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General Observations 

Canada’s economic performance in 
1986 was uneven. Although the country as a 
whole experienced further economic improve- 
ment, there were striking differences in eco- 
nomic conditions among the various regions. 
And unemployment, while on balance declining, 
remained high. Inflation stayed quite low by re- 
cent Canadian experience, but further progress 
towards price stability was difficult to see. 

The most prominent features of the 
shortcomings in economic performance in 
Canada and elsewhere in the world have been the 
serious financial and economic imbalances that 
have emerged. These have frequently involved 
large buildups of debt of various kinds, both by 
governments and by the private sector. The re- 
sulting strains have been evident both within 
countries and among countries and have had ma- 
jor impacts on their external payments balances 
and exchange rates. Although the effects of these 
imbalances may appear to be recent, the causes 
go back considerably further. One way or 
another, most of the imbalances that now give 
concern have roots in the severe inflation of the 
1970s and the mix of policies with which, in the 
end, it had to be fought. 

I therefore want to spend some time at 
the beginning of this, my final Annual Report 
looking back at our experience in dealing with 
inflation. I shall have something to say about a 
series of related issues. Why did inflation erupt, 
why was it subsequently so difficult to bring un- 
der control, and why were the ensuing costs that 
inflation imposed on our society so much worse 
than anyone expected? But first let me empha- 
size that we have never regarded the control of 

inflation as an end in itself. Our goal has always 
been a strong economic performance for Canada 
- maximizing our employment and output - and 
our concern with inflation is based on the reality 
that our economy will not perform well under 
conditions of high inflation. 

The Experience With Inflation And The 
Impact On The Canadian Economy 

The surge of inflation that was un- 
leashed in Canada and elsewhere in the early 
1970s was the end result of excessively easy j 
monetary and fiscal policies that were persis- 
tently followed over a number of years around 
the world. I have reviewed these developments 
on previous occasions, notably in my Report for 
1980. Therefore, here I will just note that the 
willingness of countries at the beginning of the 
1970s to press their policies so hard, so uni- 
formly, in an expansionary direction appears to 
have been in large measure a response to the 
cumulative effects of international payments im- 
balances and to the consequential breakdown of 
the fixed exchange rate system. As exchange rate 
floating became more widespread, the response 
was a still greater inclination to add to monetary 
and fiscal ease to try to assure rapid domestic 
economic growth. In some cases, the view was 
that floating exchange rates had removed the 
constraint that the balance of payments had pre- 
viously imposed on the use of more stimulative 
policies. In other cases, the concern was to try to 
avoid the supposedly restrictive economic effects 
of exchange rate appreciation through more rapid 
monetary expansion. In any event, the end result 
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was that the expansionary stimulus was greatly 
overdone. 

I know many people will recall the 
sharp increases in the price of energy in the 
1970s in response to the actions of the OPEC car- 
tel as being perhaps the prime source of general- 
ized inflation. However, this emphasis is mis- 
placed. The sharp rise in the price of oil, and 
indeed of other raw materials, was not the cause 
of inflation but, to a considerable extent, yet 
another product of the overheated economic 
atmosphere that existed at that time. Moreover, 
the uncertainty generated by continued inflation 
reduced the resistance to the still higher prices 
that were subsequently obtained for oil and other 
forms of energy. 

In retrospect we here in Canada, as 
elsewhere, were too slow in responding to the 
initial pressures on our prices in the early 1970s, 
and once inflation erupted we responded to it 
with monetary policy that now looks to have 
been too gradual in its impact. Fiscal policy in 
the 1970s did not give priority to the task of 
containing and reducing inflation, although the 
government did impose wage and price controls 
from 1975 to 1978. In the rapidly changing eco- 
nomic environment of the time, our policy prob- 
lems were greatly exacerbated by the difficulty 
of making reasonable judgements about how 
close to potential our economy was operating 
and how much policy tightening was needed to 
bring inflation down. In the event, interest rates 
during the 1970s turned out to be too low. Those 
who bet on inflation, and borrowed heavily to 
finance their bets, made money in that period. 
Those trying to save for the future or live on 
their savings lost out. 

I have always believed that no good 
could come from inflation, but the consequences 
of high inflation have in fact been much worse 
than I feared. In part, the economic costs result- 
ing from inflation have been so high because 
severe inflation persisted so long. 

Temporizing with inflation did not 
bring us a higher level of economic activity and 
employment. Indeed, the years since inflation 
erupted in Canada have not been good ones - on 
average they have been years of low investment 
and productivity growth, and increased unem- 
ployment. Inflation is almost never stable and 

predictable. When prices are changing rapidly, 
the resulting uncertainty about the value of 
money undermines the efficient operation of our 
economic system, since it is based on money. 
A great deal of time and effort is diverted from 
useful economic activity into seeking protection 
from rising prices. Some people will succeed in 
protecting themselves, many will not; the results 
will never be fair. 

Moreover, serious and persistent infla- 
tion led to all kinds of economic distortions in 
Canada and around the world. For example, past 
increases in the prices of many commodities 
were taken as evidence that these prices would 
continue to rise rapidly. Such expectations led to 
large investments that eventually contributed to 
the overexpansion of production of these com- 
modities. Interest rates that were low relative to 
expectations of inflation encouraged large ac- 
cumulations of debt for these as well as other 
purposes. 

By the end of the 1970s, for a lot of 
people the assumptions about the future included 
continued high inflation. That is to say, an intense 
inflationary psychology, and an accompanying 
scepticism as to the likelihood that policy would 
really curb inflation, had taken hold in Canada. 
Real estate markets in particular had become 
dominated by speculative activity. Even as short- 
term interest rates were rising to their peak of 
over 22 per cent in 1981, many borrowers con- 
tinued to take on substantial additional debts. 
How did they expect to be able to cope with 
those interest costs except through a further major 
acceleration of inflation? 

I believe we had a close escape from an 
even more explosive inflation problem. Had we 
engaged in more rapid monetary expansion, ac- 
commodating the expanding demands for credit 
and allowing even more exchange rate deprecia- 
tion in seeking to ward off those peaks in interest 
rates, the increased momentum of inflation 
would in the end have been a great deal more 
difficult to stop. As it was, inflation had become 
so endemic and the accumulated imbalances so 
substantial that the recession of 1981-82, which 
finally brought the upward climb in inflation to a 
halt in Canada, was far more severe than any pre- 
vious economic slowdown in the postwar period. 

In the unbalanced way inflation was 
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fought almost everywhere through the late 1970s 
and early 1980s, monetary policy was left to 
carry the brunt of the effort. In the face of per- 
sistently large fiscal deficits, the interest rates 
needed to combat inflation effectively were pain- 
fully high. I do not suggest that it would have 
been possible to avoid such high interest rates 
entirely. By the late 1970s, expectations that in- 
flation would persist at very high rates had been 
allowed to develop too long for such a happy 
outcome. However, earlier, stronger and more 
sustained fiscal restraint than occurred in most 
countries would clearly have helped. Sectors 
sensitive to interest rates would not have had to 
bear so much of the burden. Such restraint 
would have been an improvement in Canada, 
and it would have been an improvement in the 
United States. I refer to the experience in the 
United States because, with short-term interest 
rates there rising to a peak of over 18 per cent, 
the impact on financial conditions in Canada was 
bound to be very great. In the event, interest 
rates moved up still higher in Canada largely 
because our inflation experience was worse than 
in the United States, and because our financial 
markets were having to cope with large capital 
outflows in response to policies designed to en- 
courage domestic purchases of foreign-owned 
businesses in Canada, especially in the energy 
sector. 

