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On July 12, one weck after theo preccdent set by Canada, tho
Swecish Riksbank lowered its official selling price for the United
Statos doller from L.20 to 3.60 kronor, and for the pound storling
from. 16,95 to 1L.50 kronor, or opproximetoly 1L per cent in cech oase.
The article which follows, ontitled "Will Swedon Raiso the Exchange
Value of the Krona?", was preparod in advance of the announcement and
so could not give considoration to the actual ratecs establishod.

The Riksbank's right of note issue, which is partly determined
by the market value of the Bank's gold stock, will be roduced fron 3,162
million to 2,877 million kronor, on the basis of Junec 15 figuros. /hctua
note circuletion on thet dete wes only 2,345 million, and the avorago
ennual increase since 1939 hcs boon cbout 200 million kronor. The Bank's
gold reserves remein sufficicent, therefore, to meet the logal require-
ments. But whereas the amount of gold legully available for intcrnetionsl
transactions wes previously 817 million kronor (about 195 million dollars
&t tho old rate), it has now becn reduced to 532 million kronor (about
1148 million dollars at the new rate), agein on the basis of June 15
figuros.

The demand for Sweden's exports is today feirly inelastic,

and any balance-of-payments difficulties occasioned by tho now oxchenge
rate ere more likoly to fall on countries like Britain and Norwuy, which
roquire Swedish goods, than on Sweden horsolf. Britain and Norway havo
borrowed heavily from both Canede and Sweden, and repeyment will now

be moro difficult., It should be noted also thet meny of the commoditioes
oxported by Sweden are also exported by Canada (particularly woodpulp
ond paper), and togcther thoy will probebly force up world prices for
such products,

1/ Although tho right of noto issue is basod pertly on the markot valuc

T of the Bank's gold, the new markot price will not nccessarily affoct
the rete at which gold is valuod on the Bank's bslance shoot, which
prior to July 12 weos little morce than half its markot value.

4, ;\w*
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Will Sweden Raise the Exchange Value
cf the Krona? Robert W. Bean

Several days prior to the Canadian announcement, rumors
circulated in Stockholm that the exchange value of the krona would be
raised on July 1, the day sfter the demise of OPA. That the rumors
did not materianlize may have been becsuse they were unwerranted, or it
may heve been bectuse of the continued uncertointy as to the future of
price control in this country. Large forward sales of dollars to the
Swedish Riksbank causod the Bank on July 10 temporarily to comse buying
all foreign currencies, and this, following upon Conada's action, has
strongthened oxpectations that tho Riksbank will soon lower its price
for dollurs. Although thc caso for apprecietion of tho krona is less
strong thun wus the cuse for cppreciction of the Canadion doller, emple
recason might be found if United States prices and weges spiral upward.

Swedon's balance-of-peyments position is strong, Although
still a net-importing country--only during the second helf of 1945 did
exports cxcced imports--the trade deficit is easily mot by returns on
investments end shipping rcceipts, which elso providec o surplus for
financing a lorge portion of oxports on ercdit. This is rot o temporary
condition. Swedish industry is thoroughly modern, wnd greater production
end greater exports weit chiofly on the arrival of cdoquate coal supplies.
Approciation of the exchango vealue of the krone would thercforo not causec
balanco-of-payment difficulties. It would, for a time ot least, lower
the cost to Swodish importers of goods from the United Statos.

Like Conada, Sweden is an important internutionsl lender.
Exchange uppreciction of hor curroncy would moen that dobtor countries
would have to provide a groater volumo of goods and sorvicos to repay
their debts. Prospective borrowors would heve to borrow more than
originally planned in ordoer to sccurs tho same volume of goods and
serviccs from Sweden. Conccivebly, Swoeden has found thet she hes
already lont abroad too groat o portion of hor national income (ebout
ono-seventh) in view of the continucd shortage of raw meterisls snd fuel
supplics, ond may wish to roducoe thu cffects by discouraging exports.
But having negotiated certein lending agreements at tho curront reto of
cxchange, tho presumption is that sho is willing to provide tho quantity
of cxports involved. Thus, the recent egroomont with Britain, which
providos that Sweden will consent to hold up to an additional 15 million
pounds sterling during the your onding April 30, 1947, clso provides that
this amount mey bo increased to 16 million should the market turn more
in Sweden's fuvor. This provision would sppear to inelude either a rise
of prices for Swedish goods in Brituin or an appreciation of the exchange
velue of the krona. Thero is nothing in thc basic agroement (which wes
drawn up in 1945 to run for five yoars) which prevonts Swoden from
altering the exchengo rate. Although the rate is fixed by the agreemont,
it may be changed by either party provided the other is given "as much
notice as may be pructicable". If Swodon were to meke such o change,
quite possibly the provision for increased acceptance of sterling would
be invoked, or an even larger amount be arranged by re-nogotiation,
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Sweden's lorgest debtor is Norway.

