [igures show a series of comparisons with
counterfactual situations which exclude adjustments via capital flows
and exchange rates. Such comparisons are derived [rom simulations
based on the assumption that the relationships governing other re-
sponses remain the same whether or not adjustments via capital flows
and exchange rates are permitted.

Starting with monetary policy we ask how Canada’s GNP, balance
of payments and exchange rate responded to a 1 percent increase in
the money supply, and what would this response have been in the



‘pLrg oigel “no do ‘siafsuviy ppiidp) ‘aegney pue SaAeR) 199iN0S

ozl LZ) Ll 6L 95 [Sh7e] 9 9 9 9 14 S e 40 obelusdiad e se g (9)
q'g 9'G 6 [ G Lve z'0 0 2’0 Z0 e} 20 smoly |eatded ublasoy yim (Q)
av vy vy {4 Lz g £¢ €e ae 9’ €T 6'¢ smoyy (e11ded ubiaa0y 1nOYLIM ()

syiuow QL Ag 1gsp sijgqnd ayz
10 Wuay abeaane ayl U1 3sesudda g ‘y

9L\ £81L oL oclL LLL 299 95 LS 86 LS 686G [e]=] e 50 abeiusdiad g se g (9)
0'6L 8'8lL A L'EL L°L 8'e9 vy g'v 6’ 0's [ ey sMmoly |enided ublesoy UM ()
801 €0l oL L0l v'o L6 8L 6L g'8 L'8 9°g 98 sMmoy4 jerided uBlaloy INCYLIM (&)

juaouad | 40 Ajddns Asuow
Ul 4aMOoJB 40 B1B4 U BSEBIDU] °E

69 [=32) 0s 142 (34 1214 Ltet LeL LeL et 432 60t e jo eberusdiad e se g (9)
Ly 6¢ Le 144 [44 gc LL v9 99 |3°] 514 Lg smopy (erides ubieioy Uiia (9)
08 LL [4°] S 14°] (s3] 14°] 5174 144 (474 v Ly smofs (erded uBaao) INoYLM (€)

uoy1w gL S 40
XEBl 9UWIOJU! [RUOSIad Ul 8seaIDa(] 2

98 €8 08 9L €L 0L LitL Lt LitL oLt L01L volL e 40 abeiuasiad e se g (9)
€LY ol SlLi L6 18 LL LLL LS1 o€l €Ll SOl Lol smojy jeaides uBlaloy yum (9)
[474 €Lt epl oz Lt oLl vSl otl LiL €01 86 L6 sMmoj} jerided ubialog anoyum (e)

uoIiul ogL$ 4o
24NpUadXxe JUBUWILISAOD Ul ase34ou| L

9 S 14 € [4 L 9 g 14 € Z L
syuaunsnipe ales-sbueysxs YA sjuawisnipe s1es-abueyoxs INOYLIA

{NOITTIN $)
SININLSNArav ILVH-IONVHIX3 LNOHLIM ANV HLIM ANV
SMOT4 TVLIdVI NDIFHO4 LAOHLIM ANV HLIM S3{3170d LNINIOVNVYIN-1930 ANV
AHVLINOW “1vISid NI SIDNVHI 40 dND NO $193443 GILVINILSTE 40 AHVINIANS

l 31gvi



16 CANADIAN — UNITED STATES FINANCIAL RELATIONSHIPS

absence of international capital flows. In the absence of exchange
rate movements, our evidence suggests that a 1 percent increase in
the money supply would have increased GNP immediately by about
$4.3 million and additional increases of about the same size might
have been expected over the next year and a half. The balance of
payments might have been expected to deteriorate immediately by
about $74 million, virtually all of which represented capital out-
flows. Some small further deterioration might have been expected in
subsequent quarters.

In the absence of capital flows, as shown in Table 1, the impact of
the assumed change in monetary policy on GNP, assuming a fixed
exchange rate, would have been about twice as great as it was. This
50 percent loss in effectiveness is mainly explained by the cffect of
international capital flows in ameliorating the effect of a change in
the money supply on domestic interest rates.

If we assume a flexible rather than a fixed exchange rate, increas-
ing the money supply would have resulted in an exchange rate depre-
ciation which in turn would have evoked a response via both the
current and capital accounts. Where these responses are taken into
account, as shown in Table 1, the effectiveness of monetary policy is
greatly enhanced, immediately and to an increased extent in subse-
quent quarters, both with and without foreign capital flows.
Moreover, contrary to the situation with a fixed exchange rate, under
a flexible rate monetary policy was substantially more effective with
international capital flows than without (line 3(c), Table 1).

This same general pattern is indicated for debt management policy
during the 1950s as shown in section 4 of Table 1. Under a fixed
exchange rate, capital flows would have greatly diminished — indeed
would have virtually eliminated — the effectiveness of debt manage-
ment policy. Under a flexible exchange rate, on the other hand,
capital flows greatly enhanced the effectiveness of debt management
policy. Moreover, with or without capital flows, changes in debt
management policy had a substantially greater impact, immediately
and in subsequent quarters, with a flexible exchange rate than they
would have had with a fixed rate.

Effects of an Increase in Government Spending

When we turn to fiscal policy we find quite a different pattern.
Consider first an increase of $100 million in government expendi-
tures which leads to an expansion in GNP via its expenditure effects.

3These estimates assume that the authorities sterilize changes in exchange reserves in the
sense of not allowing them to feed back on the size of the money supply. To the extent that
they fail to sterilize the change in reserves, the change in the money supply will be less than the
assumed 1 percent and the effects will be correspondingly less also.
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Assuming the money supply to be given, this change also has mone-
tary effects which increase interest rates, thereby inducing changes in
international capital flows.

How large these monetary effects are relative to the expenditure

effects depends largely on how rapidly government revenues rise in
the face of rising income to finance the increase in government ex-
penditure. During the 1950s the monetary effects of increased ex-
penditure seem to have outweighed the expenditure effects in the
short run when the new expenditure would have been largely fi-
nanced by borrowing rather than by tax revenue (assuming the
money supply remained unchanged). In the longer term, however, as
tax revenues increased in response to increases in GNP, the expendi-
ture effects of increased government spending gradually overtook the
monetary effects.

Without exchange rate adjustments, as shown in Table 1, this
would have meant that capital flows enhanced the effectiveness of
fiscal policy to a moderate extent both immediately and in the long-
er term since the monetary consequences would have been precluded
from exercising an adverse effect on domestic expenditure via ex-
change rate movements, and the induced inflow of foreign capital
would have constrained the increase in domestic interest rates. Under
a flexible rate, however, capital flows tended to reduce the effective-
ness of fiscal policy quite considerably, especially in the short run
when the full brunt of the monetary effects of increased government
spending was felt. Nonetheless, after six quarters had elapsed and the
expenditure effects of increased government expenditure, both direct
and indirect via induced exchange rate adjustments, had had an
opportunity to manifest themselves more fully, the effect of the
assumed change in fiscal policy on GNP was greater under a flexible
rate than under a fixed rate even with foreign capital flows (line 1(b),
Table 1).

Effects of Reducing Tuxes

The other instrument of fiscal policy to be considered is a reduc-
tion in personal income taxes. As is evident from Table 1, the combi-
nation of capital flows and exchange rate adjustments particularly
impaired the effectiveness of changes in tax policy, both immediately
and in subsequent quarters. The difference in the degree of impair-
ment sustained by expenditure and tax policy reflects the difference
in the effects on the government deficit of these two types of
policies. The cost to the government, in terms of its budget deficit, is
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greater for a tax change than [or an expenditure change because of
the additional leakage through savings on the first round of expendi-
ture, as compared to a dollar-equivalent expenditure change.

Because ol this budgetary elfect, under a fixed rate, capital flows
which constrain the increase in domestic interest rates considerably
would have increased the effectiveness of tax changes — in other
words, the offsetting monetary consequences would have been con-
siderably reduced relative to the domestic expenditure effects. Under
a flexible rate, on the other hand, these offsetting monctary conse-
quences were enhanced by increased exchange rate variations which
resulted in increased expenditure Ieakages from the domestic income
stream, thereby seriously undermining the domestic expenditure
effects of tax changes on GNP,

Two general conclusions are indicated by this carlicr analysis.
First, given the relationships prevailing in the 1950s, international
capital flows considerably increased the leverages of some types of
policy and considerably reduced the leverages of other types of
policy. The impact of these flows on the effectiveness of the various
instruments of policy was affected to an important extent by fluctu-
ations in the exchange vate in response to market forces. Sccondly,
closely integrated capital markets, judging by the experience of the
19508, did not preclude the pursuit ol independent stabilization
policy goals. Rather, capital flows conditioned the manner in which
the various instruments of policy needed to be deployed, singly and
in combination, in order to achieve these goals more etffectively.