In the aftermath of high inflation, some 
prices, such as those in markets for primary 
commodities and in the more speculative real 
estate markets, fell sharply. Those businesses 
and individuals that had borrowed heavily in the 
expectation of continued sharp rises in prices 
encountered severe difficulties in servicing their 
debts. Many firms did not survive, and financial 
institutions have had to absorb record levels of 
loan losses. The efforts of both businesses and 
individuals to repair weakened financial posi- 
tions and reduce the burden of their indebtedness 
contributed significantly to the depth of the 
recession and to the relatively moderate pace of 
domestic spending in the subsequent recovery. 

While these debt problems have been 
severe for Canadians, they have been much more 
so for those developing countries that had bor- 
rowed large sums abroad in the 1970s and early 
1980s to finance domestic spending of all kinds. 

These countries have encountered serious prob- 
lems in servicing their external debts and have 
required a massive rescheduling of their matur- 
ing loans. 

Lessons From Our Experience With 
Inflation 

The main conclusion that I draw from 
our experience is that inflation is so disruptive to 
our economic performance, and so costly to 
eradicate once it becomes entrenched, that we 
must always be vigilant in guarding against any 
buildup of inflationary pressures. 

The goal of monetary policy over time 
should therefore be to maintain as stable a price 
level as possible. This by no means implies that 
the Bank of Canada should ignore what is 
happening to jobs and production in making its 
monetary policy decisions, but it does underline 
the need for the central bank to pay special atten- 
tion to actual and potential pressures on prices. 
Monetary and credit aggregates can be helpful 
indicators for central banks in this regard, and 
that is why in many countries monetary policy 
targets have been set in terms of these aggre- 
gates. More recently, financial innovations have 
made monetary aggregates difficult to use as 
targets, but it remains important nonetheless to 
monitor growth rates of money and credit rather 
closely, along with other indicators of the expan- 
sion of the economy in money terms. 

Yet another conclusion for the operation 
of the central bank that I draw from our recent 
experience is that the room for policy manoeuvre 
becomes much more limited once inflation and 
expectations of further inflation have become 
entrenched. Even today, after several years of 
decelerating inflation, our recent history of in- 
flation remains fresh in people’s minds. Any 
indication that policymakers in Canada had 
become rather relaxed about taking risks with in- 
flation would quickly trigger a sharp response 
from people seeking to protect themselves 
against expected increases in prices. 

This restricted room for policy man- 
oeuvre is nowhere more evident than in the per- 
formance of the exchange rate. Given our history 
of an inflation more severe than in many other 
major countries, the Canadian dollar has depre- 
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dated substantially against other currencies. And 
with this history, any pressures that lead to a 
significant decline in our exchange rate tend to 
generate concerns that such declines are likely to 
continue. Faced with a prospect of capital losses 
because of expected depreciation, investors 
require higher interest rates on investments in 
Canada as compensation. Since the root of the 
problem appears to be insufficient confidence 
that our financial policies will resist inflation, 
any attempt to offset these interest rate pressures 
through easier monetary policy only results in 
still more exchange rate decline and still higher 
interest rates. Of course, this is the very opposite 
of the results desired by those who recommend a 
more expansionary monetary policy. The only 
sure path to lower interest rates and a stronger 
currency is to strengthen the confidence of in- 
vestors in Canada and abroad in our commitment 
to return to price stability. 

I must say that when I look back at the 
decline in the Canadian dollar over the past 
decade, I find it difficult to understand why there 
are still people who have great faith in exchange 
rate depreciation as an easy cure for our eco- 
nomic problems. As the exchange rate for the 
Canadian dollar has come down from parity with 
the U.S. dollar to a position where it is currently 
worth about 74.5 u.s. cents, have we achieved a 
comparable increase in our international compet- 
itiveness? Evidently we have not. Time and 
again our costs have risen more rapidly than 
those of our competitors abroad. That is where 
the basic problem has been. 

Exchange rate depreciation always in- 
volves an upward push to domestic prices and is 
never easily accepted because this rise in prices 
undermines the purchasing power of wages and 
salaries. If people are already fearful about 
inflation, these additional price pressures only 
exacerbate their fears. Therefore, depreciation 
will make price stability more difficult and more 
costly to achieve. That is something that mone- 
tary policy cannot ignore. 

Another conclusion that I believe is evi- 
dent from this experience with inflation is that 
countries should strive for more balance in their 
mix of policies. I have already stressed the fact 
that interest rates would not have needed to be so 
very high if fiscal policy had been focused more 
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on combating inflation. Moreover, even as infla- 
tion has declined, the persistence of large fiscal 
deficits in a number of countries has limited the 
extent of the decline in interest rates. In other 
words, the level of “real” interest rates (i.e., 
after adjustment for inflation) has remained high 
and has greatly aggravated the difficulties of 
those governments, businesses and individuals 
that are still struggling with the burden of debts 
accumulated during the inflationary period. 

Given the size of the U.S. economy, the 
large fiscal deficits that opened up in that coun- 
try during the 1980s have had a particularly 
strong international impact. The high interest 
rates needed in the United States to finance the 
deficit not only pushed up interest rates around 
the world but also contributed to a surge in the 
value of the U.S. dollar against many curren- 
cies. The result has been a sharp deterioration 
in the U.S. balance of trade and a buildup of 
damaging protectionist pressures. 

The International Environment in 1986 
The large fiscal and trade imbalances 

that accumulated were evidently not sustainable, 
and the process of unwinding them has begun. 
However, the process has proven to be slow and 
difficult, and developments in the international 
economy in 1986 were greatly affected by those 
difficulties. 

It is true that the United States has 
taken an important first step in the adjustment 
process through its moves to reduce the size of 
the federal government deficit. These measures 
have contributed to substantial further declines 
in interest rates in the United States and have 
helped to bring down the value of the U.S. dollar 
to more reasonable levels. There have been inter- 
est rate reductions in the major overseas coun- 
tries as well. The fall in the price of oil has also 
contributed to lower costs and lower interest 
rates. These are favourable developments for the 
world economy overall. 

Yet it is also clear that this process of 
transition back to balanced and durable growth 
will not be easy. So far, some of the difficulties 
inherent in the process have been more apparent 
than the benefits. World economic growth did 
not speed up in 1986 as many had expected; on 



the contrary, it slowed somewhat. Sharp reduc- 
tions in spending in the energy-producing regions 
have detracted importantly from the positive 
effects on demand of lower energy prices and in- 
terest rates. The realignment of currency values 
among the industrial nations that has taken place 
since the spring of 1985 has also failed to pro- 
duce desired effects as rapidly as might have 
been hoped. The turnaround needed in U.S. 
external trade to maintain economic expansion 
in that country is not yet clearly apparent, and 
increases in domestic demand in other major in- 
dustrial countries have thus far been inadequate 
to prevent slower expansion in the world 
economy. 

