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Canadian Financial Policies Edwin A. Anderson

- Over the last eighteen months, the Canadian scene has

 been characterized by high unemployment and growing controversy

- over appropriate government policies to alleviate the nation's
economic ills, Yet the Canadian authorities did hot take strong

* measures to attack these economic difficulties until June 1901

~after some signs of recovery had already anoeared. Failure to
initiate strong corrective measures earlier in the rece351onanyajv
period appears to have been due largely to a difference of opinion
‘between the Minister of Flnance and the Governor of the Bank of
Canada regarding aporopriate government policies. In his badget
speech on dJune 20, the Minister criticized the policies of the j
Governor of the Bank and introduced a series of measures de51gned £
to accelerate business recovery. These new measures went far
beyond minor changes in the tax or spending orogram and 1ncluaed
monetary and other policies ovposed by the Governor. Open contraf
versy followed and the Governor resigned late in July. :

Prior to the presentation of the budget for 1961-62,
the Canadian authorities made only minor use of fiscal or
monetary measures to overcome the recession which began early
in 1960, In March 1960, the Finance Minister proposed a small
budget surplus for the fiscal year beginning April 1, 1960, even
though seasonally-adjusted unemployment then amounted to over
6-1/2 per cent of the labor force and was about one percentage
point above the level of September 1959, With first quarter gross
national product at an all~time high, the Minister indicated :
" + o that employment will rise as the coming of spring opens up
new job onoortunities and as the economy continues its upward
trend." Although the monetary authorities permitted a rapid
decline in interest rates, conditions continued to deteriorate and
by mid-year unemployment exceeded 7 per cent. Despite further
growth in unemployment, the downward movement in interest rates
was reversed in September and rates rose sharply through the
following months. By the end of the year, unemployment reached
7.2 per cent of the labor force and 1ndustrial production was
down L per cent from January highs.

On December 20, the Prime Minister called a special
emergency secession of Parliament to deal with the recessions.
However, the fiscal reasures intorduced by the Finance Minister
at this session did 1little to stimulate employment and production.
A revised estiate of the 1960-61 budget (ending March 31, 1961)
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y exppcted. Lowe? tax Trevenues due to reiuced 1evels 01
_act1v1ty waa the ma;or cause of thls deflult.

~rroblemb., Althouch 1nterest rdtps were nermlnted to decllre'some-
what at the turn of the year, they remained well above the 1960
lo’a, while emjloyment and output continued to lag.

On June 20, 1961, after some recovery had already
appeared, the Finance Ministef introduced a general program
q€81gned to stimulate economic aciivity. bven though 1ndqstr1al
production rose 2 per cent and unemployment declined to 1.6 per
cent of the labor force in April-May, the Minister indicated tnatc
recovery would be slow without further action. The program he
introduced included a large budget deficit and a number of other
measures to lower Canadian interest rates as well as the exchang
rate. Since the Governor of the Bank was thought to oppose thes

- measures, the Finance Minister requested his resignation before
the program was presented. In late July, after presenting his
views to the Senate, the Governor resigned.

Over-all budget and cash position

The Finance Minister exvects an over-all budget deficit :
of %1 billion for the fiscal year beginning April 1, 1%€1, compare ag
with $294 million last year. The incresase int he deficit is due
in large part to the built-in flexibility of the tax system whlch
leaves reserves far short of expenditures at existing reduced
levels of economic activity. New cash requirements will be over
three times last year's requirements, and some ;500 million of
bonds are due to mature later in tie {fiscal year.