In our earlier work, as alrcady noted, we estimated the leverages of
policy instruments by a conventional procedure* which involves
assuming that the shift from a flexible to a fixed exchange rate alters
nothing in the system except the way in which adjustment takes
place in the exchange market. This assumption could well be false for
several reasons, and so we were cager to explore briefly the actual
characteristics of the fixed-rate regime of 1962-70 to augment our
hypothetical analysis based on the operation of the Canadian
economy in the earlier period. One reason is that the switch to a
fixed exchange rate may alter the working of markets whose adjust-
ment properties in turn affect the leverages of policy instruments.
For instance, fixing the exchange rate should alter the supply of
forward cover, making it more elastic in times when the pegged rate

4For another example see R. R. Rhomberg, “A Model of the Canadian Economy under
Fixed and Fluctuating Exchange Rates”, Journal of Political Economy, 72 (February, 1964),
1-31.
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is not generally expected to change, and thus raising the extent to
which short-term capital can flow as covered interest arbitrage with-
out prohibitively driving up the cost of lorward cover. Fixing the
exchange rate could also change the way the Canadian authorities
react, forcing them to pull the levers of policy in response Lo signals
different from those which they heeded when the rate was free to
[luctuate. Not to be bullishly abstract about the matter, it is clear
that the Canadian authorities were forced in the mid-1960s to
impose various forms of suasion on Canadian borrowers, in order to
protect Canada’s exemption from the United States’ formal controls
on capital outflows. In the next section we use data for the period of
the fixed rate to re-estimate and modily a number ol our regression
equations and test various hypotheses ol this sort. In the final section
of the paper we compare the observed working of economic policy in
this fixed-rate period with the hypothetical lixed rate values derived
in our earlier study.

2. Capital Markets Under the Fixed Exchange Rate, 1962-1970

To explore the effect of actual conditions and events during the
period when the Canadian exchange rate was pegged, we both
re-estimated the relevant equations from our previous study and
tested a number of modifications designed to embody various
hypotheses about how the general conditions of the later period
changed the opecration of imternational capital markets and of policy
formation and execution. We shall briefly describe the approach
taken in our earlier study to the statistical exploration of
international capital flows to Canada, then consider the subsidiary
hypotheses that can be tested on the fixed-rate period.

Many attempts have been made in the last few years to estimate
statistically the determinants of international capital flows.% Their
authors are invariably driven to a set of compromises in the face of
potentially complex underlying theorctical models, thorny
econometric problems, and data known to be subject to serious
errors of both concept and measurement. We viewed the net
international capital flows to Canada conventionally, as reflecting the
interaction of the Canadian excess demand and world excess supply
for longrun portfolio and short-run funds. We explored the
interdependence of the net capital flow and the Canadian interest

5For a summary, sce Erich Spitaller, “A Survey of Recent Quantitative Studies of Long-
Term Capital Movements”, IMF Staff Papers, 18 (March, 1971), 189-217.
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rate, taking into account forces determining the demand for funds in
Canada: nct new issues of sccurities in the case of portfolio [Tows,
GNP and the merchandise-trade balance in the case of short-term
flows. To keep the implied model down to manageable complexity,
we neglected most aspects of the external net supply of funds to
Canada, in effect assuming a supply of funds that was perfectly
clastic over the relevant range. This simplification was justified by
the similarity ol the growth rates ol Canada and the United States
during the relevant period, which tended to restrict the shifts in the
mixes of national securities in Ienders’ portfolios and made it
unlikely that portfolio-substitution effects outside of Canada wiclded
any strong influence on the quarterly net flow of capital to Canada;
we also noted that the bulk of Canadian long-term securities sold
abroad were denominated in U.S. dollars, which should greatly have
dampened any reluctance of U.S. lenders to shift their portfolio
proportion between Canadian and U.S. securities of comparable risk.
For these and various other rcasons, we eschewed emphasizing the
currently modish portfolio-balance approach and concentrated
instead on measuring the short-term impact of Canadian policy
variables.6

All computations described below were performed on quarterly
data using ordinary or two-stage least squares technique. Statistical
analysis of the flexible rate was confined to the period from the
beginning of 1952 to the middle of 1961, to avoid distortions
associated with the introduction and termination of that rate. The
operation of the fixed rate was studied from the beginning of 1963
to the end of 1969; the starting date should exclude the uncertainties
associated with the pegging of the rate in mid-1962, and the closing
one was dictated by the availability of data.

Before turning to our findings on specific hypotheses about the
fixed-rate period, it is useful to apply equations which were
estimated in our previous study to the lixed-rate period and to the
two periods together. This was done in order to gain a general
impression of the change in the relevant capital markets wrought by

GOne reason why we expected that variations in the Canadian demand for funds would
dominate international capital flows, especially long-term, was our suspicion that imperfec-
tions in capital markets locked a number of Canadian borrowers into either the U.S. or the
Canadian market for funds over a relatively wide range of interest-rate differentials between
the two countries. This imperfection would cause the capital flow to be related to certain
measures of Canadian borrowing activity, even after variations in “‘market” interest rates were
taken into account, This conjecture was subsequently confirmed by E. Duncan Ripley, “Some
Determinants of Canadian Municipal and Provincial Bond Flotations in the United States”’,
Review of Economics and Statistics, 52 (November, 1970),417-426.
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all forces at work in the fixed-rate period. Table 2 presents selected
equations specified as in our earlier study and estimated both [or the
flexible-rate and fixed-rate periods, as defined above, and for the two
together.” The Chow test was employed to gauge the significance of
overall changes in the relations, and all equations but l-a reveal shifts
significant at the 5 percent level. A glance at the equations
themselves renders the confirmation of the Chow test superfluous.
The explanatory power of the predetermined variables (indicated by
their ¢ statistics) is reduced in nearly every case,® the one
conspicuous exception — the influence of average term to maturity
of Government of Canada long-term debt (ATM) on Canada’s long-
term interest rate (CL) — involving a shift to a perverse sign. It is
clear that some set of forces operated powerfully to reduce the close-
ness of the relation between these capital flows and interest rates and
their other market determinants, or to substitute a new and over-
riding set of determinants.? To these forces we now turn.

Effect of Fixed Rate on Capital Markets

Our earlier study noted a rather considerable stabilizing role
played by capital movements during the period of the flexible
exchange rate. Not only did short-term capital flows (including net
unrecorded transactions in the Canadian balance) move to reverse
swings in the flexible rate, but so did portfolio capital flows —

7Results for the 1952-61 period reported here will differ slightly from those reported in
Capital Transfers for two reasons: 1) a different computer program was employed, presumably
with different rounding-error characteristics; 2) more important, some statistical series used in
the earlier study have since been revised by their compilers, and all revisions have been
incorporated in the re-estimated equations. None of our previous conclusions is reversed
although magnitudes are shifted modestly.

8The same conclusion would be drawn from the other test statistics — coefficient of
determination, Durbin-Watson, F-ratio — which are not reported here.

3

9The shifts in equation 2 of Table 2 provide an example. For the period 1952-61 it was
possible to secure a relatively good explanation of the movements of the Canadian long-term
interest rate without taking price level expectations into account. If the equation had been
designed originally to explain its movement in the 1960s, this force would clearly have
demanded inclusion. (Gf. M. Feldstein and O. Eckstein, ““The Fundamental Determinants of
the Interest Rate’, Review of Economics and Statistics, 52 [November, 1970], 363-375.)
Hence the equations for the whole period and the 1960s omit a fundamental determinant. At
the same time, the average term to maturity of Canadian government debt fell steadily from
1963 to 1969, as the debt was shifted into short-term instruments in order to minimize its
service cost. Hence the variable ATM picks up the influence of inflation and price expectations
on CL, acquiring a perverse sign and concealing the operation of other forces. (The effect of
this policy of reducing ATM is reflected, mmdentally, in the steady rise of the Canadian
short-term interest rate relative to the long.)
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apparently because the issuers played short-run swings in timing their
trips to the capital market. Although the stabilizing character of
capital flows with a flexible rate has been a matter of dispute among
economists, consensus prevails on the view that they would be either
indifferent or hostile to stability when the rate is pegged, because as
the exchange rate approaches its support limits and expectation of a
change in the peg becomes general, the speculators enjoy a one-way
option because they cannot be disciplined by the authorities. On the
other hand, a pegged rate which is floating within its support points,
without any consensus of expectations on a change in the peg, might
well fluctuate — and affect short-term capital flows — in the same
way as a freely fluctuating rate. Hence the relation between
short-term capital flows and the exchange rate is not formally
predictable for the fixed-rate period, although by noting the absence
of serious expectations of a Canadian devaluation between 1963 and
1969 we can build a presumption for a stabilizing role. Perhaps a
purer test for speculative pressures on a fixed exchange rate, as
suggested by Miller and Whitman, is the reaction ot capital flows to
recent changes in official reserves.!® A recently reported rise in
Canadian official reserves should incrcase the rate of return expected
by Canadian issucrs of foreign currency (especially U.S. dollar)
obligations, and hence cause a speculative inflow of funds.