When the factors encouraging more 
rapid world growth will reassert themselves is a 
matter of great current concern. Even in an envir- 
onment of declining interest rates, a prolonged 
period of slow growth would exacerbate the al- 
ready difficult circumstances of the many debtor 
countries of the developing world. This situation 
poses significant dangers both to those countries 
and to the international financial system. Slow 
growth could also further encourage protection- 
ist pressures, especially in the United States but 
also in Europe. While such trends would have 
harmful effects on the world economy in gen- 
eral, they could prove particularly difficult for 
Canada. There are few countries in the world 
more dependent on international trade, or more 
open to international influences, than we are. 

The Canadian Economic Environment 
in 1986 

As I said at the beginning of these 
remarks, Canada’s economic performance was 
rather mixed in 1986. This was largely because 
of international developments. Indeed, with the 
overall economy still below the limits of its 
capacity, with increases in labour costs still 
restrained, with interest rates down and private 
sector balance sheets increasingly in good order, 
the domestic conditions for healthy growth were 
for the most part in place. 

The influence of these domestic forces 
can be seen vividly in the strong economic per- 
formance in central Canada. While the western 
and Atlantic regions were not isolated from this 

influence, they were more affected by the diffi- 
cult international circumstances. Reaction to the 
decline in oil prices was both rapid and substan- 
tial. As the energy industry cut back on its 
spending, there were corresponding reductions 
in general business confidence and in employ- 
ment. Similar problems have arisen in the Prai- 
ries from the reduction in world grain prices 
associated with agricultural subsidies and the 
trade tensions between the United States and the 
European Economic Community. 

The persisting weakness of world com- 
modity prices has had its initial and most notice- 
able impact outside central Canada, but the ef- 
fects will eventually be felt by most Canadians. 
The fact is that a considerable part of what we 
produce in Canada and a still larger part of what 
we export are still related in one way or another 
to the resource sector of our economy. If the 
price of what we sell abroad declines, then 
Canadians on average will be less well off 
than otherwise. This is an unavoidable reality 
to which we must adjust. 

In the conduct of its monetary policy in 
1986, the Bank of Canada sought to bring about 
further interest rate reductions in the face of 
quite moderate increases in the growth of credit 
and total spending in the Canadian economy dur- 
ing the course of the year. Canadian interest rates 
did continue to trend downwards, as did interest 
rates in the United States. However, the Bank’s 
moves to encourage this further easing of inter- 
est rates had to be made with considerable caution 
in the face of continued problems of confidence 
in the Canadian dollar during much of 1986. 

Early in the year we were confronted 
with a bout of intense speculative pressure on 
our currency. There was no practical alternative 
to a strong policy response, and the differential 
of our interest rates above those in the United 
States widened markedly. Any substantial fur- 
ther depreciation would have constituted a risk to 
our less than satisfactory inflation performance, 
and failure on our part to resist the speculative 
pressures on the currency would have resulted in 
both a lower exchange rate and the persistence of 
higher interest rates. Such an outcome was sim- 
ply not acceptable if we could do something to 
avoid it. That is why we acted as vigorously as 
we did last February. Slower but sustainable 
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reductions in interest rates are preferable to 
faster, but ultimately unsustainable, movements. 

Early in 1987 the Canadian dollar came 
under quite strong upward pressure in foreign 
exchange markets and moved to levels above 74 
u.s. cents. As confidence in the future value of 
the Canadian dollar improved, domestic interest 
rates declined, and the differential with respect 
to U.S. interest rates narrowed. 

Our determination during 1986 to resist 
further depreciation against the U.S. dollar was 
reinforced by the extent of the decline that has 
occurred over the last two years or so in the 
value of the Canadian dollar, along with the 
U.S. dollar, against major overseas currencies. 
At the present time Canadian industry appears to 
be competitive in international markets; if we 
take advantage of the situation, this should pro- 
vide significant economic stimulus. Given our 
high national level of unemployment, such an 
additional stimulus to demand ought to be 
absorbed without an excessive inflationary risk. 
However, in important segments and regions of 
the economy it is far from clear that competitive 
pressures really are exerting the necessary mod- 
erating influence on wage and price behaviour. 
Indeed, it is disturbing to see labour costs mov- 
ing up distinctly more rapidly in Ontario than 
elsewhere as employment in that province has 
expanded, since measured unemployment in 
Ontario is still at a level only slightly below 
7 per cent. These regional differences, as well as 
our inflation performance, are analyzed in a later 
section of this Report that deals with economic 
activity. 

Further progress has been made in re- 
ducing the size of the federal government deficit, 
consistent with the longer-term framework laid 
out in the Minister of Finance’s statement of No- 
vember 1984. As this performance has become 
more widely recognized, it has given increased 
credibility to the Government’s commitment 
to continued deficit reduction over time. This in 
turn has provided a stronger underpinning of 
support for both securities and exchange markets 
and made it easier to conduct monetary policy. 

I am well aware that reducing the 
deficit is difficult and that sudden changes in 
circumstances may temporarily impede progress. 

The fiscal support recently provided to the en- 
ergy and agricultural sectors provides a clear ex- 
ample of the kind of additional spending the fed- 
eral government can be called on to undertake. 
But however necessary such measures, they are 
best implemented in a framework of continued 
progress in achieving the goals of deficit reduc- 
tion and debt containment. 

Confidence in Financial Institutions 
I want to turn now to another important 

development in the domestic financial scene. 
Events in 1986 demonstrated clearly the crucial 
role that confidence plays in the financial indus- 
try. The failure of two western-based banks in 
1985 cast a shadow over other financial institu- 
tions. A number of other banks subsequently 
found it impossible to retain sufficient deposits 
to fund their loans. As lender of last resort, the 
Bank of Canada stood ready to make good this 
shortfall. While depositor confidence in these in- 
stitutions was not restored, the liquidity support 
provided by the Bank of Canada did provide 
these banks with the time needed to pursue other 
solutions to their problems. In the event, all 
these institutions had to seek mergers with 
stronger partners. 

I very much regret that it was not possi- 
ble for these banks to regain public confidence 
and remain independent institutions. However, 
these events did serve to remind us of some 
important lessons. Confidence is crucial for the 
effective operation of financial institutions, but it 
can be easily lost. And once lost it is not easy to 
recoup. Indeed, in such circumstances even very 
substantial support by the central bank may be of 
little help in easing depositor concerns. Trust in 
the supervisory system for banks has an extreme- 
ly important role to play in both restoring and 
maintaining confidence. In that connection, the 
findings of the Inquiry, headed by Mr. Justice 
Estey, ihto the collapse of the Canadian Com- 
mercial Bank and Northland Bank are important. 
While the Report of the Inquiry recommended a 
number of ways in which the supervision of 
banks should be improved, it found that the 
basic approach to bank supervision in Canada 
was fundamentally sound. I might note as well 
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that the Estey Commission was satisfied that the 
Bank of Canada had exercised its responsibilities 
appropriately in regard to the Alberta hanks. 

