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GERMANY - EPU DEFICIT AND TRANSIT TRADE
Gordon B, Grimwood

German trade statistics for Sevtember for the first time break down
import statistics by "country of origin® and "country from which shipped,"
thus providing an opportunity to examine a German claim that one of the
reasons for Germany's unfavorable position vis-a-vis the European Payments
Union has been an increase in the transit trade through other EPU countries,
particularly the Netherlands and the United Kingdom. Since the statistics
are presented as a total for September and a total for the first three
quarters of 1950, there is no opportunity to trace the development of
the transit trade during the year. However, since the Septemher deficit
was the largest of the third quarter, a percentage comparison of transit
trade in relation with total trade for that month with the three-quarter
totals would seem a logical basis upon which to make some assumptions
regarding Western Germany!'s present predicament., First, however, a
quick glance at developments in the German position during the first
thiree quarters of 1950 would be advantagzeous,

Development of ZFU deficit

Since German officials contend that the present situztion is the
result of payments difficulties rother than a structural distortion in
the trrde pattern, Tohle I sets forth a comp=rison of the balance of
trade, the service account, »nd the hslance of payments, The first
quarter reflects the impact of trade liberalization on German inports;
the trade deficit, however, in contrast to the second and third quarters,
differs only in a minor degree from the nayments deficit, During the
second guarter a small surplus vith the Moitinent was un=ble to overcome
a deficit on trade account vith the sterline area; the paymen*s account,
however, shows a large surplus :.ith the non-sterling 0F3C countries.

This surplus has been explained by German authorities as the result of
credits ext:'nded to Gerrmany by other Suropean countri~s and as the result
of pre-payments for German exvorts. It has been estimated that these
advances were in the megnitude of %50 million,

Devrlorments in the third quarter, which have received considerable

publicity beceuse of the size of the German deficit with EFU, show a
payments deficit over twice as large as the deficit on trade and service
accounts. The spread between trade and payments with non-sterling 075C
countries can be partly explained by the extensive over-paymen*s vhich
occurred in the second auarter., The spri:ad in the sterline ares deficit,
whoch accounts for three-fourths of the total trade deficit and more than
half of the paymentz deficit, is primarily the result of two factors:
(1) increases in prices of food and raw material imports, which are mostly
paid for in cash and therefore affect im~ediately the halance of payments,
reletive to thie increase in tne price of German exports, which are largely
sold on credit and will be reflected in the balance of payments at a later
date; and (2) a rumor that sterling would be appreciated, which caused
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importers to hasten payment of their accounts and exporters to hold
balances in sterling beyond the normal laz period. The Germans have
advanced a third reason - that other EPU countries have taken advantage
of Germany's liberalized trade policy to transship goods from other
countries into Germany. The remainder of tnis paper will deal with an
examination of this claim.

Magnitude and direction of trensit trade

Tahle III shows the transit trade of 211 EFU countries with Germany,
plus that of the United States, which was the only country outside the
EPU which shipped more goods to Germany than origcinated in the country.
The total transit trade during the first three ouarters of 1950, includ-
ing the United States, amounted to about 20 per cent of total imports;
excluding the United States, the total was about 16 per cent. In
Sentember, the month of Germany's largest payments deficit, these
percentages increased to about 2L and 20 per cent, respectively.

Table IV groups the countries which show an excess of "goods of
origin" over "goods shipped" according to currency areas through which
these accounts may be assumed to be cleared. These amounts are subtracted
from the "mother countries!" totals, and any remainder is listed as
"unexplained". During the first three quarters of 1950 the "unexplained"
transit trade amounted to $67 million, or less than L per cent of total
imports. The comparable figure for the month of September is less than
8 per cent.

Conclusions

It appears reasonable to assume that the "unexplained" transit
trade, i.e., goods which may have been transshipped into Germany
through "alien" currency areas, played a minor part in producing
Germany's EPU deficit although the importance of such trade increased
somewhat during the month of September, At first glance it might seem
that the spread between Germany'!s balances of trede and services and
its balance of payments with the EPU countries for the first three
quarters of 1950 might be due to the 'unexplained" transit trade, since
the maznitude of the latter is somewhat larger than the total spread
for the period. A breakdown of the balances for September by currency
areas (see Table II) shows, however, that there is no correlation
between the two figures: 1in that month, ths spread between balance of
payments and the balances of trade and services was 583 million while
the "unexplained" entrerot trade was only %18 million., The spread must
therefore be primarily exnlained by the normal and speculative lags
between import and export payments. If this explanation is correct, the
spread should disappear and even be reversed in the near future.
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TABLE I
Germany's Balance of Trade and Payments
with EPU Countries and DOT'S,}/19SO
(millions of dollars)

(1) (2) (3) (L) (5) (6)
Capital
Balance of Balance of Balance of Transactiors
Area Imports Exports  Trade Services Payments (5-3+4)
Non-Sterling EPU
(inc. DOT's)

. 1st Quarter 295,hL 2hh.9 ~50.5 - 0.6 -76,8 ~25,7
2rnd Quarter 252.7 282.5 +29,8 - 5,5 +78.6 +5h.3
3rd Quarter 351.2 335.8 -15.4 -13.1 -79.4 -50.9