We explored the statistical influence of these expectational factors
on both the long-term and short-term net flow of capital to Canada
during 1963-69. Long-term capital flows continued to respond in a
stabilizing way to swings in the exchange rate, but not to a
statistically significant degree. Furthermore, long-term borrowings
did not appear to be influenced by recent changes in official veserves.
This is as we should expect: Canadian long-term debtors could profit
greatly from a devaluation of the U.S. dollar, but changes in
Canadian reserves probably fail to capture the factors governing their
estimate of the likelihood of this event. The story 1s more interesting
for short-term capital tlows. We had found that during the
flexible-rate period short-term capital flows were closely related to
the change in the exchange rate from the preceding to the current
quarter, implying that spcculators bet that swings {rom quarter to
quarter would tend to be reversed subsequently. For the fixed-rate
period this form of the expectational variable would not be

1ON orman C. Miller and Marina V. N. Whitman, ‘A Mean-Variance Analysis of United States
Long-Term Portfolio Foreign Investment”, Quarterly Journal of Economics, 84 (May, 1970),
175-196.
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appropriate; one instead would expect capital flows to be influenced
by the extent of the departure of the exchange rate from its official
peg. As we suggested above, the weight of market opinion did not
appear to expect an exchange-rate change at any time during
1963-69, although direct evidence suggests significant nervousness
about possible relative reductions in the external value of the
Canadian dollar (whether due to Canadian or foreign action) on
several occasions, notably in 1963, 1965 and 1968; and toward the
end of the period there was some expectation of a revaluation by
Canada. In any case, the average behavior of short-term capital flows
continued to be stabilizing, in response to departures of the spot
exchange rate from its pegged value.!! On the other hand, the
statistical evidence also suggests that short-term flows were weakly
sensitive to changes in Canadian official reserves in a way that was
potentially destabilizing. An increase in official reserves in the
previous quarter tended, after other forces were allowed for, to be
associated with an increased inflow of short-term capital during the
current quarter. Furthermore, this relation grew slightly stronger
when we adjusted the series of reserves changes for actions taken by
the Canadian authorities in 1966-67, under U.S. prodding, to conceal
the increase through purchases of IBRD bonds.!? The effect on
short-term flows of the movement of Canadian official reserves thus
does seem to reflect the destabilizing potential of expectations under
a fixed exchange rate.

Another capital market affected by the switch to the fixed rate
was that for covered interest arbitrage, via the effect of pegging the
rate on the supply of forward cover. For a period when an official
peg is not expected to change, one would expect to find the supply
of forward cover more elastic than for the same currency in a period
when it fluctuates freely. This hypothesis requires that the extra risk
of speculation in supplying forward cover translate itself into a
shrinkage in the response of the supply of cover to an increase in the
price (i.e., premium over the going spot rate). We found that the
regression coefficient relating the flow of short-term capital to the

llBecause most findings of our analysis of 1963-69 were negative, we chose not to clutter
the text with regression equations; the preceding and other positive findings are documented in
an appendix. See equation A.5. The statistical significance of this relation, in some formula-
tions, falls a bit below the 5 percent level. Note the discussion of specification problems with
this relation in Capital Transfers, pp. 74-76.

12See equation A.6. This relation was usually significant at levels between b percent and 10
percent.
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forward premium on the Canadian dollar (or the cost of forward
cover — they differ only trivially) approximately tripled in absolute
value between the flexible-rate and fixed-rate periods.*® The implied
flattening of the supply schedule for cover can be counted a gain
from the removal of uncertainty under the fixed rate.

Of course, the alleged advantages of a fixed rate in reducing the
uncertainty of international capital transactions ought to reveal
themselves in the capital markets directly. A rigorous formal test
cannot be performed with the data at hand, but once again the
elasticity of capital flows to interest-rate changes provides a weak
test of decreased uncertainty. If fixing the exchange rate decreases
the risk inherent in international lending, the elasticities of capital
flows in response to interest-rate changes (or, at least, the absolute
values of these responses rates) should increase in the fixed-rate
period over the flexible-rate period. (Of course, the growth in the
average level of capital formation [in current prices] and in the
values of North American portfolios would tend to produce the same
result.) On the other hand, supporters of flexible rates have often
pointed out that governments regularly interfere with private capital
flows in order to defend their exchange rates — and thus destroy the
very certainty for which they justify pegging the rate in the first
place. The argument for fixed exchange rates, to reduce the
uncertainty of international transactions and maximize the worth of
money as a store of value and unit of account, really applies to a
single-currency area against a world of independent currencies, and
not to a comparison of the adjustable peg with the flexible exchange
rate. The theoretical predictions thus conflict on the effects of the
fixed rate on uncertainty. There seems little doubt about the
empirical results, however. The elasticity of portfolio capital flows to
changes in the U.S. and Canadian long-term rates for the flexible-rate
period fell in the range of 6.0 to 10.6. The corresponding
calculations for the fixed-rate period give elasticities of only about
1.0 to 8.0.1% Furthermore, the statistical reliability of the relation
was greatly reduced. There can be little doubt, if one accepts these
calculations, that the degree of integration in North American capital

13Albeit with some decline in the statistical significance of the relation. The difference
between the flexible-period and fixed-period coefficients would not be statistically significant.
See equations A.4, A.5,and A.6.

14Cf. Capital Transfers, Table 2.2, and equations A.l and A.2 below. The meaning of an
elasticity in our flow formulation involves some difficulties, but these should not affect
comparisons of its value between the fixed-rate and flexible-rate periods.
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markets was reduced in the years after Canada reverted to a fixed
exchange rate. A glance beyond the statistics at the history of the
period suggests that this reduced integration was due to national
policies of interference with international capital flows in the name
of defending the system of fixed exchange rates. Let us consider that
interference directly.

Policy Choices With a Fixed Exchange Rate

At least three times in the 1960s, Canada’s international capital
markets were specifically affected by measures taken by Canada or
the United States to defend the going set of exchange parities: (1)
during the second half of 1963, the market for portfolio capital was
clouded by the proposed Interest Equalization Tax, which would tax
(retroactive to the date of its proposal) U.S. buyers of foreign bonds,
including Canadian if the proposed exemption of Canada were not
confirmed; (2) in the second half of 1964, the Interest Equalization
Tax went into effect but with Canada excepted, and some catch-up
of Canadian borrowing in the U.S. market was noted; (3) at the
beginning of 1968, the President of the United States announced a
general tightening of controls on both long- and short-term capital
flows, with Canada’s exemption from these (in March 1968)
contingent upon certain obligations being taken by the Canadian
authorities to limit transit trade to Europe in short-term capital and
to convert Canada’s reserves accumulation to long-term form. Quite
apart from these measures, and many others of definite but less
marked significance, the whole period was subject to an increasing
use of suasion and “jawbone” policies by both governments, which
surely did not make tranquil the lives of international borrowers and
lenders.

We sought to use various statistical tools to shed light on the
incidence of these restrictions. The most direct was to allow for these
periods of special interference by the use of dummy variables. The
proposal of the Interest Equalization Tax apparently lowered the
inflow of portfolio capital to Canada by something over $100 million
per quarter in the latter half of 1963, and Canada’s official
exemption raised the inflow in the latter half of 1964 by a slightly
smaller amount. Portfolio borrowing abroad faced increased
uncertainty about official interferences from mid-1963 on to 1969,
and the sensitivity of Canadian borrowings to the price of long-term
funds in the United States appeared to drop by roughly one-tenth
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from its previous (1952-61) level.15 Flows of short-term capital
similarly suffered. In the first quarter of 1968, the tightened U.S.
balance-of-payments restrictions (and other factors) apparently low-
ered the net flow of short-term capital to Canada by nearly $500
million. The sensitivity of short-term capital flows to the differen-
tial between Canadian and U.S. interest rates appears to have been
greatly reduced, when we compare either 1968-69 or 1963-69 to the
earlier period.! 6 Less firm evidence suggests that the Canadian short-
term interest rate was elevated by the same factors which restricted
international capital flows.17

Another indication of the extent of policy-makers’ interference in
North American capital markets may lie in the fact that, while
capital flows became less regular in their sensitivity to Canadian and
U.S. interest rates, the correlation between the two countries’
interest rates — especially short-term — was even higher in the 1960s
than in the 1950s. For the same reasons that various forms of
controls and suasion were being wielded against capital flows,
Canadian monetary authorities may have felt increasingly
constrained to keep their domestic interest rates pegged to those in
the United States. This usage is consistent with a widely accepted
theoretical model of policy choices, which suggests that under a
fixed exchange rate monetary policy must, broadly speaking, be
assigned to deal with external conditions.!

1 5See equation A.2. The multiplicative shift parameter used to estimate this change was
significant at the 10 percent but not the 5 percent level. We tested for the corresponding effects
of these disturbances on the Canadian long-term interest rate, but the effort was frustrated by
more fundamental difficulties in explaining that rate after 1963, See note 9.

161t is probably impossible, however, to unscramble the effect of these conirols from the
effect of the rise of the Euro-doliar market as an alternative outlet for U.S. short-term funds;
this is considered in the next section. Inspection of Canadian statistics suggests that the
irregularity arises mostly from the unrecorded flows, not from recorded transactions in bank
balances and Treasury bills,

17We also tried to test the effects of increasing uncertainties and disruptions during the
1960s by employing the Chow test on regressions run for the subperiods 1963-65 and 1966-69.
This was not generally successful because of a lack of meaningful results for the subperiods
separately; in some formulations, however, we secured significant results for 1963-65 but not
1966-69.

