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Summary

Canadian economic activity moved upwards during recent
months, after gathering fresh momentum during the third quarter,l/
The present broad expanéion--reflecting rising consumer demand, an

'l< accelerating pace of non-farm inventory accumulation, government

t cash expenditures, and construction activity, as well as good
levels of exports--has benefited from a notable easing of money
and financial markets conditions since late August, and surpris-
ingly strong payments and reserve outturns in the third and fourth
quarters of 1964, respectively.

Output rose further in November-December. By mid-December
the unecmployed formed only 4 per cent of the labor force, the lowest
unemployment rate since May 1957,

The present expansion has received a sizable assist from
the continued improvement in the Canadian external accounts. During
the third quarter, Canada experienced an unprecedented current-

’ account surplus of $219 million, the most favorable outturn since
quarterly records first were kept in 1943. The principal develop~

ment in the capital account in the third and fourth quarters was

Note: All values in Canadian dollars, unless otherwise identified.

1/ Economic developments during the previous three months are
summarized in "Recent Economic Developments in Canada, August to
October 1964," dated December 2, 1964,
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the bulge in deliveries of long-term Canadian bonds to U.Ss.
Tesidents after the signing of the I.E,T. exemption on September 3.
Official reserves, adjusted for I.M.F. transactions, rose about
$164 million in the fourth quarter, on top of an increase of
$157 million in the third quarter; about 2/3 of these increases
in 1964 were taken in gold. Since October 1964, yield differen-
tials favoring use of the U.S. as compared to the Canadian capital
market have been reduced by the Canadian authorities in an attempt
to curtail the volume of new issues in the U,S.

The present fast-paced expansion as yet has not noticeably
strained resource availabilities, Reasonable price stability still
obtains, despite some price creep in recent months. The supply of
labor remains about in balance with present needs, partly because

of the goodly continued growth in the labor supply.

The expansion resumes in third quarter

During the third quarter, seasonally adjusted real GNP
rose almost 1 per cent--or $360 willion at an annual rate in
1957 dollars-~as the expansion in aggregate demand regained
momentum after a relatively static second quarter. (See Table 1.)

The forces leading the expansion apparently changed
considerably during 1964, During the second and third quarters,
construction activity, government expenditures, and investment in
equipnient and machinery fell from their unusually high first

quarter levels; however, the acceleration of business inventory
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gate Demand, 1963-196k

ous
Total, Quarter, Durin
W | T T
1963 198, 196} 1964
Consumption 25,550 | L92 . 8 472
Construction, Kew L,300 | 476 92 -~ 20
Equipment, Machinery 2,740 | 336 .80 -136
Non~Farm Inventories 350 112 52 256
Ixports 8,900 | 280 532 .
Government
(Goods and services) 6,560 | 308 .28 124
Other 1/ -8,460 |~1064 22, - 80
Gross National
Expenditure 2/ 39,780 | 940 200 364

1/ Comprises farm inventory changes,

2/ Totals may not add because of ro
Source: Compiled fromDominion Bureau

Quarterly Increases,
By Component, as
Percentage of Total -/

Increase in G.H.E, £/
I IT III
196 196L 196l
52 -~ 4 130
51 =246 ~5
36 ~ ho ~37
12 26 70
30 266 -1
33 -1 ~3k
*‘1_}2 112 ~22
100 100 100

imports, and residual error of estimate.
unding.
of Statistics data.
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accumulation, together with strong, continued rises in personal
consumption--notably on automobiles--lifted total gross national
expenditure by 2.7 per cent over the half year between the first
and third quarters of 1964, The accelerating rate of non-farm
(business) inventory accumulation at least in manufacturing

(see pagel0 ) so far appears voluntary and about in line with the
risiug flow of orders and shipments.

Part of the shift in sectors leading the expansion may
reflect temporary or special factors. The lagging growth in con-
struction during the second and third quarters in part is apparent
rather than real--the impact of the Government's two year old
winter construction program probably is not adequately reflected
as yet in seasonal adjustments; thus, the adjusted data shown in
Table 1 probably overstate the rise in the fourth and first
quarters and understate the level of activity in the middle of

the vyear.

Demand_expands further in fourth quarter

The pace of the 47 mouths old Canadian expansion may have
accelerated during the fourth quarter, aided by the jump in con-
struction activity prompted by special government measures, by a
continued marked growth in manufacturer's inventories, and by a
spurt in central government cash expenditures. Exports and total
retail sales at least through November were maintained at fairly

high levels.
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New construction activity jumped very sharply in November,
on top of earlier rises in September and in October. {See Table 2.)
These marked increases in seasonalliy-adjusted construction activity
originate in the special government program to increase winter
house building, now in effect for the second year.