Total 899.3 863.2 ~-36,1 ~19,.2 —T7.6 ~22.3
EPU and non-EPU
Sterling
1st Quarter $0.8 37.5 ~53.3 - 1.0 -52.8 # 1,5
2nd Cuarter 88.1 384 <bs.7 - 1.9 ~-17.1 +34.5
3rd Quarter 9L.8 51.3 -li3.5 - 3.0 ~102,8 —56.3
Total 273.7 127.2 —156.3 - 5.9 ~172,7 +20.3
Total EPU and
Sterling
1st Quarter 386,2 282.,4, -103.8 -1.6 -129.6 ~2l.2
2nd Quarter 3L0.8 320.9 - 19.9 ~T.h + 61.5 +88.8
3rd Quarter L1i6.0 387.1 - 58,9 -16.1 -182,2 ~-107.2
Grand Total 1,173.0 990.L  -182.6 -25,1 ~250.3 -L2.6

Sources: Trade Statistics - Der Aussenhandel der Bundesrepublik Deutschland

Service and Payment Statistics - Report by German Minister for the
. Marshall Plan, \Iovember, 1950.

1/ Dependent Overseas Territories

RESTRICTED



TABLE II
Germany's Balance of Trade and
Payments with EPU Countries
and DOT's, Sept. 1950
(millions of dollars)

(1) (2) (3) (L) (5) (6)
Capital
Balance of Balance of Balance of Transactions
Area Imports Exports Trade Services  Payments (5-3+l)
Non-Sterling EPU  131,2 110.8 -20.4 ~5.6 ~77.6 ~-51.6
(inc. DOT!'s)
EPU and non-Ery 36,6 13.3 -23.3 ~0.7 -55.8 -31.8
Sterling
Total EPU and 167.8 124.1 =b3.7 -6.3 -133.4 -83.4
Sterling

Source: Der Aussenhandel der Bundesrepublik Deutschland, Sept., 1950,
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Nevember 21; 1950

RECENT CANADIAN EXCHANGE DEVELOPMENTS Edward Hareus

For the third time since the end of the Second World War
Canada has altered the foreign exchange value of its currency, As a
result of speculative capital inflows amounting to about half a billion
dollars in three months, induced, in part, by rumors that the recent
improvement in Canada's current position would lead to appreciation of
the Canadian dollar, dealings at the former fixed rate of exchange were
suspended on September 30, 1950, and since then the currency has had a
fluctuating value, Immediately after the freeing of the rate, the
Canadian dollar rose from US$0.909 to about Us$0.9L45, around which
it moved for the next two weeks, Toward the end of October the
rate began to move upward, though somewhat irregularly, reaching an
average of US$0.962 in the week ended November 18, Most observers
believe that the speculative capital inflow has ended, or, at least, has

diminished greatly, but that the movement has not reversed to become an
outflow,

Throughout the war the Canadian dollar had been pegged at
US$0.909, a nine per cent discount from its wvalue just prior to the
outbreak of hostilities, Then, in an effort to lessen the inflationary
effects of the U, s. price rise, the Canadian dollar was raised to equality
with the V. S. dollar over the 1946 July Fourth week-end. This change,
however, tended to hurt the balance of payments on current account, parti-~
cularly vis-a-vis the United States; Canadian gold and U. S. dollar hold~-
ings declined from US$l,62l million at the end of June 1946 to US$502
million at the end of 1947, Import controls were irstituted towards
the end of 1947, and holdings of gold and U. S, exchange rose, reaching
US$987 million at the end of August 1949 1/. The September 1949 de-
valuations in Europe prompted the Canadians to follow, their dollar then
being lowered to the wartime rate, This rate was maintained until
September 30, 1950,

Futures@lternatives for Canada

Canada is now faced with these alternatives: to let the rate
remain unpegged for a considerable period of time, or to return to a
fixed value for its currency, either to the pre-September (lower) rate or
to a higher (appreciated) rate,

A fluctuating rate,~--~The current experimental policy gives the
Canadian authorities an opportunity to test the intentions of those who
have been speculating on the value of the Canadian dollar, It enables
them also to try out the effects, upon Canadats imports and exports of
goods and services, of a moderate appreciation without commitment as to
the permanence of the new rate.

1/ 1In addition, there developed a legal market for Canadian dollars below
- the established par--usually at US$0.95 equals C$l.00-~for purchases
by U. S. tourists visiting Canada and for certain types of capital
transfers, Cf, the (Ganadian) Foreign Exchange Control Board
Report for 1948, pp. 18-21,
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If speculators continue to believe that parity with the Ue S
dollar is inevitable, fluctuations in the rate may cause substantial
capital movements, which in turn, may come to dominate the rate, Main-
tenance of the current 95~97 cent level should tempt speculators to send
additional funds into Canada, If the rate rose strongly toward parity,
however, th> reverse movement might at some stage occur as profits were
realized. Since the estimated average volume of transactions in the
foreign exchange market, apart from speculative capital movements, is
about C$15 million a day, while the amount of existing hot money which
might move out is perhaps of the order of magnitude of C$500 million,
the potential dominance of the latter in setting the level of the Cznadian
dollar is quite evident; to keep the rate from depreciating again, active
intervention by the Foreign Exchange Control Board would be necessary,
selling U. 8 dollars as speculators sold Canadian dollars. If, while
speculativ- capital were rapidly moving out, the current account were also
weakening because of the previous appreciation of the Canadian dollar 1/,
Canada might suffer a double drain of reserves, -