CONFIDENTIAL

Substential aporoci-

acbion of the krona would aidd considorably to Norway's forcign-ocxchenge
difficulties, and might givo Norwgy also cause to raise the wvaluc of

her currency.

But Norway's balance-of-payrmonts position is less

faworeble than Swoeden's, and it is doubtful that she would be able to
tako the loss in doller rovenues, purticularly in shipping roceipts.
To the extont that the adjustment only compensated for, and did not
anticipete, a rise in Unitod Stutes prices, Norwoy too might bonefit

by & cheaper ratc for dollers.

Sweden's principal object in chunging tho rato would be to
countoract the influence of highoer United Stutes prices on hor own

internal oconony.

At proescnt, indexes show o grouter inercaso in

Swadish than in United States wholosule prices since the first half of

1979.

But 1939 was probably not o perind of equilibrium, and it has

beon suggested that the gunoral loevel of costs in the Unitod States in

that your wgs elrecdy 10 to 20 per cent too high comparcd with European

countrics.l
tho present dispority betwoen United Statos end Buropean prices. The
cxtiont of this disparity, as indicated by percentege incresses since
the first half of 1939, is shown in the chert, which tckes account of
exchonge-rate alterations since that period. Taken by itself, the

This would meun thet indexes bused on that period ecxaggerute

chert suggosts that the Swedish krona is presently overvslued in dollars.,

f7=Dr. Por Jucobsson, kEconomic Adviser of the Bank for International
Settlemonts, in Skandinaviska Banken Qusrtorly Roview, April 1946.
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But, for tho reasons elready indicated, and because of the direction
of tho movement of prices in the United States, the apparont prico
disparity hus little significance. The chart dees suggest, however,
that Sweden is unlikely to reise tho velue of tho krone bofore sub-
stentiel price rises in tho Unitod Stutes have occurrod or appear
inoviteble.

The krone is presently vwlued in dollars at 0.23852, or
approximetoly ono per cent less than during the first hilf of 1939.
The currcont kronc-sterling rute is Kr. 16.95 per pound, which repro-
sents on incroased vulue for the krone in storling of about 1% per
eent relative to the first helf of 1939.

Curroncy cnd Benking in Austria ' J. Horbort Furth

Pecont confidential roeports of the Austrign financial au-
trorities pormit for the first time since liberttion an accurato survey
of the country's current monctury situation. In larch 1946, the cone-
version of rsichsmarks, cnd lerge f£llied militory notes into Austrien
schilling bonk notesl/ﬁus completed by the exchange of Germun notes of
srall denomination. A sum of 7,661 million reichsmarks end 939 million
militery schillings wus dopositcd, making & totel currency circulation
bafore conversion equel to 8,660 million schillings. According to
Austricn ostimetes, wbout 3,000 million roichsmurks out of that sunm
he.d not boen in circulwtion in Austria ct tho time of liboration, but
vierce smuggled in under the Allied occupation. Lt tho timo of the Gormen
“ennoxation (Mereh 1938), currency circulation wes spproximutely 1,100
million schillings.

On April 30, 1946, thc circuletion of new Austrion bank
notes totulod [},287 million schillings; to that wmount should be
addod 170 million of subsidiery currsncy in Allied military notes,
to be exchengod for coins in the newr future. Of thu new bunk notes,
on smount of 1,980 million wrs issued to tho Allioed suthorities, and
2,307 million to the nitive populetion. The number of occupation
troops hus beoun ostimuted et cbout 200,000, while the populetion
mmbers sbout 7 nmillion; the avereago curroncy holding is thercfere
gbout 10,000 schillings per £11licd soldier, snd wbsut 330 schillings
per hoed of the nutive population. Since tho boginning of Harch, totel
circulation, and espociclly the wmount issued to the Allied suthoritioes,
huas rangined virtually unchenged, thenks to the insistonce of the United
Sustes representative on tho Allied Cormission in Viemna upon & reduction
in the Russian domends for fustrian curroncy.

Deposits with the Austrian Notionel Benk trountod to 7,611
million schillings, of which 3,432 million wes blocked. Virtuully tho
ontire wmount consisted of deposits of othor cercdit institutions end
Govermment agencios. Deposits with commercisl bunks, sevings bunks, pri-
vato binkers, wund mortgage bunks (oxcluding interbunk deposits) cmounted
ts> 4,383 million in checking end 6,524 million in suevings deoposits.

l]fSee Roviaw of Foreign Devolopments, Jenuery 1, 1946, p. 3.




-5 - CONFIDENTIAL

Estimates of deposits with the postal checking service and credit co-
operatives increased the total to approximately 5,700 million of
checking and 9,300 million of savings deposits., Approximately L5 per
cent of the checking accounts and 60 per cent of the savings accounts
were blocked., These figures compare with chout 1,000 million of
checking and 3,000 million of savings deposits before the annexation.
Total mesns of puyment (curroncy and free checking deposits) increesed
betwoen the beginning of 1938 cnd April 1936 fror spproximetely 2,100
million to approximately 7,400 million schillings; in terms of United
States dollers, howevor, the oxponsion is from &n cquivalent of Loo
million dollurs to an equivuleont of 740 million dollars.

