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General Observations 

In Canada, as generally in the industrial world, 
the declining trend of economic activity that 
prevailed a year ago gave way in the course of 
1975 to renewed expansion. The upturn came at 
about the same time in the major industrial 
countries, dating from the spring in Canada and 
the United States, somewhat earlier in Japan, 
and somewhat later in Germany. A few 
countries, notably the United Kingdom and Italy, 
have so far not shared much in this improving 
trend, but it nonetheless seems clear that the 
world economy is now firmly set on a path of 
cyclical recovery from the deepest and longest 
recession of the postwar period. The extent of 
the recession in Canada was relatively limited 
compared with other countries. The decline 
in real GNP during the recession was about IV2 
per cent in Canada compared with over 6V2 per 
cent in the United States and 574 per cent in 
Germany. Canada and Japan were the only 
major industrial countries in which the over-all 

output of goods and services at the end of 1975 
appeared to be as high as it was before the 
recession began. 

Another notable feature of 1975 was the 
moderating trend of inflation in the world at 
large. Though the decline in the general level of 
international commodity prices was surprisingly 
limited for a period of such depressed levels of 
world economic activity, the pressures on 
domestic prices stemming from international 
trade abated sharply during 1975. More funda- 
mentally, the trend of domestic costs and prices 
in a number of major countries began to look 
much more favourable. This was especially true of 
Germany, Japan and the United States, which by 
the end of 1 975 were experiencing rates of price 
increase in the 5 to 7 per cent range and trends in 
wages and salaries that appeared to be consis- 
tent with their improved price performance. In a 
number of other countries, including Canada, 
much less progress was made in this respect. 
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Indeed, wage and salary increases in Canada 
escalated even further in the early part of 1975, 
and, as the year progressed, the rapid uptrend of 
costs was reflected in a growing divergence 
between Canadian and foreign price trends. The 
Government's recognition of the dangers inhe- 
rent in this situation was manifested in the 
programme of anti-inflation measures 
announced in mid-October. 

A third dimension of economic developments 
during 1975 was a remarkable reduction in the 
huge imbalances in the structure of world trade 
that had developed in 1974 as a consequence of 
the earlier quadrupling of the world price of oil 
and the booming demand and prices for 
foodstuffs and primary materials. The industrial 
countries taken together moved from a com- 
bined current account deficit of over u.s.$30 
billion in 1974 to an estimated deficit of some 
U.S.$5 billion in 1975. The counterpart of the 
improved position of the industrialized countries 
was a roughly comparable reduction in the large 
surplus of the OPEC countries as the volume of 
their oil shipments contracted and their imports 
rose sharply. Unfortunately, this striking shift 
towards greater balance in world payments was 
not shared by the poorer nations of the world, 
which found themselves caught in the pincers of 
high prices for oil and other imports and weak 
markets for their exports. 

Canada did not share in the general move by 
other industrial nations towards greater external 
balance, but experienced instead a large 
increase in its current account deficit. We were 
adversely affected by the same factors as other 
exporters of raw materials, while the relative 
strength of domestic demand in Canada com- 
pared with our major trading partners kept our 
imports at high levels. In addition to these 
cyclical influences, more permanent changes 
such as a rapidly increasing dependence on 
imported oil and growing debt service payments 
began to weaken our international balance on 
current account. Our current account deficit 
increased from about $172 billion in 1974 to 

about $5 billion in 1975, and at the same time 
our rising costs of production were further 
worsening our competitive position in interna- 
tional trade. 

What stands out from this brief review is that 
economic developments in Canada have di- 
verged to an unusual extent during the past two 
and a half years from those abroad, and 
particularly from those in the United States. The 
divergence between Canada and the United 
States is shown in more detail in the charts on 
pages 24 and 25 of this Report. Whether 
measured in terms of the growth of money 
incomes, output or employment, the buoyancy 
of the Canadian economy has been matched by 
few other countries. The relative strength of 
output and employment was welcome, of 
course, but the price tag attached is turning out 
to be high. That price includes a distinctly less 
favourable evolution of our domestic costs and 
prices, and of our balance of international 
payments. 

A contributing factor to the divergence be- 
tween economic events in Canada and in the 
other main industrial countries was that from late 
1972 until well into 1974 the international 
economic environment developed in a way that 
was very favourable to us and very unfavourable 
to them. During that period the demand for 
foodstuffs and other primary products was very 
strong, and the prices of these commodities rose 
much more than the prices of manufactured 
goods. These circumstances added substantially 
to Canadian incomes and to the air of intense 
national prosperity that prevailed in Canada. The 
fact that the increase in income was initially very 
unevenly distributed served to strengthen greatly 
the scramble among groups in the country to 
share in it. The rising expectations of Canadians 
about the standard of living that they could attain 
were reinforced, and these expectations were 
not significantly dampened by the shock of the 
energy crisis that broke on the world at the end 
of 1973 because Canadians then regarded them- 
selves as being largely insulated from that event. 
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For some time now developments in interna- 
tional markets have been much less favourable 
to Canada, but the change has been gradual and 
has not correspondingly altered expectations. 
The scramble for unreasonably large increases in 
money incomes has persisted long after the 
passing of the fortuitous circumstances that at 
first seemed to provide some justification for it. 

Even in retrospect it is not easy to see how the 
large but temporary increment to incomes in 
Canada flowing from the world-wide boom of 
1973 could have been prevented from causing 
economic distortions of some magnitude. No 
doubt a better appreciation of the inflationary 
risks inherent in the situation and more restraint 
on aggregate demand would have helped. Be 
that as it may, the country is left with the serious 
problem of restoring order to its structure of costs 
and prices and to its balance of payments. 

* * * * 

The basic principle underlying Canadian 
monetary policy continues to be that the money 
supply should grow along a path capable of 
accommodating a satisfactory rate of real 
economic growth accompanied by some slow- 
ing in the rate of increase of prices. 

Until well into 1974, with economic activity in 
Canada still at full stretch and subject to intense 
spending pressures, the policy of the Bank of 
Canada had necessarily involved vigorous 
resistance to the economy's strongly growing 
appetite for money and credit. This had resulted 
in a persistent upward movement of short-term 
interest rates, which in turn had moderated 
the previously over-rapid pace of monetary 
expansion. 

By the late summer of 1974, however, there 
were growing indications that demand pressures 
in the Canadian economy both for money and 
credit and for goods and services were at last 
beginning to fade in much the same way as they 
had faded some months earlier in the out- 
side world. In these circumstances the Bank of 
Canada's concern about the trend of monetary 

expansion shifted: the problem became for a 
time one of trying to prevent too sharp or 
prolonged a slowdown in the rate of monetary 
growth. In the closing months of 1974 and early 
1975, Canadian interest rates fell sharply in 
response to rapidly changing market expecta- 
tions and a general weakening of demand 
pressures in credit markets - a decline accom- 
modated by the operations of the central bank. 
The undesired sluggishness of monetary growth 
in the latter part of 1974 soon gave way to a 
renewed spurt of rapid expansion in the early 
months of 1975. 

By the late spring of 1975 the resumption of 
rapid monetary growth had brought the money 
supply, defined as currency outside banks and 
demand deposits at the chartered banks, back up 
to a trend rate of increase (measured over the 
previous two years) slightly in excess of 10 per 
cent annually. Over the course of the summer 
the growth rate of the money supply accelerated 
strongly. With economic recovery apparently 
underway, the Bank came to the view that not 
only was the money supply growing at too high a 
rate, but also that Canada's underlying inflation 
problems were rapidly building up to critical 
proportions. Short-term interest rates were 
therefore allowed to move higher and early in 
September the Bank Rate was increased by three 
quarters of one percentage point to a level of 
9 per cent - in terms of past experience, an 
unusual action on the part of the central bank at 
such an early stage in an economic recovery. 

During November the Bank of Canada made 
public its views about how rapidly the money 
supply should be allowed to expand in Canada 
in the existing circumstances. Its views were 
expressed in terms of a range for the underlying 
growth rate of currency and demand deposits of 
not less than 10 per cent a year but not as high as 
1 5 per cent a year. The Bank also indicated that, 
for monetary policy to be consistent with the 
objective of gradually bringing down the rate of 
inflation over time, this range too would have to 
be lowered gradually over coming years. 
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During much of the final quarter of 1975 and 
into the early weeks of 1976 the figures of money 
supply growth in Canada were greatly inflated 
by the effects of a nation-wide postal strike. In 
February, when it again became possible to get a 
useful reading of the figures, it appeared that the 
underlying growth rate of currency and demand 
deposits measured from the average level in the 
second quarter of 1975 was still on the high side. 

The need to keep the growth of the money 
supply under control has involved the mainte- 
nance of levels of short-term money market rates 
in Canada well above those in the United States, 
and unprecedented spreads of around four 
percentage points have recently emerged. The 
widening of these spreads in recent months has 
resulted mainly from a sharp fall in rates in the 
United States. In the past there has usually been 
a fairly close correspondence between short- 
term interest rate movements in the two 
countries owing mainly to the fact that underly- 
ing economic and financial conditions have 
typically evolved along broadly similar lines and 
financial markets in the two countries have 
many inter-connections. More recently, how- 
ever, the course of the Canadian economy has 
diverged remarkably from that of the United 
States, as noted above. Not only have trends in 
output, employment and prices diverged, but so 
have monetary and financial conditions. For 
some time now the demand for credit has been 
relatively much weaker in the United States than 
here, and the growth of the money supply in that 
country has been below, rather than above, the 
objectives set by the monetary authorities. In 
these circumstances it should not be surprising 
that a level of short-term interest rates in Canada 
that is higher than usual relative to U.S. rates is 
required to keep the money supply from 
expanding too rapidly. Nevertheless, market 
expectations that Canadian short-term interest 
rates would tend to follow U.S. interest rates 
appear to have been quite strong, and it has been 
necessary from time to time for the Bank of 
Canada to resist this tendency by keeping the 
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cash reserves of the banking system unusually 
tight. 

* * * * 

I have referred already to some of the 
background leading up to the major anti- 
inflation programme announced by the Gov- 
ernment in October 1975. It is of fundamental 
importance to the longer run welfare of all 
Canadians that the country manage to gear down 
the rate of increase in costs and prices - not just 
as a matter of international competitiveness but 
as an essential condition for economic, social 
and political stability. This must be accomplished 
one way or another; the only question is how. 

One answer sometimes given to this question is 
that the Bank of Canada should do the job 
through a sharp and immediate reduction of the 
growth rate of the money supply to a rate 
approximately in line with the sustainable real 
growth of the economy. If that were to happen, it 

is asserted, inflation would readily come to an end. 
The trouble with this prescription is not with 

the medicine but with the dosage, which would 
be so great that the patient would suffer 
excessively while it was working.. It would 
sharply curtail the growth of spending on goods 
and services in the face of continuing large 
increases in production costs already built into 
the economy, and this would almost certainly 
result in extremely weak markets, widespread 
bankruptcies and soaring unemployment. It must 
be recognized that the annual rate of increase in 
average Canadian money incomes that is 
consistent with price stability is no higher than 
the trend rate of increase in national productiv- 
ity, which is usually put at around two per cent 
per year, and we are a long way from that 
situation. All sorts of existing arrangements, 
including virtually all wage contracts, are based 
on the assumption of some continuing inflation. 
The attempt to force as rapid a transition to price 
and cost stability as this prescription involves 
would be too disruptive in economic and social 
terms to be sensible or tolerable. 



In my opinion it is much wiser to gear down 
inflation more gradually and over a longer 
period. Any programme to this end that is to 
have a chance of working must certainly be 
firmly based on fiscal and monetary restraint, but 
time must be allowed for the various elements of 
inflation now built into the economy to be 
eliminated. 