On the other hand, speculators may become convinced that
further appreciation is not in the cards. In this event a gradual
withdrawal of hot money over a considerable period might conceivably
occur. Such a withdrawal of capital, accompanied by a gradual depre-
ciation of the Canadian dollar back toward the 90,9 cent level, would
help establish tne psychiological groundwork necessary for a return to a
fixed rate at the pre-September level, (Canada might pessibly retain some
of the U, &. dollars it gained last summer, since the new depreciation
would ten. vo increase the supply of foreign exchange earninzs on current
account. Such an improvement in the current account might, however, merely
offset the adverse effects of the recent de facto establishment of a
higher rate and in any event, in view of the magnitude of the potential
outflow of capital, it is doubtful that more than a very small fraction
of such outgoing capital could be offset by any improvement in the
current account,

Revaluation upward,-—An outright revaluation vpward from cur-
rent markeu Ievels, lixe a further strong appreciation of the present
floating rate, would probably cause speculative capital to flow out of
Canada, having realized its exchange gain, and would probably result in
a weakening of the current account, This potential double drain of re-
serves would duplicate the 1947-49 experience, when the earlier appre-—
ciation had to be followed by impert controls and then by devaluation,

Upward revaluation might tend to diminish some of the upward
pressures on prices in Canada., Since so nany commodity prices are set
in world markets——e.g., wheat under the International Wheat Agreement—-

1/ For a discussion of this possibility, cf. below, pp. 6-7,
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-3 - Canadian Developments

any appreciation of the currency would lower selling prices in terms of
the Canadian currency. Unless the Canadian sellers could raise prices
sufficiently to offset this decline 1/, appreciation would dampen recent
price and income upswings in these exposed segments of the economny.,

In considering the effects of any early reestablishment of a
fixed exchange rate, the most important unknown is the reaction of the
speculators whose actions induced the original capital inflow, If the
rate were fixed below what they thought would be the ultimate level, a
further inflow of hot money might result, requiring additional purchases
of U..S. dollars by the Foreign Exchange Control Board, On the other
hand, should they become convinced that the rate which had been set were
the final one, an outflow of capital would occur, draining out some of
the previously acquired reserves, The ultimate scale aud timing of such
an outflow would remain uncertain, depending on how long it took the
speculators to become convinced that further appreciation was no longer
a possibility,

Canada's current account balance of payments since the war

In the post-war period, as before the war, Canada had large
current account surpluses with the United Kingdom and other areas, except
the United States, with whom a deficit was the rule. In order to sus—
tain exports to Europe, it was necessary for the Canadian Government to
extend aid——a C$1,250 million loan to the United Kingdom, and more than
C$500 million to other countries. In addition, off-shore purchases from
Canada under the (U, Se) European Recovery Program amounted to about
US$875 million in the two calendar years 1948 and 19L9. Since total ex—
ports (other than to the United States) in these last two years averaged
almost C$1,500 million, whereas imports averaged just under %800 million,
the Canadian foreign position was highly vulnerable to unfavorable deve-
lopments in Europe, such as import or exchange restrictions,

Since last year, there has been a marked improvement in the
structure of the Canadian current account, in the direction of bilateral
balancing, The visible deficit with the United States has been reduced,
while, simultaneously, the surpluses with "soft-currency" areas have
also decreased, The former overall surplus has disappeared and given
place to a virtual balance. Requirements for official financing of
surpluses with non-dollar countries have been reduced, The dollar
position, while adversely affected by a decline in ERP off-shore pur-
chases, seems nevertheless to have been improved.

1/ As might be possible for newsprint and nickel, since Canada furnishes
- so large a proportion of world supplies,
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Canadian Visible Trade Balance 1/
(In millions of Canadian dollars; excludes gold)

With U, S, With U. K. With A1l Others Total
1947 -918 +56l 4592 +238
1948 —28l +389 +368 +473
1949 ~428 +402 +287 +261
1950 2/ - 95 + Th + 8 - 15

Partly as a result of the improvement in the trade balance with
the United States, partly because of large inflows cof investment funds,
rumors began to circulate that the Canadian dollar would return to a
l1-to-1.ratio with the U, S, dollar, As a result, the speculative influx
began, culminating in the recent freeing of the Canadian dollar,

Capital movements

Although a net capital exporter 2/ since the end of the Second
World War--and, in fact, since 1932~-Canada has tended to be a net capital
importer from the United States,

Net Long-Term Capital Tmports from the United States
(In millions of Canadian dollars)

1946 107
1947 1Lh
1948 130
1949 59

Through the end of 1948 most of our long-term capital went into direct
investments, especially into manufacturing and petroleunm refining, 1In-
cluding growth through retention of earnings, our direct investments rose
from C$2,304 million at the end of 1945 to €$2,829 million at the end of
1948 (1949 data unavailable), Of this increase, C$1LS million went into
wood and paper products manufacture, C$7L million into iron manufacturing,
and C$96 million into non-metallic mineral manufacturing (probably petro-
leun refining). In the other direction, there was a movement of Canadian
direct investment into the United States, amounting to C$235 million from
the end of 1945 to the end of 1949, practically all into commercial and
industrial concerns, particularly distilleries,

;/ Includes exports of foreign goods,

2/ January-September, annual rate. TFor quarterly data, cf. Appendix A,
- Table 1,

3/ Mainly through the repatriation of foreign-held Canadian obligations.
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For the four years 19L6-1919 net capital inflows from the
United States (small net inflows from a few other countries can be
neglected) were less than 10 per cent (C$LLO million) of the c$L,638
million net domestic investment,