The lessons gained from the failure of 
these two small banks and the spillover effects 
on other institutions have been kept very much 
in mind in the deliberations leading up to the 
federal government’s recent announcement of 
proposed changes in the supervision of financial 
institutions. I am confident that the changes pro- 
posed will contribute to a stronger supervisory 
system and help to enhance confidence in the 
stability of financial institutions throughout 
Canada. 

In this regard I should also mention the 
rapid changes that have been taking place in 
financial markets around the world. New instru- 
ments and new ways of doing business have pro- 
liferated, and the traditional distinctions among 
various types of financial institutions have 
become increasingly blurred in this highly com- 
petitive environment. This process has been en- 
couraged and facilitated in a number of countries 
by alterations in the legislative and regulatory 
framework under which financial institutions and 
markets operate. Not surprisingly, given the 
openness of our capital markets, similar innova- 
tions and pressures for change have been occur- 
ring in Canada, and major revisions to regula- 
tions have been proposed or recently enacted by 
both the federal and provincial governments. 
These developments have the potential to bring 

about improvements in the quality, cost and 
range of services available to borrowers and sav- 
ers both in Canada and elsewhere. At the same 
time the challenge is to make certain that the 
new regulatory régimes and associated super- 
visory arrangements around the world continue 
to play their role in ensuring that the financial 
industry operates within as solid and trustworthy 
a framework as it is possible to achieve. 

In these observations I have emphasized 
the lingering effects of severe and persistent 
inflation and the problems generated by unbal- 
anced mixes of fiscal and monetary policies. 
However, I should also emphasize that these are 
problems coming from the past. The process of 
adjustment to a more balanced world economy in 
the future is underway. The movement back to 
greater price stability and lower interest rates 
around the world has greatly enhanced the pros- 
pects for sustained economic growth. What is 
required now is to build on the initiatives taken 
in 1986 and increase the degree of commitment 
to international economic cooperation among the 
major industrial countries. We need to ensure 
that the difficulties that are bound to arise in the 
process of international adjustment will not be 
allowed to give rise to increased protectionism 
and overwhelm these positive forces for eco- 
nomic progress that are now at work. 
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Economie and Financial Developments 

Economie Activity and Inflation 

The pace of economic activity in 
Canada moderated during 1986 and came more 
into line with growth rates in other industrialized 
countries. Some further progress was made in 
reducing the aggregate rate of unemployment, 
yet across the regions and sectors of the country 
there was a marked contrast in performance. Led 
by a surge in household and business spending, 
growth in central Canada was quite robust. Else- 
where, particularly in western Canada, develop- 
ments originating outside the country restrained 
growth. The energy and agricultural sectors were 
adversely affected by a sharp fall in crude oil and 
grain prices. These declines contributed to an 
appreciable decline in Canada’s international 
terms of trade and slower growth in national 
income. External demand for Canadian products 
also moderated because of relatively slow growth 
both overseas and in the United States. 

Little additional progress was made 
during 1986 in bringing down inflation in Can- 
ada. This reflected the fact that several factors, 
some temporary in nature, continued to exert 
upward pressure on consumer prices, offsetting 
the beneficial effects of lower energy prices and 
relatively modest increases in labour costs. 

Economic Activity 
Total spending in current dollar terms 

appears to have risen by about 6 per cent in 
Canada between the fourth quarter of 1985 and 
the fourth quarter of 1986, somewhat less than 
the year before. While the volume of production 
of most kinds of goods and services rose less 
rapidly during 1986, the extent of the slowdown 

International Comparisons 
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Growth in Real Expenditures in Canada 
Latest two quarters over previous two quarters 
Percentage change at annual rates 

1983 1984 1985 1986 
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varied considerably. Those sectors of the econ- 
omy most sensitive to international develop- 
ments experienced the weakest growth. 

The main impetus for growth came 
from demand generated by the household sector. 
Encouraged by a somewhat lower average level 
of interest rates, a third year of relatively low in- 
flation and steady gains in employment, individ- 
uals reduced their savings relative to income to 
the lowest level since 1973 and assumed higher 

levels of debt. Consumer expenditures on goods 
and services as well as investment in new and 
renovated housing rose strongly, particularly 
during the second half of the year. While a tem- 
porary rise in interest rates contributed to slower 
growth in final domestic demand early in the 
year, production levels were sustained over the 
period by an increase in the rate of inventory 
accumulation, which then slowed as demand 
recovered. 

As an important producer and net ex- 
porter of both energy and grain, Canada was sig- 
nificantly affected in 1986 by the sharp decline 
in the world prices for these commodities. Ca- 
pital investment programs in the energy sector, 
particularly spending on oil and gas exploration 
and development, were scaled back substantially 

Current Account of the Balance of Payments: 
Selected Balances 

Billions of dollars 
Seasonally adjusted at annual rates 

Total balances 

j United States 
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following the decline in crude oil prices. Outlays 
on non-energy investment projects were higher 
than the year before, but did not rise enough to 
offset the decline in energy investment. Given 
the general uncertainty about future energy price 
movements, companies were not inclined to 
move rapidly to take full advantage of lower 
energy costs in their investment plans. 

The decline in energy and grain prices 
contributed as well to a deterioration in the bal- 
ance on international trade. However, other fac- 
tors also played a role as the current account def- 
icit widened to about $9 billion, or 13A per cent 
of the value of Gross Domestic Product. The 
merchandise trade surplus declined significantly 
in volume terms as the effects of relatively 
strong domestic demand within Canada and 
modest growth in demand abroad offset 
Canada’s generally favourable competitive posi- 
tion. In consequence, Canada’s trade surplus 
with the United States dropped significantly, and 
there was a widening of the trade deficit with the 
rest of the world. A favourable development, 
reflecting the attraction of Expo 86, was the 
marked improvement in the net travel account to 
a near-balanced position during the summer 
months. 

There were important regional dimen- 
sions to the decline in oil and grain prices. As 
the main energy-consuming region, central 
Canada gained appreciably from the fall in 

Canadian International Terms of Trade 
Ratio of Export Prices to Import Prices 
1983Q1 = 100 

102 

94 

1983 1984 1985 1986 

cEstimate 

energy prices. This stimulus, together with the 
general strength of household demand and 
increased investment outlays for modernization 
and expansion in several major manufacturing 
industries, produced a high level of activity in 
this part of the country. The strength of demand, 
particularly in southern Ontario, outpaced 
supplies in certain industries with the result that 
price and cost pressures mounted. This was most 
evident in the market for both new and existing 
housing, where speculative buying appeared to 
become a factor. 

In marked contrast, the energy-pro- 
ducing provinces, particularly Alberta, experi- 
enced severe difficulties because of the decline 
in energy prices. Oil-producing firms suffered 
sharp reductions in revenues and profits and in 
response reduced employment and investment 
spending. The partial recovery in world oil 
prices towards the end of the year will, if main- 
tained, contribute to some improvement in this 
situation over time. 