I also believe that in Canada's present 
circumstances it is useful to supplement finan- 
cial discipline by direct action to restrain 
increases in incomes and prices. The price and 
income restraint programme exerts its influence 
on prices mainly through its impact on the 
various elements of cost (including profit) that 
enter into pricing decisions. Though it is 
essential to limit increases in all forms of income 
it must be recognized that the effectiveness of 
the programme will be largely determined by its 
success in moderating the increase in wages and 
salaries for the simple and inescapable reason 
that for the economy as a whole wage and salary 
costs are by far the largest element in prices. This 
approach can bring about the needed adjust- 
ment at less cost in terms of unemployment and 
lost output, and with less serious inequities, than 
would result from sole reliance on monetary and 
fiscal policies. It deserves the co-operation of all 
sectors of the community. 

I welcome the recognition by the Government, 
in announcing the programme, that success will 
depend crucially on keeping the over-all level of 
demand in the economy growing at a pace 
consistent with successively lower rates of price 
increase. This is vital not only for the programme 
to have the desired impact while it is in effect but 
also to avoid a resumption of inflation im- 
mediately afterwards. An all-too-common theme 
running through the history of similar experi- 
ments in other countries has been the undermin- 
ing of restraint by inappropriate monetary and 
fiscal policies. 

I believe that the contribution of monetary 
policy to the control of inflation requires the 
exercise of moderation and steadiness in expand- 

ing the quantity of money. While the rate of 
monetary growth must be adequate to support a 
satisfactory rate of real economic growth over 
time, allowing the quantity of money to expand 
too rapidly merely ensures that its value will 
eventually fall. If excessive monetary expansion is 
allowed to become a recurrent phenomenon, the 
decline in the value of money will occur at 
accelerating rates. This is what has in fact been 
happening throughout the world over a period of 
many years. The time is overdue to call a halt to 
this destructive process and to set a firm course 
aimed at reversing it, gradually but steadily, over 
the years that lie ahead. 

As I have already noted, the choice of a rate 
around which to try to stabilize the growth of the 
money supply at present must have regard to the 
high rate of inflation that now exists in Canada, 
but the rate of money supply growth should be 
steadily diminished in the years ahead as a key 
element in the programme to wind down 
inflation. I should also note that the pursuit of a 
policy of stable monetary expansion requires that 
interest rates and the exchange rate be allowed 
scope for such movement as may be needed in 
either direction, not only over the course of 
business cycles but also over shorter periods. 

Steadiness in the trend of monetary growth will 
help to combat instability in the rate of aggregate 
spending in the economy. If, in the short run, 
national expenditure rises faster in response to 
pressures of various kinds than the trend of money 
holdings, money will become more expensive 
and more difficult to borrow, and firms and 
individuals will be induced to moderate their 
spending. In this way short-term bursts of 
excessively rapid growth in aggregate spending 
will be moderated by stability in the rate of 
monetary growth. The opposite sequence of 
events will occur if the level of national 
expenditure slackens temporarily but the quantity 
of money keeps growing on trend. In relative 
terms money will become more plentiful, and 
thus cheaper and easier to borrow. Sooner or later 
this will encourage firms and individuals to 
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increase their spending again. Stable monetary 
expansion will thus be accompanied by contra- 
cyclical movements in interest rates. 

In recent years the monetary authorities in a 
growing number of countries have been moving 
towards a policy approach of this kind. Its main 
advantage is that it increases the prospects for 
stabilizing both the trend of output and prices 
over the longer run. In the past, the approach 
followed by most central banks was to try to offset 
undesired variations in national expenditure that 
were believed likely to occur in the immediate 
future by action which often involved wide 
swings in the rate of monetary expansion from 
one period to the next. Although intended to 
be stabilizing, this approach often had a 
de-stabilizing influence on the trend of expendi- 
ture growth in the economy. The reasons for this 
include the difficulty of making reliable short- 
term economic forecasts, the long and variable 
time lags involved in monetary policy, and the 
difficulty of making judgments about appropriate 
interest rate levels in periods when future 
inflation is expected. A further difficulty with this 
approach and one that limits the scope for using it 
as a stabilization device is that any escalation of 
the rate of monetary growth must be fully 
reversed in due course if the longer run trend of 
monetary expansion is not to accelerate over 
time. Escalated monetary expansion may appear 
an attractive option in the short run, but the 
obvious danger, particularly in an already 
inflationary climate, is that if it is sizeable and 
prolonged it will intensify inflationary expecta- 
tions and behaviour. The reversal of the 
escalation will be difficult to achieve without 
adverse short-term effects on economic activity. 

The current approach to monetary policy does 
not of course mean that indicators other than 
monetary aggregates are being ignored but rather 
that considerably more weight is being placed on 
stability in monetary expansion than was formerly 
the case. Some of the practical aspects involved 
in implementing such a policy are discussed later 
in this Report. 

Many factors in addition to monetary policy 
affect financial conditions in Canada, including 
interest rates and the exchange rate. Among the 
most important of these are the borrowing 
requirements of all levels of government. The 
total amount of new money borrowed by 
governments through the issue of securities (other 
than to the Canada and Quebec Pension Plans) 
rose from a little below $2 billion in 1973 to $7 
billion in 1974 and to over $10 billion in 1975. 
Included in these amounts were net placements 
of provincial and municipal securities abroad, 
which rose from about $72 billion in 1973 to $17a 
billion in 1974 and to $37z billion in 1975. In 
early 1976 there was an unusually heavy 
concentration of foreign borrowing by provinces 
and this was undoubtedly a factor in the sharp 
upward movement of the Canadian dollar that 
occurred in the exchange market. 

An increase in borrowings by governments can 
be most readily accommodated without undue 
upward pressure on interest rates and without 
excessive monetary expansion during periods in 
which the growth of private spending and 
borrowing is slackening. Indeed, fiscal policy 
settings that involve increased borrowing re- 
quirements when private demands are cyclically 
weak can be an important element in helping to 
sustain economic activity. 

Once private spending and credit demands 
begin to expand again as economic recovery 
proceeds, there is both less need and less room 
for government borrowing. If such borrowing 
nevertheless remains at a high level it may be- 
come increasingly difficult to accommodate cred- 
it demands in total, private as well as public, 
within a framework of reasonable monetary 
expansion without substantial upward pressure 
on interest rates. Depending on the level of 
external interest rates, there may be a substantial 
diversion of government and other borrowing to 
foreign markets resulting in upward pressure on 
the exchange rate as well, even with a very large 
balance of payments deficit on current account. 
Such a sequence of events could at some point 
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prejudice a healthy expansion of the Canadian 
economy. The Bank of Canada can reasonably 
be expected to see to it that inappropriately high 
interest rates or an inappropriately high ex- 
change rate do not arise from an unduly low rate 
of monetary expansion. However, the Bank 
should not be expected to attempt to deal with 
these matters by allowing the money supply to 
expand at an excessive rate since that would 
only shift the problem back to the domestic 
inflation of prices and costs. 

Problems of this kind will be much easier to 
avoid if governments manage to reduce the size 
of their borrowing requirements as the private 
sector of the economy recovers. 

* * * * 

Discussions about reforming the international 
monetary system which have been carried on 
under the auspices of the International Monetary 
Fund over the past few years culminated in agree- 
ment on a number of major issues at a meeting 
of the Interim Committee held in Jamaica in 
January of this year. 

Agreement was reached on the basis for a new 
exchange rate system that makes provision 
within the IMF Articles for both fixed and floating 
exchange rates. This will allow, for the first time, 
the formal acceptance within the rules of the IMF 
of the practice followed by Canada since 1970 of 
allowing its exchange rate to float. 

I believe that the agreement reached on the 
exchange rate system should be welcomed 
because it in effect recognizes that reasonable 
exchange rate stability depends much more on 
the ability of individual countries to maintain 
domestic economic stability than on the choice 
between fixed and floating rates. Exchange rate 
policies of both types should be and will be 
subject to surveillance by the International 
Monetary Fund. 

There was agreement to abolish the official 
price of gold and to remove its special status in 
international transactions. What will happen to 
the role of gold in the international monetary 

system over the longer run seems to me to 
depend largely on the degree of success 
achieved around the world in controlling 
inflation. If there is not confidence that reserve 
currencies and the SDR will retain their values 
reasonably well gold is likely to continue to be 
regarded by many countries as an asset worth 
holding. 

The IMF will return one-sixth of its gold holdings 
to member countries and will sell a similar 
amount for the benefit of developing countries. 
Profits from gold sales are to be used, along with 
voluntary national contributions, to support the 
establishment of a Trust Fund which will provide 
balance of payments assistance on concession- 
ary terms to countries with very low per capita 
incomes. 
Agreement was also reached on enlarging the 

resources of the IMF; the total of members' 
quotas in the IMF is to be increased by one-third 
to SDR39 billion. Within this total, the relative 
share of the oil exporters as a group will be 
doubled while that of all other developing 
countries will not decline. While the share of the 
developed countries will be reduced the 
absolute amount of their quotas will rise. 
Canada's quota will be increased from SDR1,100 

million to SDR1,357 million. Until the new 
quotas can come into effect access by member 
countries to IMF credit tranches will be increased 
by 45 per cent. The Special Oil Facility operated 
in the last two years will not be continued. The 
IMF has also decided to increase funds available 
under its Compensatory Financing Facility and 
to liberalize access to this facility by member 
countries. In these respects, and in establishing 
the Trust Fund, the IMF is shifting further from its 
original role of providing only temporary 
balance of payments support to that of extending 
longer term assistance to developing countries 
on concessionary terms. 

Where necessary these various decisions will 
be incorporated into amendments to the Articles 
of Agreement of the IMF for submission to the 
participating countries for acceptance. 
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Practical Aspects of Monetary Control 

Some of the practical problems involved in 
implementing a policy of stable money supply 
growth in Canada are discussed in this section. 

The first of these problems is the need to 
choose which of a wide variety of possible 
measures of "the money supply" to use as a 
guide. 

One possibility is to focus primarily on a nar- 
row definition of the money supply that in- 
cludes only those forms of money used directly as 
a means of payment in settling transactions, such 
as currency and demand deposits. Alternatively, 
the definition can be broadened to include 
savings and time deposits in bank accounts or 
broadened still further to include, for example, 
similar types of deposit balances at certain 
"near-bank" institutions. In the United States the 
Federal Reserve Board tries to spell out its 
monetary growth targets not just in terms of 
currency and demand deposits, but also in terms 
of the associated growth rates for a number of 
more broadly defined monetary aggregates. In 

Germany, on the other hand, the main focus of 
attention is on the monetary base, which is the 
total of currency and deposit balances at the 
central bank held by the public and the 
commercial banks. 

The growth rates of all of these various mone- 
tary aggregates are related, and although they are 
all jointly influenced by the rate at which the 
central bank provides cash reserves to meet the 
requirements of the banking system, they can 
and often do follow paths that diverge consider- 
ably over time. The choice of a particular 
monetary aggregate to use as a guide is primarily 
a matter of selecting the one whose behaviour 
over time appears to be most systematically 
related to the trend of national expenditure and 
to short-term interest rate movements in a 
particular economy. It has nothing to do with 
alternative theories about the particular chan- 
nels through which monetary impulses exert 
their influence on spending behaviour in the 
economy. 
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There is little to choose in this regard between 
narrowly-defined and more broadly-defined 
measures of the money supply in Canada for the 
period prior to the 1967 Bank Act Revision. In 
recent years, however, the chartered banks have 
had much more scope than in the past to vary the 
interest return offered on savings and fixed-term 
deposits; at the same time the public has been 
provided with a much wider choice of compet- 
ing savings instruments, not only by the 
chartered banks but also by “near-bank” 
institutions and by government savings bonds 
and money market paper. As a result of these 
institutional changes it is now very difficult to 
find broad money supply measures whose 

behaviour appears to be closely related to that of 
Gross National Expenditure (GNE) and those 
short-term interest rates most directly subject to 
central bank influence. On the other hand, the 
growth of currency and demand deposits - a 
narrowly-defined measure of the money 
supply - bears a reasonably systematic rela- 
tionship over time to the growth rate of aggregate 
spending in the economy, as measured by the 
dollar value of GNE, as well as to short-term 
interest rates. 

The following chart shows the movements over 
recent years of the ratio of this narrow money 
supply measure to GNE and a similar ratio for a 
much broader definition of money. 