With the rest of the world, particularly the United Kingdom,
Canada was a net capital exporter mainly through intergovernmental aid
and debt repatriation,

Canadian Long-Term Capital Account
(Outflow —; Inflow +) (In millions of Canadian dollars)

1946 1947 19L8 19L9

Canadian Government Aid to Other

Countries 1/ -758 ~557 -126 ~107
Net New Issues (+) or Retirements (-)

of Canadian Securities -315 ~275 + 37 - U2
Net Sales (+) or Purchases (-) of -

Outstanding Securities +21l - L -~ 17 + 22
Other Long-Term Capital Movements 2/ +129 ~ 58 +1L6 - 4 8L
Total Long-Term Capital Qutflow (~Y or

Inflow (+) +730 -394 + L0 - 43

Recent gapital flows.--During the three months July-September
1950, the capltal inflow from the United States increased greatly, as a
strengthened current account position gave rise to rumors of an upward
revaluation of the Canadian dollar. Reported official Canadian holdings
of gold and U. S, dollars rose from US51,255 million at the end of June
to US$1,789 mitl on 3/ at the end of September, of which US$285 million
came in Septembe.. Thus, something like half a billion dollars Ue Se
capital entered the country during the quarter, or more than in all the
four post-war years. The forms this movement took are discussed in
Appendix B.

Outlook for the Canadian current account

For the next twelve months (October 1950-September 1951), it
seems probable that Canada will have an over-all current account deficit
of about C$200 million, compared with surpluses in 1948 and 1949, In line

1/ Includes export credits,

2/ Includes changes in the external short-term assets of Canadian commer—-

- cial banks,

3/ Excludes US$50 million borrowed in New York in September and US$50

- million' set aside from reserves to redeem a Dominion issue due
October 1lst,
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with recent trends, the surpluses with non-dollar areas will be diminished,
while the deficit with the U. S. is expected to remain below both 1948 and
1949, The U, S, deficit, however, is not likely to fall below the level
reached in the first three quarters of 1950, This forecast is made on

the assumption that import controls will be ended 1/.

The estimates, details of which are shown in Aprpendix A, are
based on the pre-September exchange rate of C$1.00 = US$0.909. This is
not to be understood as a prediction of the expected rate, and, in fact,
the rate has been L-6 cents higher in October and November. Since the
ultimate level is still indeterminate, and since the impact of United
States and Canadian rearmament programs on availability of supplies, as
well as the repercussions on the price level, cannot as yet be estimated
with even reasonable accuracy, the hypothetical balance of payments given
in the Appendix must be accepted only with these various qualifications.
Ary marked change as a result of these uncertainties may alter the actual
trade figures materially.

Should the Canadian dollar remain long at its present level or
settle at a higher rate, the current account balance might be more un-
favorable than indicated by a projection based on the pre-September rate.
The higher rate, and thus the higher cost of Canadian goods to foreigners,
would tend to hurt exports, especially since competitor nations would
not be raising the external value of their currency. At the same time,
the Canadian dollar price of imports would be less, thus leading to re-
placement of domestic products by imports; an elasticity of demand for
imports greater than one would increase the Canadian dollar value of im-
ports.

A clue to the possible effects on imports can be obtained from
the July 1946 revaluation. During the six months January-June 19L6 im-
ports from the United States were the same as in the first half of 19.5.
In the second six months (following the appreciation of the Canadian
currency), they rose almost 30 per cent, wnereas during the second half
of 15L5 they had dropped 5 per cent. 4s a result, the Canadian dollar
value of imports for the year August 19L6-July 1947 exceeded that of the
previous corresponding year by 50 per cent. Of course part of the rise
was attributable to increased availability of supplies and rising U. S.
prices following the end of OPA.

l/ In his statement of September 30, 1950, the Minister of Finance indi-
cated that import restrictions on other than capital goods will
have been removed by January 2, 1951, restrictions on tourist spend=-
ing abroad would be relaxed immediately, and that restrictions on
capital goods would probably be relaxed, too.
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Since most prices are set in the United States (and other world)
markets, it might be thought that a given volume of Canadian exports
would have a constant value in U, S, dollars, any upward revaluation
of the Canadian dollar lowering internal prices, On the other hand,
recent price increases in the Canadian newsprint industry indicate that
the U. S. dollar price of leading Canadian exports would be raised to
prevent a drop in domestic prices, the current tightness in world (and
particularly U. S.) markets permitting such action. Hence, for these
commodities, it would be more correct to predict a constant Canadian

dollar value for a given volume of exports and an increased U. S. dollar
value,

On balance, we can expect some rise in the Canadian dollar value
of imports as a result of appreciation, and either a fall, or at best,
no change in the Canadian dollar value of Canada's exports, Hence the
conclusion that the appreciation which has already occurred may, if
maintained or allowed to go further, result in a current account balance
more unfavorable than that indicated by a projection based on the pre~
September rate,

Over the long-run the current account should strengthen.,
Petroleum developments in the Province of Alberta and titanium and iron
ore in Quebec and Labrador 1/ should improve the visible trade position,
as domestic production replaces imports, and perhaps, yields exportable
surpluses 2/, Most estimates for the next five years foresee at best,

a 50 per cent reduction in petroleun imports--a savings from 1949 of
C$125 million, plus a C$50 million iron ore export., Thus, for several
years ahead, the Canadian current account will be unlikely to show a
large surplus.