Conditions in the western agricultural 
sector also deteriorated. In addition to the strong 
downward pressure on grain prices arising from 
the subsidization programs of major world pro- 
ducers, the quality of the Canadian grain crop 
was low because of wet conditions during the 
harvest. As a consequence, farm incomes in 
western Canada were adversely affected and 
also became more dependent on government 
stabilization programs. 

The resource sector as a whole contin- 
ued to feel the strain of low commodity prices, 
while the lumber industry was additionally 
affected by protectionist actions in the United 
States and by a strike in British Columbia in the 
second half of the year that affected much of the 
industry. However, in certain other respects, 
economic conditions did improve outside central 
Canada. In the West, Expo 86 attracted an influx 
of tourists, and prices increased somewhat for 
livestock, pulp and paper and some wood prod- 
ucts. In the Atlantic region, expanding foreign 
markets for fish products boosted both prices 
and output. 

Employment rose appreciably in 
Canada during 1986. However, compared to the 
previous year, the distribution changed consider- 
ably, reflecting the divergence in activity across 
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sectors and regions. Employment growth was 
particularly strong in financial services and par- 
ticularly weak in the energy-producing sector. 
Employment gains in the goods-producing sector 
of the economy were generally limited. In such 
industries, there has been increasing emphasis 

Selected Labour Market Indicators 
Growth in employment 
Year-over-year percentage change 
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‘"Proportion of labour force population working or actively seeking work 

on achieving productivity gains in order to reduce 
costs and increase competitiveness in domestic 
and international markets. 

The proportion of the working-age 
population employed or seeking employment de- 
clined through most of 1986, partially reversing 
the rising trend evident since early 1983. Some 
workers, particularly those in the primary indus- 
tries, may have decided to withdraw from the 
labour force given limited job prospects and the 
costs of relocation. Early retirement plans have 
also been introduced in many of these industries 
as one means of reducing labour costs. Overall, 
in an environment characterized by difficult 
adjustments in both product and labour markets, 
the aggregate unemployment rate remained rela- 
tively high, although by year-end it had fallen to 
under 9Vi per cent from 10 per cent the year 
before. 

Inflation 
The rate of increase of prices and costs 

in 1986 was again subject to a number of offset- 
ting forces. On the one hand, the prices of goods 
produced in Canada rose less rapidly than in 
1985 because of lower energy prices, weak com- 
modity prices generally, and more moderate 
increases in production costs. On the other hand, 
a number of factors continued to exert upward 
pressure on the prices of goods and services 
consumed in Canada. At the end of the year the 
Consumer Price Index was nearly 414 per cent 
higher than a year earlier, approximately the 
same rate of increase as during 1985. 

One of the main factors exerting down- 
ward pressure on inflation during the past year 
was the sharp fall in crude oil prices. Led by a 
substantial drop in fuel oil and gasoline prices, 
energy prices at the retail level declined by about 
13 per cent. If this drop had not occurred, the 
Consumer Price Index would have been about 
one per cent higher. The fall in energy prices had 
a significant impact on the rate of increase of 
producer prices as well, and, given that Canada 
is a net exporter of energy, it also contributed to 
the sharp decline in Canada’s international terms 
of trade. 

During 1986 the rise in labour costs per 
unit of output continued to be quite restrained, 
largely because the increase in the average eam- 
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Indicators of Producer Prices and Costs 
Industrial product prices and deflator for 
merchandise exports 
Year-over-year percentage change 

6 

Wage measures 
8 

Wages and salaries per paid employee j 
Year-over-year percentage change : 

0 

Labour costs per unit of output 
Year-over-year percentage change 

4 

1983 1984 1985 1986 

"Excludes those settlements with cost of living adjustment clauses 

■-‘Estimate 

ings of wage and salary workers was only about 
2 per cent. This moderate rise in average wage 
rates primarily reflected the pressures of compe- 
tition in both labour and product markets. In- 
deed, unemployment levels remain above histor- 

ical averages and the prices at which producers 
are able to sell their products remain generally 
quite weak. The lower inflation of the past two 
or three years, relative to the experience of the 
1970s and early 1980s, has been an additional 
factor contributing to the moderation in wage 
pressures. 

At the consumer level, several factors 
offset the favourable impact on prices of the 
drop in energy prices and the moderation in pro- 
duction costs. The depreciation of the Canadian 
dollar continued to exert upward pressure on the 
domestic price level. In addition to the cumula- 
tive effects of depreciation against the U.S. dol- 
lar over the past two to three years, the sharp de- 
preciation against overseas currencies since early 
1985 has had a major impact. In this environ- 
ment the prices of automotive products imported 
from overseas rose by about 6 per cent during 
1986, and the prices of other imported consumer 

Exchange Rates 
Quarterly average index, 1983Q1 = 100 

120 -, * * - i 

*. Canadian dollar against 
major currencies 

• excluding U.S. dollar j 

80 
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Consumer Price Index 
Year-over-year percentage change 
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'"Includes energy (gasoline and fuel oil prior to June 1985 only), tobacco 
and alcohol, regulated rent, property taxes, public transportation, 
communications, water, cablevision, regulated post-secondary education 
courses, vehicle registration fees, drivers’ licenses and agricultural products 
subject to regulation. 

goods rose by about 8 per cent. The price of 
meat and fresh vegetables also rose particularly 
rapidly in 1986. Pork prices increased strongly 
in response to a pronounced reduction in supplies 
coming on the market, and the 1986 vegetable 
crop was adversely affected by growing condi- 
tions. However, by year-end there was evidence 

that supply pressures in these areas had begun 
to ease. 

In addition, prices were affected 
through 1986 by increases in a number of pro- 
vincial and federal sales and excise taxes, and 
most prices subject to regulation of one form or 
another continued to rise at rates well above the 
rate of increase of the overall Consumer Price 
Index. 

While Canada’s inflation performance 
in 1986 was disappointing in some respects, 
many of the forces leading to higher prices seem 
temporary in nature and domestic costs continue 
to rise at a relatively low rate. However, current 
regional disparities represent a risk to a more 
favourable outcome in the future. In Ontario, 
labour markets have been rather tight, and con- 
sumer prices in the Toronto area rose by over 514 
per cent during the year. If inflation continues to 
accelerate in the high-growth regions of the 
country, or spills over and affects wage and price 
decisions in other regions, the process of adjust- 
ment towards greater price stability in Canada 
could be impeded. To date, however, cost and 
price pressures outside of central Canada con- 
tinue to be quite moderate reflecting the lower 
levels of economic activity in those regions. 
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Financial Developments 

Interest rates in Canada continued to 
trend downwards during 1986, following similar 
if somewhat larger movements in the United 
States. While this underlying pattern was inter- 
rupted in the early months of the year by an 
increase in Canadian interest rates in response 
to developments in the exchange market, rates 
subsequently fell back to the lowest levels seen 
since the late 1970s. The exchange rate, follow- 
ing an abrupt decline to record low levels 
through the first months of 1986, recovered by 
the spring. It then remained in a narrow range 
around 72 u.s. cents through the rest of the year 
before rising sharply to above 74IC u.s. cents at 
the end of January 1987. 