Budget 1961-62-~—- In his budget speech, the Minister
indicated that he considered a sizable budget deficit both
anoropriate and desirable to stimulate economic activity. However,
the budget includes no new expenditure plans, few specific measuresf
to alleviate unemployment, and only minor adjustments in tax rates.
wWhile the 7-1/2 per cent rise in budgetary expenditures will result
in an expansionary ecash impact, this increase repreuents only the
current cost of commitments already incurred under previous [
expdnditure crograms., Total revenues are expected to be up only
about 2-1/¢ per cent over last fiscal year and to be in balance
with expenditures by the end of 1962, This increase in revenues
assumes some rise in economic activity later in the year, spurred
by the Uovernment's expansionary measures, Reductions in certain




Total

Revenue

Income taxes ‘ 2,871 3,076
Estate taxes 88 85
A11 other taxes 1,793 1,855
Non=tax revenue , 538 600

Total 5,290 5,616
Deficit (=) - 413 - 345

Non-budgetary transactions
Net loans, investments, and

~ advances 793 639 585aér‘

Net receipts 831 690 255
Surplus (+) Deficit (-) A
Net cash requirements 375 294 986#i4f

Ch: in the cture and rates_of excise taxes w111
reduce reven%ggF y about §2 mllllon in a full year and §§ n

in the fiscal year 1961-£2. The only major change in this raspﬂy o
is the elimination of the 7-1/2 ver cent excise tax on new passengerj
cars to encourage automobile sales, , o




f;;ﬁfull year, as a result of new measures desmgne& to'encourage
, _;;xmprovemert of plant and equlpman and increase research ac 1v
‘f;ai%ies 1n Ganada by both Lusiness ent“rnrlse and prlvate for;

- of similar asset pjurchases the previous year or the averave of

: Revennes frqm;xncoma taxes Vlll be rezuhedyabout
110n in the current fiscal year and $35 m

. : " To eﬂcoura re re-equipment ani modernization of mach*nefy
” *and equlament rates of capltal depreciation allowances in the
 first year of the expenditare»are to be increased by 50 per cent
- This provision applies to new depreciable assets purchased in
‘any tax year between now and March 30, 1963, which are in excessﬁ

the last three fiscal periods. The new provision also appl:;.es
to new companies and new operations.

Te¢ stimulate scientific research in Canada, two new
measures are being introduced to become efiective in the cnrrent
~tax year. One permits the full write-oif in the year incurred,
of expenditures on research in Canada wnich are of a capital
nature. Another permits both dindividual and corporate taxpayers
to deduct from their earned income, any amounts: pald to foundatlon
established for the purvose of scientific research in Canada.

Casn requirements -- New cash requirements together
with refinancing of maturing bonds are exnected to nut a heavy
burden on security markets at a time when the authorities wish
to hold interest rates down, have domestic investment expand,
and discourage borrowing abroad. New cash requirements are ;
expected to be about $1 billion durinz the current fiscal year.
The issue of $200 million of short-term bonds in late July '
reduced these requirements somewhat, but the need still exists : ,
to raise about %800 million between now and next March 31. Becaase;,
of advance refinancing in the form of frequent issues of short-
term bonds beginning last November, the authoritie:s substantially
reduced the burden of refinancing in the current year. Of the
$1.6 billion of Canadian securities which were to mature in e
fiscal year 1961-62, over $1 billion has already been refinanceds
Another $L99.5 million of securities will mature late this |
fiscal year as follows:

$L45.0 million December 1961
53,5 million February 1762

$u99 -5 million
To meet these needs, for new cash and for refinancing, the

authorities will be expected to offer over $l.3 billion of
government bonds during the next six months of the fiscal year..



— Changes _in debt management practices

; ~ The Minister of Finance introduced a number of uhanges
,J*'“debt-managemen+ practicas as an integral part of his nro“’am.
Th measures are designed to reduce some of the market u cer
talntles which contributed to rising rates late last year. He

roposed the following three steps: .