The state of the current account cannot be taken as the only
indicator of the position of the Canadian dollar, since capital movements
are also an influence., A diminution in Canadian Government aid to Europe
plus the recently increased inflow of U. S. direct investment funds into
iron ore mining and petroleum refining might well result in an over-all
net capital inflow, and offset the current account deficit., The ending
of Canadian Government aid and an increase in the net inflow of private
long-term capital to about C3200 million (as compared with C$6L million in
1949 and C$166 million in 19L8) would be necessary to balance the total
account without a fall in official holdings of gold and dollars,

Canadian foreign exchange policy

According to the official announcement, the reasons for free-
ing the exchange, as a result of the recent speculative capital inflows,
were: (i) "An influx of funds on this tremendous scale would, if it
continued, be likely to exercise an inflationary influence..,',

(ii) ",..the accumulation of foreign exchange /as a result of

1/ Much of this year's inflow of U. S. capital has been for these deve-
- lopments,

2/ Although, as a partial offset, interest and dividends paid to

- foreigners would rise,

RESTRICTED




-8 - Canadian Developments

this inflow/ +«oWould mean that Canada was in effect incurring a sub-
stantial increase in its gross foreign debt and annual service charges
without any corresponding increase in its productive resources or ability
to export.! }/

This statement raises two Questions: (1) how serious a con—
sideration, in the decision to let the rate g0, was the increase in Canada's
annual service charges? (2) could the inflationary influence of the in-
flux of capital have been neutralized without disturbing the foreign ex~
change rate?

The objection to adding to debt costs could hardly have been
paramount in determining the final policy. Thus, Dominion long-term
Yields in the third quarter averaged 2-3/L per cent. If foreigners pur-
chased high-grade Canadian securities in order to get funds into Canada
the net annual addition to Canadian interest charges on an inflow of C$500
million would be less than C$LlL million, which is less than 1 per cent
of Canada's current account debits, If foreigners bought higher-yield
securities the cost might be somewhat more; but if they took interest-
bearing deposits or advances to affiliated Canadian companies the cost
might be less. It is difficult to believe, therefore, that this balance
of payments consideration was influential,

If the Canadian authorities had not wished to disturb the
foreign exchange rate in order to combat the effects of the inflow they
could have resorted to large-scale open-market sales of securities during
the period of heavy inflow--in fact this was probably done, (For a dis-
cussion of the available information on this see Appendix B.) An alter-
native means of sterilization might have been to raise the banks' reserve
requirements sufficiently to neutralize any expansionary effects from
the inflow. This would have required Parliamentary legislation, but, in
view of the present administration's large majority, that would not have
been an obstacle. The Canadian banking system is highly concentrated,

S0 that such a change could have been effected quite easily, the individ-
ual banks tending to maintain quite comparable positions; the difficulties
that the United States faces, because of its unit banking system, would
not be a problem. The desirability, however, of using so drastic an
instrument for a temporary need may be questioned., Still another possi-
bility was the reimposition of more stringent controls over the trade

in outstanding securities, the main destination of speculative capital g/.
Legitimate long-term investment, direct or via the purchase of new
security issues, would have been unaffected. Since the pressure has

been to get capital into Canada, any "leaks" in the controls would mean

————————

that some capital came in through uncontrolled channels; this part could

l; Since this statement is somewhat ambiguous, the reader is referred
- to Appendix B for clarification,

2/ Article VI, Section 3 of the International Monetary Fund Agreement
- permits such intervention,
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be sterilized easily. Such controls over speculative capital would not
be a retreat from multilateralism, since 3ll "legitimate" movements would
be untouched, DMNoreover, the main objections to controls are the possi-
bility of evasion in order to export capital and the use of controls to
sustain an unrealistic foreign exchange rate above its "free" value; these
objections would obviously have been inapnvlicable in the Canadian case,

It is clear that alternative courses of action might have been

found to prevent the inflationary consequences of a speculative inflow

of capital, One nust therefore look beyond the official announcement for
the underlying reasons for the decision to free the rate. It is impossi-
ble to say whether the rate was freed in the expectation that a permanent
appreciation of the Canadian dollar would result, or whether the Canadian
authoritizs, in allowing the rate to fluctuate, aimed not only to stop
the speculative flow but to reverse it and, if possible, to discourage
such movements in the future,

Appreciation would of course tend to lessen the internal price
rise as a result of the upward movement in the United States, while
Canadian prestige would be enhanced the closer the Canadian dollar came
to parity with the U. S. dollar. On the other hand, appreciation involves
a danger of impairment of the current account balance of payments,