Ratios of Selected Monetary Aggregates to GNE 
Seasonally adjusted, quarterly average 

(,) Excludes deposits of the Government of Canada; includes foreign currency deposits held by Canadian residents. 
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On average since the beginning of the 1970s 
the relationship in Canada between the growth 
of the public's holdings of currency and demand 
deposits (Ml) and the growth of national 
expenditure appears to have been close to 
one-for-one in the sense that, other things being 
equal, the public has tended to increase its Ml 

holdings by close to one per cent for each one 
per cent increase in the money value of GNE. The 
ratio of Ml to GNE has averaged close to 11 per 
cent over this period and its trend seems to have 
been declining very gradually if at all. 

It should be noted that currency plus demand 
deposits is not as comprehensive a measure of 
the public's transactions balances in Canada - 
where cheques may also be drawn on certain 
types of interest-bearing savings accounts - as 
it is in the United States where virtually all 
chequable deposits are demand deposits. This is 

Ratios of Money Supply to GNE: 
Canada-United States 
Seasonally adjusted, quarterly average 

one of the main reasons why the trend rate of 
growth of M1 in Canada is substantially higher 
than that of M1 in the United States. The 
inclusion of these substantial but relatively 
slow-growing chequable savings account bal- 
ances in the Canadian figures results in a series 
much more like Ml in the United States, and with 
a comparably lower rate of growth over recent 
years, as can be seen in the accompanying chart. 

The existence of a rather stable average 
relationship between M1 and GNE in Canada over 
the longer run does not mean that their 
respective growth rates cannot diverge 
temporarily - and at times rather widely - 
over periods as long as a year or two. This is 
because M1 growth responds not just to the 
growth of GNE but also to changes in the level of 
short-term interest rates. 

A rise in short-term interest rates makes it more 
costly for the public to hold non-interest-bearing 
balances rather than interest-bearing time de- 
posits or similar financial instruments; as a 
result, a downward adjustment occurs in the 
average level of M1 that the public is willing to 
hold per dollar of GNE. A decline in short-term 
interest rates has the opposite effect. These 
effects could alternatively be described as 
changes in the velocity of money. 

Thus during periods in which short-term 
interest rates have been rising, the growth rate of 
Ml has typically begun to slacken in relation to 
that of GNE and in time the ratio of Ml holdings to 
GNE has fallen. When short-term interest rates 
have been falling, the growth rate of M1 has in 
due course run ahead of that of GNE and the ratio 
of M1 holdings to GNE has risen again. This 
pattern of behaviour is readily apparent from the 
chart on page 1 8. 
The existence of these systematic relationships 

gives the Bank of Canada the means of 
determining the trend growth rate of Mi. 

Individual members of the public are, of course, 
free to decide for themselves how much of their 
financial assets to hold in the form of currency 
and demand deposits, but the Bank of Canada 
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can exert a strong indirect influence on these 
decisions - and thus on the trend of Ml - by 
virtue of its ability, through its cash reserve 
management, to influence the level of short-term 
interest rates. If the rate of growth of Ml is too 
high the Bank can, by tightening the supply of 
cash reserves to the banking system, cause 
short-term interest rates to rise, which will 
restrain the growth of Ml. If, on the other hand, 
Ml growth is too low, the Bank can loosen its 
control of cash reserves, thereby causing 
short-term interest rates to fall and the growth of 
M1 to be stimulated. 

It is evident from this framework of operations 
that the Bank of Canada cannot, in a given 
environment, pursue unrelated short-run targets 
for the money supply and for short-term interest 
rates. To take a view about one implies a view 
about the other. Because of that, the use of a 

money supply target can be seen as throwing 
light on what the approximate level of short-term 
interest rates should be from one period to the 
next. 

Conflicting considerations enter into the choice 
of a target figure or figures around which to try to 
stabilize the trend rate of increase of MI over 
time. A growth rate of MI of no more than five 
per cent a year would probably be sufficient to 
accommodate a continuation of real growth in 
the Canadian economy at close to its longer term 
trend rate under conditions of price stability, but 
it would certainly be much too low in present 
circumstances of substantial "built-in” inflation. 
On the other hand, a growth rate of Ml of 15 per 
cent a year or more would probably involve 
accommodating in full a continuation of the 
recent pace of inflation. The Bank of Canada's 
choice last year of an interim target range for MI 

of below 15 per cent a year but not below 10 per 
cent a year resulted from a balancing of these 
considerations. As indicated earlier in this 
Report, this range will have to be lowered over 
time if the rate of monetary expansion is to be 
consistent with a gradual reduction in the rate of 
inflation. The recent record of M1 growth in 
relation to its current target range and to its trend 
over earlier years is shown in the following chart. 

Particularly over periods as short as a few 
weeks or even months, the underlying trend of 
M1 growth in response to its basic determinants is 
often obscured to a greater or lesser extent by the 
impact of a variety of temporary random 
influences. In some cases the cause of these 
temporary disturbances is reasonably clear, as 
was the case when the mail service was 
interrupted in the spring of 1974 and again in the 
closing months of 1 975. 

In the Bank's view it would not be sensible to 
attempt to suppress month-to-month variations 
in M1 reflecting essentially short-run distur- 
bances of this kind by taking action that would 
involve sharp temporary fluctuations in interest 
rate levels. The Bank takes a broader view, 
looking at the underlying trend of M1 
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Growth of the Money Supply (M1 ) since 1971 
Seasonally adjusted 
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15% trend line drawn through second quarter 1973 
10% trend line drawn through second quarter 1975 
Lines indicating a 10-15% range are drawn from second quarter 1975 

growth - over a period of months rather than 
weeks - in relation to a target path it has in 
mind stretching some time into the future. One 
consequence of this approach is that substantial 
variations in the growth rate of Mi either above 
or below its target range may persist for a time 
before strong corrective action is taken. Pro- 
vided such deviations are not allowed to become 
cumulative over a lengthy period, however, their 
impact on spending behaviour in the economy is 
unlikely to be of more than marginal signifi- 
cance. 

It should be borne in mind that Ml will provide 
useful information for policy purposes only 
so long as the public's behaviour with respect to 
its holdings of transactions balances per dollar 
of income continues to follow a reasonably 

predictable pattern. It is possible that the 
public's habits in this regard will change over 
time, perhaps in response to innovations in 
payments technology and in the characteristics 
of the various kinds of financial instruments 
offered by deposit-taking institutions and their 
close competitors. The Bank of Canada recog- 
nizes the need for careful monitoring of such 
developments and of their impact on the public's 
behaviour. 
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Economie Developments 

In the first few months of 1975 economic 
activity in Canada continued to display the weak- 
ness characteristic of most of 1974, but from 
the spring it began to show a gradual advance. 
As this Report is being written official estimates 
of the National Accounts for the fourth quarter are 
not available. However, the indications are that 
while real output in 1975 as a whole was virtually 
unchanged from the previous year, by the end of 
1975 total production had risen to about the 
previous peak attained in early 1974. 

Compared with the pace of recovery in the 
initial phases of expansion from previous 
economic slowdowns, the upturn in activity has 
been moderate to date. One major restraining 
element has been the slower pickup in exports 
than in earlier periods. Demand and output in 
the United States recovered vigorously in the 
latter part of 1975, but the improvement in the 
economies of most of our major trading partners 
overseas has been later or less rapid. Besides 
these external demand influences, the recovery 
of export volumes was restrained by domestic 

factors such as the phased reduction in the 
amount of oil sold abroad and supply limitations 
caused by work stoppages, particularly in the 
forest industries. Indeed, the record number of 
man-days lost through labour disputes in 1975 
appears to have exerted a pervasive drag on the 
pace of recovery. In contrast to the sluggishness 
of exports, domestic demand for final goods and 
services provided major support to the economy 

throughout 1975. As the year progressed, the 
advance in real final domestic demand was 
increasingly translated into gains in output as the 
negative impact of the shift towards inventory 
liquidation, an effect which was particularly 
pronounced in the early part of the year, tapered 
off. With prospects for a continued firming of 
demand abroad in 1976, and evidence that by 
the end of 1975 Canadian businesses had 
worked off a major part of their excess stocks in 
relation to sales, both exports and inventory 
demand should become elements of support in 
contrast to their major restraining influence on 
economic activity through most of 1975. 
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The price deflator for Gross National Expendi- 
ture, the broadest measure of the price of 
Canadian production, rose during 1975 at a 
somewhat less rapid pace than in the preceding 
year, but still apparently by some 10 per cent. 
This reduction in the over-all rate of inflation 
was essentially attributable to a much slower 
advance in external prices rather than to an 
improvement in the performance of domestic 
costs. The sharp slowing in the rise of import 
prices, from more than 25 per cent during 1974 
to appreciably less than 10 per cent in 1975, was 
a key factor in reducing the rate of increase in 
consumer prices. However, in response to the 
upward pressure from domestic costs, the 
inflation over the year in the prices paid by 
Canadian consumers was still close to 10 per 
cent. 

Reflecting the close economic links within 
North America, developments in the Canadian 
economy have in the past borne a close 
resemblance to the pattern in the United States. 
As noted earlier in this Report, however, over the 
past two years Canada's economic performance 
has shown some notable divergences, both in 
the pace of economic activity and in costs and 
prices. Many of these are illustrated in the charts 
on pages 24 and 25. 

The amplitude of both the cyclical economic 
contraction and subsequent expansion has been 
considerably greater in the United States than in 
Canada. The drop in U.S. real GNP from its peak 
in late 1 973 to the low point in the first quarter of 
1975 was over 6V2 per cent. Output in Canada 
began to turn down about three months later 
than in the United States and also reached its 
trough in early 1975, but the over-all decline 
was only about 1V2 per cent. The major 
difference between the two economies was the 
extent to which final domestic demand was 
sustained in Canada. Here, the volume of 
domestic spending on final goods and services 
continued to advance, whereas in the United 
States it fell by over 4 per cent. As a 
consequence, output and employment were 

much better maintained in Canada, although the 
difference in demand conditions between the 
two countries was also a major factor in the 
substantial deepening in the deficit in Canada's 
external balance on current account. 

Already in 1974 domestic costs and prices in 
the United States were showing evidence of 
being less subject to upward pressure than in 
Canada, particularly in the area of wages. 
Average money wages in the United States rose 
during 1 974 at about half the rate recorded here. 
However, in that year the differential impact on 
domestic prices was largely masked by the great- 
er cyclical downturn in labour productivity in 
the United States and the extreme price effects in 
both countries of the international commodity 
boom and oil price shocks. In 1 975 international 
inflation was greatly reduced and output per 
worker recovered more in the United States than 
in Canada. In this environment the continuing 
divergence in the performance of underlying 
domestic costs showed up increasingly as the 
year progressed in a divergence in domestic 
rates of price inflation. 

Domestic and External Demand 
Reflecting the weakness in export demand and 

the initial sharp correction in inventories, Gross 
National Expenditure in current dollars rose at 
an annual rate of some 7 per cent in the first half 
of 1975, but for the remainder of the year the 
pace of advance was approximately twice as 
fast. During this latter period export demand 
showed some improvement, and while business 
inventories continued to decline the rate of 
liquidation remained fairly steady. Also, domes- 
tic spending on final goods and services 
expanded more rapidly - moving from an an- 
nual rate of increase of about 12 per cent during 
the first half of 1 975 to above a 1 5 per cent pace 
in the second half. 