By November, the number of dvellings under construction was
22 per cent greater than during the third quarter. However, the
full effect of the bouyant constructicn activity is yet to come;
the value of new building permits granted, at a total of $426 million
in November, was up 51 per cent from the average third quarter
level, while the number of new dwelling starts was about 63 per cent
greater than during the third quarter. The average number of new
dwellings completed in October and November about equalled the average
third quarter level.

The rise in construction activity between the third and
fourth quarter may even be greater than last year, when the program
was regarded as highly successful. The increases in construction
during the winter months as yet apparently have not been at the
expanse of the spring and summer activity levels (see Tables 1 and
2); however, it is too early perhaps to judge the effect of the
winter housing bonus on the average level of construction activity.

1
Federal government cash exgenditures*l increased during

the fourth quarter--mostly reflecting heavier special "below the

1/ Regular budget expenditures, Plus special non-budget expenses,
excluding exchange-fund and Columbia River Treaty transactions.
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Isble 2, Oanada: Construction Activity, 1963-196}

JMonthly Averages 21
1963 — 196L = Recent Months
Jily=  Octe dber July o o o/
Seph Dec, dme Sept, Septe Oct;;.‘l?/ Noves

Value of bBuilding

permits (§ million) 227 180 238 285 | 359 31 26
Thousands of units 1/

New dwellings-starts 2/ 16 148 133 126 2L 1k 205
New dwellings tnder

construction 3/ 64 72 73 69 71 7h 8L

New dwellings completed 2/ 102 119 151 108 | 107 11k 10k

1/ C enters of 5,00 or rore inhabitanis,
2/ Annual rates.

3/ End of ronth.

Source: GOHYpilEd from DeBeS, data.

National Incone and iasﬁ*fggasis
(million dollars)

Table 3. _Canada: Federal Government E}:perﬁitums s

Monthly averages £pril 1 -~ Dece 31
1963 — 1961} Cumulative totals
T I I 1963 196k
Net deficit (-), on cash basis, - '
excluding foreipgn exchange
transactions 1/ ~120 — +33 ~47 -2L0 - &
== == e == :
(Net cash expenditures)l/ (616)  (574)  (shO)  (658) (LB06) (5h17)
Budget deficit (-) - 39 +13 +15 + 9 - 2 +2ly
Receipts L%  TEL %73 Bl , 5323
Expenditures 535 543 558 602 L60o8 Loy
Special transactions, net
defieit (-), other than
Exchange fund transactions 1/ - 81 -18 +18 -56 ~198  ~513

1/ "ExcIudes transactions with the Exchange Fund Account; and transactions
connected with the Columbia River Treaty, which involved an expenditure of
$220 million during September 196L; as well as any debt-managerment operations.,

Totals may not add because of rounding,.

Sources: Based on ronthly data published by the Ministry of Finance, and on the
National Accounts data published by the D,B.S,
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l1ine" types of expenditures--and averaged almost 22 per cent higher
than during the third quarter (see Table 3); in the same period in
1963, net cash spending had fallen. The increases in expenditures
during the fourth quarter was only partially offset by the con-
tinsing rise in government revenues, so that a cash deficit of
about $§150 million was registered during the fourth quarter,
However, part of this deficit did not affect cask flows: it
reflected changes in timing of Bank of Canada profit payments and
rallway subsidies at the year-end.

From April 1 to December 31 (the first 9 months of the
fiscal yea<t), the Federal Government's budget revenues were almost
$76C million greater in 1964 than in 1963, largely because of the
continuing rise in government revenues generated by the business
expansion and the extension in the coverage of the Federal sales
tax. The expansion in receipts has yielded a "budget" surplus of
over $400 millicn. On a cash basis, the net deficit declined from
$240 million to $89 million over the same period. On a national
account basis, a $345 willion (annual rate) Federal surplus was
registered during the first three quarters of 1964, and a sub-
stantial surplus on the national accounts basis--the first since
the fiscal year ending in March 1957--is now expected,

Retail sales (seasonally adjusted) during October and

Noverber remained about at the unusually high third quarter average
of $1607 willion, despite special factors which sharply reduced

new catr sales in October and again in November. Excluding new carsg,
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retall trade to November was up more than 3 per cent over the third
Quarcer average, a distinct acceleration. (See Table 4.) Uncertainty
about the impact of the Canadian-U.S. manufacturers' common mirket in
automobiles, then under discussion, and the U.S. and Canadian auto

strikes weve responsible for the fall in auto sales,

Andustrial production up

November industrial output registered its sharpest monthly
increase for 1964, rising wore than 3 per cent above the third quarter
average, after being about stable during September and October. (See
Table 5.)