The possible effects of a floating rate upon speculative capital
movements have been discussed in an earlier part of this paper., It is
too early to forecast the actual outcome,
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APPENDIX A
CANADIAN CURRENT ACCOUNT PROJECTION, OCTOBER 1950 — SEPTEMARR 1951
(ASSUMING EXCHANGE RATE OF C$1.00 = U.S. $0.909)
Table 1
Canadian Visible Trade — Annual Rates by Quarters 1/
(In Billions of Canadian Dollars)
wWith U, s, With U.K. Tiith All Others Total
’ Period Exports Imports Exports Imports Exports Imports Exports Imports
1947 - 1 0.9 1.8 0.6 0.2 0.9 0.2 2.4 242
1T 1.0 2,2 0.8 0,2 1,1 0.L 2.9 2.8
III 1.0 1.9 0.8 0.2 0.9 0.5 2.7 246
Iv 1.2 2.0 0.8 0.2 1.1 0.5 3.1 2.7
Year (1.1) (2.0) (0.8) (0.2) (0.9) (0.4) (2.8) (2.6)
1948 - T 1,2 1.7 0,7 0.2 0.8 0.4 2.7 2.3
IT 1.3 1.8 0.7 0.3 0.9 0,6 2,9 2.7
I1I 1.6 1.8 0.6 0.3 0.8 0.5 3.0 2,6
Iv 1.9 1.9 0.7 0.3 1.1 0.7 3.7 2.9
Year (1,5) (1.8) (0.7) (0.3) (0.9) (0.5) (3.1) (2.6)
19)49 hat I loh 109 0.6 003 007 O.S 207 207
II 1.k 2.1 0.8 0.3 0,9 0.6 3.1 3.0
III 1.3 1.8 0.8 0.3 0.8 0.6 2.9 2.7
Iv 1.9 1.9 0.7 0.3 0.8 0.5 3.b 2.7
Year (1.5) (2.0) (0.7) (0.3) (0.8) (0.5) (3.0) (2.8)
1950 ~ T 1.7 1.8 0.4 0.3 0.5 0.5 2.6 2.6
1T 2.0 2.2 0.5 0.L 0.7 0.6 3.2 3.2
III 2.1 2.1 0.4 0.L 0.7 0.7 3.2 3.2
1950-51
) Projection 2.3 2.3 0.5 0.L 0,6 0.7 3.4 3k

_1_/ Exports include re-exports of foreign goods. Excludes gold,
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(ASSUMING EXCHANGE RATE OF C$L.00 = U,S, $0,909)

U.S [ L Credits
Debits
Balance

UsKe~ Credits
De'iits
Balance

Other~ Credits
Debits
Balance

Total- Credits
Debits
Balance

Table 2

Canadian Current Account

(In Millions of Canadian Dollars)

1948

2247
26,0
-393

922
L36
+186

978
619
+359

LL7
3695
+52
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Projection

1949 1950~51
2261 3125

2855 3350
~594 -225

890 600

LL7 550

+443 + 50

919 700

588 725

+331 - 25
Lo70 LL25
3890 L625

+180 ~200



- 12 - Canadian Developments

APPENDIX A

 d

CANADIAN CURRENT ACCO!NT PROJECTION, OCTOBER 1950 - SEPTEMBER 1951
(ASSUMING TXCHANGE RATE OF 21,00 = U.S. $0.909)

Table 3
Canada
Projected Balance of Payments
October 1950 - September 1951
(In Millions of Canadian Dollars)

U.S.  U.K.  Other ALl

1, Exports 2300 L75 575 3350

2. Gold 150 - - 150

3. Tourism 275 Neg. Neg. 275

4. Interest and Dividends 50 Neg. 25 75

5. Freight and Shipping 175 50 75 300

6. 4ll other Current Credits 175 75 25 275

7. Imports 2325 375 650 3350

8. Tourism 175 25 Neg, 200

9. Interest and Dividends 350 50 Neg. Loo

10, Freight and Shipping 225 50 25 300
11. All other Current Debits 275 50 50 375
Total: Current Credits 3125 600 700 LL25

Current Debits 3350 550 725 L625

Current Balance -225 + 50 - 25 ~200

Note: All estimates are rounded to the nearest C$25 million,
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Discussion of Table 3

1. The leading Canadian exports to the United States are
non-ferrous metals (mainly aluminum, copper, lead, nickel, and zinc);
pulpwood, wood pulp, and newsprint; lumber and lumber products; and food
products (cattle, fish, and meat). Based on U. S. consumptiocn trends and
the expected level of industrial production for the next year, it is
assumed that the physical volumes will rise somewhat over the January-
August monthly rate, In view of the concentration of armament orders on
Us S, metal industries, the monthly volume of non-ferrous metal exports
to this country is projected at 20 per ceut above the first eight months,
All other exports are increased 5 per cent, except lumber, which is pro-
Jected at an unchanged average level in view of the recent restrictions
on construction in the United States, plus the fact that the first eight
months (actusl) shipments included a seasonally higher period than for
the year as a whole. In line with the recent agreement with the United
States C$100 million rearmament orders were then added to the total.

The resulting volume figures are then adjusted for price changes,
It is assumed that the next twelve months would see the average price
level at about that ruling in September 1950, Hence, the January-August
values were adjusted by the excess of September 1950 prices for each
major category over the average for the first eignt months of this year.