18An econometric problem lies behind the inference of the decreased equilibrating role of
capital flows, drawn in this paragraph. The increasingly close relation between U.S. and
Canadian interest rates worsens the problem of collinearity for those regression equations in
which the rates appear separately. However, the inference is also supported by equations in
which they are entered only as a differential. See Capital Transfers, pp. 116-118.
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Increased Multilateral Capital Mobility

Although the fixed exchange rate and policies associated with it
influenced net capital flows to Canada during the 1960s, another
influence surely was the expansion of substantial international
capital markets to include the major O.E.C.D. countries, after the
return to convertibility in 1958. As other countries became likely
destinations for capital outflows from the United States, Canadian
borrowers lost something of an exclusive market position which they
had previously enjoyed. If the O.E.C.D. countries are linked by a
general network of interest-sensitive capital flows,!? net flows to any
one country become contingent on disturbances occurring anywhere
in the system. The net flow of capital to Canada comes to depend on
the Canadian interest rate and a vector of foreign rates — for which
the U.S. rate may prove an inadequate proxy. The multilateral char-
acter of capital flows is apparent from Canada’s balance-of-payments
accounts. In 1968 and 1969 more than one-third of Canada’s net
transactions in long-term securities (including trade in outstanding
securities) were with countries other than the United States, whereas
this fraction had been quite small before. The data on short-term
flows reveal not only large net outflows in the late 1960s, but also
that these net flows reflect a balance of large gross flows (e.g.,
foreign acquisition of short-term Canadian assets, Canadian acquisi-
tion of Euro-dollar assets and U.S. certificates of deposit). For these
reasons alone, we would expect a reduction in the 1960s in the
explanatory power of the variables included in equations such as
those presented in Table 2. Yet an analysis which subdivided the
categories of capital flows finely might show high and increasing
sensitivities to the appropriate yield variables, with these subseg-
ments of the capital market remaining somewhat fragmented as a
result of the forces discussed above.

Time did not permit an exploration of these segmented submar-
kets. We did, however, try to test the effect of this diversification
and multilateral expansion of international capital markets by simple
modifications of our earlier equations. Specifically, we added vari-
ables designed to capture the extent of competition in U.S. capital
markets from other foreign borrowers. Into our equation explaining
the net flow of portfolio capital during 1963-69 we inserted a

19For recent evidence, see W. H. Branson and R. D, Hill, Jr., “Capital Movements Among
Major O.E.C.D. Countries: Some Preliminary Results”, Journal of Finance, 26 (May, 1971),
269-286.
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measure of U.S. transactions in foreign securities other than Cana-
dian. The relation failed to confirm this and, instead, weakly sup-
ported the implication that a portion (one-fifth to one-third) of the
typical placement of Canadian net issues on the U.S. market is taken
by non-U.S. lenders.?® The Interest Equalization Tax hopelessly
obscures the relation, in any case. Net flows to Canada of short-term
funds must have been influenced by the rise of many new institu-
tional forms, such as certificates of deposit in U.S. banks and place-
ments in the Euro-dollar market. In the flexible-rate period we found
it easier to explain net short-term flows to Canada as an aggregate
than by individual types of instruments. The fragmentation of capital
markets in the 1960s, however, due to the combined effect of rapid
institutional change and spreading governmental restrictions, strongly
suggests that individual types of short-term flows might behave
regularly even if the aggregate did not. We experimented only with a
single subdivision of net short-term flows: putting aside trade in
outstanding long-term securities, we divided the remaining flows into
net transactions in Canadian short-term instruments and net trans-
actions in foreign short-term instruments (including in the latter
fluctuations in unrecorded transactions). We could explain their
movements only slightly better than those of the aggregate net flow:
trade in Canadian instruments appears sensitive to the Euro-dollar
interest rate and the cost of forward cover, and the perverse response
to the Canada-U.S. shori-term interest differential apparent for the
aggregate flow disappears; transactions in foreign instruments could
not be explained (even by the Euro-dollar rate), except for reflecting
the tendency of Canadian long-term borrowers to keep a substantial
portion of the proceeds temporarily in foreign funds. Probably
short-term capital flows in the 1960s could be explained with greater
success by further disaggregation. But the very failure of the aggre-
gate to behave regularly, as it did in the 1950s, suggests some frag-
mentation of short-term capital markets.

Evidence of Adjustment Processes Over Time

In our earlier study we found that past levels of interest rates had
no statistically significant influence on current flows of capital. Some

20This relation is often suggested in commentary in official Canadian balance-of-payments
publications. The sign and magnitude of this coefficient remained stable as we varied the
specifications of the equation, but its degree of significance did not rise above 25 percent. See
equation A.3.
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evidence was, however, consistent with a lagged influence of long-
term interest rates on flows of new and outstanding long-term
securities.?! Since the policy system of the fixed rate appears overall
to have disintegrated North American capital markets, we might
wonder whether it has not also shifted the timing of responses of
capital flows to differences in their yields. A plausible reaction of
lenders and borrowers to increased uncertainty of yields is to wait
longer, after any given shift has occurred, to test its persistence be-
fore acting upon it. Hence we might expect more delay in responses
under the fixed rate. We found this confirmed when we checked the
determinants of portfolio capital flows over the whole period
1952-69. Unlike 1952-61, portfolio flows appear to be explained
somewhat more accurately by interest rates in the previous quarter
than by unlagged rates.??

3. Implications of Experience with Fixed Rates

The main conclusions indicated by our tentative and exploratory
statistical analysis of the fixed-rate period can be summarized as
follows:

a) There was a significant shift in the fixed-rate period of the
underlying relations which we found to determine capital flows into
Canada during the period of the flexible rate (1952-61).

b) Although short-term capital flows tended to reinforce the
stability of the exchange rate during the fixed-rate period, there is
some evidence of their potentially destabilizing tendencies in their
response to recently reported changes in Canada’s official reserves.
The former stabilizing tendency of portfolio flows became invisible.

c) Adoption of a fixed rate reduced the degree of capital-market
integration in North America, as reflected by the elasticity of
response in capital flows to interest-rate changes. This implies that

21566 Capital Transfers, Table 6.4, p. 254.

22S€C equations A.1, A.2. The occurrence of adjustments over time is one of the issues raised
by the portfolio-balance approach to capital movements. It has been frequently confirmed in
studies employing a distributed-lag formulation. On statistical grounds, our strong preference
is for testing the influence of lagged predetermined variables directly, because 1) the auto-
correlation usually present in economic time-series biases the test toward acceptance of the
conventional distributed-lag formulation, and 2) theoretical reasoning usually suggests that the
response pattern of capital flows will not be the same for disturbances to all the variables
determining them.
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the adoption of the fixed rate increased uncertainty about the expec-
ted yields of international capital transactions — these yield alterna-
tives being compounded of interest rates, exchange rate, and various
rationing constraints. The result contrasts sharply to the claim some-
times made that fixed rates decrease the risk inherent in international
lending.

d) Part of this increased uncertainty may have stemmed from the
effect on capital and cwrrency markets of fixing the exchange rate
and thus inducing the occasional speculative flurry. Most of it, how-
ever, proximately resulted from the policies chosen by the United
States and Canada to manage their fixed rates, involving the liberal
use of direct interference with capital markets.

e) Clouding our statistical conclusions about the effect of Canada’s
fixed rate on its linkages with world capital markets is the rise during
the 1960s of an increasingly complex multinational capital market,
allowing more diverse opportunities for Canadian lenders and provi-
ding more competition for Canadian borrowers. These institutional
changes and the broadened range of transactions undertaken by
Canadian lenders surely improved capital-market efficiency in some
respects, but also reduced the predictability of responses to macro-
economic policy.

f) The tentative character and uncertain results of our statistical
analysis leave us unwilling to venture firm estimates of the actual
leverages of Canada’s short-term policy instruments under the fixed
rate for comparison with the hypothetical ones estimated in our
previous study. This is especially because the total observed changes
in the interest sensitivities of long-term and short-term capital flows
are probably in opposite directions: down for the former, up for the
latter. Monetary policy’s leverage on Canada’s employment Jevel was
possibly even weaker in fact than was indicated by our earlier esti-
mate (Table 1, line 3b): it was certainly decreased by the increased
elasticity of forward cover (a relatively clear change not allowed for
in our simulated estimate); and the higher elasticity of short-term
flows that has probably resulted from the maturing of the Euro-
dollar market may have decreased it, although our computations do
not confirm this. Whether the leverage of fiscal policy was
strengthened is less certain, because the financing of the resultant
change in the government debt could be allowed to affect the long
and short ends of the capital market in varying proportions. Given
the apparent disruption of long-term markets during the 1960s,
changing fiscal policy and financing at the long end would probably
entail reactions of GNP smaller than we estimated before (Table 1,
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lines 1b and 2b). Short financing, which was in fact employed in the
latter 1960s, might yield increased leverages. The overriding conclu-
sion of our statistical analysis, however, is that the uncertainty sur-
rounding the estimation of policy leverages was greater in the fixed-
rate period than before.

These findings suggest that, by comparison with flexible rates,
fixed exchange rates are not favourable to stability and certainty in
international capital markets — at least for countries with Canada’s
capabilities for policy management in the economic context of the
1960s. Although fixing the exchange rate is not without its statisti-
cally demonstrable advantages (e.g., increasing the elasticity of
supply of forward cover), the evidence points strongly, if not
decisively, to a reduction in both the sensitivity and reliability of the
response of capital flows to the price of loanable funds. This change,
in turn, seems hardly consistent with the virtues of financial integra-
tion which have been alleged to flow from fixed exchange rates.