A corresponding, though more muted, second- 
half upswing also occurred in final domestic 
demand in real terms. In part, the faster advance 
reflected the strength of consumer spending, 

23 



Nominal Demand: Canada-United States 
Seasonally adjusted, IQ 1972 = 100 unless otherwise indicated 

Personal consumption Government outlays on goods and services 

) : * ; > 

■ 

Residential construction Business fixed investment 

200 

I 8 0 

Final domestic demand 

Exports of goods and services 

200 

Change in inventories as a per cent of GNE 

Imports of goods and services 

220 

Balance on goods and services as a per cent of GNE Gross national expenditure 



Selected Economie Indicators: Canada-United States 
Seasonally adjusted, IQ 1972 = 100 unless otherwise indicated 

GNE - constant dollars Industrial production 

Employment 

Wage settlements over life of contract(1) 

Average annual percentage increase 

20 

Real personal disposable income 

120 

I 10 

100 

1972 1973 1974 1975 

<n Not seasonally adjusted 

Unit labour costs 

150 

Commodity terms of trade(,) 

Ratio of export prices to import prices 
120 

25 



in particular a surge in buying of durables, 
including both cars and household items. 
Automobile purchases by Canadians reached a 
new record of close to a million units for the 
year, despite initially weak demand for the 1975 
models. In the last months of the year, car sales 
evidently received a temporary boost from heavy 
buying in Ontario in anticipation of the 
restoration of the 7 per cent sales tax that had 
been removed earlier in the year. With the sharp 
upturn in housing starts earlier in 1975, 
residential construction activity also advanced 
very strongly in the second half of the year after 
declining steeply through most of 1974 and into 
1975. The number of housing starts was very 
similar in 1974 and 1975, 220,000 and 230,000 
respectively, and quite close to official target 
projections. Indeed, in the latter months of 1 975 
starts were running at an annual rate of close to 
300,000 units. 

Reacting to the sluggishness of profits and 
generally low operating rates, business fixed 
investment outlays in 1975 registered only 
moderate growth in real terms, and unlike 
consumption and housing appeared to weaken 
as the year progressed. The total was sustained 
by the special strength apparent in the area of 
energy-related investment. Fixed capital forma- 
tion in other sectors of business activity fell off 
markedly. 

The fiscal outturn in 1975 was strongly 
expansionary at both the federal and 
provincial-municipal levels. Outlays on goods 
and services, that part of government spending 
entering directly into Cross National Expendi- 
ture, appear to have risen less rapidly than in 
1974. However, with further strong growth in 
transfer payments to persons and some selective 
tax cuts both federally and provincially, the 
over-all thrust of fiscal developments was to 
expand incomes and domestic demand. In 
combination with the dampening effect on tax 
collections from the generally slow pace of 
economic activity, the over-all outcome was a 
swing into record deficits at all levels of 

government and substantially increased borrow- 
ing requirements. On a national accounts basis, 
the position of the government sector went from 
a surplus of about $2 billion in 1974 to a deficit 
of some $4 billion in 1975. 

In the face of the weakness of exports, and 
despite a slowing in the growth of imports in 
response to the sluggishness of total demand for 
much of the year, the deficit in the current 
account of the balance of payments was 
considerably larger in 1975 than in the previous 
year. The deficit in 1974 was just over $11k 
billion, but it widened sharply through the year 
to an annual rate of $4 billion in the fourth 
quarter; through 1975 it ran at an annual rate of 
about $5 billion. The increase from 1974 to 
1975 was due to a $274 billion swing from 
surplus to deficit in merchandise trade and to a 
$1 billion increase in the deficit on service 
transactions. With demand better sustained in 
Canada than among our major trading partners, 
cyclically related influences were an important 
determinant of the weakening of our payments 
position. However, one additional major ele- 
ment was the adverse movement in our balance 
of trade in energy products. The shift from 
surplus to deficit in the balance on crude oil was 
only partly offset by the higher prices received 
for exports of natural gas. The increase in the 
deficit on services reflected a substantial 
widening in the deficit on travel account and 
continuing growth in debt service payments. 

Production and Employment 
As of the end of 1975 total output, as measured 

by Real Domestic Product, had increased by 
about 27a per cent from its low point in the 
spring. The recovery was, however, unevenly 
distributed across both regions and industries. 
For example, the adverse conditions affecting 
the forest and fishing industries had a marked 
restraining effect on activity in the Atlantic 
region and in British Columbia. In contrast, 
buoyant incomes from grain and mineral fuel 
production have sustained a high level of 
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economic activity in the Prairie Provinces. On 
an industry basis, a notable feature of the 
recovery period has been the sluggishness of 
goods production compared with the continued 
growth of the service-producing industries. At 
year-end non-farm goods production, which is 
much more cyclically sensitive than activity in 
the services sector, was still some 7 per cent 
below the rates reached in the spring of 1974. 
Weak demand, especially for exports, was 
clearly the dominant influence, although the 
effects of strikes were also strongly apparent - 
particularly in the latter part of the year. The 
dislocations resulting from the record number of 
man-days lost in 1975 were by no means 
confined to goods-producing industries, nor 
indeed to the private sector of the economy. 

Notwithstanding the decline in total output 
over the year to the spring of 1975, aggregate 
employment showed surprising buoyancy 
through this period. A divergence between the 
trend of output and employment is not unusual 
in periods of cyclical weakness, but on this 
occasion the drop in output per worker was 
particularly pronounced. In the second half of 
the year, labour productivity recovered rela- 
tively little, as the cyclical upturn in output was 
accompanied by further gains in employment. 

Growth in the labour force tended to slow after 
the spring of 1975 and the over-all unemploy- 
ment rate, which had begun to move up in the 
final months of 1974, reaching slightly over 7 
per cent by the spring of 1975, stayed virtually 
unchanged through the remainder of the year. 
Unemployment declined sharply on a seasonally 
adjusted basis in January 1976, but it is not clear 
to what extent this drop reflected underlying 
trends in labour markets.(1) 

(1)
Beginning in January 1976 labour force data are based on the 

revised and more comprehensive survey which was introduced in 
1975 and which ran concurrently with the old survey for one year. 
The new survey will provide a considerable amount of additional 
valuable information on labour market developments. However, 
since back data from the new survey are only available for 1975 and 
adjustments to eliminate seasonal variation are not well established, 
short-run changes must necessarily be interpreted with considerable 
caution. 

Incomes, Costs and Prices 
The slower rise in aggregate money incomes in 

1975 was due mainly to a less rapid advance in 
labour income. It is evident that part of this 
slowing in labour income stemmed from the less 
rapid rise in employment. Nevertheless labour 
income continued to rise faster than total 
national income. Typical rates of pay continued 
to rise very rapidly in 1975. While most of the 
broader measures of average earnings did rise 
somewhat less rapidly as the year progressed, it 
is not clear whether this represented an easing in 
the underlying trend or other influences such as 
shifts in the composition of employment. Newly 
negotiated wage settlements, the most direct 
available indicator of wage rate changes, were 
even higher through most of 1975 than in the 
previous year. Settlements under major collec- 
tive bargaining agreements (excluding construc- 
tion) provided for average annual increases in 
base rates over the life of contracts of close to 1 7 
per cent, compared with about 14 per cent in 
1974 and under 10 per cent in 1973. Taking 
account of the potential impact of cost-of-living 
clauses, both the 1975 and 1974 numbers would 
be more than a percentage point higher still. A 
new element in 1975 was the very large increase 
in the size of newly negotiated wage settlements 
in the non-commercial sector. For several years 
previous, base rate settlements in this sector had 
averaged slightly below those in commercial 
industries, but in 1975 they were some 5 
percentage points higher. The difference would 
be less, but still appreciable, if account were 
taken of the more widespread use of cost-of- 
living clauses in the commercial sector. 

The effect of the compensation guidelines of 
the Anti-Inflation Program announced in mid- 
October could not be expected to be discernible 
in available measures of aggregate earnings, 
given the short space of time that has elapsed. 
The operation of the Program with regard to 
compensation should in principle be recorded 
most promptly in the statistics on newly 
negotiated wage settlements. In fact, settlements 
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in the fourth quarter of 1 975 were lower than for 
any other quarter after mid-1974. However, it is 
not clear at this stage to what extent the 
introduction of compensation guidelines might 
have affected the size of negotiated settlements 
in the final months of 1975. 

Nor is there any basis at the present time for 
commenting on the possible effect of the 
anti-inflation guidelines on the behaviour of 
other forms of income in the final months of 
1975. After declining moderately through the 
recession, corporate income appears to have 
increased somewhat with the upturn in the 
economy in the second half of the year. The 
accrued net income of farm operators apparently 
stayed relatively flat in 1975. Total gross farm 
income continued to increase on account of the 
larger grain crop and higher prices for some 
commodities such as hogs and dairy products, 
but the rise in expenses kept abreast of gains in 
receipts. 

Industry selling and wholesale prices, which 
had begun to rise less rapidly in 1974 reflecting 
the easing of basic commodity prices, continued 
to advance at a slower rate in 1975. However, 
the increase of about 9 per cent for the aggregate 
of industry selling prices was still high by 
historical standards. Although demand condi- 
tions were generally soft, the extent of the price 
slowdown was limited by energy and labour cost 
increases. 

Over the 12 months to December 1975 the total 
Consumer Price Index rose 972 per cent. This 
was the first annual change of less than 10 per 
cent since early 1974 and represented an 
appreciable deceleration from the 1272 percent 
rise during 1974. A major element in the slowing 
was the considerably less rapid rise in food 
prices, although the deceleration in Canada was 
not so marked as in the United States. Energy 
prices increased faster than in 1974, under the 
impact of further upward adjustments of domes- 
tic oil and natural gas prices towards interna- 
tional levels, but the prices of goods other than 
food and energy items rose less rapidly. Both the 

trend of import prices and the desire to reduce 
inventories probably contributed to this de- 
velopment. In contrast, the increase in the cost of 
services continued to accelerate during the year. 
By the end of 1975 the index of the price of 
consumer services was 11 Va per cent higher than 
a year earlier. 
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Financial Developments 

The broad strategy of monetary policy was 
discussed in the first section of this Report. In this 
section the movements of monetary aggregates 
and of interest rates are described in more detail, 
and there is a discussion of credit flows to major 
borrowers. 

Monetary Aggregates and Interest Rates 
During the course of 1974 the demand for 

money and credit moderated as the growth of 
aggregate income slowed. By the late summer of 
that year interest rates in Canada, as in the 
United States, had begun to decline, and in the 
last half of the year monetary expansion, as 
measured by the rate of growth of currency and 
demand deposits (Ml), decelerated sharply. The 
Bank of Canada responded to these changing 
conditions by managing the cash reserves of the 
banking system so as to facilitate the downward 
adjustment in interest rates and encourage a 
resumption of monetary expansion. In mid- 
November the Bank Rate was lowered by one 
half of one percentage point to 83/4 per cent. The 
decline in short-term interest rates in Canada 
was interrupted briefly late in the year, but there 

was a further sharp fall in rates over year-end 
and during the opening weeks of 1975, partly in 
response to developments in the United States 
and Europe. Rates on 90-day finance company 
paper, for example, declined from about IOV2 
per cent in December to about 8V2 per cent in 
January. The Bank Rate was lowered by another 
one half of one percentage point to 8V4 per cent 
in mid-January, and this was followed by further 
downward movements of administered rates by 
banks and by other financial institutions to the 
lowest levels since late in 1973. The banks' 
prime lending rates declined from 11 V2 per cent 
in late 1974 to 9 per cent by early March while 
the rates on non-chequable personal savings 
deposits were reduced from 9xk per cent to 6V2 
per cent; in the money market, the 90-day 
finance company paper rate declined sharply to 
63/4 per cent. 

Despite continued weakness in the growth of 
aggregate income in the first quarter of 1 975, this 
dramatic reduction in interest rates contributed 
to a resumption of very rapid growth in currency 
and demand deposits during this period. As 
shown in the chart on page 33, which plots 
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the level of money holdings (narrowly-defined) 
as well as the ratio of this aggregate to Gross 
National Expenditure in money terms, this burst 
of rapid monetary growth early in 1 975 reversed 
much of the decline that had occurred in the 
trend of monetary expansion relative to the 
growth in income over the previous year or so. 