The overall demand for credit expanded 
at a more moderate pace in 1986 than in the 
previous two years, mainly as a result of slower 
growth in borrowing by the federal government. 
Private sector credit continued to grow at about 
the same pace as in 1985 as weaker business 
demands were offset by increased strength in the 
demand for credit by households. Most of the 
major monetary aggregates also grew somewhat 
less rapidly during the year, reflecting for the 
most part the general slowing in total spending 
in the economy. In addition, a number of the 
monetary aggregates were affected to some 
degree by continuing financial innovation and 
institutional changes. 

Canadian Interest Rates 

1982 1983 1984 1985 1986 87 
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Interest Rates and Exchange Rates 
The sharp increases in domestic short- 

term interest rates early in 1986 were the culmi- 
nation of pressures that had begun in the autumn 
of 1985 in response to a weakening Canadian 
dollar. The principal sources of downward pres- 
sure on the dollar were the continuing weakness 
in international commodity prices, the gathering 
consensus that growth would slacken in 
Canada’s principal export markets, and uncer- 
tainties about the federal government deficit in 
the light of a forthcoming budget. These factors, 
along with rather narrow differentials between 
Canadian and U.S. short-term interest rates, 
contributed to an erosion of confidence that the 
existing exchange rate could be maintained. As 
the exchange rate weakened in response, specu- 
lative pressures were set in motion that both ac- 
centuated this downward movement and caused 
short-term interest rates to move upwards. 

Canada-U.S. Short-Term Interest Rates 
90-day commercial paper 

1983 1984 1985 1986 87 

In early February, with the dollar having 
fallen to 69 u.s. cents from over 73 U.S. cents in 
the preceding October, the Government and the 
Bank of Canada responded with a program of 
aggressive intervention in the exchange market 
and actions in the money markets to reinforce 
the upward adjustment that was already taking 
place in domestic short-term interest rates. In ad- 
dition, the Government announced its intention 

Exchange Rate 
Canadian dollar in U.S. funds 

to borrow abroad to bolster its exchange 
reserves. Short rates peaked at levels of 12 to 13 
per cent in early March, by which time 30-day 
commercial paper rates were almost A'A percent- 
age points above their lows of the previous au- 
tumn, and the differentials between Canadian 
and U.S. rates had widened to more than 5 
percentage points. The rise in rates was much 
steeper at the very short end of the term struc- 
ture, suggesting that the market believed the 
need for sharply higher rates was temporary. 

These actions succeeded in breaking the 
speculative momentum that had developed in ex- 
change markets against the Canadian dollar, and 
by the spring the dollar had recovered to over 
72Vi u.s. cents. The recovery was supported by 
other developments as well. After some initial 
hesitation in the exchange market, the federal 
government’s February budget proposals seemed 
to be well received, and there was an increased 
realization that earlier assessments of the overall 
impact on the Canadian economy of weak 
markets for oil and other primary commodities 
may have been overly negative. As the exchange 
rate strengthened, short-term interest rates came 
down, and by May the earlier rise in rates had 
been completely reversed. 

The scope for lower domestic interest 
rates was enhanced by the decline in interest 
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rates that was occurring in the United States and 
elsewhere. Twice during this period, in March 
and in April, the U.S. Federal Reserve lowered 
its discount rate by a half percentage point. 
Market interest rates also fell. These actions, 
taken in the face of weaker economic growth and 
moderating inflation in the United States, were 
accompanied by interest rate declines in most of 
the overseas industrial countries. 

The relative stability during the latter 
half of 1986 in the exchange value of the Cana- 
dian dollar against the U.S. dollar, and in do- 
mestic interest rates, stands in sharp contrast to 
their earlier volatility. From May until year-end, 
the Canadian dollar traded within a narrow range 
around 72 u.s. cents, while short-term interest 
rates were little changed, drifting down from 
around 8V2 per cent at mid-year to about 814 per 
cent at the end of the year. Despite the relative 
stability of the exchange rate and further declines 
in U.S. short rates, confidence in the Canadian 
dollar strengthened only slowly. Expectations of 
a weaker dollar because of actual and potential 
trade disputes with the United States and a dete- 
rioration in the current account of the balance of 
payments contributed to the persistence of rela- 
tively wide differentials between short-term 
interest rates in Canada and the United States. 
Overall, however, short-term rates in both 
countries during 1986 reached their lowest 
levels since the late 1970s. 

Long-term interest rates also declined 
during 1986. Yields on longer-term Government 
bonds, which had been as high as 14 per cent or 
more in 1984, had fallen to about 10 per cent by 
the beginning of 1986. However, this trend was 
temporarily broken as short-term rates rose 
sharply in January and February. The decline re- 
sumed only when the rise in domestic short-term 
rates began to be reversed and when long-term 
bond yields in the United States dropped sharply 
in response to the steps taken by Congress aimed 
at reducing the large U.S. budgetary deficit. By 
mid-year, Canadian long-term rates had fallen to 
about 9 per cent, where they remained until after 
year-end. 

With a reduction in U.S. long-term 
rates during the year that was substantially 
greater than in Canada, the rate differential 
between the two countries widened appreciably. 

Canada-U.S. Long-Term Interest Rates 
Federal government bonds 

1983 1984 1985 1986 87 

Lingering concerns about the exchange rate and 
relative inflation prospects in Canada and the 
United States may have played a role in these 
developments. 

Movements in administered interest 
rates in Canada generally followed closely those 
of market interest rates of comparable maturity, 
though there was some tendency for the spread 
between bank lending rates and market rates to 
widen. During the first half of 1986, interest 
rates on shorter-term loans and deposits at finan- 
cial institutions rose and then declined in response 
to the movements in market interest rates. Inter- 
est rates on longer-term maturities, notably five- 
year mortgages and deposits, were relatively sta- 
ble through this period and even rose modestly 
for a time in the second half of the year owing to 
a stronger demand for residential mortgage fi- 
nancing and a shift in borrowers’ preferences to- 
wards longer terms. Consumer loan rates, which 
increased by nearly 3 percentage points in the 
early months of the year, subsequently declined 
by only 2 percentage points because of a pickup 
in loan demand and at year-end were at levels 
higher than those experienced through most of 
1985. However, most administered interest rates 
finished 1986 at their lowest levels since 1978. 

During January 1987 short-term rates in 
Canada declined a good deal further and differ- 
entials against U.S. rates narrowed as the Cana- 
dian dollar moved upwards quite strongly against 
the U.S. dollar. These market pressures were 
reflected in somewhat smaller declines in long- 
term rates as well as reductions in a number of 
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Selected Administered Interest Rates at Banks 

14 14 

5-year residential 

1983 1984 1985 1986 87 

administered rates, including the prime lending 
rate at the chartered banks. 

Credit Developments 
The rate of increase in the outstanding 

borrowing of the private sector remained around 
10 per cent in 1986, despite some slowing in the 
growth of total spending in Canada. As a result, 
the ratio of private sector credit outstanding to 
Gross Domestic Product rose for the second con- 
secutive year following three years of decline. 
The increase in the ratio was due entirely to a 
pickup in household credit. Residential mort- 

gage financing was especially buoyant in reac- 
tion to mortgage interest rates that for much of 
the year were at the lowest levels in almost a 
decade. But despite the increased willingness on 
the part of households to use credit to finance 
increased spending, debt outstanding as a pro- 
portion of personal income remains below the 
peak levels reached during the late 1970s. 