The negating of these virtues and the disintegration of capital
markets has clearly resulted from the efforts of both Canada and
other countries — largely the United States — to maintain some sort
of external balance without seriously diverting their standard instru-
ments of internal policy to this end. The reference above to Canada’s
policy capabilities should not be taken to imply that Canada coped
especially badly with the problems of managing a fixed rate, once it
was chosen in 1962. On the contrary, most of the policy interference
with capital markets can be traced directly or indirectly to policies
initiated by the United States. The major point emerging from this
experience, especially when we note as well the expanding multi-
lateral network of capital flows and its proliferation of possible
sources of disturbance, is that effective policy formation — certainly
any “fine tuning” of external balance — becomes impossible in prac-
tice when the diversity and swiftness of external disturbances
increase so much. When the incidence of disturbances is so great, and
the predictability of the economic system’s responses to policy
actions so poor, good policy marksmanship in the political setting of
Western democracies becomes in practice impossible. J.E. Meade’s
argument for flexible exchange rates as a means of conserving scarce
policy instruments appears to be as applicable now as ever.

Several interesting paradoxes mark the 1960s. The first is that at
the same time that capital market integration in North America was
probably diminishing, capital market integration between North
America and the rest of the world was increasing considerably,
especially integration in short-term markets between North America
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and Europe. From an analytical standpoint this means that partial
analysis focusing on Canada-U.S. relationships alone is subject to the
important qualification that the broader structural environment in
which adjustments between the U.S. and Canadian economies
occurred was undergoing significant structural shifts. From a policy
viewpoint, this paradox implies that the environment in which it was
necessary to execute Canadian economic policy during the 1960s was
subject to greater uncertainty.

A second paradox arose out of the fragmentation of the interna-
tional capital market through a series of administrative measures
emanating mainly from the United States. To the extent that they
were effective, these measures discriminated against some types of
capital flows as compared to others. Ambiguity about the application
of these measures, their possible extension and their effects added
considerably to the uncertainty surrounding both private decisions
and public policy during this period. This was further enhanced by
the potentially destabilizing influence of short-term capital flows on
shakily pegged exchange rates. A paradox lies in the contrast
between the increasing perfection of short-term capital markets for
certain types of instruments (e.g., Euro-dollars) and the increasing
imperfections and transactions costs in the total capital market
imposed by governmental controls and suasions, which attempted to
fence transactors off from particular segments of the international
capital market and to keep funds from leaking from one (increasingly
perfect) subsegment into another.

The third paradox is that just as these major developments in the
international capital market began to evolve in the early 1960s,
Canada adopted a fixed exchange rate, thereby further enhancing the
uncertainty in the environment in which Canadian policy was framed
and, in addition, impairing the ability of the economy to adjust
easily and automatically to changing and uncertain external circum-
stances. In addition, adoption of a fixed rate automatically precluded
the use of the exchange rate as an instrument of policy to defend the
economy against external perturbations.

In May, 1970 Canada again retwrned to a flexible rate. Though
flexible, the rate has not been left to respond freely to market
demands and supplies of foreign exchange as is evident from the
significant increase in official reserves during the past year. There has
been occasional official intervention to dampen the degree of ex-
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change rate appreciation.2? From the standpoint of the optimal
policy mix, one would have expected the change to a flexible rate to
imply a major concurrent change in stabilization policy strategy to
take account of the change in the leverages in the various instruments
of policy because of exchange rate adjustments, as outlined above.
During the latter part of the 1960s when Canada was on a lixed rate,
stabilization policy relied primarily on monetary policy, aided and
abetted after mid-1969 by the moral suasion variant of incomes
policy.2% Fiscal policy, though modified somewhat, remained fairly
inactive in the face of changing economic circumstances.2% Since
May 1970 and adoption of a semi-free exchange rate, the money
supply has continued to increase rapidly.20 Fiscal policy remained
inert until June 1971 when tax reductions were introduced as part of
a series of tax reforms. Thus, we have a fourth paradox: there is little
evidence of a change in stabilization policy strategy to take advan-
tage of the shifts in policy leverage that occurred because of the
adoption of a flexible exchange rate. Executing such a shift, how-
ever, may have been deterred by the adoption of a semi-free ex-
change rate. The flexibility of the rate may now be more nominal
than real; so far, at least, it appears to have amounted to little more
than a revaluation of the rate without reaping the advantages of
either a fixed or a fully free rate. Hence added uncertainty surrounds
the leverage of policy instruments (and their absolute values may
differ for changes in different directions).

23From May 31, 1970 to July 31, 1971, Canada’s total official gold and convertible for-
eign currency reserves, adjusted for changes in forward commitments, increased by about
8 percent.

24From the beginning of 1968 to the beginning of 1970; the percentage change in the money
supply, on a quarterly basis, varied within a range of 18.4 to minus 2.7 percent (at annual
rates).

25The 1968-69 budget, for example, included a 3 percent temporary income tax surtax on
individuals and corporations. The 1970-71 budget did not include any tax changes.

26From the first quarter 1970 to the second quarter 1971, the percentage change in the
money supply on a quarterly basis varied within a range of 7.6 and 20 percent (at annual rates).
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APPENDIX

Here we present selected results of our statistical analysis of the
1963-69 period and of the fixed and flexible-rate periods together.
The following regression equations illustrate the bases for the posi-
tive conclusions about the fixed-rate period set forth in the second
section of this paper. Constant terms are omitted, and seasonal dum-
mies are reproduced only when significant at the 10 percent level or
more. Symbols are as defined in Table 2; the definitions of additional
variables are given as they appear. For test statistics we show the
coefficient of determination, corrected for degrees of freedom, and
the Durbin-Watson statistic.

We consider first the determinants of net flows of portfolio capital
to Canada (excluding throughout trade in outstanding securities,
which for the flexible-rate period we found should be treated as a
short-term flow). Either for the whole period (19521 - 196111 and
19631 - 19691V) or for the fixed-rate period (19631 - 19691V), lag-
ging the interest-rate variables by one quarter improves the ¢ values
of the coefficients without significantly changing their magnitudes
(in most specifications). For the whole period:

PC =426 CL_1 - 435 USL_1 - 288 CTS + 0.235 NNS + 56 Q1

(2.69)  (2.29) (8.24)  (4.88) (1.75)

RSQC = 0.643
DW = 1.559 (A.1)

The reduced sensitivity of capital flows to interest rates was tested
by means of multiplicative dummy variables. Since our analysis con-
centrates on Canadian borrowers, the reduced sensitivity would pre-
sumably be revealed in their reactions to changes in the U.S. long-
term interest rate. Setting the dummy variable D = 1 for 1963111
through 19691V and at zero before then, we secure for 1952-69:

PC =430 CL - 350 USL + 84 D.USL - 221 CTS + 0.043 NNSC + 87 Q1

(1.99) (1.19) (1.73) (2.19)  (0.64) (2.35)

RSQC =0.501
DW =1.835 (A.2)
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We tested for the effects of increased competition in the United
States for Canadian long-term borrowers by adding a measure of U.S.
transactions in foreign long-term securities other than Canadian,
taken from the U.S. balance-of-payments statistics. This variable
(USFS, defined so that an outflow from the United States is nega-
tive) took a sign inconsistent with the hypothesis and consistent
instead with the hypothesis that a portion of Canadian new issues in
the United States are purchased by non-U.S. lenders. (It also destabil-
ized the magnitudes of other coefficients.) For 1963-69:

PC =939 CL_1 - 1019 USL_1 -0.273 USFS - 958 CTS + 0.019 NNSC

(2.73)  (2.44) (1.09) (2.37)  (0.16)
RSQC = 0.457
DW = 2.088 (A.8)

The increased elasticity of the speculative supply of forward cover
can be shown by the decreased sensitivity (1963-69) of the forward
premium on the Canadian dollar to the determinants of the demand
for forward cover (cf. Capital Transfers, p. 135, eq. 3.25):

FP=-0.0106 DS + 0.00003 BMTUS + 0.0000002 GNP - 0.00053 PCMS - 0.0011 Q1

(4.27) (0.98) (2.20) (3.45) (1.91)
RSQC = 0.431
DW = 1.383 (A4)

The same conclusion can be drawn from the increased size of the
regression coefficient of short-term capital flows on FP in equations
A5 and A.6.

We tested the effects of speculation regarding the exchange rate on
short-term capital flows during 1963-69 by means of two variables.
The deviation of the spot exchange rate from its official par value
(DRSP) appears in equation A.5, where it is significant at the 10
percent level and implies that speculative flows were on balance
stabilizing. In equation A.6 we entered changes in official reserves,
lagged one quarter, and adjusted for purchases of IBRD bonds under-
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taken by the Canadian government in 1966-67 to conceal the in-
crease in its reserves (ORM_y). This variable worked slightly better
than the unadjusted series for reserves changes, and both suggest that
the response of short-term flows to reported (last-quarter) changes in
Canada’s official reserves was destabilizing. Both equations also in-
clude the differential between the Canadian short-term interest rate
and the Euro-dollar interest rate (DRS); it is always correctly signed
and usually significant, as in equation A.6.