In the light of the evidence that the downward 
adjustment in interest rates had proceeded far 
enough the Bank of Canada's approach to the 
provision of cash reserves to the chartered banks 
had become more restrictive and beginning in 
March interest rates again began to move 
upward. Initially the upward movement was 
rather moderate, but it occurred in the face of a 
continued decline in y.S. short-term rates until 
about mid-year. By the summer a turnaround in 
U.S. money markets and the strengthening pace 
of economic activity in Canada had begun to 

Currency and Chartered Bank Demand Deposits 
Seasonally adjusted 

exert renewed upward pressure on short-term 
rates. This upward trend in interest rates was not 
resisted by the Bank of Canada because of its 
growing concern that the money supply was 
again expanding too rapidly. Indeed in the three 
months ending in August, M1 grew at a 
seasonally adjusted annual rate of 25 per cent. In 
early September the Bank Rate was raised from 
8V4 per cent to 9 per cent, and the main 
borrowing and lending rates set by financial 
institutions were also adjusted upward by similar 
amounts. The banks' prime lending rates were 
increased to 93k per cent and the rates paid on 
non-chequable savings deposits at banks were 
moved up to 71/4 per cent while similar 
adjustments were made in personal term deposit 
rates at both banks and near-banks. Between 
June and September the 90-day finance com- 
pany paper rate rose from 71/4 per cent to about 
9 per cent. 

In the fourth quarter the Bank's operations were 
directed towards maintaining the levels of 
short-term interest rates within the higher range 
established in the autumn. The combination of 
this policy stance and an apparent continuation 
of the strong growth in aggregate income 
resulted in short-term rates moving up somewhat 
by year-end despite the downward pressure 
exerted by a renewed decline in rates in the 
United States. At the end of December typical 
90-day finance company paper rates were at the 
93/s per cent level while similar instruments in 
the United States were yielding about 5% per 
cent. The main influences affecting money 
supply in the fourth quarter were not so much 
these movements in income and interest rates 
but rather the interruption to mail service 
between late October and early December. This 
development severely distorted the normal 
pattern of payments and led to a temporary 
ballooning in the public's holdings of money 
balances. As a consequence, the narrowly- 
defined money supply in November was on 
average about $850 million larger than in 
October on a seasonally adjusted basis. 

(1> Average of Wednesdays 
<2) Quarterly average 
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It took some time after the end of the mail strike 
for these influences to reverse themselves since 
many payments were further delayed by the 
Christmas season, but by early February it was 
evident that the effects of these distortions had 
been unwound. Measured over the whole period 
from the second quarter of 1975 through to 
February, the annual rate of increase of MI was 
of the order of 1 5 per cent, somewhat above the 
range that was being pursued. 

Long-term interest rates followed much the 
same pattern as short-term market rates during 
the first nine months of 1975, although the 
upward movement during the second and third 
quarters, as with the earlier downward move- 
ment, was somewhat less pronounced; yields on 
long-term bonds increased by about 174 percent- 
age points over this latter period compared with 
nearly 274 percentage points on short-term 
money market instruments. In the mortgage 
market, the decline in rates during the opening 
months of the year was also very marked, 
reflecting the reduction in deposit costs at major 
institutions as well as seasonal influences. 
Thereafter, as mortgage financing activity began 
to pick up strongly, rates began to rise and 
continued on an upward trend until early in the 
fourth quarter, when rates on conventional 
residential mortgages reached a range of 
12-1274 per cent. 

During the final months of the year long-term 
interest rates tended to edge downward, largely 
reflecting developments in U.S. financial mar- 
kets. Mortgage rates followed the same general 
pattern. This movement in long-term rates 
continued into the opening weeks of 1976. 
Short-term rates also declined over year-end but 
during February both short-term and long-term 
rates levelled off and some money market rates 
moved up again. By the end of February the 
typical rate on conventional residential 
mortgages had declined to 113A per cent. 

The following chart compares the recent 
movements in a number of different monetary 

Currency Outside Banks and Chartered Bank 
Deposits Held by the Public01 

Seasonally adjusted 

Billions of dollars, monthly - Ratio scale 

1973 1974 1975 76 

Trend lines are based on the average rate of growth from 
2nd Q 1973 to 2nd Q 1975. 

(1) Excludes deposits held by the Government of Canada. 
l2) Includes foreign currency deposits held by Canadian residents. 
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aggregates, including currency and demand 
deposits. The trend rates of growth of the broader 
aggregates have been higher than for the narrow 
definitions; however, unlike the narrow aggre- 
gates, the rate of growth of the broad aggregates 
has not accelerated since the latter part of 1974. 
Indeed, the growth of these broad measures has 
if anything decelerated somewhat. The broad 
definitions of money supply tend to be strongly 
affected by changes in the extent and pattern of 
financial intermediation. During the two years 
prior to 1975 the portion of total credit which 
flowed through financial intermediaries was 
higher, and the banks' share of that business 
larger, than in 1975. 

Credit Markets and Financial Institutions 
With demands for credit increasing throughout 

the year, the total amount of funds raised by 
major non-financial borrowers in credit markets 
over the year as a whole was somewhat larger 
than in 1974. As shown in the table on page 36, 
there were some important shifts both in the 
sectoral demands for funds and the ways in 
which these demands were met in 1975. 
Borrowing by the federal Government (which is 
discussed in detail in the following section of 
this Report) declined only slightly from the high 
level recorded in the previous year. Unlike 
1974, however, when a very large part of the 
increase in total funds raised by other borrowers 
was accounted for by the private sector, in 
particular non-financial businesses, the increase 
in borrowing in 1975 was more than accounted 
for by the financing activity of the provincial and 
municipal governments and their enterprises. 
Within the private sector the volume of 

mortgage borrowing, after slackening in the last 
half of 1974 and early 1975, rose sharply and 
reached a record high for the year as a whole. 
The sharp recovery in new housebuilding in the 
second half of the year was a major factor but 
there was a substantial pickup in the turnover of 
the stock of existing houses as well. Consumer 
credit outstanding grew at about the same pace 

over 1975 as in 1974, with a large part of the 
increase also occurring during the second half of 
the year as a consequence of the upsurge in 
purchases of automobiles and other consumer 
durables. Borrowing by non-financial businesses 
in 1975, on the other hand, was well below the 
record amount of funds raised in 1974. This 
reduced demand for financing, despite some 
decline in corporate profits, reflected the very 
moderate growth in business investment in 
1975, compared with the previous year. 
Moreover businesses relied much less heavily on 
bank loans and other short-term sources of 
financing in 1975 and turned to the long-term 
bond market for a much higher proportion of 
their requirements for funds in an effort to 
lengthen the term structure of their debt. 

Financing activity of the provinces and 
municipalities and their enterprises increased 
very considerably during 1975. In contrast with 
private business, fixed investment outlays by 
provincial enterprises continued to rise strongly 
and the deficit at the provincial-municipal level 
widened very sharply. Virtually all of the 
increase in this sector's financing requirements 
was met through the issue of bonds. 

The high levels of long-term financing by 
non-financial businesses and by provincial and 
municipal governments resulted in record levels 
of new Canadian bond issues being placed both 
in Canada and abroad; in total these borrowers 
raised nearly $A1k billion through net new bond 
issues in this country and about $4 billion in 
foreign markets. The total amount of borrowing 
through new bond issues was substantially 
greater in 1975 than in the two previous years 
combined and the proportion of these funds 
provided by non-residents increased. 
The increased borrowing in foreign markets in 

1975 was in part the result of a substantial 
widening of long-term interest rate differentials 
between Canada and the United States after the 
first quarter. This wider differential also attracted 
foreign investment in outstanding Canadian 
bonds. Further encouragement to corporate 
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Funds Raised by Major Non-financial Borrowers 
Billions of dollars 
1973 

Non-financial Businesses 
Increases in loans 

chartered banks  
other institutions  

Net new issues 
bonds — issued in Canada  

— issued abroad   
stocks  
short-term paper   

Direct investment from abroad   

Total  

Mortgage Borrowers01 

Trust and mortgage loan companies'21   
Chartered banks   
Other private institutions   

Total  

Consumers 
Chartered banks   
Other sources   

Total  

Total Private Borrowing  

Provinces and Municipalities'31 

Net new bond issues 
purchased with CPP funds  
other issues in Canada   
issued abroad  

Net treasury bills and short-term paper issues 
Chartered bank loans   

Total  

Government of Canada 
Net new issues 

treasury bills  
Canadian dollar marketable bonds  
Canada Savings Bonds   

Total  

Total Borrowing  

3.8 
1.3 

0.8 
0.0 
0.4 
0.0 
07 

7.0 

2.7 
1.2 
1A 

6.3 

1.7 
1.1 

2.8 

16.1 

1.0 
1.4 
0.6 

- 0.1 
0.4 

3.3 

0.6 
- 0.2 
- 0.4 

- 0.1 

19.4 

1974 

4.3 
2.2 

1.1 
0.1 
0.4 
1.6 
0.6 

10.3 

2.4 
1.5 
23 

6.1 

1.9 
0.9 

2.9 

19.3 

1.2 

1.4 
1.6 

- 0.1 
0.3 

4.5 

0.9 
0.8 
2.4 

4.2 

27.9 

1975 

3.2 
0.4 

2.0 
0.4 
0.7 
0.3 
05 

7.6 

2.7 
1.7 
2.1 

6.5 

2.3 
0.8 

3.2 

•17.3 

1.4 

2.4 
3.5 
0.2 
04 

8.0 

0.6 
0.7 
2.7 

4.0 

29.3 

(1) These are principally mortgages secured by residential property. The figures exclude net mortgage lending by governments and their agencies, 
notably CMHC, which is reflected in the financing requirements of the respective governments. 

(2) Includes mortgage loan companies associated with chartered banks. 
(3) Includes government enterprises. Loans from the Government of Canada are excluded. 
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borrowers to seek foreign sources of funds was 
provided by the removal of the 15 per cent 
federal non-resident withholding tax on new 
issues of corporate bonds of five years and over. 

The sharp rise in borrowing in long-term capital 
markets abroad in 1975 was large enough to 
finance most of the growth in the current 
account deficit, which rose from $1.6 billion in 
1 974 to about $5 billion in 1975. During the first 
eight months of the year, and especially in the 
second quarter, the Canadian dollar tended to 
weaken. In the remaining four months of the year 
the Canadian dollar strengthened, largely as a 
result of the very heavy volume of sales of 
Canadian bonds abroad. This trend continued 
into the first two months of 1 976 as the pace of 
foreign borrowing increased, and the Canadian 
dollar rose above the level that had prevailed at 
the beginning of 1975. 

Short-term capital transactions in 1975 gave 
rise to very large net capital inflows in the first 
quarter, and on balance some outflows during 
the remainder of the year. Although the 
differential between short-term rates in Canada 
and the United States widened dramatically after 
the first quarter, the incentive for short-term 
capital to flow into Canada was largely offset by 
the increased cost of forward U.S. dollars on 
hedged transactions. 

Net inflows from non-residents amounted to 
more than $472 billion in 1 975, about $3 billion 
more than in the previous year. While U.S. 
investors continued to be the largest source of 
foreign funds entering Canada, a significant 
volume of funds from OPEC countries was also 
invested in Canada as these countries sought to 
diversify their investments across a broader 
range of maturities, currencies and debtors. 

Major Assets of Financial Institutions0’ 

Deposit-taking institutions 
Chartered banks’3’   
Trust and mortgage loan companies 

and Quebec savings bank  
Credit unions and caisses populaires 

Sub-total  

Contractual savings institutions 
Life insurance companies  
Pension funds  

Sub-total  

Sales finance and consumer 
loan companies  

Total   

Billions 
of 

dollars 
Dec. 1975 

67.5 

22.1 
12.4 

102.0 

21.5 
20.0 

41.5 

9.7 

153.2 

Annual rates of change 
Years 
Dec. 1973 Dec. 1974 
to to 
Dec. 1974 Dec. 1975 

19 

16 
16_ 

18 

7 
12 

10 

16_ 

16 

Half-years’’ 

13 

17 
25_ 

16 

9 
12_ 

11 

_8 

14 

Dec. 1974 June 1975 
to to 
June 1975 Dec. 1975 

12 

17 

15 

11 
14_ 

12 

_6^ 

14 

15 

18 
22_ 

16 

7 
10 

1_j_ 

14 

’” Figures for December 1975 are estimated, except for banks. 
<2> Seasonally adjusted except for trust and mortgage loan companies and sales finance companies. 
I3> Canadian dollar major assets; average of Wednesdays. 
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The counterpart to the very large amount of 
direct bond market financing and the heavier 
reliance on foreign sources in 1975 was a 
relative decline in the importance of financial 
intermediation. In contrast to 1974, when 
private financial institutions in total had pro- 
vided fully two thirds of all funds raised by major 
non-financial borrowers, these institutions 
supplied just over half of the funds raised in 
1975. This decline in intermediation was almost 
entirely accounted for by reduced flows through 
the banking system. The rate of growth of the 
banks' Canadian dollar major assets slowed to 
1 3 per cent in 1975 from about 19 per cent in the 
two previous years. The other deposit-taking 
institutions, however, grew somewhat more 
rapidly in 1 975 than in the previous year, in line 
with the acceleration in the growth of mortgage 
loans and the continued fast growth in consumer 
loans which together account for the bulk of 
their assets. 