(1) Short- and mediun-term Government borrow1ng S To
‘avoid congestion in “the loquuerm mavket, the Government's new
issues will be confined to shorter matarluaea, at least for the
next several months. Longer-term funds will be left free to

meet the needs of the non-Government sector. This nollcy WS

actually instituted late last year after ‘the poor receg tion
given the Canadian Nabvional Railwvay 1ssue, whnich consisted’
largely of long-tcrm securities. The Hinister announced at that
time that shorter maturities would be issued at more frequent

intervals. With the average maturity of outstanding aovernment
securities currently at 9 years, compared with about 4—1/2 s
yerrs in the United States, there is ample room for a COQ»IHK&t; I
of this policye '

(2) Unemployment Insurance Fund holdings -~ To elim1nat”f*M7

market 'ears of large sales of [ securities by the Unemp7oyment .
Insuranre Fund in order to make unemployment payments, the Treasu
will tuke over the entire portfolio of marketable securities and
replace them with nonmarketable interest«bearing securities.
With rising unemnlovment, total holdings of the Fund declined
2Lout 200 million from December 1959 to March 19€61. The shift

of the Fund's resources into nonmarketable securities is exnectedﬂf*~

to remove the threat of any sudden dumping on the market of the
5245 million of the medium- and long-term bonds held by the Fund.

(2) Purchase Fund -~ A Purchase Fund will be established
for the orderly retirement of puolic debt. This fund will be in
addition to the existing Government Securities Investment Account
which, from time to time, has purchased near-maturing government
securities. According to the Minister, while the Securities
Investment Account served a useful purpose, it did not provide =
for "s .« « the regular flow of funds wnich is necessary for any
steady retirement of debt." The new fund will have an initial
capital of 3100 million to be used over the next 12 months for
the nurchase of medium- and long-term Government of Canada
securities. Details concerning the operation of the Purchase
Fund are to be announced later.




'IHa;,trial,Bevelmeent Bank

| In his budget message, the Minister also announced

intentions “o introduce a separate bill to expand the resources

and the responsibilivies of the Indastrial Development Bank.
The Bank's assistance is to be broadened to include all Canadi
business enterprises uithout previous restrictions as to certa
specified iypes of businesses. lHoreover, increased use is to be
made of its nowers to purchase equity shares of eligible enter
prises and %o enter into underwriting agreements. To meet these
broader requirements, the resources of the IDB will be increased
from $160 million to {400 million. It is exvected that this
expansion of the IDB facilities will not only promote expansion
of many medium sized firms, but wwill also decrease the foreign
absorption of family enterprises which find difficulty in raising
required funds to meet capital expansion needs.

Federal-Provincial taxvsharing

One other change in the fiscal program, which will not
go into effect until fiscal year 1962-63, concerns the method of
providing revenues for the Provincial Governments. The existing
system of tax sharing will be discontinued and replaced by a
system which gives more responsibility to the individual provinces -
to raise required funds. The main proposals, which ygrew out of
a series of conferences with the provinces in the last year, are
that (1) the provinces should impose their own taxes and (2) a
fairer, more realistic system of equalization sihould be imposed -
to preserve reasonable equality of services across the countrys

Federal Government tax rates on income taxes and
estate taxes will be reduced to permit the provinces to raise
revenues from these sources. The reduction of rates on income
taxes will reduce Federal revenues by about ;300 million next
year. In order to spare the provinces the expense of setting
up separate tax collection maciinery and aiso to avoid dual tax
systems, the Federal Government is prepared to collect personal
and corporate income taxes for the provinces at no charge. How=-
ever, if Federal Govermnment machinery is to be used for this
purpose, the rates must be set by the provinces and calculated
or. the federal base. In regard to estate taxes, the Government
has offered to share with the provinces 50 per cent of the tax
revenues it collects from this source, or permit a maximum
deduction of an equivalent amount in federal collections for
provinces levying their own estate taX.