STK =-1250 DS + 77866 FP - 0.215 BMTUS + 610 DRS - 27210 DRSP

(2.49)  (1.38) (0.48) (1.92)  (1.79)

RSQC = 0.640
DW = 2.436 (A.5)

STK =-1063 DS + 112243 FP -0.404 BMTUS + 786 DRS + 0.390 ORM_1—185 Q1-413Q3

(2.22).  (2.16) (0.89) (2.61)  (1.76) (1.79) (4.38)
RSQC = 0.650
DW = 2.275 (A.6)

Note the significant and perverse relation between STK and the
differential between Canadian and U.S. short-term interest rates. The
differential on Treasury bill rates widened in favor of Canada from
1967 on, but Canada experienced a substantial net short-term out-
flow during 1967-69.

It seems clear that different interest rates and types of short-term
capital flows did not move together in the 1960s, as they did in the
1950s. Time allowed us only one test of the effects of disaggregating
STK. We formed a series (SKC) representing recorded transactions in
Canadian short-term instruments — Treasury bills, bank deposits,
commercial paper — and another (SKF) aggregating recorded trans-
actions in foreign instruments (mainly bank deposits) and the
balancing item in the Canadian payments statistics, which we
thought might reflect Canadian acquisitions of foreign short-term
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instruments. SKC was regressed in equation A.7 on variables which
have been defined previously. The regression of SKF (A.8) includes
unlagged portfolio capital flows (PC), to test the hypothesis (con-
firmed in our earlier work) that Canadian long-term borrowers in the
short term leave a significant portion of their proceeds in foreign
currency.

SKC=-174DS+357DRS+60517 FP+0.017 GNP-0.088 BMTUS -0.055 ORM_1 -107Q2-181Q3

(0.82) (1.68) (2.32) (1.68) (0.22) (0.66) (2.54) (4.86)

RSQC = 0.483
DW=2.005  (A.7)

SKF = 283 DRS + 44915 FP - 0.829 PC - 15110 DRSP_1

(0.73) (0.72) (2.52) (0.79)

RSOC = 0.375
DW= 1.669 (A.8)



DISCUSSION

RONALD W. JONES

Professors Caves and Reuber have produced a first-rate paper on
Canadian experience with international capital markets during the
1952-69 period. No doubt Bill Hood, who was originally scheduled
to discuss the paper, could provide interesting detailed remarks on
the Canadian scene. Having been hastily drafted in his stead, I must
rely on one of the first principles of international trade theory, that
of comparative advantage. I shall confine my remarks to the points
of interest to a theorist.

The greater part of the paper is devoted to a summary statement
of the research on capital movements during the years in which
Canada’s exchange rate was allowed to float that is included in their
recent book, Capital Transfers and Economic Policy: Canada,
1951-62. Clearly one question they have examined in detail has to do
with the classical transfer problem. This is indeed appropriate given
Jacob Viner’s famous book on transfer in Canada some decades ago.
Standard theory suggests that when country A makes a transfer to
country B, there must, for equilibrium to be restored, ensue a
corresponding deficit in B’s current account matched by a surplus in
A’s. The real question is whether the income and spending flows
implicit in the transfer suffice by themselves to create the required
surplus or deficit or whether further changes are required in the
terms of trade or the exchange rate. There is an “orthodox” point of
view which maintains that the transferor (country A) will
“probably” suffer a depreciation in its exchange rate or a worsening
of its terms of trade. I have recently defended the opposite, “anti-
orthodox” view of the “probable” changes in the terms of trade. It is
therefore of interest to note that in the Caves-Reuber study transfers
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to Canada secem to have been accomplished with only insignificant
changes in the exchange rate.

However, two points are worth noting. First, the study of lead-lag
patterns suggests that changes in the balance of trade tended to
precede changes in long-term capital flows, which departs from the
standard theoretical model. The second point has to do with the
simple underlying model of transfer wherein it is demand changes at
home and abroad that dictate the required adjustment. To the extent
that direct foreign investment is involved, the current account would
presumably reflect the consequent changes in production patterns in
Canada, albeit with a lag.

One of the more intricate parts of trade theory concerns the
effects of various policy levers on levels of economic activity. What
makes this subject somewhat complex is the number of comparisons
that are being made: monetary vs. fiscal policy, in a system of fixed
rates vs. flexible rates, with vs. without a high degree of international
capital mobility. In keeping all these distinctions straight it will be
useful to have the Caves-Reuber numerical estimates for Canada of
how policy is affected by the assumption made about exchange rates
and capital mobility.

Perhaps the basic underlying question that runs throughout the
paper is what evidence can this period in Canadian history contribute
to the standard comparison between fixed and fluctuating exchange
rates. Of course the Canadian case, like most others, involves a
comparison of floating rates with a system of the adjustable peg.
Commercial transactors, investors, and speculators could never be
certain that during the fixed rate period the exchange rate would
have to remain fixed at the old rate. The evidence cited by Caves and
Reuber as to the role of capital movements is impressive, especially
as it seems to point in a direction opposite to traditional beliefs.
Specifically, during the period of floating rates capital movements
displayed a high degree of responsiveness to exchange rate variations,
in a stabilizing direction. There was revealed to be a presumed
expectation that any change in the exchange rate would be followed
by at least a partial movement back to some kind of “floating
norm.” Also noted was the great sensitivity of capital flows to
interest rate differentials under the flexible rate system. It was in the
1950s that Canadian and American capital markets seemed most
integrated. The supposed advantage of fixed rates, in removing a
large degree of uncertainty in the operation of international capital
markets, is quite properly contrasted in the Caves-Reuber system
with the fact that in order to maintain a fixed exchange rate it is
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often necessary for the authorities (in Canada or, more frequently, in
the United States) to intervene directly in capital markets to support
the fixed rate of exchange.

To conclude my remarks, let me carry this kind of argument one
step further — into the current account. It is fashionable to argue, in
the defense of fixed rates, that it serves to minimize the uncertainty
which ordinary exporters face in their commercial dealings. This is,
in my view, too facile a conclusion. It tends to ignore the role which
a fluctuating exchange rate can serve as a ‘‘shock-absorber” to
changes in foreign prices of commodities. This is especially important
in those cases in which pressures on the exchange rate stem primarily
from differential rates of inflation at home and abroad. Consider the
case of an importer at home, concerned over future domestic prices
of the commodity he is purchasing abroad. Suppose the general rate
of inflation in the foreign country exceeds the home rate and that,
on this account, there is pressure for the home country’s exchange
rate to appreciate. If it does, the domestic price of imports remains
more stable at home than in the alternative case in which authorities
intervene to hold the exchange rate constant despite the differential
impact of inflation.



DISCUSSION

ROBERT A. MUNDELL

The issues that seemed relevant ten years ago are still alive today
but require adaptation to the different pace of the world of the
1970s. We can look back now on the Canadian experience since 1945
and sce the two and a half decades in much better perspective than
we could five or ten years ago. Rather than address myself to
particular arguments raised by the analysis of Professors Caves and
Reuber, I want to draw attention to those particular issues.

Canadian Exchange Rate Policy

Canada’s exchange rate policy has been dictated in large part by
events outside her own economy. Canada revalued in 1946, and
devalued in 1949 when the British devalued. It let the rate float up
during the Korean War boom. A flexible rate followed with a high
value of the dollar until it was talked down in 1962, and the rate
fixed at 92.5¢ until May, 1970. Then we went back to a flexible rate
and the dollar was allowed to float upward again. Now, giving the
central banker a little credit for some common sense, we have to ask
why these big changes in the system occurred. I think that one factor
has dominated the choice of exchange systems. It has not been the
pleadings of the academic economist nor the theory of exchange
rates. Exchange rate policy was made thousands of years before the
theory was developed, at least in mathematical or econometric form.
Basically, the rate system chosen has been determined by the
pragmatic facts of the markets and the expectations of the economy
at the particular time.

After the War, presumably, tremendous inflationary pressures
were developing, and Canada evolved the idea of appreciation as a
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defense against foreign or world (mainly. U.S.) inflation.
International inflation was a fact that could be avoided only by
revaluation. Fear of unemployment in 1949 after the British
devalued was an important factor that determined devaluation then;
why import the U.S. recession? During the U.S. recovery in ’50 and
the beginning of the Korean War, inflationary developments
appeared. The basic choice was either inflation or appreciation, and
Canada opted for appreciation. The whole of the Bretton Woods
world has been a grand dollar area since the war in the sense that the
U.S. dollar was the intervention or key currency. Inside that area was
the sterling area, the franc area, and the escudo area. Because the
United States produced the bulk of the world’s output, its currency
was the dominant world currency, and because of the closeness of
economic relations between Canada and the United States, Canadian
exchange rate policy has been determined by the U.S. business
fluctuations.

Unemployment and Inflation

Between 1958 and 1962, unemployment was the major important
economic issue both in the United States and in Canada. Could
Canada avoid imported depression by letting the rate go down? The
Finance Minister talked the rate down, and then fixed it at 92%
cents. In the 1960s doubts about correct policy developed. If Canada
had foreseen the world inflation of 1965-1970, she could have spared
herself by letting the rate float upward. However, Canada held the
rate and thus accepted the world inflation until 1970. By that time
prospects for stopping inflation internationally did not appear any
better than in the preceding years; the fight against inflation had
been lost and new inflationary expectations had set in. It was then
that Canada decided to cut loose from the mainstream of
developments in the world price level by letting the rate again float
upward. In hindsight, that policy was very sensible. Canada
voluntarily did in 1970 what the other major countries were forced
to do a year and a half later. She should have done it earlier.