The slowdown in the expansion of the banking 
system was shared by most asset categories. 
During the latter part of 1974 the banks had 
added very substantially to their holdings of 
Canadian liquid assets. In 1975 they responded 
to the more restrictive cash reserve settings by 
reducing these assets through the first nine 
months of this year; however, there was some 
rebuilding during the fourth quarter, and over 
the year as a whole liquid asset holdings were 
about unchanged. As a result, the ''free'' 
Canadian liquid asset ratio declined by nearly 
IV2 percentage points to about 8 per cent at the 
end of 1975. As mentioned earlier, businesses 
reduced their borrowing and relied much less 
heavily on bank loans in 1975 than in the 
previous year; chartered bank business loans 
increased by 13 per cent in 1975 compared with 
20 per cent in 1 974. Bank lending to consumers 
continued to expand at much the same rapid 
pace as in the previous year, with strength 
particularly evident in the second half of the 
year. On the other hand, growth in their 
mortgage loan portfolios slowed somewhat from 
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the high pace that has prevailed in recent years. 
Nevertheless, the banks' share of financing in 
both of these markets continued to increase 
appreciably. 



Chartered Bank Selected Assets 

Canadian liquid assets  
(Canadian liquid assets, and other 

short-term Canadian assets12’)  

Loans, mortgages and other investments .. 
Canadian dollar loans  

General loans  
— unsecured personal'31  
— business'3’   

Mortgages  
Provincial, municipal and 
corporate securities'4’   

Canadian dollar major assets   

Memo: 

Bank business loans and foreign currency 
loans to residents plus commercial paper 
and bankers'acceptances'5’  

Billions 
of 
dollars 
Dec. 1975 

Annual rates of change 
Years Half-years'1 

Dec. 1972 Dec. 1973 Dec. 1974 Dec. 1974 June 1975 
to to to to to 
Dec. 1973 Dec. 1974 Dec. 1975 June 1975 Dec. 1975 

12.7 

(13.8) 

54.8 
43.4 

40.3 
13.2 
23.2 

7.6 

2.9 

67.5 

(D 

25 
27 

26 
24 
27 

34 

4 

19 

14 

(19) 

21 
19 

19 
22 
20 

33 

7 

19 

(1) 

17 
16 

16 
22 
13 

28 

17 

13 

- 2 

(-10) 

15 
13 

12 
19 
11 

28 

43 

12 

(13) 

19 
19 

20 
25 
15 

28 

- 3 

15 

30.0 26 33 14 14 14 

'” Seasonally adjusted. 
<2> Canadian liquid assets plus short-term paper and chartered bank instruments; not seasonally adjusted. 
<3) Month-end. 
'4> Excludes short-term paper; not seasonally adjusted. 
<5) Includes short-term paper issued by Canadian financial institutions affiliated with foreign banks. 
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Bank of Canada Operations 

This section of the Report provides a summary 
record of the operations of the Bank related to 
the implementation of monetary policy and to its 
operations as agent for the Government of 
Canada, both in the management of the public 
debt and in connection with the activities of the 
Exchange Fund Account. 

Monetary Policy Operations 
As has already been indicated elsewhere in the 

Report the Bank of Canada managed the cash 
reserves of the banking system and conducted its 
open market operations during 1975 and early 
1976 with a view towards achieving rates of 
monetary expansion that would accommodate 
economic expansion with some slowing in the 
rate of inflation. 

A record by reserve period of the excess cash 
reserve positions of the chartered banks as a 
group, of advances to chartered banks and of 
purchase and resale agreements with money 
market jobbers appears in Appendix Table II. 

Taken by themselves these figures provide only a 
partial insight into the policy followed by the 
Bank. For various reasons, the response of the 
banks to a particular level of excess cash 
reserves varies from one averaging period to 
another and thus there is no precise relationship 
during a period between the level of excess cash 
reserves and the changes in bank deposits and 
assets. Factors that influence the response by 
banks include expectations about the trend of 
interest rates, which may encourage banks to be 
more or less aggressive in acquiring or disposing 
of securities, the strength of the demand for loans 
and the unevenness of the distribution of 
reserves among banks. Moreover, in making its 
day-to-day decisions about the appropriate level 
of excess cash reserves the Bank reacts 
continuously to developments in the securities 
market and to what it sees happening to the 
growth of bank assets and bank deposits. 

Open market operations, that is, the purchase 
and sale of securities in the market by the Bank 
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of Canada, are often used for purposes other 
than the management of cash reserves. Market 
operations may be conducted to bring a more 
direct influence to bear on interest rate de- 
velopments in the market. On occasion pur- 
chases or sales of securities, or switches of some 
maturities for others, may be made in order to 
facilitate current or prospective Government of 
Canada debt management operations. Other 
techniques must be used to offset any undesired 
effects of open market operations on the level of 
cash reserves. Some of the more interesting 
periods in which open market operations were 
implemented other than solely for cash man- 
agement purposes are described below along 
with references to cash reserve management. 

On December 30, 1974 the Bank announced a 
reduction in the minimum secondary reserve 
ratio from 7 per cent to 6 per cent. In the period 
immediately following the announcement the 
Bank of Canada purchased in the open market 
$232 million of treasury bills, absorbing about 
half of the secondary reserve assets freed by the 
reduction. As has already been noted in the 
previous section, the Bank Rate was cut from 83k 
per cent to 81k per cent effective January 13, 
1975. The reduction followed a decline in 
short-term interest rates that had been occurring 
over the previous few weeks. In the second half 
of January short-term interest rates continued to 
drop sharply paralleling a similar movement in 
the United States and the Bank moved to tighten 
its provision of excess cash reserves to the 
banking system in order to moderate the rate of 
decline. Bankers' acceptances purchased by the 
Bank in December to assist cash management 
over the seasonal peak in note circulation were 
allowed to run off and were not replaced and a 
portion of the treasury bills that had been 
acquired following the secondary reserve reduc- 
tion were fed back into the market, primarily by 
net reductions to the Bank's holdings at the 
regular weekly tenders. 

In February the Bank of Canada continued to 
maintain a restrictive excess cash reserve policy 

and the decline in interest rates came to an end. 
On February 28th, a further reduction in the 
minimum secondary reserve ratio to 57a per cent 
was announced and the consequent increase in 
bank liquid assets was partially offset through 
open market purchases of some $119 million of 
treasury bills by the Bank and through cash 
management policy. In mid-March, a deteriorat- 
ing market environment developed at the time of 
a new offering of Government of Canada bonds 
and the Bank provided substantial support to the 
market by buying for cash $84 million in short 
and medium-term bonds, including two of the 
issues contained in the new offering and not 
delivered until April 1st. Excess cash reserve 
settings were also eased at this time. In April the 
upward pressure on interest rates intensified and 
both cash reserve management and open market 
operations were designed to moderate the pace 
of this change in rates. In this period the Bank 
concentrated its open market operations in the 
treasury bill market with net purchases of $130 
million. 

In May interest rates stabilized and even 
declined a bit. The Bank intensified a switch 
programme initiated in April of selling short and 
medium-term bonds against the purchase of 
nearby maturities. Duringthe month $51 million 
of these switches were completed. As well as 
providing some resistance to downward pres- 
sures on interest rates, the switches built up the 
Bank's portfolio of nearby maturities for debt 
management purposes and provided some term 
lengthening for the market. They also served to 
improve trading activity in the market for 
Government of Canada bonds. 

In June renewed upward pressures on interest 
rates began to emerge and these pressures 
continued through the summer. In this period the 
Bank acted on occasion to moderate the pace of 
the upward movement in interest rates, but its 
over-all policy with respect to cash management 
and open market operations was designed to let 
interest rates move up in a reasonably orderly 
manner. 
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The Bank Rate was increased from 8V4 per cent 
to 9 per cent effective September 3rd. The size of 
the increase was interpreted by the market as a 
clear signal of a further tightening of monetary 
policy and generated an immediate sharp 
upward movement in interest rates. In order to 
moderaTe this movement in rates the Bank eased 
its cash reserve posture for a short while and 
added substantially to its bill holdings at tender 
and in the open market. 

In mid-September short-term interest rates 
began to turn down and early in October the 
Government of Canada bond market began to 
strengthen. In response to these developments 
the Bank of Canada embarked on a programme 
of bond switches involving some lengthening of 
term for the market. As the month progressed 
and the downward pressure on interest rates 
intensified the Bank became an outright seller of 
bonds for cash and this selling continued into the 
first week of November. Over this period the 
Bank sold $162 million in short and medium- 
term bonds against a similar amount of very 
short-term bonds and sold outright for cash a 
further $149 million in short and medium-term 
bonds; the Bank also reduced its holdings of 
treasury bills at the weekly tenders. This 
programme was complemented by a tighter 
management of chartered bank excess cash 
reserves, an offset of which was to generate 
strong inventory financing pressures on money 
market jobbers, particularly in the latter part of 
November and in December. 

In December the Bank purchased both treasury 
bills and bankers' acceptances. These purchases 
were related almost entirely to partially offset- 
ting the seasonal increase in note circulation that 
occurs towards year-end. In order to avoid 
encouraging any downward movement in short- 
term interest rates a lesser amount of bankers' 
acceptances was purchased than during the 
same period of the previous year. All of the 
bankers' acceptances acquired in December 
plus a small amount acquired in early January 
had matured by mid-February. 

Early in 1976 substantial downward pressure 
on interest rates again appeared. To counter this 
pressure the Bank tightened its cash manage- 
ment policy sharply and sold $177 million in 
short and medium-term bonds for cash to the 
market through January and early February. To 
provide additional resistance to the declining 
trend of interest rates the Bank at times reduced 
its holdings of treasury bills at the regular weekly 
tenders. 

The monthly record of Bank of Canada 
transactions in Government of Canada securities 
and bankers' acceptances during 1975 is 
presented in Appendix Table III. In 1975 the 
Bank's par value holdings of Government of 
Canada bonds, treasury bills and bankers' 
acceptances increased by $745 million. This 
increase includes net open market operations as 
well as changes associated with new issues of 
treasury bills and bonds and net transactions 
with Government accounts and other clients. 

Open market operations accounted for $452 
million of the total increase in the Bank's 
holdings of securities. A net amount of about 
$610 million in treasury bills was acquired by 
the Bank in the open market during 1975 and 
the Bank was a net seller of about $60 million 
of Government of Canada bonds. These figures 
do not reveal the extent of bond switches con- 
summated with the market during the year, 
which amounted to $273 million. The largest 
portion of these switches, as noted earlier, 
involved the Bank of Canada buying very 
short-term bonds that were scheduled to mature 
in 1975 and early 1976 against other issues 
maturing generally in 1 to 5 years. The Bank's 
holdings of bankers' acceptances declined by 
about $98 million in 1975. 

The Bank of Canada increased its holding of 
foreign currency assets by $51 3 million over the 
year as a result of temporary swap transactions 
with the Exchange Fund Account. The Bank uses 
such temporary swap transactions to assist in its 
management of cash reserves and to provide 
flexibility in the timing of its transactions in 
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Government of Canada securities. For example, 
on occasions where the Bank was a heavy net 
seller of bonds in the market the immediate 
effect of such sales on the level of chartered bank 
cash reserves was offset through increases in 
the amount of the temporary swaps with the 
Exchange Fund Account. On the other hand, 
the Bank's net acquisitions of bonds on the 
occasion of four of the five new marketable bond 
issues in 1975 and on the occasion of the new 
issue dated February 1, 1976 led to reductions in 
the amount of temporary swaps. 