But the large November increase reflected two special
facters:  (a) durables goods output rose as output of automobiles
and parts recovered from the strike-depresged low October levels;
and (b) increases in construction activity, and in advance buying
of construction materials, helped demand for a range of products,
including non-metallic minerals (up 6 per cent) and wood products
(up 2 per cent), as well as iron and steel preducts (up 3 per cent).
The recovery during November of automobile and auto-parts production
was incomplete and temporary. During December, the auto industry
again was adversely affected by strikes, so that the December
automotive industry output will be even lower than the October
level,

Despite the marked rises in industrial output--up perhaps
32 per cent during the current expansion, compared with an increase

in total real G.N.E, of 22 per cent--so far there are few complaints



-—1963 196hL Recent
Jan~  July-  Oct. Jans JulyE Oct.- Months
June Sept, Deec, June Septs Nov, Sept- Oct.. Nw§
Retail sales, excluding ' '
‘automotive 1290 131 1337 137k 1389 122 1388 111 B30
New car salss 162 168 195 192 218 188 251 201 175
Total v1h52 169 1532 1566 1607 1610 1639 1612 1607
E—? ~Prelimiiary. '
ource: Based on data published by D.B.S,

index, base L9=]

Rise,

INDICES ""‘32“

7 & 11941
relative| 19GL ‘ 19605 [ Nogry

_weightgMarch "I~ II — TiI ~ Sept. Oet: dove | (%)
All industry, total 1/100 | 166 211 212 213 213.4 2,2 219.6 +32
Manufactures, total 85 | 148 187 187 189 190,0 188, 19k.0 +31
Durables 39 |12 193 192 196  196,3 191.5 198,6 | 40
Autos 3 1179 307 290 313 321.L 218.8 295,85 +43
Auto parts 1.5 135 215 21 238 238.2 217.1  222.2 +6l
Non-durables L6 1sh 181 183 184 18Lh.6 186.6 190.0 +23
Mining, total 10 |2 326 3L 33 308.1 319.9 3.2 +37

Electrical and

gas utilities, total 5 | 302 391 399 411  L16.1 426.9 L18.7 +39

: __Industrial Production, 1961 -196k

1/ Indvs

Source:

vrizl production accounts for about one-third of G,MN.P,
November date preliminary,

Dominion Bureau of Statistics,.




- 10 -
of a developing shortage of plant capacity. Only in the case of
steel--and there particularly for certain finishing mill products--

are there indications of strain on plant capacity.

Favorable orders mnosition

The quite favorable September-November manufacturers'
orders, inventories and shipments data, together with the bouyancy
in building permits, suggest that the underlying demand trend still
is strongly upwards,

New orders for manufacturers, rising by 9 per cent between
July and November, reached an all-time peak of $2,775 miil® . (See
Table 6.) Despite large increases in shipments the level of
unfilled orders continued to rise, and at $2,800 million now equals
that reached in May 1957 during the previous expansion; however,
unfilled orders remain below the peaks reached in the two previous
cyclical expansions.

Inventories in manufacturing (including raw materials,
semi-finished, and finished goods) rose almost 1 per cent from
October through November, suggesting a continuation of the upwards
trend in non-farm business inventories, which on a national accounts
basis have swung from a decumulation (seasonally adjusted annual
rates) of $60 million in the second quarter of 1963 to rates of

accumulation of $620 and $816 million in the second and third

quartexs of 1964, respectively.




%1& 6e Canada:
\deseasonalized, mi

1963 - 196
Fog, Nov. Jan. Warch Moy July Sept. Octs Wor®
Manufacturing ‘ ’ '
New orders 2h21 2501 2676 2699 2507, 2555 2603 2623 2715
Unfilled orders 2321 2450 2481 2468 2546 2633 2660 2742 2793
Inventory/shipments
(ratio) 2,05 1.97 1.88 1,82 2.00 2,03 2,00 2,01 1,89
Owned inrentories
Raw materials 2121 2149 2166 2163 2195 2209 2245 2243 2250

Semi-finished and : -
finished goods 2726 2695 2787 2720 2777 2838 2885 2865 2902

Total L8L7 L8BL L953 L8B3 L972  S0L7 5130 5108 5151

Shipment 2362 2479 2633 2687 2483 2489 2572 28l 2o7h2

Building permits 22 320 250 24 211 235 359 323 Li26
7 PR,

Source: Compiled from data published by the Dominion Bureau of Statistics.