Effectiveness of the Policy

This, T feel, is the common sense of Canada’s policy. I do not
think one can ignore the price level developments I have just
mentioned. The exchange rate system has really been very
important: first, for the integration of capital markets in 1960, and
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then for the whole question of the stabilization of the U.S. or the
Canadian economy. In the 1950s, the argument for flexible exchange
rates was based fundamentally upon the need for immunizing oneself
against the foreign price cycles. But throughout the 1950s, Canada’s
unemployment cycle, by contrast, was more or less the same as that
of the U.S., if anything, a little worse. Thus in the 1950s,
employment fluctuations in Canada were not immunized from those
in the United States -despite the flexible exchange rate policy. In the
1960s, there was no immunization from the U.S. business cycle
under fixed rates, but we had always expected that. The idea behind
flexible rates was to get away from duplicating what was going on in
the United States. Whether it did not work because the exchange
rates did not move that much, or because employment cycles are
determined by factors more fundamental than the exchange systems
or even monetary policy, is a question that is still unanswered.

My own view in this matter is that when we talk of the
effectiveness of one or the other policy we should ask: effectiveness
for what? How effective is fiscal policy? How effective is monetary
policy? The cirterion in answering these questions is generally its
effect on GNP. How much will it control GNP? Now it should alter
money GNP because it has to affect price level developments. The
ability of the exchange rate to insulate a very open economy from
foreign inflation or deflation is surely indisputable. But we have to
separate money GNP into price and output components. How
effective is a floating rate in controlling real variables? Monetary
policies would be far more effective in determining money GNP
under flexible rates than under fixed rates. The confirmation of that
is very striking and gratifying in the work of Caves and Reuber.

What isn’t clear though is how effective the choice between
monetary and fiscal policies is in determining the division of the
changes in GNP between real and nominal variables. That leads us to
a major policy question. If we really believed — and I doubt it — that
the exchange rate was an effective measure for correcting
unemployment, would anyone deny that the correct policy for
Canada today would be a big devaluation? If there is too much
unemployment in Canada, would logic not demand that we lower the
Canadian dollar to 90 cents, or 70 cents, or 60, or 50 cents? Of
course there are obvious constraints in the formation of monetary
policy. There are costs of changing the exchange rate, including costs
of rescaling debts and altering taxes. Suppose for a minute that
changing exchange rates would change employment to a large extent.
The costs of changing it would have to be taken into account. If a big
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change in the exchange rate has a big cost, that could be one reason
why one would object to the change. The theoretical literature
ignores transactions costs including the cost of changing the tax
system. But I am more concerned about a deeper issue.

The theoretical literature has been weak on the question of wage
rates. In the past it always assumed rigid wages. The reason why
expansionary monetary policy was always assumed to affect the real
economy was the assumption, taken over from Keynes, that money
wages were rigid downward. But we have moved into a world of
increasing money wages and prices and, as Keynes put it in one of
the less-read chapters in the General Theory, the danger of monetary
policy is that it invites a race between the printing press and the
trade unions. In this kind of world, the model based on rigid wages is
inappropriate. If money wages are flexible, it cannot be assumed that
inflationary monetary policy combined with exchange rate
depreciation will affect unemployment. The unit of account in the
General Theory is money wages and for monetary policy to change
employment it has to change the money supply per unit of wages. In
the short run this may be possible, but if the “short run” is less than,
say six months or even three months, can a policy based on it be
seriously considered? I doubt it.

Canada has a flexible exchange rate now and, as a result of letting
the rate float in 1970, had the best record on inflation in the whole
world. From May, 1970 to May, 1971 the rate of price increase in
Canada was lower than that of any other country. Why? Because the
brunt of the world inflation was taken up by appreciation of the
exchange rate. We seem now to have moved into a world in which we
can have a clear separation of real and nominal variables, but the real
variables are not affected by the money supply to the same extent
that they once were (or we thought they once were) and may even
be perversely affected.

Let me be precise about what I am saying so that you will know
whether I am precisely wrong or precisely correct rather than simply
imprecisely confused. In a flexible rate system, will a 20 percent
increase in the money supply increase employment? Will a 70
percent increase in the money supply increase employment? Under
fixed rates, of course, it would be impossible to have such changes in
the money supply; immediately capital would flow out, and the
Canadian dollar would have to be given massive support. But under
flexible rates, you can have it, and the exchange rate will depreciate.
Now, if the Canadian rate depreciates by 20 percent and there is no
change so far in the real money supply, with money wages remaining
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constant, you get a reduction in real wages and an increase in
employment, yielding a clear net expansionary effect. But, if at the
same time you have a 20 or 30 percent increase in money wage rates,
then there is no dependable basis for an increase in employment. All
you would have would be a scaling effect on everything, except for
the uncertainty effects of the instability of policy that would have
been introduced. For employment to increase it is necessary to have
an increase in the money supply per unit of wages.

Need for a New Wage Theory

We need a theory of wages that determines what the exchange rate
and employment are going to be after the money supply is increased.
Wage contracts in a fairly large economy, where the contracts are
made at different periods, take some account of expected inflation.
They may anticipate inflation. So that if you got an increase of 20
percent in the money supply and a reduction in the exchange rate of
20 percent, you may also get a 30 or 40 percent increase in wages
over this period that is largely anticipatory since wage contracts are
made often for more than one year. Quite apart from that, no big
changes in the money supply can take place without affecting
expectations a great deal, causing an increase in the velocity of
money, or a reduction in the real value of cash balances. As a result,
if you have a 20 percent increase in the money supply, you will not
ordinarily have a 20 percent increase in prices. There will be a
velocity effect at work, as portfolios are shifted out of fixed money
contracts, into assets that afford better protection against inflation —
assets like commodities and stocks. Then you may have a 30 or 40
percent increase in prices. Here the structure of lags become
important. The .measures taken will very quickly induce a very large
anticipatory change in the exchange rate. Prices will react to the
exchange rate, and wages will react to prices. Wages may thus
overshoot. So an increase in the money supply could turn out to
raise real wages temporarily at least and worsen the level of
unemployment. This is not an aberration or a vague possibility; it is a
standard case once we move beyond the very short-run Keynesian
model. And so we can accept that monetary policy affects nominal
income but it may not affect real income at all. Real income may go
in the other direction. Governments can no longer rely on money
illusion to cheat workers of income shares they regard as their due.
Confidence in governments rests on the belief that special groups are
being treated fairly, and if this confidence breaks down labor —
management conflict will increase.
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As an empirical matter I think we are going to move increasingly
and steadily in the direction where we cannot rely on monetary
policy to correct unemployment except insofar as the policies alter
the real burden of debts and the marginal spending propensities of
debtors differ from those of creditors. Even if it isn’t completely true
for the U.S. economy, it certainly is true for many of the European
economies. Money illusion is disappearing from the system as the
residue from past exploitation of it is used up. On the continent of
Europe much money illusion has been knocked out of the system by
the cynicism that past inflation and devaluations generated.

There are two types of money illusion — that which concerns the
impact of exchange rates on price levels, and that which concerns the
impact of price levels on expected wage rates. Money illusion may
still exist in the Manchester factories probably because the British
still have a lot of money illusion in their system due to several
hundred years of stability of the pound sterling. Stability is built into
the tradition of the English character. Most other countries don’t
have that. They don’t have that money illusion or belief in the
pound. The British have had three devaluations in the past three
hundred years, but they have all taken place since 1931!

Need for a Flexible Tax System

In a world from which money illusion has disappeared there is
another reason why monetary policy and flexible rates may work in
a perverse direction. The fiscal structures in the economy are not
mflation immune. Every time you change the exchange rate by a
substantial amount, you must change the whole tax system, if you
have a progressive tax system and want to preserve the same real tax
structure. This is especially true for small economies. If you have a
10 percent increase in the money supply, prices, wages, and
everything else, you will probably have a 12 percent increase in taxes
and fiscal tightness. With that, a deflationary budgetary policy effect
is automatically worked into an expansionary monetary policy. This
means that a flexible exchange rate system increases transactions
costs. Every time the exchange rate changes to any fundamental
extent, you have to have a tax reform. Without a tax bill you are
changing the real tax structure. In that case you are not measuring
only the effectiveness of monetary policy but a precise
monetary-fiscal policy mix. You have a combined financial policy at
work here. So you would have to have the Parliamentarians on hand,
if you had a really flexible rate and you were doing fine tuning on
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the tax structure. You would have to work the Parliamentarians very
hard to have a new bill every few months. This may not be important
in the United States, where the home currency is also the world unit
of account, but it is important in other countries. Constantly
adjusting the tax bill, you need a flexible tax system. A great many
things have to become flexible under flexible exchange rate schemes.

There is another point about flexible rates I want to raise again. It
is a theoretical point. It would have been interesting to look and see
whether the direction of policies becomes reversed, when you shift
from a flexible to a fixed rate. In a 1960 paper (see my [nternational
Economics, Chapter 11), I found that the cycles ol interest rates and
real terms of trade revolve in different directions when the system is
shifted from fixed to flexible rates. The exchange rate adjusts to the
balance of payments and monetary policy adjusts to correct the level
of employment under a managed flexible rate system, but moves in
the opposite direction under a lixed rate system. That has important
implications, depending on the degree of capital mobility and the
degree of integration of capital markets. The more integrated are
capital markets the “better” a system of fixed rates will be, assuming
that capital mobility and financial integration are desirable.