All banks are troublod by the problam of thoir elaims
against German dobtors, ineluding their holdings of Germun Govermmont
bonds. Commorcitl benks have such claims toteling 2,151 million
schillings out of total assots of 6,394 million; sevings banks 2,270
million out of totcl assots of 7,890 million; privetec bankers 33 million
out of total asse¢ts of 26 million; nortgege benks 298 million out of
o totul of 1,215 million; and crcdit cooperatives 71% million out of a
total of 2,856 million schillings. Altogether, such claims amount to
6,465 million or moro than 30 por coent of all assets of thesc credit
institutions, totaling 18,615 million schillings. Morocover, virtually
all assets of tho Austrian Netional Bank and the postal savings and
chocking service probably fell into this cutegory. Sincs many credit
institutions have lurgo balancos with other crodit institutions which
in turn h.ve claims eguinst Gormen debtors, the tot.l impact of the
problem on non-bank depositors is ovon greuter then the figures indicutae.
It may be solved either by invalidating 80 per cont of w1l blocked
deposits--on umount approximutely equul to thut of tho claims in
question--or by the Austrien Govermment taking cver the claims, or by
& combination of these two methods. The problom is closcly related to
that of the troatment of Austrien roparution oand restitution cleains
against Gormany, and no solution is to be expectod before thut lurger
question is settled.
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Th3 Automatic Fund Again Alice Bourneuf

Ever since the early discussions based on the original
Keynes and White pleans, one of the main issues between the Jmerican
and British experts has been the extent to which the international
monetary organization should operate in an automatic rather than e
discretionury fushion., Although the originul Keynes plan contained
certain limitetions on the use to be made of the Clearing Union and
spacific provisions under which use of moroc thun 50 per coent of o
menber's quota depended on tho acceptanco of certain recommcndations
of the international organizution, the British have consistently favored
"uutometic" operation of the Fund, on the ground thut the quotas and
tozal resources of the Fund ere very much smaller thun the quotos and
total resources of the proposed Clearing Union. Tho British bolicve
manber countries should be assured that thoy can use their full quotas
without interforence by tho Fund except in very extrume casos.

The compromise provisions of the Joint Statemont of April
19y were cgreed on after long hours of discussion betwoon the Americans
¢nd the British and worc incorporuted wlmost without change in the
Articles of Agroement of the Internctional Monetary Fund as drawn up
et Bretton Woods. Since Bretton Woods the issue of the sutomatic versus
the non-automatic fund has become a matter of great public concern,
@specially in the Unitod States. The Fund Agreement probably would
not: huve been accepted by Congross without the assurance of adminis-
trution experts thuat the Fund would not work in en sutomutic manner,
that it could continuously exercise discretion and refuse access to the
rosources of the Fund for certain purposes. At Savannwsh the issue of
tho automatic versus the non-cutomutiec fund was behind the wholo con-
trovoersy on whother the Executive Directors should be full-time or purt-
tinc., The fmericun position that the Directors should be full-time was
based fundementally on the idee that the Directors would be constantly
watching monetary ocnd economic dovelopments in mamboer countries and
constantly supervising the usc made of the Fund by membor countries.
The compromisc roachod was cossontially a vietory for th» Ameriecan
position since it wus decidod thet the Fund should have a full-time
Bosrd of Directors. .Although neither the Directors nor tho Alternates
need be full-time, either the Director or the Alternate must be readily
eveileoble at all times at the main office of the Fund.

The issue of the automeatiec or non-asutomatic Fund undoubtedly
will continue to be of mujor importance. Tho Fund is oxpected to begin
oxchange operations around the ond of 1946 and the Dircctors must agree
on proceduros &nd operating rulos before that time. Probably a series
of operating ruloes and procecdural rogulations will be submitted to
the Boerd of Governors of the Fund at its next meeting in September.
Ono of the most important questions to be settled is tho procedure to
be followed when & manber requests the Fund to provide it with foreign
currencies in oexchunge for its ovm currency. Thoe degree of automatism
in the Fund's oporations will cleurly be reflected in the procedures
ad(lpt ed.
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The British may be expected to take the position that each
rejuest should be referred immediately to an operating division of
the Fund end that the foreign currencies reguested will be turned
ovsr to the member country unless the Fund has previously declared
ths country ineligible to use the Fund. In other words, the British
may weoll argue that the only peregraph in the Agroemont under which
the Fund cen refuse a request for foreign currencies is paragraph (iv)
of Article V, Section 3. This paragreph refors to four sections of
ths Agreemunt undor which the Fund may declaroc a country incligible
to use the Fund. These scctions say the Fund muy declare o mambor
incligible if the member hes made an unauthorized chunge in its ox-
change rate, if it has feiled to fulfill sny of its obligations under
ths Agreement, if it is and has beon using the Fund to mect a large or
sustained outflow of capital, or if it hus been using tho Fund's resources
"in a manner contrary to the purposos of the Fund." In tho last two
ca30s a member must bo werned sahead of time end requested to alter its
ways before it mey be declared ineligible. In these four situations,
then, sithor thore huve boen serious breachos of obligations or con-
tinued misuso of the Fund after the Fund's position on the matter has
beon made clear to the member. All four are therofore cescs of rether
drustic disciplinary action by the Fund.