The slowing in the growth of business 
credit was especially noticeable in short-term 
borrowing. In contrast, equity and bond financ- 
ing grew strongly in spite of a marked falloff in 
capital investment spending. Lower long-term 
interest rates and improved equity prices during 
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the year provided an incentive for firms to under- 
take further debt restructuring and a general 
strengthening of their balance sheets. 

Public sector borrowing requirements 
have been declining steadily for the past four 
years, a reflection of both a slowing in the rate 
of expenditure growth and rising revenues. 
Higher revenues have been generated by the 
cyclical recovery in the economy, and there have 
been as well a number of tax increases during 
this period as part of government efforts to slow 
the rate of growth in outstanding debt. Further 
gains were made in this regard in 1986, particu- 
larly at the federal level. 

Monetary Aggregates 
The growth rates of all the major mone- 

tary aggregates slowed in the first six months of 
1986, reversing the rapid increases evident 
through most of the previous year. Although 
growth picked up towards the end of 1986, for 
the year as a whole it remained below the pace 
of 1985 for most aggregates. While the behav- 
iour of the monetary aggregates during 1986 
corresponded reasonably closely to the general 
movements of income and interest rates, finan- 
cial innovations and other institutional develop- 
ments continued to exert an influence on the 
growth of particular monetary aggregates. Such 
developments included significant shifts in the 
market shares of banks and near-banks and the 
introduction of new deposit instruments. There 
was also evidence of a further move towards 
“securitization” in financial markets, whereby 
direct lending between lenders and borrowers 
has tended to displace the intermediation of 
funds by financial institutions, thus dampening 
the growth of some broad monetary aggregates. 

The effects of fluctuations in interest 
rates and total spending growth during the year 
were especially evident in the movements of the 
narrowest monetary aggregate, Ml. The increase 
in short-term interest rates at the beginning of 
the year, combined with lower nominal spending 
growth, produced a steep decline in Ml, as 
households and businesses reduced their hold- 

ings of transactions balances. Ml growth acceler- 
ated in the latter part of the year, however, in 
response to the sharp decline in interest rates in 
the second quarter and a pickup in the rate of 
growth of nominal spending. Unlike many ear- 
lier periods, financial innovations did not exert a 
strong distorting influence on Ml growth in 1986. 

Financial innovations did, however, 
continue to contribute to substantial volatility in 
the growth of Ml A. In particular, new savings 
accounts offering attractive rates of interest on 
high balances were introduced and aggressively 
marketed by banks and near-banks beginning in 
late 1985. These accounts, which are classified 
as non-chequable and are therefore excluded 
from the MIA measure of transactions balances, 
attracted a large volume of funds that otherwise 
would have been placed in daily interest chequ- 
ing accounts. 

The broader money measures, such as 
M2 and M2+, continued to reflect the major fluc- 
tuations in aggregate spending over the year as 
well as certain institutional developments. The 
reduction in holdings of Canada Savings Bonds 
over the year, a result of heavy redemptions in 
the first quarter and a smaller than normal fall 
campaign, acted to increase the growth of these 
broader aggregates. Aggressive competition by 
near-banks to obtain a larger share of the per- 
sonal deposit market is reflected in a somewhat 
higher rate of growth in the aggregate M2+, 

which consists of M2 plus near-bank deposits. 
New market developments continued to 

have a significant impact on the behaviour of the 
broad aggregate M3. Increased reliance by com- 
mercial borrowers on direct forms of financing, 
most notably short-term commercial paper and 
bankers’ acceptances, as well as bond and equity 
financing, have reduced the demand for bank 
credit. Therefore, the funding requirements of 
the chartered banks have grown at a slower pace 
and have in turn reduced the growth of M3. The 
recent shifts towards longer-term financing and 
more direct forms of financing have increased 
the variability in the current movements of M3 

and added an element of uncertainty about its 
likely future trend. 
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Monetary Aggregates and Gross Domestic Product 
Billions of dollars, seasonally adjusted 

GDP: 
Total spending on goods and services at current prices 

M3: 
M2 plus non-personal fixed-term deposits plus foreign 
currency deposits of residents booked in Canada 

M2 + : 
M2 plus personal savings deposits at trust and mortgage 
loan companies, credit unions and caisses populaires 

M2: 
MIA plus other notice deposits plus personal term 
deposits 

MIA: 
MI plus daily interest chequable savings deposits 
plus non-personal notice deposits 

Ml: 
Currency and demand deposits 

Growth rates are calculated as fourth quarter to fourth 
quarter changes 

■•'Estimate 
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International Developments 

Growth in the world economy was 
slower than expected in 1986, and the problems 
associated with large imbalances in international 
payments and international debt continued to 
dominate the economic scene. The process of 
exchange rate realignment among major curren- 
cies, initiated in 1985, continued into 1986, and 
the thrust of policies aimed at reducing inter- 
national imbalances in fiscal positions was also 
maintained. Nevertheless, progress on both the 
fiscal and balance of payments fronts has been 
slow, and protectionist pressures have remained 
strong. At the end of 1986, the large U.S. pay- 
ments deficit and the corresponding Japanese 
and German surpluses were still at record levels. 
However, the inflation performance of most 
industrial countries improved further during the 
year, and there were further declines in the 

general level of interest rates. 
Without the support of a more rapid ex- 

pansion of world economic growth, the position 
of many heavily indebted developing countries 
remained difficult despite the beneficial effects 
of lower interest rates. Oil-exporting debtors 
were particularly affected by the sharp decline in 
the price of oil that occurred in 1986. Neverthe- 
less, some progress has been made on the road 
to a more viable situation by several of the devel- 
oping countries through the adoption of strong 
adjustment programs with the support of the 
international financial community. 

Industrial Countries 
The economies of the industrial coun- 

tries continued to advance in 1986 but at a some- 
what slower pace than had generally been 
expected. The dominant events in 1986 were the 

Major Industrial Countries(1,(2, : 
Output and Inflation 

Annual percentage change 

10 mu. II... ■:■■■   it...,: 
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1981 82 83 84 85 86 

"United States, Japan, Germany, France, United Kingdom, Italy, Canada 

1982 weights 

^'Estimate 
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large changes in exchange rates and the price of 
oil. Throughout the world the countries and 
sectors favoured by these changes tended to in- 
crease their spending gradually, while for those 
affected negatively by these factors, the associ- 
ated falloff in domestic spending was more 
abrupt. As a result, the combined rate of growth 
of the seven principal OECD countries was esti- 
mated to be somewhat below the 3 per cent rate 
recorded in 1985. 

Among these major countries, the 
marked slowing in the Japanese economy, to- 
gether with weaker growth in the United States 
in the second half of the year, more than offset 
any pickup in the European countries. Domestic 
demand was less buoyant in the United States, 
reflecting mainly the move towards fiscal re- 
straint and a sharp drop in energy-related invest- 
ment. This weakness in the United States was 
exacerbated by the limited response of trade 
flows to a lower exchange rate and by the low 
level of demand for U.S. exports from oil pro- 
ducers and other developing countries still strug- 
gling to deal with their international debt prob- 
lems. Although the volume of exports of the 
major surplus countries, Germany and Japan, 
were similarly affected by weak demand from 
developing countries, their current account 

Exchange Rate Trends'" 
Index 1982= 100 

1983 1984 1985 1986 87 

"Monthly average of the value of national currencies in terms of the U.S. 