Exchange Rates — Relatively Less Important

However, the gist of what I am saying can be summed up in the
statement that the choice of exchange system is far less important
than commonly realized, having their impact mainly on price level
developments, in the models which have analyzed them, but that the
frictions in the system left out of economic models — tax, debt, wage
and expectations effects — are more important than is commonly
realized or at least discussed. (There is also the “Gulliver” — or as our
Prime Minister puts it — “elephant” problem which has to do with
the theory of dominant currencies, referred to below.) Consider the
U.S. surcharge. Does the Canadian exchange system really make that
much difference in terms of the issue of the surcharge? The surcharge
is a real change, and the exchange rate, as I have argued, is a
monetary change with only incidental and possibly perverse real
effects, if everything adapts at the right speed. But a gencral
surcharge on imports is equivalent to an equal devaluation combined
with an equivalent export tax. Classical theory tells us that no
exchange rate change that will achieve a new equilibrium cancels out
the effects of the surcharge. In Canadian policy, another aspect to be
considered is that many countries in the world, trying to protect
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themselves against U.S. policy, have moved to the idea of putting
export subsidies on to cancel out the surcharge’s effccts. The
surcharge for the United States, combined with an export subsidy
equal in amount to offsei the employment effects of that in other
countries, is equivalent to a direct income transfer equal to the tariff
proceeds from foreign countries to the United States. It is difficult to
see why that kind of transfer should be made to the United States. 1t
is reverse foreign aid. That won’t help the United States achieve its
$13 billion turnaround in its balance of payments, and neither will
the reduction in foreign aid. It will do the opposite. Foreign aid
improves the U.S. trade balance; it doesn’t worsen it. The only way
the United States can get a turnaround of the extent required in its
$13 billion goal is by increasing transfers abroad. Foreign aid is one
way to get an increase in domestic expenditures abroad. For this
purpose the adjustment mechanism under either fixed rates or under
flexible rates works perfectly. The United States lends or gives away
$13 billion more. Foreign countries increase their spending by §13
billion. Americans reduce their spending by $13 billion, resulting in a
change in the trade balance. Obviously, there is a transfer burden at
work here, and the terms of trade may have to alter somewhat. That
has all been so clearly worked through in the literature that it hardly
needs to be discussed. That is the only way in which you can
effectively get the required turnaround. It is not fundamentally a
monetary problem. That is dealing with the issue in the wrong way.
The exchange rate issue, then, is a red herring, not just with respect
to Canadian policy, but with respect to policies of Europe, Japan and
the United States.

I really do not think it matters a great deal whether Canada fixes
the rate or keeps on flexible rates, except in terms of Canada’s
interest in insulating itself from unwanted inflation or deflation
abroad. Is the world rate of inflation the right rate of inflation for
Canada? If the world economy inflates at 10 percent a year and
Canada does not want that (which is certainly the case), then it
should stay on flexible rates and let exchange rates go up by 10
percent a year. That is the problem the Europeans have been having.
The Germans had not wanted mflation, and in trying to resist it they
have suffered surpluses, and the United States has pressured them
into more appreciation. Similarly, appreciation in Japan will cause
deflation there, and a slowing down of the rate of wage expansion.

But a system of freely floating rates raises other kinds of problems
in a dominant dollar world. If all countries float exchange rates
independently in a world where the United States is such a dominant
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part of the world economy with the U.S. dollar acting as the world
money in the sense ol the world unit of account, then the
Balkanization of the cuwrrencies outside the United States will lead to
an increase in the importance and power of the U.S. dollar in the
world economy! That will not lead to any improvement in the U.S.
balance of payments. Rather, it will become worse because if all
central banks move out of the markets, then the commercial banks
will move in to fill the functions left vacant by the central banks.
The central banks fix the rates as a kind of “socialistic” intervention
in the cconomy in the field of money. They fix the rates and
centralize the foreign reserves of the public, thus economizing on the
seigniorage cost ol holding foreign reserves. It the central bank drops
these activities, the commercial banks will step in and perform
exactly those same functions. They may do it more or less
efficiently. If the banks are very big, they may do it more efficiently.
Each of the big banks like Chase, First National City, Bank of
America, are bigger, in terms of their total assets, than the Bank of
France and the Bank of Italy put together. We’re moving into the
world of the multi-national bank, in which central banks are far less
important. It is a world which is entirely based upon the dollar
system. No exchange system can protect itsell from that. This
fragmentation of all the currencies in the world does not result in an
even gain for all the countries involved. It is a gain in which some
currencies will rise and some will go down with respect to the dollar.

The Theory of Dominant Currencies

The only currency useful for capital accounts would be the dollar
because, even with substantial rates of inflation, the stability of the
dollar would be greater than that of most other currencies in the
world. The uncertainty connected with the dollar will be less than
that of any other country in the world. The theoretical basis for this
is in the theory of money. What made gold and precious metals
optimal money for large transactions internationally was the fact
that the annual changes in the quantity produced was a very small
proportion of the quantity held, yielding lower variance of the
dollar. In the theoretical literature, a restricted application of this
theorm can be found in Marshall’s Money, Credit and Commerce and
in Keynes’ Treatise; it has to do with the responsiveness of the
marginal efficiency of money to changes in the quantity of money.
In both the Treatise on Money and in the General Theory, the thing
that becomes money is that asset for which the marginal efficiency
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declines least when its quantity is increased. Hence gold in the
Middle Ages, the pound in the 19th century, and the dollar today. If
we now think of a world of currencies, then the question is: Which
money, from a world of monies, becomes the best money? It will be
that money whose marginal utility declines least when its quantity
increases. In nearly all circumstances, that would be the currency of
the biggest economy. To illustrate this point, imagine interest rates
on one axis, and currencies on the other. Suppose everybody in the
world was alike, except for a cartel formed by one group of people
using a given currency. When you add all the currencies up, you see
immediately that, in the change, the marginal utility of the biggest
economy will suffer the smallest reduction. It is a short step from
this theorem to build dynamic learning behavior into it since once
one currency gets accepted its monetary properties grow and grow,
cannibalizing, in a leukocytation process, all the others.

The theory of dominant currencies therefore shows why the
strength of the dollar is so great, having more than ten times the
transaction domain of a country like Canada. So how do you combat
that kind of financial juggernaut? The best thing may be to accept it
simply because it is hard to invent an alternative. We must live with
the fact that we’re in a dollar-dominated world and try to make the
dollar perform its world money functions better than it has thus far
and make sure that a disproportionate share of the gains go to the
U.S., at the expense of other countries, or to commercial banks in
general at the expense of the body politic. However, if the United
States cannot follow a stable monetary policy or will not exercise its
power to constrain the spillover of its monetary system into the rest
of the world an alternative money to the dollar would have to be
created, based on a union of the currencies of the smaller countries.
Canada cannot do much in this respect alone. The Europeans have
been moving in the direction, of a monetary bloc toward the creation
of an alternative to the dollar. Whether they can create one big
enough to take over some of the properties of the dollar without
moving further in the direction of political integration than the body
politic will permit is the major question mark.

I have now strayed far beyond my proper role here, but all things
are connected. In terms of Canadian monetary and fiscal policy, an
acceleration of the money supply is not really going to solve
Canada’s current problem of unemployment partly because of its
effect on wages and partly because of the impact on fiscal tightness.
More drastic fiscal policy action is needed to offset fiscal tightness.
In this connection it should be observed that the high value of the
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Canadian dollar did not create unemployment in Canada; our
unemployment cycle began before the rate floated. It was only the
first derivative — the rate of change in the exchange rate — that had a
transitory effect for a few months on Canadian unemployment. No
tariff policy in Canada can offset the U.S. surcharge. No retaliative
measures would be useful for Canada to employ except perhaps
lowering tariffs on products from non-U.S. countries. Canada might
make some agreement for a mutual reduction in tariff barriers with
the Prospective Ten common market countries. In order to prevent
the unemployment that has been created by the U.S. surcharge,
Canada might divert trade away from the United States, and increase
trade with other markets. They could do the same in the currency
field and perhaps form a coalition of currencies with Europe. That
would involve a basic reorientation of Canadian policy, toward
integration with Europe rather than integration with the United
States and it would be a drastic departure from the direction of
Canadian policies in the past. As Caves and Reuber pointed out, the
1960s showed poorly integrated capital markets, caused, to a great
extent, by the uncertainty of the U.S. policy: the interest
equalization tax, the voluntary credit restraint program, etc. This
policy set, combined with sudden expansions and contractions of the
money supply — stop-go monetary policies — has forced other
currencies to dance to the tune of the Federal Reserve Board. It has
not been a harmonious one.

It is an unpalatable situation, and the rest of the world has to
examine the question of whether or not the United States can be
relied on in the future to exercise responsible, better informed
leadership in monetary matters. Whether our answer is yes or no
more constructive, positive action outside the United States is
required, either to support the United States in a continuing
leadership role or to create an alternative in the event that leadership
falters or becomes inimical to the enlightened self interest of the rest
of the world.