The Amoricans, on the other hand, may be expected to stross
paragreph (i) of Article V, Section 3, which says that a memboer wishing
to purchase a forcign currcency must represent that it is presently
nexded "for making in that curroncy paymonts which uro consistent with
ths provisions of this Agreement." 1In the April 194l Joint Statament
of Principles, tho referencc wus to "the purposes” rather thun to "the
provisions" of the Agreement. This sontence w.s the subjoct of long
discussions between the British «nd Americun exports and the Jsmericans
attached considerable importance to it. There aro o number of scctions
end provisions in the Agreement which refer to whet use may be mede of
the Fund and uso in accordence with the purposes of the Fund. The
tetual statement of purposes rofers to use of the Fund by mambers to
provide them with "opportunity to correct maledjustmonts in their
balances of payments." Tho article on tronsitional arrungements says
the Fund is not intended to finance relief or rceonstruction neecds or
to settle obligetions arising out of the war. The articlo on capital
trunsactions seys the Fund is not to be usod to finunce a lurge or
sustained outflow of cepitil. The section on initial determinution of
par volues says the Fund mey postpono exchange trunssetions with eny
menber "if its circumstances are such that, in the opinion of the Fund,
thuy would lead ta use of tho resources of the Fund in &« menner contrary
to the purposes.” The inoligibility provision, Article V, Section 5,
also refers to uso "in accordance with the purposes of tho Fund."

The fmericans believe that tho reference to tho "provisions
of the Agreement" in Article V, Section 3 (a)(i), moans thet all thosc
provisions should be considered when the Fund is deciding whether or
nos to grant a particulur roquest for foreign currencios. Not only
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must the member represent thet it neods foreign curreonciecs for pey-
ments consistent with these provisions, but the Fund must be satisfied
that the represontation is accurcto.

The fmoricun position, therefore, presumubly will be that
cach time a mamber roquests foreign currencies that particular request
should be studied by the Fund to determine whother it is in accordunce
with the purposes or provisions of the Fund Agrocment. The Amoriceans
will undoubtedly argue that any roquest cun be refused if it is not
ir oecordunce with the purposes of the Fund, irrespective of whether
or not the member has alroady bcon using the Fund in o mannor contrary
to its purposes. Use of the ineligibility clauses roquires the Fund
tc show past misuse of the Fund but it seems only fitting that the Fund
should also be in & position to prevent misuse from occurring, irre-
spective of tho pust behavior of e membor. In the Mmericon view instecad
of immediate referral of e&ch roquest to some opercting division thero
should be a period of time during which the Fund will decide whether
tc grant that particulear request. .And requests could be turned down
without written reports and formel declerations of inecligibility.

The importunce of the controversy as to whether e mamber
cen be refused access under Section 3 (a)(i) rather than under
Scetion 3 (a)(iv) would be loss if it were certain that cach request
for foreign currency would be quite small compured to & member's annuul
drawing privilogo. In this case, even though eech individual roquest
wos granted more or less automaticully, the Fund could prevont sub-
stentiel abuse of its resources even though it used tho time-consuming
procedure of tho ineligibility provision. But member countries muy
put in large requests, in rare cases perhaps aven for the full amcunt
of theilr annuel drawing privileges., It is much more importent, there-
foro, that the Fund should bo in & position to refuse any individual
request irrespective of past abuse of the Fund by that nmmmbor and
whether or not the Fund has alreedy gone through thc process of
declering the member ineligible.

Whether such requests are small or not, it would seem to
augur bedly for tho success of tho Fund if its only discretionury
powor had to be exercised through issuing a report to a membor saying
that it has elready ccted contrary to the purposes of the Fund or
failed to live up to its obligutions under the fgreement. It would
bec preferable if the relations botwsen the member end the Fund could
be hondled in a less formel fashion. If officisls of tho Fund tell e
member informally that & purticulur request hus bocen recfuscd or is
likely to be rofused and discuss the whole problem with the membor,
it should bo possible for the Fund and the membor to roach a workeblo
understending of the Fund's policies. The Fund should be able to
contrcl the use of its rosources by other mecns than formal sccu-
sations of bad faith on the part of e membor.