Debt Management 
In 1975 Government of Canada financing 

involved a net increase of $4,005 million in the 
par value of its outstanding Canadian dollar 
securities and a reduction of $1,537 million in its 
Canadian dollar cash balances. 

A net total of $570 million was raised through 
additions to the outstanding amount of treasury 
bills, of which $495 million was obtained 
through additions to issues of 3-month and 
6-month treasury bills and $75 million was 
raised through additions to two of the four 
one-year treasury bill issues offered at quarterly 
auctions. 

Over the year the outstanding amount of direct 
marketable bonds of the Government of Canada 
payable in Canadian dollars increased by $768 
million. (Details are given in Appendix Table IV.) 
The Government borrowed in the bond market 
on five occasions, four of them at the maturity of 
outstanding issues. On three of these occasions 
the Government raised funds in excess of the 
amount of maturing issues, while on December 
15, 1975, $325 million of bonds were sold 
against a maturing issue of $334 million. On 
August 15, 1975, when there was no maturing 
bond issue, the Government raised $400 million 
in new funds. 
Of the amount of new marketable bond issues 

sold in 1975, 33 per cent was in the form of 
short-term maturities (due in three years or less), 
45 per cent in medium-term maturities and the 

remaining 22 per cent in long-term bonds. On 
July 1st, a $100 million issue maturing in 1994 
with a 972 per cent coupon was offered. That 
issue was reopened on August 15th for an 
additional $100 million. On October 1 st, a $1 50 
million issue maturing in 1995 with a 10 per cent 
coupon was sold. The latter issue was also 
reopened on December 15th for an additional 
$1 75 million. In addition bonds with extendible 
options were offered on three occasions. The 
average term to maturity of outstanding unma- 
tured marketable direct and guaranteed bonds 
shortened by one month over the year to five 
years, three months. 

The terms of the 1975/76 series of Canada 
Savings Bonds were announced on September 
11th. This series offered investors a nine-year 
bond with interest of 8% per cent in its first year 
and 972 per cent in each of the remaining eight 
years for an over-all yield to maturity of 9.38 per 
cent. The bonds proved very attractive to 
investors and the series was withdrawn from sale 
effective the close of business November 14th. 
Gross sales of the new issue less redemptions in 
the fourth quarter amounted to $3,242 million 
and at the end of 1975 the outstanding amount 
of Canada Savings Bonds was $2,667 million 
higher than a year earlier. 

Holders of an issue of 71k per cent marketable 
bonds due December 15, 1 975 had the option in 
the six month period from December 1 5, 1974 to 
June 14, 1975 to exchange their holdings into an 
equal par value of 8 per cent bonds maturing 
December 1 5, 1985. In total, $116 million of the 
bonds were exchanged, leaving $334 million of 
the original issue to mature in December 1975. 

In March 1975 the Government cancelled $1 
million of 972 per cent bonds due June 1 5, 1994 
and $7 million of 57a per cent bonds due August 
1, 1980 which it had previously acquired under 
the purchase fund provisions of these issues. In 
September the Government redeemed at matur- 
ity the remaining U.S.$28 million of a 23A per 
cent bond issue originally issued on September 
15, 1950. 
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Foreign Exchange Operations 
In 1 975 the Canadian dollartraded in a slightly 

wider range than in 1974, falling from a high of 
U.S.$1.0095 at the beginning of the year to a low 
of U.s.$0,961 5 in mid-August and rising again to 
U.S.$0.9843 by year-end. It continued to 
strengthen in the first two months of 1 976 and at 
the end of February was U.S.$1.0140. 

As agent for the Exchange Fund Account of the 
Minister of Finance, the Bank of Canada 
operated in the foreign exchange market to 
smooth short-run fluctuations in the exchange 
rate of the Canadian dollar. These operations 
accounted for most of the u.s.$500 million net 
decline in Canada's official reserves that 
occurred in 1 975. Other factors that contributed 
to the decline in reserves were a u.s.$27.8 
million repayment of a Government of Canada 

bond issue which matured in September and, 
owing to a decline in the value of the SDR in 
terms of the U.S. dollar, a reduction of U.S.$99.5 
million in the U.S. dollar value of Canada's 
holdings of gold and other SDR-denominated 
assets. In addition, Canada completed in 1975 
an undertaking made in 1974 to make a 
maximum of Cdn.$300 million available to the 
International Monetary Fund's oil facility. This 
had the effect of reducing Canada's official 
holdings of U.S. dollars by U.S.$132.4 million 
and of increasing its holdings of SDR- 
denominated assets by a like amount. At the end 
of 1975 Canada's total official holdings of 
international reserves stood at U.S.$5,325.6 
million. There was an increase of U.S.$552 
million during the first two months of 1976. 

Exchange Rate and Official Reserves 

Spot exchange rate (daily) 
U.S. $ in Canada Cdn. $ in U.S. funds 

.98 1.02 

1.01 

1.00 

.99 

.98 

.97 

96 

Changes in official reserves during the month 
Millions of U.S. dollars 

200 
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a. 

Millions of U.S. dollars 

200 
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APPENDIX TABLE I 

Bank of Canada Assets and Liabilities 

Monthly changes, millions of dollars 

1975 

January 

February 

March 

April 

May 

June 

July 

August 

September 

October 

November 

December 

Total 

1976 

January 

Government Net Investment All other 

of Canada foreign in Industrial assets 
securities at currency Development (net) 

book value assets Bank"' 

+ 3 

+ 4 

+ 164 

+250 

- 63 

+ 5 

+ 134 

+319 

+ 122 

+ 10 

+ 26 

-144 

+ 830 

-289 

- 52 

-150 

+ 171 

-132 

+ 72 

+ 199 

- 91 

-242 

-123 

+ 74 

+ 146 

+ 642 - 

+ 514 +64 

+26 

+ 11 

+ 7 

+26 

+ 4 

+ 7 

+25 

+ 9 

+ 7 

-58 

-135 -40 

-184 

+ 60 

-107 

+ 29 

+ 59 

+ 79 

- 70 

- 39 

+ 35 

+ 90 

- 90 

+ 82 

- 56 

+ 141 

Note Canadian dollar deposit liabilities 
circulation Chartered Government Other 

banks of Canada 

-491 

- 7 

+ 166 

+ 127 

+ 120 

+ 259 

+ 97 

- 17 

+ 74 

- 72 

+ 134 

+ 604 

+994 

-661 

+294 

- 55 

+ 74 

+ 24 

- 44 

+ 55 

-101 

+ 43 

- 13 

+ 12 

+ 8 

+ 90 

+ 387 

+ 327 

+ 5 

- 6 

- 4 

- 2 

2 

7 

7 

2 

- 4 

+ 177 

- 45 

-116 

+ 9 

- 6 

-15 

- 6 

- 2 

+24 

- 6 

-18 

- 4 

+ 18 

-16 

- 1 

-15 

+ 1 

-40 

+ 17 

(1) Includes changes in Bank of Canada holdings of IDB capital stock and debentures. On October 2, 1975 the Federal Business Development Bank 
began operations and Bank of Canada holdings of the capital stock of the IDB in the amount of $79 million were purchased by the Government of 
Canada. 
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APPENDIX TABLE II 

Chartered Bank Cash Reserves 

Millions of dollars unless otherwise indicated 
Total 
minimum 

cash 

Average 
holdings 

of Bank 

1975 

January 

February 

March 

April 

May 

June 

July 

August 

September 

October 

November 

December 

1976 

January* 

February* 

1-15 

16-31 

1-15 

16-28 

1-15 

16-31 

1-15 

16-30 

1-15 

16-31 

1-15 

16-30 

1-15 

16-31 

1-15 

16-31 

1-15 

16-30 

1-15 

16-31 

1-15 

16-30 

1-15 

16-31 

1-15 

16-31 

1-15 

requirements of Canada 
notes 

3,550 

3,611 

3,542 

3,529 

3,523 

3,600 

3,580 

3,662 

3,620 

3,628 

3,635 

3,752 

4,062 

4,019 

947 

1,070 

924 

905 

924 

953 

993 

1.023 

1,031 

1,004 

1.024 

1,019 

1,030 

1,217 

Required 
minimum 
Bank 

of Canada 
deposits 

Average 
holdings of 
Bank 

of Canada 
deposits 

2,603 

2,541 

2,618 

2,624 

2,599 

2,647 

2,587 

2,639 

2,589 

2,624 

2,611 

2,733 

3,032 

2,802 

2,638 
2,624 

2,567 
2,574 

2,649 
2,661 

2,659 
2.663 

2.627 
2,630 

2,683 
2,680 

2,618 
2.628 

2,679 
2,671 

2,641 
2,628 

2,661 
2.664 

2,652 
2,654 

2,764 
2,769 

3,057 
3,049 

2,823 

Number 

of 
juridical 
days in 
period 

10 
12 

10 
10 

10 
10 

11 

11 

11 
10 

10 
11 

10 
12 

11 
10 

10 
11 

10 
12 

9 
10 

11 
10 

10 
11 

10 

Preliminary. 
Advances to banks and Purchase and Resale Agreements with money market dealers summed and divided by number of juridical days. 
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at en 

359 
260 

258 
323 

317 
430 

387 
426 

309 
306 

363 
368 

308 
486 

429 
317 

528 
428 

378 
490 

368 
426 

350 
367 

248 
194 

205 

Average excess 
reserve ratios 

Advances to chartered banks and PRA outstanding 
Number of days outstanding 
Advances PRA 

Average outstanding" 
Advances PRA 

.063 

.038 

.045 

.056 

.055 

.074 

.060 

.066 

.047 

.052 

.061 

.056 

.051 

.067 

.064 

.052 

.086 

.063 

.060 

.065 

.064 

.067 

.050 

.057 

2 
4 

3 
8 

4 
8 

7 
8 

0.4 

0.5 

0.5 

1.7 
2.0 

2.0 
0.3 

2.7 

0.1 
10.9 

0.1 

0.4 

0.7 

2.0 
12.0 

6.4 
0.4 

6.5 
22.0 

0.9 

0.4 
5.3 

4.3 
8.8 

1.1 
6.4 

6.9 
4.1 

11.9 

1.6 
5.4 

2.2 
22.5 

13.6 
51.6 

34.9 
65.4 

.038 

.027 

.031 

4.0 
3.0 

0.3 

28.4 
48.1 

52.3 
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APPENDIX TABLE III 

Bank of Canada Net Transactions in Government of Canada Securities 

Delivered basis, par value in millions of dollars 

Net purchases from ( +) or net sales to ( -) investment dealers and banks 

Treasury Bonds(1>  Bankers' Sub-total Securities 

bills 3 years 3-5 5-10 Over acceptances12* of bills under 
and under years years 10 years and bonds PRA 

and bankers' 
acceptances 

1975 

January 

February 

March 

April 

May 

June 

July 

August 

September 

October 

November 

December 

Total 

1976 

January 

+ 131.5 

+ 25.0 

+ 130.2 

+ 113.0 

+ 5.0 

+ 25.2 

+ 7.4 

+ 29.5 

+ 58.5 

+ 2.0 

+ 32.9 

+ 50.0 

+ 20.0 

+ 14.5 

+ 32.0 

+ 15.5 

- 9.7 

- 4.0 

+ 14.4 

-18.0 

-90.2 

- 9.0 

+610.2 -34.5 

-65.3 

- 3.9 

-26.5 

-10.9 

-27.5 

-140.3 

- 5.5 +42.6 

-13.5 

8.2 

-60.3 +34.4 

+ 42.8 

- 97.5 

- 33.3 

- 8.8 

+ 45.0 

+ 144.7 

+ 182.1 

+ 7.0 

+ 25.2 

- 2.3 

+ 25.5 

+ 69.0 

- 50.7 

- 68.2 

+ 83.8 

+452.3 

-126.1 

+ 7.2 

- 7.2 

+ 2.1 

+ 31.3 

+ 119.1 

-138,1 

+ 14.4 

14.4 

(1> Classified by years to maturity at time of transactions. 
<2) Includes maturing bankers' acceptances. 
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Bankers' Acceptances 