Table 7« Canada: The Labor Force ard Unemployment, 1964
(seasonally adjusted)

Rise, el
June !
196L : Decs 6L
Jan, June  Sept. OCt.  NOVa Dec., (%)

Civilian lzbor fnree (000) 6857 6929 691 6937 6963 6967 T ot

Total employment (000) 6522 6596 6605 6593 6667 6691 + l:{_ .
Average weckly hours

in mnufacitln‘ing h103 l‘Ol9 hlgl hl.O Ned e Nede -
Index of wnemployed |

(1956=100) 170 183 157 175 150 140 -23,85
Unemployed as per cent

of labor force L.9 5.2 LeS 5.0 Le3 4.0 -23.1
Average hourly earnings,

manufactures 1.99 2,02 2.06 2405 nease nea. Y+ 3.5

%{ Through September, 1964 - nea. Nobt available,
Source: Based on data published by D.BeS.
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But the November level of manufacturers' inventories, while
high, is not out of line--and zay even be low--given the current
increagse in manufacturing activity. The rise in owned inventories

in recent months has more than been matched by the rise in ship-

ments, so that the inventory shipments ratio had fallen back by
November to 1.89, about the level touched last January after a
five or six months long surge of economic growth; further, the

backlog of unfilled orders continues to rise, suggesting that the

inventory accumulation is voluntary.

Labor force up, unemploywent down

The rapid expansion of output during the third and fourth
quarters has taken up much of the slack in the labor market, even
though the labor force has continued to expand. By December, the
number of persons unemployed (seasonally-adjusted) had decreased
by niore than 23 per cent from the high mid-summer level. (See
Table 7.) Unemployment as a percentage of the labor force had
fallen between June and December by 1.2 percentage points to
4.0 per cent--the lowest unemployment rate since perhaps May 1957--

. while the total labor force grew by 0.5 per cent.

Present and prospective labor supplies appear consistent
with the Government's target for a 5 per cent growth in real out-
put during 1965, given some continued growth in productivity. The
unemployment rate at 4 per cent leaves a good margin; unemployment
rates of 3 per cent and less were touched during the previous

cyclical peaks of 1953 and 1956. Further, labor force growth during



1965 is expected to be even higher than the 1.9 per cent growth
achieved during the year ending in December 1964, The rest depends
on productivity changes, Substantial investment in machinery and
equipment took place in 1964, and during the year ending in the
third quarter 1964, real gross national expenditure per employed
person rose about 2.7 per cent, an increase well above that of
recent years, but well below that achieved in the first post-war
decade, and not out of line vith the goals set by the Economic
Council of Canada for these next five years.

Prospects for achieving substantial continued economic
growth during 1965, without bumping up against excessive wage
strains, are enhanced by the recent reductions in the structural

elements (seasonal, occupational, and regional) limiting the

reduction in the unemployment rate. Government policies aimed at
reducing winter unemployment have also reduced the "seasonal"
element in structural unemployment. Provisions encouraging the
location of new plants in depressed regions also are helping to

reduce the regional element in structural unemployment. Finally,

. the quite large accessions of young newcomers to the labor force
(the byproduct of the postwar baby boom) may increase the respon-

siveness of the work force to new types of job opportunities.

1965 Investment prospects good

The prospects for continued expansion of investment in

1965 are proclaimed with unusual unanimity. Minister of Trade and

Conmerce Sharpe has reported that "known" business plans call for
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a rise of 10-15 per cent in capital investment; the Minister of
Recources has forecast an increase in electrical generating capacity
of triple the 1954 increment; the President of the Canadian Con-
struction Association expects a 12 per cent rige in construction
outlays, with all provinces except Newfoundland and Manitoba con-
tributing to that outcome; a member-company survey conducted by the
Canadian Association of Purchasing Agents indicated that none
expected sales in 1965 to decrease, whereas 83 per cent forecast
increased sales; while the Canadian Good Roads Association estimates
that all government entities will spend 5 per cent more on streets
and roads in 1965 than in 1964; and construction began in 1964 on
more than 9 pulp mills in British Columbia with the result the

pulp capacity in that province will be at least 45 per cent higher
in 1967-68 thanfin 1963. Moreover the increase in productive
capacity undertaken in 1964 will improve the domestic supply of
structural steel and steel plate, presumably at the expense of

imports,

Price creeping up

After quite remarkable stability earlier in 1964, consumer
and wholesale price indices began creeping up during the three
montirs, November through January. (See T ble 8.)