-9 - CONFIDENTIAL

Ne-herlands "National Budget" J. Herbert Furth

In June 1945 the Netherlands Govermment established the
Central Planning Bureeu as an advisory body charged with submitting
proposals for coordination of the country's social, economic, and
finenciel policies with particuler reference to reconstruction end
the promotion of nationzl welfare. In connection with the Govermment
budget for 1946, the Bureau has pressnted & "Nationul Budget" including
essimetes of recoipts and expenditures of households and enternrises
as well as of trensactions in the fields of public finance, capitel
markets, and internutional economic relations. Although the technigue
adopted by the Burcau differs fundamentally from that used in the United
States, it is possible to reassemble the various deta in o form which
melcos them comperable to the estimutes of gross netional product,
nasionel income, and income paymonts to individuels, regulirly pub-
lished by the Department of Commercc. A summery of such & regrouping
is proesented in the followlng teble:

Notherlonds Nationpl Budget, 1946
(In billions of guilders)

Consumer expenditures 6.2 Govermment expenditures 3.3
Personsl texos 1.2 Private gross capitul

Porsontl savings 1.2 formation 2.7
Paymonts to individuals 8.6 Consumer goods 6.2
Mius transfer puyments ~1.0 Minus not imports -1.8
Flus business suvings 0.0 Gross nutionel product 10.4
Nationel income 8.2

Businoss texes 1.5

Deprocistion 0.

Gross nutionel product 10.4

In the period from 1938 to 1946, the ostimuted nutional in-
como increased, in terms of Netherlands currency, by 60 per cont from
5.1 billion to 8.2 billion guildors and, in terms of Unitod Stetes
curroncy, by 10 per cent from 2.8 billion to 3.1 billion dollars. In
terms of actual purchesing power, however, based upon the wholescle
price index for April 1946, tho national income declinod by 35 per
caat from 5.1 billion to 3.3 billion guilders of 1938 purchasing power.
As & result, the Notherlands, which was onc of the richest countries
of the world, is now to be reckonod smong the poor oncs: the ratio of
roal por-capite income in the Nethorlands to that in the United States
dosrcused from about 75 per cent in 1938 to ebout 18 per cent in 1946,
Thz decline, resulting from the terrific war demage suffercd by the
nation, was groster than in cny other Western Buroposn country: in
France, real nctional income for 196 has boen estimeted at only 18
per cent below 1938, and in Bolgium, it recched us early as in 1945 &
level only 20 per cent bolow 1938.
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For lack of sufficient date, the breekdown of tho gZross
national product cennot be compared with previous years., It mey,
however, be compared with corresponding estimetes for the United
Stotes. The ubsoluto figurcs are very different, but percentage
retios show thut taxation and savings, and correspondingly Goverrmont
oxponditures end capital formation, play & fur groater role in the
Nethorlunds then in the United Stutes. In splte of the lower nctional
insome, consumption represents & far lower fractinsn of the totel. A
swmary of the comparative breckdown of neationwl product availeble for
domestic use (i.e., gross nctionel product minus nct oxports, or plus
nes imports, respectively), gross nutioncl product, and income peyments
to individuaels is presentod in the following tables

National Income in the Netherlonds end
tho United Stetes, 1946

(In per cont of totuls)

Netherlands United Steatcs

Netional Produet Availeblo for Domestic Uso

Govermment expenditures 27.1 0.0
Priveto capitul fomation 22.1 11.8
Jonsumer goods 50.8 _68.2
100.0 100.0
Gross Nationazl Product
Personal and businoss toxos 2.0 20.5
Personal and business scvings 26.0 17.0
A11 other uses 50.0 mQELE
100.0 100.0
Income Peyments to Individuals
Personal texos 14.0 10.9
Porsonal sevings 14.0 9.0
Consumption 72.0 80.1
100.0 100.0

This comporison suggests thet the Netherlaonds is fully
cwere of tho megnitude of its rceconstruction tesks, and is resolved
to ettack them in its traditional spirit of austerity and stubborn
determination.
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Apprecietion of the Cenadian Dollear C. Re Herloy

On July 5 the Canadian Govermment increascd the official
oxchenge value of the Canadian doller by approximatcly 10 per cent to
restore that curroney to full perity with the Unitod Stetes dollar for
the first time since Septamber 1939, Thore is erple ovidonco that the
Canadien ection was precipitated by the expiretion of price control
euthority in this country. Finance Minister Ilsley, in announeing the
aection to the Canadien House of Commons, seid:

"Porhaps the greatost throat to the stability

~of prices in Canade comes from the rise in pricos
in the.United States and, to a lesser extont, in
other countries. The present position with rospect
-to the future of price control in tho United Statcs
is confused and uncertein. #ithout presuming to
forecast whet will happon in tho legislutivo sphoro,
rocont dovelopmonts would soem to suggest that
furthor increesos in prices in that country aro
likely to occur.”

Though the epprociation of the Cenadiun collar was un-
doubtedly hastened by the course of events in this country, thero is
no reason for essuming that the action itself was either hasty or ill-
considered. The size of the Canadian reserves of gold and forcign
e¢xchange, the dogroe of success which that country hes alrecady attainod
in roeconverting the domestic goonomy from production for wer to pro-
duction for pesceo, the excellent record which the Canadiun Govermment
hos made in maintaining price stebility, end the strong position which.
Canede will occupy in the fiold of foreign trade, at least for several
years, all indicate that the new veluc of the Canadien doller cen be
successfully defended. The ection is not, however, devoid of risks.