Estimated Canadian Exports to the United States (October 1950-1951)
(In Millions of Canadian Dollars)

Non-ferrous lMetals 333
Pulp and Paper 720
Lumter and Its Products 241
Selected Food Products 425
All Other £81

Total 2300

In line with the recent agreement with the United States, an
estimate of C$l00 million sales to that country has been added and is
included in the "All Qthert exports,

Exports to the United Kingdom and "Others" are assumed to re-—
main at the rate for January-fugust 1950,

2, Gold production during the first seven months of 1950 ex-—
ceeded the corresponding period of 1949 by 12,0 per cent., It is assumed
that net gold production E/ in 1950-51 will be 12 per cent above net gold

1/ After deducting the proportion used for domestic arts and industry,
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production in the full year 1949, With gold valued at C%38.50 per ounce,
this yields an estimated value for 1950-1951 of C$157 million available
for export,

(The rates of bonus paid to gold mines have been changed twice
during 1950 and will be changed again at the beginning of 1951, Follow—
ing the September 1949 devaluation the bonus was reduced at the beginning
of 1950. On Qctober 1, following the freeing of the rate, the bonus was
restored to the pre-devaluation rates, Changes in the formula for sett—
ing bonuses to go into effect in 1951 will make the bonus amounts inter-—
mediate hetween those paid before September 1949 when the price of gold
was C$35, and those paid in January-September 1950 when it was €$38.50,
If it is assumed that bonus rates will be adjusted to future changes in
the value of the Canadian dollar, it may be assumed that projections of
Canadian gold production, in ounces or in U. S. dollars, would be the
same at any exchange rate. In Canadian dollars, however, the sale value
would be lower at a rate above $0.909.)

3. January-August 1950 entries into Canada of foreign (practi-~
cally all U. S.) autos exceeded Jenuary-August 1949 by 3.2 per cent.
This increase is applied to 1949 U. S. tourist expenditures in Canada.
Earnings from other areas are assumed unichanged,

(It is difficult to assess the influence on tourist expendi-
tures of a change in the external rate of the Canadian dollar--either that
of September 1949 or the recent orne. Thus, it could be argued that a
higher Canadian dolla- rate would cut foreigners! expenditures, since in
terms of their own currency prices are higher. On the other hand, 10 per
cent is not a great addition; the average U, S. tourist spent less than
C%150, so that a 10 per cent shift alters his total cost by but US$15,
Moreover, since his major spending is on room and food, he is probably
more inclined to accept whatever the prevailing price is, rather then
seek to economize, to offset a currency shift. Hence, it is assumed that
the expenditures in Canadian dollars would be unaffected by currency
changes of the past two years! magnitude, )

For tourists from other than the United States, it is assumed
that exchange restrictions will not permit an increase, nor force a de-—
crease, in travel,

L. Total dividends paid by U. S. corporations for the first
elght months of 1950 rose 6.7 per cent over the comparable period for
19L9. It is assumed that Canadian dividend receipts in 1950-51 will be
6.7 per cent higher (in U. S. dollars) than in 1919, The valuation in
Canadian dollars takes account of the 10 per cent depreciation in Septem-
ber 1949, Interest receipts are raised over 1949 only to correct for the
exchange rate change of September 1949. The proportion of total Canadian
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holdings of U, s, gecurities invested in fixed-interest obligations is

estimated at 10 per cent, and the adjustments of the 1949 dividends and
interest receipts are allocated accordingly., Receipts from other areas
are assumed the same as for 1919,

5. The 1949 proportion of freight and shipping earnings with
each area to the exports to that area is used in calculating the 1950-51
estimate,

6. As for 19L9.

be the major determinants of the projected volume of trade. The main
uncertainties concern; (i) the availability of supplies, as a result of
rearmament in the United States and abroad; (ii) the effect of the pro~
posed removal of Canadian import restrictions; (iii) the effect of Canadian
rearmament on domestic spending, as modified by the recent increases in
internal taxation,

Tmports from the United States may be divided into two groups:
capital goods and all others, The Canadian import clascification "Iron
and Its Products" is selected as representative of the former, since it
covers almost all capital and consumers' durable goods. Including recent
increases as a result of post-Korean rearmament, it is estimated that
gross investment within Canada in 1950-51 will pise about 7 per cent over
1949 1/. Imports of iron ang iron products from the United States are
accofaingly estimated at 7 rer cent over the post-devaluation eleven
months (October 19L9-pugust 1950) (adjusted to an annual rate)., This
implies that the ratio of such imports from the U. S. to gross invest-
ment (excluding inventories) will be only 27 per cent, compared with
30-35 per cent prior to the imposition of import restrictions in 1947,
Implicitly assumed is the eXpectation that the removal of import re-
strictions, which would tend to raise the proportion of capital goods
imports to Canadian home investment would be offset, in the case of im-
ports frem the U, S,, by the substitution of either home-produced or
competing foreign items as a result of the 1949 devaluations 2/ and by
the shortages of U. S, supplies resulting fronm rearmament,

Because of import restrictions, the ratio of "other imports"
from the United States to Canadian personal consumption dropped from
13.7 per cent in 1947 to 10.8 per cent in 1948 and 19L9. The expected

1/ Cf. the Hon. Douglas Abbott (Minister of Finance), Budget Speech,

- September 7, 1950, House of Commons Debates (3rd Session, 21st Par—
liament, vol. 91, no. 9), pp. 418, L19-L20,

2/ Actually, the only marked shift within the iron products category since

- September 19L9 has been a rise in imports of automobiles valued under
C$1200, British supplies rising from C%15 million for January--August
1949 to Cyhl million for January-August 1950, This item has been
omitted from the capital goods import estimate,
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removal of such restrictions would tend to raise the ratio back toward
the 1947 figure, unless offset by supply shortages in the U. S, or by the
purchase of competing foreign and Canadian-produced items. Because of
these latter qualifying factors, it is assumed that the rise in other im=~
ports from the United States over the Qctober l9h9—August 1950 average
would be only 15 per cent. This is only about half the increase which
would be needed to restore the 1947 ratio of other imports to Canadian
personal consumption,

Imports from the United States
(In millions of Canadian dollars)

Projected October 1949-August 1950 (annual rate)

Iron and Its Products 823 767
A1l other 1402 1220
Total 2225 1987

In line with the recent agreement with the United States, an
estimate of C$l00 million purchases in that country has been added to the
import estimate, making the total ({2325 million,

For imports from other areas, the January-September 1950 rate
is assumed to continue. However, in view of the sharp increases since
June in raw materials prices, imports from other than the United States
and United Kingdom are increased about 20 per cent or C$100 million.