The consumer price index in these three months has risen
more than 1 per cent, although over the same period in recent years
it has tended to fall. The increases are broadly distributed, only

the clothing index declining. This recent jump brings the total
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Table 8, Capada: Price Developments, 1963-1965

Percentage increases durin

Indices

Jan-  July-Jan~ daly- 0ot .-

Consumer prices

(1953=100) ol 11 8 .3
Wholesale prices

(1953=100) l.h 2 em =gl
30 Industrial
materials
(1935~39=100) 249 10 41 b

Import prices

(19}48 ”100) 3 05 of 2 oll-f Nedy

June Dec. June Se,gt‘ D.ec,.v

(recent months)

Nov, Dec .E/ Jan -2/

Oct.
o9 | 117.4  117.7 118.h 118,.6
o7 | 110,7 110,9 111,.5 111.7
-1.0 | 25849 256,7 25642 n.ae
Neas [(13267 Neds  nNeae  Nea,
July)

p/ Preliminary,
N.ae Not availablej none

Source: Based on OECD Main Fconomic Indicators and Dominion Bureau of

Statistics data,

Table 94 Canada: Indicators of Prices and Costs in Manufactures, 1963-196l

(seasonaily adjusted)

Changes (per cent) during

1963
Jan .- Ju1y-
June Dec.
Wholesale price index
manufactures (1935-39=100) +1.2 + o
Labor cost per unit
output in manufactures +1,1 - o1
Average hourly earnings
in manufactures +1,6 +240
Corporate profits
in manufacturing before
taxes +2,49 +9 05

1/ Tovember 198 over Septombery
T.2. Not available.
Source: DeB.Se

196l —
Jano“ Jﬂ?”' ' 'Oct.—
June Septe Dec,
+ .,h had sh ""1
+1.2 +1.0 ———
+2,0 +2.0 1/-.1
+5,1 6,9 N2,
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~increase over the year ending in January 1965 to almost 2 per cent,
compared with an increase of slightly more than 1 per cent in the
U.S. index.

The wholesale price index increase of about 1 per cent from October
1964 to January 1965, also broadly distributed by commodity, is
roughly twice the average increase during this period in the previous
five years, However, the recent increases leave the wholesale index
still below its January 1964 level; over the past year, U.S.
wholesale prices have remained about flat,

So far, there is little evidence of upwards wages pressure
on wholesale prices of manufactured goods. The increase in average
hourly earnings in manufactures has accelerated slightly from sbout
0.8 per cent per quarter in the first half of 1963 to perhaps
2 per cent during the third quarter of 1964, but labor costs per
unit output seem to have risen substantially less, at least through
the third quarter. (See Table 9.) The continuing rise in average
hourly earnings and in wage costs per unit output in the face of a
fall in the manufactures wholesale price index may have been a
factor in the 7 per cent decrease in the before-taxes profits of
manufacturing corporations. The decline in the pace of the

business expansion also probably affected third quarter earnings.

Fiscal and monetary posture

Encouraged by the relative price stability maintained in

1964 and by the improvement in the external payments position,
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Canadian fiscal and monetary policy now are directed at prolonging
the roughly 47 months long business expansion into 1965. Finance
Minister Gordon recently noted that ", , . we must do everything we
possibly can do to ensure a rapid and a sustained rate of growth of
the Canadian economy this year , , . .";l/ after estimating that
real G.N.P. rose about 6 per cent in 1964. On the fiscal side,
the Minister hinted broadly at the Government's readiness to reduce
tares during 1965, should the present expansion weaken. He commented
in effect that with substantial unemployment, the Federal Government
in 1964 had experienced a good surplus on a national accounts basis
(the first since the fiscal year ending in March 1957); as a result,
there was room to reduce taxes if needed,

On the monetary side, current policy is aimed at keeping
financial conditions woderately easy, in marked contrast to the trend
tovards tight money evident in the firgt half of 1964, From early
September 1964 through early February 1965 interest rates have
declined considerably, and now are below their end-1963 levels.