4 considerable loss of liquid reserves may be expocted, and continued
efforts to mitigate internal infletionery pressures will be required.
Beceuse of the ncture of the Canodian balance of payments which is
cheracterized by current eccount surpluses with most major trading
countries other than the Unitod States ond by o substantial defieit
with this country, pressurec on the new Cenedian doller rate mey be
expected toarise almost exclusively from transections with the Unitod
States. Emphasis will accordingly be placed on Cenedian-/mericen
relationships in the following paragreophs.

In the report of the Fereign Exchenge Control Board, issuod
in Merch of this yoeer, the history of the Canudien oxchunge position
from the beginning of tho war in Septomber 1939 to the end of 1945 is
recorded in doteil. Tho teble on the following pege is roproduced from
thet report.
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Coanade's Holdings of Gold end United States Dollars
(In nillions of United States dollars)

F.E.C.B. _

(und Bank -GDoglnlfnt © Prive 55/ Total

of Cancda) Jovermmont - B
Sept. 15, 1939 238.7 , 2.l 1%2 %9%,1
Doc. 31, 1939 272.8 23,1 98 Lol,.2
Doc. 31, 1940 ’ 309,3 20.8 2 332.1
Dee. 31, 1941 16l.1 23.5 - . 187.6
Dec. 31, 1942 - a2,2.9 75.6 , - 218.5
Dec. #1, 1943 373.2 76.L - €L9.6
Dec. 31, 194 800.1 102.1 .- 902.2
Dee. 31, 1945 1,275.9 . 2%2.1 - 1,508.0

1/ Bxclusivo of working belences.

Tho present article is not concornod with detuiled cnalysis of the
changes revocled in tho forogoning table. It will be sufficient for our
purposes to cull ettontion to thu faet that the net gein in liguid re-
serves of 1,115 million dollars is clmost mutchod by on incroaso in
Canrdien copital indobtodness to tho United Stotos of approximetely
1,120 million dollars during the poriQd.l/ Conadian officiels have
frequontly pointed out that for this reuson the increase in liquid
reserves cannot be rcgarded as o not guin in the balence shect position
of Conada vis~a-vis the Unitod Stotes, cnd huve in the pest cited this
fact in denying repectod rumors of pending curreoncy eppreciation., Such
statements gonerally implied thet withdrowzls of United Statcs cepitsl
might rapidly doplete Cencdien resaorves.,

While it 1s true thut &« portion of the recont inflow of United
States cepitel mey huave roprosonted e purely speculutive movement in
anticipction of Ceanadian currcncy approciation, closer coxeminetion of
the data, togethor with a study of Cenadian oxchunge c¢ontrol regulwtions,
shows that withdrawul of Americen capitul on o dumaging scele is not to
bo oxpcected. The threo principal items composing the 1,100 million dollear
incresse in Canade's not dobtor position with tho United Stetes ero:
Cenxdion sales of United States «nd other forcign sccurities to United
States residents - 368 million dollars; United Stutes purchascs of
Canzdiun sccurities - L8l million dollurs; wnd undistributed profits of
branchos wund subsidiaries of Amcricen compenics in Cancde - 230 million
dollurs. : .

1/ Tho Canedian deficit on merchundise sccount with the United Stetes

T toteled 1,500 million dollers in the six years 1940-1945, Approxi-
mately 500 million dollers of this was met by transfer to the United
Stetes of gold and dollers roceived from the sterling erco; Canadian
z0ld production during the poriod was valued ot 865 million dollers
and roughly comparchle gold scles to the United Stetes mey bo assumed.
The balance of tho trude end current services deficit wos prosumebly
offset by recouipts from dollur sules to non-storling aree countries
othoer than tho United Stetes and from heavy United Stutes militery
sxpenditures in Cunede. on the Alaske Highway, thoe Cenal projcect, ote.
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The increase of some 735 million dollars in cepitel cleims of
Unitad Stutes residonts against Canada is, of course, only a small purt
of total American investment in Canada; according to tho Dominion Burcau
of Statistics, total United States direct and portfolio investment in
Cenada in 1939 wes 4,190 million Cenadiun dollers. However, any withe
drawnl of capital from pre-war investments is fairly rigidly restricted
under rcgulations of tho Foreign Exchange Control Board.l/ Tho groeter
part of the war-time increcsc, on tho other hand, cen be withdravm, but
only in Cunadian currency. Undistributcd profits of Amcrican subsidiarioes
can be withdrawn in Cenadian dollcrs whilo the bulk of United States
security holdings ccquired botwecn Jomuery 1940 end Jsnuary 19462/may be
liquidated through sales in Canade and the proceeds withdrewn in Cencdian
currency. Including registerod purchuscs of stocks end shoros in the
firss holf of 1946, it may be estimated thet some 600 million dollers of
Amcrican cepital could be promptly withdrawn if the owners so wished.
There is, however, little roason to beliove thet any such substantisl
withdrawals will bo medo., Any cttempt at hurried convorsion of Canadian
socuritios into cesh would cause a decline in Cenadien quotations while
largo-scoale disposcl on the froe exchenge market in this country of tho
Coanadien currency roulizod would tend to depress the price receivcd and
deprive the seller of tho full potential gein which the Canadian appreci-
ation promises. Moreover, unless subsequent depreciction of the Canadian
dolluar is expected, the Amoriccn investor's geain as & result of roevecluation
is as fully "reamlized" in Canada cs it would be after conversion into
domestic currency, and dividends pwyeble in Canadian currcncy (which can
be convorted into United Stutos dollers at the officicl rato) will yield
on edditional 10 per cont to Amorican holders as a result of the approciation.