4 meaburesf
and debt managnme“t apera - to .g 1nteresu rate down. In
’adult*on, direct intervention will be used to lower the excnang
rate immediately, :

ing the 2 munth DcrlOu end%ﬂg
retes acc omn"led nlgh lev'

chember perlod, shcrt—
,over:tme ~centage nomnts

‘;tne 3~moqta Tredsary'bl :

~ level, it was over 1.5 per cent -
Treasury bill compared with almost. E 1
Securities with maturities of 10 years and over wer yleldl

5 per cent at the end of the year, and the spread over simila
securities in the U,S. widened further. At the turn of the
year, Canadian yields declined somewhat, but remained well above
yields in the United States, and well above the lows of 19€0.
The following table compares yield changes in Canada ana the
United States for two comparable government securities:

Treasury bill 20~year
Spread over

Canada U, S nad:

1960 September 22 1,606 ~ = 0.82 i} +€6
December 1 3,95 + 1.62 5.17

1961 January 5 3.3k + 1.07 5.19
June 1 3.1k + 0.77 5.15

June 21 245 + 0.2 LB7
September 6 2.31 + 0.01 .90

In late June, following the announced policy of reducin
interest rates, yields on Canadian securities dropoed sharply and
moved significantly closer to United States yields. By the end of
June, the 3-month bill was down 59 basis points to 2. 55 per cent and
the spread over the U.S. yield was reduced to about 1/l per ce



~ Direct (net)
gPortfolio -
Other (deposits and g .
~ short-term pap:-) 200

310"]617“

163 363

23 hh

rfOfflclal and reserves 21

772

772 1 h9J'

The reduced value of the Canadlan




, ther current
transacuions

 Current Account -

Exchange Fund operations

Governmant announced its de on to depena upon direct. int

vention in the market through the Exchange rate until other fo
made such intervention unneces ary. Yo accomplish this, the o
Fund will be given increased resources of an undisclosed amoant. = 3

The decision to intervene directly in the exchange :
market represents a marked change in Canadian exchange rate pol
From 1950 through 1960, the Exchange Fund was used for the exp
purpose of smoothing oit sharp daily changes in the exchange ra
with no intention of changing the underlying rate. Total forei
exchange holdings, of which the Ixchange Fund holdings are the
major part, thus showed little variation over the years. Gold~
U. S. dollar holdings at the end of December 1960 were $1,829 :
million, just $87.7 million over the end of 1950 holdings, the year
that the fluctuating rate was introduced. '

In the early months of 1961, however, without any .
announced change in policy, the authorities began to use the =
Exchange Fund to reduce the value of the Canadian dollar by buylng ,
U. S. dollars in the market. As a result, foreign reserves rose
$63 million in January and the average noon buying rate on the gf*
Canadian dollar in the New York exchange markets declined from :
161.8 (US cents) in December 1960 to 100.7 in January, 1961. ',,,, :



fDOSSiblllty of
‘the exchange
prices. -
‘the Mln

mlght be nrecluded. rphe cortlnuation of aQDTODrldtP monet_
easing is thereforu dependent uvon the rate at which revenue
increase in response to rising incomes.

On the other hand, it might very well turn out th
Canada's major problem was cyclical and rélated directly to t
recession in the United States. Monetary restraint and rising
intersst rates would then prove no obstacle to the reduction of
unemployment. The expansion of exports to the United States
could talte up the slack in the rescurce industries and eliminate
what, apneared 1o be overexpansion in this sector. In this
resnect, it should be noted that Canadian exports rose S ver ce t,
in 1960 despite a 5 per cent fall in exports to the U. S., wh )
usually represents 60 per cent of Canada's foreign market.

In either event, future efforts to influence the
exchange rate may well be limited to general monetary and flsc'g
measures rather than direct intervention in the exchange market
The amnounced decision on June 20 to intervene directly to r,duc .
the exchange rate was considered a temporary expedient for it was
hoped that lower interest rates would elfectlvelv reduce cap ta
inflows and the demand for the Canadian dollar, It is noss
that direct intervention earlier in 1961 could have been av ided
by avporopriate nonetary measures. However, disagreement between
the Governor of the Central Bank and the Minister of Finance
precluded the use of such measures. The Minister, according
relied wpon direct intervention in the e:change market to