See Table 10.,) After August, bank liquidity eased: the liquid
assets ratio rose from 16.35 in August to 17.37 in January and
17.42 in early February. Currency outside banks and chartered
bank deposits held by the general public (seasonal adjustment

estimated) have risen about $700 million or over 4 per cent in the

five months from August through January, after slowing down during

1/ Speech delivered January &, 1965, before the Canadian Club of
Toronto. (mimeo) Page 6.
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the summer. Over the same period, general loans of the banks rose
about $400 million.

The rise in liquid assets, and the continued easing of
financial markets in part reflects the inflow of foreign (mainly
U.8.) funds and in part the lower central government new cash re-
quirements, The government was able to meet its cash needs out of
the seasonal rise in the sales of non-remarketable Canada Savings
. Bonds, and still retire some $250 million of marketable debt over
the year. The current ease of money and financial market conditions
is almed at putting Canadian financial markets in position to
finance the cxpected further expansion of business activity, and to
encourage more resort to Canadian rather than U. S. sources of
funds.

The current easing of money and financial.conditicns was
interrupted only briefly by market responses to the uncertainties
generated by the "token" 1/4 percentage point increase in the Bank
of Canada discount rate, effective last November 24. By early
December vigorous official intervention had steadied money and
financial markets, and by early February 1965, interest rates on
. bonds had fallen 7 to 20 basis points below their November
levels. (See Table 10.)

Esrlier, to mid-August financial conditions had been perwitted
to tighten considerably as commercial banks met the heavy demands
for business loans by selling off central government securities at

declining prices. Bank liquidity fell steadily to a fairly low
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Iable 1C, Camada: Financial Indicators, July 196 through early February 1965

Changes d
Sqrh.b—- gw% Dec .2«

Julyg-
| Sept.l6 Nov.l8 Dec.2 Feb.h
Ao INTEREST RATES (basis points)
Short-term
Day-to-day +68 w25 +17 -17
3-month Treas.
bills + 28 - 15 +19 -1
é~month Treas.
bills +26 14 +22 22
- Government of
Ganada bonds
years
(5%-'58} + 10 - 15 +9 -2
T-years
(b-1/4%-172 + 7 - 18 AT
25-years
(5-1/L%~190) =~ 1 -19 +2 -9
{(million dollars)
Bes COMMERCIAL BANKS
General loans +115  + 70 +99  g/-115
Treasury bills,
govt. securities =200 +123 ~21 +92
"Cash' assets + 39 - 3 =63 2/ +113
Total deposits,
including float +153 +130 +310 2/ +85

C. MONEY SUPPLY AND
BANK LOANS
(seas. adjs avgac

of Wed,)

Public holdings
of currency and
bank deposits

General loans of
chartered banks

Changes (million $) during

June-

Septs, Oct. Nov, Dec., Jan.
+166 489 4149 +199  +157
273 469 4121 +hh + 53

1/" May 27, 196L4--first available quote.

2/ As of January 27.
Bources:

Nesbitt, Thomson;

Bank of Canada.

nea.g?ﬁmk gb(ﬁ"
1963 1965
T (per cent)”
3463 3453
3.78 3.70
3.99 3.80
L.75 L.56
.96 4.88
1/ 5430 5406

Anount (:3C00,000)
as of Jan.27

156k 1965
7063 8137
L0o9 37177
1250 135
1511, 16320
Amount in
Jannarzi
1904 1965
15993 17207
7246 832L



level in Avgust, and the seasonally adjusted volume of general

Canadian loans rose at a slower pace.

Bond yield differential down

The yield differential in favor of Canadian over com-
parable U.S. securities across a range of maturities narrowed
noticeably from mid-September (1964) to early February (1965),
’ mostly reflecting the 20-35 basis points decline in Canadian bond
yields, (See Table 11.) Over roughly the same period the U.S.-
Canadian yield differentials narrowed by about 20 to 33 basis points
on the issues selected,
The trend toward lower Canadian yields and narrower
U.S.-Canadian yield differentials was only briefly interrupted
by the financial market uncertainties about the implications of
the international round of discount rate changes in late November.
Vigorous Bank of Canada intervention steadied the market, and in
early December the downwards trends of the yield differentials
resumed,
The C-nadian authorities recently have taken other steps
‘. to reduce the attractiveness of the lower-cost U.S. financial warket.
The mid-January Federal refinancing has been placed in the shorter-
dated end of the Canadian market to free longer-term funds for
provincial and municipal financing. The Pederal government
reportedly has also pointed out to local government officials that
excessive bond issues in the U.S, market might endanger the Canadian

new security issues exemption from the U.S. interest equalization tax,



"';‘,able 11, Market Yields and Differentials on U,
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> and Canadian Bonds, 196L-65