Since cepital withdrawels cwn only bo made in Cgnadien currency,
repatrietion of capitel by United Stutes residents would not involve
depletion of officiul Cenadiin reserves; such withdrawals would rather bo
reflected in weaskness of Cancdian currency on the free exchange merkot in
Now York. Defense of the noew official rate will accordingly depond primarily
upon developments in the Cancdian gold mining industry and on the structurec
of Canade's balunce of puymcnts on current account.

The immediute effect of appreciation on gold mining activity
in the Dominion is the reduction in tho govermment's buying price for
gold from 38.50 Canadien dollers to 35.00 Cenadien dollars peor ouncc._/

1/ Exchenge control opcrations were conducted during the wur under tho
We.r Measures Act. In Decamber 1945, the Netional BEmergency Tran-
sitional Powors Act, 1945, authorized the contimuence of oxchange
controls (and other war-time measures) suoject to legisletive veto of
executive regulations promul gated subsequently. On Juno 17, 1946, the
Cencdian Govermment introducod Bill #195 to moke statutory provision
for continued pence-time epplicetion of exchange controls,

2/ United States residonts purchasing securities outright betweon those

T detes were permitted to rogister the transaction with the F.E.C.B. and
subsequent sale of such securities to Canediun residents was permitted.
Since Januery 1946, this privilege has not boen grented for purchases
of Cenadian bonds and debontures (as distinct from stocks end shares),
Approximately 290 million dollers worth of securitics purchesed during
the wer and held ot the ond of 1945 were "registorod."

3/ A sharp reaction in tho merket for gold mining shercs in Cenada as

~ ecrly s July L suggests thut the prospect of Canadian approcistion
mey heve been forceseoen following the discontinuenco of price control
authority in this country.
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A sharp cut in gold mining profits will, of course, result if no off=-
sotting cction is taken by the govermment und alarmist roports huve
emeneted from Canade regerding the curteilment of production which

will result from the closing of high-cost mines. Attention is called

to the steady decline in gold production from & vulue of 187 million
dollers in 1941 to 93 million dollars in 1945 without mention of the
foct that accumuleted shortegos of equipment and labor and govermental
curtailment of new mining venturcs during the wur were far moro responsible
for this trend then wes any lack of profitubility. In fact tho trend of
production in the last six months hus turned upward. Before the recent
epprocistion, Canadicn popers cerried frequent reports of now mining
ventures bused upon oro discoveries during the period of forced curtail-
ment of operations. BEerly in the prosent yoesr, moreover, tho govornment
ronoved seles taxes verying from L-1/2 to 8 per cent on equipment for
sheft-sinking, drifting, wnd milling,--toxes which had existed since
before the war., Since o large shure of Canadian mining mechinery is
imported from this country, tho rocent removal of the 10 per cent premium
on the United States dollar will muke possible a further reduction in
costs on the assumption thot prices hore do not rise to a compareble
extaont,

As will be cleer from a discussion of the pattern of Canada's
balance of trade in the near futuro, howover, the Canadiun Govermnmcnt
will be intercsted not only in meintaining but also in expanding gold
production. No forecast of the degree to which the govermmont moy assist
the industry will be attemptod, but the following suggostions proscnted
by & member of the Cunedian Senate in October show that nssistance might
be grented in a number of weys. The member proposed: 1) that the excess
profits tax (then at 60 per cent) be cancolled; 2) that the corporation
tax on gold mining ventures be reduced to the pre-war rate of 20 per cent;
3) “hat depletion allowances be incroescd from the existing 30 per cent
to 50 per cent; L) thet mint chargos for gold refining be reduced from
the 35 oents per ounce cherged by the Conadien Government to somewhero
ncar the 13 cents per ounce charge which he quoted for the United States;
end 5) that the former threc-ycer exemption from income taxes be restored
to> new mining ventures. '