8. 19L9 figures are raised by 10 per cent, the January-July
1950 increase over January-July 1949 for "returning Canadian autos." It
is assumed that tourist travel with all other areas will rise in the same
proportion as travel with the United States, Cf. the remarks under (3)
regarding the influence of exchange variations on tourist spending,
However, since the restrictions on Canadian tourist travel have been re-
laxed, this item might rise even more than estimated,

9. The slight rise in total Canadian dividends paid out during
January-September 1950 compared with January-September 1949 (up one per
cent), the higher Canadian dollar cost since September 1949 of foreign-held
bonds whose interest is payable in U, S. dollars, and the added cost of
servicing recent capital inflows, are assumed to raise payments to U, S.
by C$25 million over 1949, while leaving payments to other areas unchanged,

10. As for (5).

11. As for 1949.
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APPENDIX B

THE STERILIZATION MECHANISH

Since the Canadian Foreign Exchange Gontrol Board does not pub-
lish sufficiently detailed reports, the nature of the sterilization
operation--and, indeed, its very existence--must be deduced from regularly
published banking and fiscal statistics. The description discussed in
this appendix is simply the inference drawn by the writer; to the best of
his knowledge, no adequate published explanation is available.

The increase in the third quarter of 1950 in Canadian official
holdings of gold and U. S. dollars was as follows:

During Months of US$ Million
July 65
Aumust 18L
September 335 i/

Much of this rise can be attributed to the capital inflow, particularly
from the United States.

Converted to Canadian dollars, the net addition to official
reserves (adjusted to include the amount set aside to meet an October
maturity) was Cy6L2 million., That is, the government, through the For-
eign Exchange Control Board, acquired that amount of gold and U. 8. dollars,
and, in turn, had to supply an equal amount of Canadian dollars. This was
apparently done as follows:

Net increase in Dominion debt outstanding C$117 million 2/
Reduction in Dominion deposits at the
Bank of Canada and the chartered banks 159

Sale of foreign exchange by the Foreign
Exchange Control Board to the Bank of Canada 293

Government excess of revenues 71 3/
Total Cc$oLo

l/ Adjusted to include U.S.8550 million set aside from reserves to redeem

- a Dominion issue due October lst, but excludes an additional US$S50
million borrowed in New York for this purpose,

2/ Includes an issue of C%$200 million Deposit Certificates to the char-

- tered banks. Adjusted to exclude US$50 million issue. Also see
comments in text,

3/ ©483 million in excess of revenues less C$12 million increase in loans
- to and investments in Crown agencies, foreign governments, etc,
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It should be noted that the figure of debt increase selected for this
analysis may be in error; the October 1950 Bank of Canada Statistical
Summary furnishes two different compilations, one based on iscues and
retirements and the other giving distribution of debt by class of holder,
There are certain other differences in the compositions of the two figures,
which still differ by C$31 million when adjusted so far as possible, It
should also be noted that balance sheets of the Bank of Canada and the
chartered banks indicate a substantially smaller reduction of Dominion
deposits than the government figure used in this analysis,

An issue of Deposit Certificates to tine chartered banks steri-
lized C$200 million of the capital inflow (the alternative being borrow-
ing from or sales of exchange to the Bank of Canada), The Bank of Canada
financing (€293 million) and the reduction in government deposits at the
Bank of Canada (C013 million according to Bank of Canada statements) would
tend to expand chartered bank reserves, unless offset., Most of the increase
was neutralized by the Ranic of Canada: by open-market sales of Dominion
securities (C%$208 rillion), by a rise in other deposits (CyL2 million),
and by a rise in otler (net) assets (Cui2 million). These three items
amount to a neutralization of €252 million. The remaining C$54 million
did expand the credit base-—there were rises in the note issue (CHhL3
million, including @25 willion held by chartered banks) and in chartered
bank. deposits at the Bank of Canada (C$ll million),

During these three wcnths estimated non-resident holdings of
Canadian currency and bank deposits rose 05126 million 1/; since currency
in circulation (outside the banks) rose but C418 millioh, most of this
increase must have been in bank deposits. An additional C$190 million
non-resident capital went into Dominion securities, according to reports
compiled by the Bank of Canada 1/, (The chartered banks may have been
sellers in addition to the Bank of Canada; their holdings of Dominion
securities declined.C$69 million, apart from deposit certificates; while
the Dominion debt outstanding, other than Deposit Certificates, decreased
either C#83 million or C§lk million.) 2/ Other possible forms of invest~
ment by non-residents were purchases of outstanding securities of other
Canadian governments and direct investments in affiliates or trading
partners, Ividently these latter forms of investment were of substan—
tial importance,

1/ Bank of Canada Statistical Sumnary, October 1950, p. 159, "lNon-

- resident", of course, includes more than just the United States;
however, it is doubiful that much capital came in from other
areas,

2/ Excluding the US#50 million issue in New York.
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