{(per cent per anmum, plus favors Canada)

II  PROVINCIAL OR

Rates and yield differential Changes,
Sept. Nov. Dec, dan, van, Sept. 23~
23 18 2 6 20 Jan. 20
I, CENTRAL 3OVERNMENT ’
SEOHRIT;§§
3-years, issued in:
Canada (5%.-168) L.95 480  L.89 ho68  }.60 -e35
UsS. (3,75%-168) b.oh  hoobh 4,13 4,06 4,03 -.0L
Diff erence 91 .'ZE 976 62 AE? -
25-years,igsued in: :
Canad? (5%35%—;90) 5,29 g,lg 5.12 5.03 E.Og -.gé -
U‘s . v3¢f '90 .l9 .l ¢20 .20 : .l e l .
Difference 1.10 oI 92 .03 85 ~e25 |
, B
PROVINC AL GUARANTEED r
tario, issued in: '
Canadz;h(Sgg%-ég%) f.gl g.zg g,go g.g'i 5%9 ~.22
UeSe ‘ -? - p «59 05 ¢ 2 n 9 «5b9 e
Dii‘ference 982 Q62 g?l .@ aso "O22
III. GOVERNMENT OF CANADA
10~years, issued in:
Ganada (5‘5%" ‘75) 5020 5002 5'05 ,4-9? )J-.92 "028
UsSe (2475%=174) 4,50 LSl L.k6 La55  L,55 +505
Difference (0 uSl c5§ oli2 n3? ~+33

Sources:

Bank of Canada; Federal Reserve; and Nesbitt, Thomson.
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Money market yields fall

From early December through late January, covered yields
favoring Canadian over U.S. Treasury bills and finance paper de-
creased by about 27 to 37 basis points. From January 22 through
early February the covered yield on 3-month bills‘was 45 points in
favor of New York, the highest net U.S. incentive in over a year;
while the covered yield in favor of Canadian over U.S. finance
paper had fallen to insignificant levels. (See Table 12.)

These movements in favor of New York reflect both a marked
easing in yields on Canadian short-term paper, and some widening in
the discount on the forward Canadian dollar, The strengthening of
the short-term bill market primarily reflects greater demand by the
banks for liquid assets as their deposit liabilities rose; after
December 16, there was little net change in the overall supply of
Treasury bills cutside the government accounts and the Bank of
Canada. The decrease in Canadian finance paper rates after year-

end iIn part is a seasonal phenomenon.

Spot Canadian dollar strong

After early December the spot Canadian dollar regained most
of the ground lost in the unsettled markets following the discount
rate change; during the week of January 22, the spot Canadian
dollar remained within .04 to .07 cents of its ceiling of
93.24 U.S. cents. (See Table 13.) This strength reflected the

continued take down of Canadian new security issues in New York.



Table 12, U.S, = Canadian Money Market Arbitrage, 196li-1965

{per cent per anmum, pjus favors

_Changes
Sept. Nove Dece Jan. Jan, Febs Noved  Deccli
8 Dat;;w Feb,8

18 20 2h _8 22

Ireasury bills
Canadian, New York
_quote basis 3.;5 3.2:} 3.72 3.% 3.33 s.gg .1; .-::;g
U"S’ 3! 2 3,59 3.8 37 3,81 3.88 &_.1__ +ol
Net, favcr Canada 23 TL01 :im =0l  =odB =28 o -e2b
' on Ga’nadian dollar "‘"’20 ".1_2 "to? "tlh “&27 "020 w—— "’wo?
Equals: Hedged '
Incentive in Pavor ,
of Canadian Bill 203 =12 -o15 =28 5 -5~ -.33
Finance pap Iy prime
Canadian, fully hedged Le26 L4420 LW50 La00  Lo15 Yha5 +.20 -.25
less: U,S. prime paper 3,75 3.88 L.12 L.12 L2 ~ 4,00 +,12 o
Equals: Hedged ' ‘ "
Incentive in Favor ,
Canada ;51 ’2’ . »:38 -el2 oaé al_é 008 “025

17 For Friday, February Ba
' Week of Canadian, U.S., and U.K. discount rate hikes.

Sources Based on data supplied by Federal Reserve and Morgan Guaranty Trust,

Table 13, Canadian Dollar Quotations, September 196k-damuary 1965

Changes dur Rates
Septalt- Nov.20 Deca Eﬁec% Jan.d- Jan,  Jan. ¥ebs

Nov.20 Dec.li Dec,.28 Jan2L Feb.B

8

2 8

Jpot rate: U,S, cents
- per Canadian dollar #228  =a30 430 ~05 =13

3-months Forward Premium (+)
on Canadian over U,S,
dollar, in per cent per
annum +o1li —— +,06 "0% -,

"§burce: Based on New York inter-bank quotations,

93407 93.20 9307 .