Dependence of the Canandian economy upon gold for belaneing
its international accounts will be particularly greut in tho noxt several
yeers during which a substanticl portion of Cenada's oxport excess with
countries other than the United States will be financed by Cenndian
foroign lending and eccordingly will not rssult in the acquisition of
gold or foreign exchunge for use in mceting the lerge deficit on current
account which characteorizes Canadian trade with this country. In addition
to the loean of 1,250 million dollars to the United Kingdom, thc Canadian
Goverrnment hes mado loons (or cormitted itself to lond) somo &45 million
dollers to non-Empire nutions.

iAlthough Canadian exports have declined sharply from the high
poirt reached in 194 when shipments for the yoar totaled more then 3.l
billion dollars, trade date for the first four months of 1946 revesl
that exports erc currently moving et an cnnual rote of newrly 2.1 billion
dollars. On the basis of tho seme four months, the annusl reto of imports
is sbout 1.7 billion dollars end the indicited favor.ble bzlance for the
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year is eround LOO million dollers. 4 similer rough projoection of the
precsent level of trade between Canade end the United States, howovor,
incicates en import bclunce for the formor of about the sema tmount,

or 400 million dollaers. But wheross the import balancoe in trede with
the United Stetos must be met by ;old and dollar peyments, the indicated
export balunce of some 800 million dollers with other countries will
provide only a moderate income in gold end foreign oxcheango in view of
the credits granted by Cancda. LAlthough thosc projections are oxtromely
crude and ignore various service trensuctions which will affect the
Cenadian bulance of paymoents, it is cleer that Cenada's gold cnd dollar
bulences mcy bo drawn upon to o considereble extont to pay for excoss
purchases in the United Statcs.

Sincc appreciction of thoir currency will lower tho price
of Americcn und other foreign products to Canadian purchasors, it is
possiblo that Canadicn imports mey rise ebove the prusont high lcvel.
To the extent thut an increese in imports represents acceptanco of goods
fron countries now utilizing Cancdien credit, both tho additional imports
end the easing of foreign roquiraments for Cenadien lo.ns would doubtless
be welcomed and no defensive action on the purt of the quthorities would
bo expected. Should imports from tho United Stutes increwuso sharply,
however ,~~as might happen if price controls are succossfully reimposed
in this country--the Cenadicn Govornment might feel called upon to in-
stitute or reimpose direct trcde or exchunge controls which would curtail
purthases from or expomditurcs in the Unitod States.l/ Such ection, how-
ever, would be dem&ging to oxisting efforts to restoro grocter freodon
of multileterul trade and would bo tskon only as ¢ last rosort by
Conndidn officials.

Appreciation ulso moans thst Canadiun products will cost more
in foreign curroncies than formerly. Canedion exports will not be
seriously affectsd by this development for soverul reasons. In so faor
as oxports are fincnced by Cenadicn lowns, the physicel volume of goods
which foreign purchesers will be wble to obtein with a given credit will
not be changed. Thooretically future repuyment will requiro the debtor
to furnish a greuter volume of zoods end services than ho would heve had
to supply if the rute hxd remeinod unchenged, but this will be o woak
detarrent for purchasers in view of the fact that subsequent shifts in
price and exchunge reletionships may alter the picture ag.in before re-
peynent tekes place. Secondly, the existenco of world shortages gives
assurence that internetionel damand for Canedian foodstuffs, raw metorials,
metals, cnd finished manufecturcs will not be epprociably diminished by
tho moderate price incroaso involved in the reveluction of the Canadian
dollar. Thirdly, the Canadian wholescle price lovel convertod into
forvign currencies at tho newly ostublished rete is probably no higher
thin thet of any other country supplying similur products., A comparison

1/ Mecsures which Cchicde used during the wor %o Gonsorvo Unltod States

T dollars included the War Exchunge Consorvution Act which prohibited
cortein civilian imports, a 10 per cent War Exchungo Tex on & second
lurge group of commodities, and restrictions on the amount of currency
(onodiens could acquire for trevel in tho United States. Theso re-
strictions have since been withdrawn.
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of official wholesale price indexes for Canada, the United States, and
the United Kingdom is shown below:

Wholesale Price Indexeé
(Jen.~June 1939 = 100)

Canada United States Unitod Kingdom
19,2 130 129 16,
1943 136 135 167
194, 140 136 171
1945 1 139 174
Mereh 1946 143 143 177

Infletionery pressures continue to exist in all netions, but
reletive stubility for the Canadien price level eppenrs assured in view
of the excellent past record of the country's control efforts and the
mocerate deflationury effect which muy be c¢xpocted from tho recont
aprreciation.

411 of the evidenco indicates thut tho Cancdian zction wes
well justified end woell-timed. Such risks us aro involved arc the result
of a generous internationu.l lending policy through which Canade hopes to
6ese not only its own transition from war to posce but thet of its
traditional trading partners as well. The improvament in Conada's torms
of trcde is deserved and both Cenadian praestige end Cunadien-United Stetes”
convenience is served by the restored purity botweon the dollers of the
two countrics.