Net transactions with Government and other client accounts 

Purchases (+) 
of new issues 
less matured 
holdings 

Bills Bonds 

Net purchases from (+) 
or net sales to(-)  
Government 
and client accounts 

Bills Bonds 

Net change in holdings 
of Government of Canada securities 
and bankers' acceptances 

Bills Bonds Bankers' 
acceptances 

Total 

- 21.8 

- 15.6 

+ 43.2 

+ 54.7 

+ 23.5 

+ 38.3 

+ 98.2 

+ 129.1 

+ 118.5 

- 52.9 

+ 78.2 

+ 42.0 

+ 535.4 

+ 101.1 

+ 99.9 

+ 250.6 

- 0.6 

+ 145.8 

- 68.8 

+ 528.0 

- 88.3 

- 23.1 

- 20.0 

- 79.3 

- 80.5 

- 47.4 

- 37.9 

- 64.0 

- 62.5 

- 33.2 

- 74.3 

- 41,8 

-652.3 

- 18.2 

- 1.3 

- 3.9 

- 14.5 

- 2.6 

- 13.6 

- 27.4 

- 9.8 

- 2.6 

- 22.8 

- 10.0 

- 6.5 

-133.2 

+ 21.4 

- 13.7 

+ 153.5 

+ 92.8 

- 56.4 

+ 16.1 

+ 67.7 

+ 94.6 

+ 115.3 

- 67.2 

+ 49.0 

+ 25.3 

+498.4 

- 18.2 

+ 18.7 

+ 10.6 

+ 158.5 

- 3.4 

- 13.6 

+ 62.8 

+236.8 

+ 7.8 

+ 78.4 

- 19.6 

-176.5 

+ 342.3 

-140.3 

+ 0.8 

+ 6.2 

+ 15.4 

+ 21.8 

- 96.1 

-137.1 

+ 5.0 

+ 164.1 

+251.3 

- 59.8 

+ 2.5 

+ 130.5 

+331.4 

+ 123.9 

+ 17.4 

+ 44.8 

-129.4 

+ 744.6 

- 11.1 -177.4 -193.5 -100.8 34.7 -329.0 
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APPENDIX TABLE IV 

Government of Canada Direct and Guaranteed Marketable Securities*: 
New Issues and Retirements 

Date in 
1975 

Issues offered Term to 
maturity 

Yield to Millions of dollars par value 
maturity Amount Amount 

delivered retired 

Issues payable in Canadian dollars - direct 
Feb. 7 
Mar. 1 
Apr. 1 

May 
July 

Treasury bills 

674% Feb. 1, 1978 
674% Apr. 1,1980(2) 

Treasury bills 
7% Dec. 1, 1976<3) 

772% July 1, 1978(4) 

772% Oct. 1, 1979<5) 

972% June 15, 1994<6)<7) 

Treasury bills 
772% Feb. 1, 1978 
772% Oct. 1, 1979(8X9) 
972% June 15, 1994(10)(1I) 

9% Feb. 1, 1978<12) 

9% Oct. 1, 1980<13) 

10% Oct. 1, 1995<14) 

Treasury bills 
872% Dec. 15, 1 978 
10% Oct. 1, 1 995(,sx,6) 

Total bonds 

Total treasury bills* 

Issues payable in Canadian dollars - guaranteed 
Dec. 30 

Aug. 8 
Aug. 15 

Oct. 

Nov. 21 
Dec. 15 

364 days 6.32 

2 yrs. 10mos. 6.40 
5 yrs. 6.61 

364 days 7.45 
1 yr. 5 mos. 7.30 
3 yrs. 7.50 
4 yrs. 3 mos. 7.50 
18 yrs. 117z mos. 9.27 

364 days 8.20 
2 yrs. 572 mos. 7.95 
4 yrs. 172 mos. 8.08 
18 yrs. 10 mos. 9.79 

2 yrs. 4 mos. 9.18 
5 yrs. 9.25 
20 yrs. 10.24 

364 days 8.87 
3 yrs. 8.65 
19 yrs. 972 mos. 10.08 

150 

275 
250 
525 

200 
50 
50 

400 
100 
600 

200 
75 

225 
100 
400 

200 
200 
150 
550 

150 
150 
175 
325 

2,400 

700 

150 
8(I) 

425 

175 

435 

150 

430 

150 

334 
1,632 

625 

7(17) 

Issues payable in foreign currencies - direct and guaranteed 
Apr. 15 
June 15 
Sept. 15 

1 (18) 

6(I9> 

29(20) 
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* Excludes three-month and six-month treasury bills. 

Cancellation of $1.1 million 972% June 15, 1994 bonds and $7.1 million 572% August 1, 1980 bonds held by the Purchase 

Fund. 
<2) In addition to $200 million 674% April 1,1980 already outstanding. 
<3) In addition to $350 million 7% December 1,1976 already outstanding. 
I4) In addition to $525 million 772% July 1, 1978 already outstanding. 
<5) Exchangeable at option of holder from January 1, 1979 to June 29, 1979 into an equal par value of 5 year 83A% bonds dated 

October 1, 1979 and due October 1, 1984 giving a combined average yield of 8.05% for the full 9 year 3 month period 
commencingjuly 1, 1 975. 

<6) In addition to $148.9 million 972% June 15, 1994 already outstanding. 
<7> These bonds are eligible for purchase by the Purchase Fund created June 15, 1974. 
<8) Exchangeable at option of holder from January 1, 1979 to June 29, 1979 into an equal par value of 5 year 87»% bonds dated 

October 1, 1979 and due October 1, 1984 giving a combined average yield of 8.38% for the full 9 year 172 month period 

commencing August 15, 1975. 
<9> In addition to $400 million 772% October 1,1979 already outstanding. 
<10) In addition to $248.9 million 972% June 15, 1994 already outstanding. 
<n> These bonds are eligible for purchase by the Purchase Fund created June 15, 1974. 
<12> Exchangeable at option of holder on or before October 31, 1977 into an equal par value of 9% bonds due February 1, 1980 

yielding 9.11% for the 4 year 4 month period commencing October 1, 1975. 
<I3) Exchangeable at option of holder from January 1,1980 to June 30, 1980 into an equal par value of 5 year bonds dated October 1, 

1980 and due October 1, 1985 giving a combined average yield of 9.35% for the full 10 year period commencing October 1, 
1975. 

<14) The Government of Canada will operate a purchase fund for this issue. 
<15) In addition to $150 million 10% October 1, 1995 already outstanding. 
(,6) These bonds are eligible for purchase by the Purchase Fund created October 1, 1975. 
<17) Cancellation by purchase funds of the following Canadian National Railway bonds: $1.8 million of 5% May 15, 1977; $2.0 

million of 53A% January 1,1985; $3.5 million of 5% October 1,1987. 
<18) Partial redemption at par of U.S. pay 5% October 15,1987 for Sinking Fund. 
<I9) Maturity of Canadian National Railway Company 23A% U.S. bonds issued June 15,1950. 
<20) Maturity of 23/4% U.S. bonds issued September 15,1950. 
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BANK OF CANADA Statement of Income and Expense 

Year Ended December 31,1975 
(with comparative figures for 1974) 

1975 1974 
(thousands of dollars) 

INCOME 

Revenue from investments and other income . 

EXPENSE 

Salaries'11  
Contributions to pension and insurance funds . 
Other staff expenses'21  
Directors'fees  
Auditors' fees and expenses  
Taxes - municipal and business   
Bank note costs  
Data processing and computer costs  
Maintenance of premises and equipment - net 
Printing of publications   
Other printing and stationery  
Postage and express   
Telecommunications   
Travel and staff transfers  
Interest  
Other expenses  

Depreciation on buildings and equipment  

NET INCOME PAID TO RECEIVER GENERAL FOR CANADA 

$629,411 

$ 15,974 
3,902 
1,305 

31 
143 

2,339 
12,126 

1,459 
1,877 

429 
536 
320 
498 
645 

2,508 
561 

$ 44,653 

1,301 

583,457 

$629,411 

$518,293 

$ 13,800 
3,962 
1,200 

32 
142 

1,958 
8,448 
1,171 
1,533 

410 
514 
341 
417 
529 
765 
460 

$ 35,682 

1,304 

481,307 

$518,293 

111 The number of staff averaged 1,403 in 19/5 and 1,354 in 19/4; the approximate number of employee years worked was 1,408 in 19/5 and 1,385 
in 19/4. 
Includes cafeteria expenses, retirement allowances, overtime pay, educational training costs and medical services. 
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BANK OF CANADA Statement of Assets and Liabilities 

as at December 31,1975 
(with comparative figures for 1974) 

ASSETS 

Deposits payable in foreign currencies: 

Pounds sterling and U.S.A. dollars . . 
Other currencies   

Cheques drawn on other banks  

Advances to chartered and savings banks   

Accrued interest on investments  

Bills bought in open market, not including 

treasury bills, at amortized values  

Investments — at amortized values: 
Treasury bills of Canada   
Other securities issued or guaranteed by 

Canada maturing within three years   
Other securities issued or guaranteed by 

Canada not maturing within three years  
Debentures issued by Industrial Development Bank 
Securities issued by the United Kingdom 

and the United States of America  
Other securities   

Industrial Development Bank: 

Total issued share capital, at cost (Note)  

Bank premises: 

Land, buildings and equipment at cost 
less accumulated depreciation  

Net balance of Government of Canada collections 

and payments in process of settlement  

Other assets  

1975 1974 
(thousands of dollars) 

$ 13,715 
 497 

14,212 

151,314 

147,627 

44,066 

2,081,381 

2,804,058 

2,923,088 
1,029,528 

1,079,045 
2,633 

9,919,733 

55,002 

161,295 

2,623 

$10,495,872 

$ 7,699 
 347 

8,046 

182,544 

8,000 

127,174 

139,741 

1,590,311 

2,528,675 

2,859,628 
891,960 

570,039 
2,633 

8,443,246 

73,000 

44,727 

155,132 

2,507 

$ 9,184,117 
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LIABILITIES 1975 1974 

(thousands of dollars) 

Capital paid up  

Rest fund  

Notes in circulation  

Deposits: 
Government of Canada 
Chartered banks  
Other  

Liabilities payable in foreign currencies: 
Government of Canada  
Other  

Bank of Canada cheques outstanding 

Other liabilities   

$ 5,000 

25,000 

7,283,052 

26,639 

2,748,456 

63,342 

2,838,437 

7,415 

 284 

7,699 

269,147 

67,537 

$10,495,872 

$ 5,000 

25,000 

6,290,476 

16,695 
2,361,274 

101,319 

2,479,288 

1,681 

 197 

1,878 

373,369 

9,106 

$ 9,184,117 

NOTE: The audited financial statements of the Industrial Development Bank as at October 1, 1 975 showed an equity of $11 6,740,116 at which date the Bank of Canada's 
investment in the share capital was $79,000,000. After tne coming into force of the Federal Business Development Bank Act on October 2, 1975, the Minister of 
Finance, as provided in the Act, authorized payment out of the Consolidated Revenue Fund to the Bank of Canada of an amount equal to the par value of the 
outstanding shares of the Industrial Development Bank held by the Bank of Canada. 

Governor, G. K. BOUEY Chief Accountant, A. ROUSSEAU 

Auditors' Report We have examined the statement of assets and liabilities of the Bank of Canada as at December 31, 
1975 and the statement of income and expense for the year then ended. Our examination included 
a general review of the accounting procedures and such tests of accounting records and other 
supporting evidence as we considered necessary in the circumstances. 

In our opinion these financial statements present fairly the financial position of the Bank as at 
December 31,1975 and the results of its operations for the year then ended. 

PAUL-ANDRÉ MICHAUD, C.A. G. I. CRAIG, C.A. 
de la firme Samson, Bélair, Côté, Lacroix et associés of the firm Price Waterhouse & Co. 

Ottawa, Canada, January 22, 1976 
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