“"clh

23 =X
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The spot rate weakened after the last week of January, again
reflecting the dropping off of deliveries of Canadian new issgue
activity in New York and more recently, the Canadian dollar settled
back down to a range of a few points around the 93.0 level, perhaps
reflecting uncertainties about the meaning for Canada of the U.S.
Balance of Paymente message. The forward Canadian dollar in late
January stood at a discount of .27 per cent per annum, a decline

of perhaps 13 basis points since early December,

Payments, trade and reserves strong

The Canadian external position strengthened considerably
in the third and fourth quarters, partly because of temporary
factors.

Buring the third quarter Conada experienced an unprecedented
current account surplus of €$219 million--the most favorable out-
turn since quarterly records first were kept in 1948, The bulk of
the sharp improvement reflected the bulge in wheat deliveries during
the quarter. The $120 million current account deficit with the
U.5., while much lower than the average $530 willion deficit
registered during the first half of 1964, still was about double
the third quarter 1963 current deficit.

The composition of the capital account also improved during
the third quarter, reflecting the continued increases in new Canadian
bond issues in the U.S. The balance on long-term capital and current

account during the third quarter was $411 million--a "surplus"
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sufficient to finance a very large short-term capital outflow
(mostly to the U.S,), which took place in connection with the
international currency disturbances; to repay $59 million to the
IMF, and to increase official reserves by about $100 million.

(See: Table 14.) The Canadian payments surplus apparently continued
intc the Fourth quarter, as adjusted official reserves rose roughly
$160 million, supported by high export levels and very large
deliveries (payments basis) of new securities sold to U.S.
residents. The less than seasonal decline of U.S. $9 million in
official reserves during January 1965 is considered a sign of
continued strength. Much of the recent strengthening in Canadian
reserves has been taken in gold--thus in 1963 and 1964, approxi-
mately 80 and 65 per cent, respectively, of the improvement in
adjusted reserves was taken in gold, compared to the 50 per cent
average ratio of March 1962.

The payments balance now may be receding from its recent
unusually strong position. Wheat exports now are tailing off.
Also, the unusual bulge in Canadian securities flotations in U.S.
markets now may be ebbing, as a good part of the pent-up needs of
the larger Canadian borrowers were satisfied by the flotations
contracted after the September 5 confirmation of the Canadian
exemption from the I.E.T. The "overhang” of sold but undelivered
securities fell from $218 million at the end of the third quarter
to perhaps $50-$75 million at the end of the fourth quarter

following deliveries in excess of $400 million during the fourth
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Table 15,

Canada :

=27 -

Salas and Behverzes of New Caﬂ"" fan Bonds

ZS CONTRACTS

DELIVERIES OF NEW
AND PRIOR SALES

Y«-OVER FCR LATER
New ,sales

Prior sales
Total

tg a_,c Rws;iéeﬁtc 1953-3:9_‘7%;
(million dollars per quarter)

’g/ Estlmatee
Source:
of Pagments.

Totals may nct add because of rounding.

1963 _ 1964
Jan.-  duly-~  OCb.-  dafe- Aprdi  Judy- oc,\,,...
June Septs Dec, March June Sept s DeCe
321 16 L2 111 189 278 Neae
8L 92 51 W5 28 93 —2/)2s
175 125 120 61 L 20 Nels
158 7 3 28 29 198 n.a.
333 132 123 9 33 218 e/50-T5

Compiled from the DeBeSe, Quarterly Estimates of the Canadian Balance
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quartr-;r. (See Table 15.) In response to the U.S, President's Balance
of Pa«rments message, the Canadian Misister of Finance on February 10,
1965 noted ’that “"our policies will continue to be directed t'owérds

- general stability in our foreign exchange reserves. It is not our
desire or intention to increase our reserves through the proceeds of
borrowing in the United States under the exemption,” A further element
of uncertainty is added by the status and effects of the U,S,-Canadian
auto-mart treaty; during 1963 net imports of autos and parts--mostly

from the U,S,-~-exceeded $500 million.