Current Account Balances of United States, 
Germany and Japan 

Expressed as a percentage of GDP 

1981 82 83 84 85 86 

National sources 

surpluses remained high, given the benefit of 
much lower prices for their oil imports. 

Current account imbalances among 
major industrial countries remain large, but there 
are some signs that the currency realignments 
are causing the magnitude of the imbalances 
to level off, measured as a percentage of GDP. 

Further progress will in part depend on the con- 
tinued pursuit of policies to achieve a better 
balance in the fiscal situations of the industrial 
countries, and policies to ensure that interna- 
tional payments adjustments are not impeded by 
protectionist measures. 

In this connection, the progress made in 
1986 towards international policy coordination 
and interest rate reduction has been helpful. The 
Tokyo Summit emphasized cooperation among 
the seven major countries and, in the face of 
strengthening protectionist pressures in many 
countries, it was agreed to launch a new round of 
trade negotiations under the auspices of the Gen- 
eral Agreement on Tariffs and Trade. These 
negotiations will, for the first time, encompass 
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trade in services and agricultural products. The 
continuing and massive subsidies provided to ag- 
riculture by the European Economic Community 
and the United States pose a serious threat to the 
viability of many agricultural producers, not 
only in other developed nations such as Canada, 
but also for many countries in the developing 
world. 

Developing Countries 
In 1986 the impact of external develop- 

ments on the developing countries varied consid- 
erably. On the one hand, the fall in oil prices and 
in international interest rates had a beneficial 
effect on many countries. The group of countries 
for which oil and fuel products are not a major 
source of export revenues saw their terms of 
trade remain virtually unchanged, in spite of 
continuing weakness in the prices of the com- 
modities that make up their traditional exports. 
In those countries, growth rates fell only slightly, 
and there was little change in their total current 
account deficit. On the other hand, the terms of 
trade of the fuel-exporting countries deteriorated 
very sharply, contributing to a fall in output in 
these countries as a group and to a substantial 
worsening in their collective current account 
position. 

A number of heavily indebted countries 
continued to find it difficult to meet their sched- 
uled debt service payments. The adjustment 
efforts of these countries have been complicated 
by the relatively unfavourable international envi- 
ronment and the limited availability of external 
financing. An increasing number of countries 
have been implementing wide-ranging programs 
designed to bring about a fundamental adjust- 
ment of their economies. Such programs have 
encompassed both macroeconomic policies, 
including policies designed to reduce inflation, 
and structural reform measures which in general 
represent a move to a more market-oriented ap- 
proach. In time, such initiatives should improve 
the efficiency and competitiveness of their econ- 
omies, help them to benefit from development 
programs and encourage the financial support 
needed for development. 

These adjustment efforts need coordi- 
nated support from the international financial 
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community. In 1986, the International Monetary 
Fund and the World Bank provided policy advice 
and financial assistance for such adjustment, 
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while private and official creditors rescheduled 
repayments due from many of these countries 
and provided new financing in some cases. The 
Canadian banks played their part in these 
arrangements. The largest financial package 
assembled through these coordinated efforts 
was that for Mexico. 

In 1986, the Bank of Canada, with the 
concurrence of the Minister of Finance, partici- 
pated with other countries in arrangements to 

provide short-term bridge financing to Mexico 
and Nigeria. In both cases, the financing was re- 
lated to economic adjustment programs under- 
taken by these countries in cooperation with the 
IMF and IBRD. Canada’s share in the u.s.$l. 1 

billion official facility for Mexico was u.s.$45 
million, and in the u.s.$250 million facility for 
Nigeria was U.S.$5 million. Only a small amount 
of the Mexican drawings remains outstanding, 
while the Nigerian loan has been repaid. 
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BANK OF CANADA OPERATIONS 

Bank of Canada Advances and Securities Market Operations 

The Bank of Canada has two principal 
liabilities: currency issued to meet the public’s 
demand for banknotes, and the deposits of char- 
tered banks and directly clearing members of the 
Canadian Payments Association (CPA) that are 
held at the Bank for reserve and settlement pur- 
poses. Normally, the asset counterpart of these 
liabilities is made up almost entirely of Govern- 
ment of Canada securities. However, in 1985 in 
response to persistent liquidity problems of cer- 
tain smaller banks, advances by the Bank to CPA 

members grew to represent a sizable proportion 
of the Bank’s total assets. During the early part 
of 1986 outstanding advances to chartered banks 
and other CPA members continued to increase, 
from $3.5 billion at the end of 1985 to a peak of 
$5.2 billion at the end of March 1986. Since 
then repayments have led to a very substantial 
reduction in advances to CPA members - to a 
level of $868 million at year-end. As these re- 
payments were made, the Bank was once again 
able to increase its overall holdings of Govern- 
ment of Canada securities, and these rose by 
$2.6 billion. Holdings of treasury bills increased 
by $3.9 billion, while holdings of Government 
of Canada marketable bonds fell by $1.3 billion. 
Other investments of the Bank rose by about $1 
billion during 1986 as the Bank purchased for- 
eign currency assets from the Exchange Fund 

Account as part of its regular cash management 
operations. Monthly changes in the Bank’s assets 
and liabilities are shown in Appendix Table I. 

The changes in the Bank’s outstanding 
advances over the course of the year were related 
primarily to loans that had been extended to four 
banks - the Canadian Commercial Bank and the 
Northland Bank, which ceased operating in 
1985, and the Continental Bank of Canada and 
the Bank of British Columbia, which have re- 
cently sold their assets to other banks. The con- 
tinuing process of liquidating the assets of the 
Canadian Commercial Bank and the Northland 
Bank enabled the repayment of part of the ad- 
vances that had been made to these institutions. 
At the end of 1986 Bank of Canada advances to 
the Canadian Commercial Bank stood at $481 
million, down from $1,095 million at the end of 
1985, while advances to the Northland Bank 
decreased from $481 million to $310 million 
over the same time period. 

On October 31, 1985 a special $1.4 
billion term advance to the Continental Bank of 
Canada from the Bank of Canada was announced 
in conjunction with a $1.5 billion line of credit 
from the major chartered banks. The term loan 
with the Bank of Canada, originally scheduled to 
mature April 30, 1986, was extended on three 
occasions and was due to expire at the end of 
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January 1987. In addition to the term advance, 
the Bank made short-term advances on a day-to- 
day basis, and total advances to the Continental 
Bank of Canada reached a peak of $2,848 mil- 
lion in 1986. On October 2, 1986 Lloyds Bank 
of Canada announced that it had reached an 
agreement to buy a substantial portion of the 
assets of the Continental Bank of Canada and 
to assume most of its liabilities. The liability 
for outstanding advances from the Bank was 
transferred to Lloyds Bank of Canada on 
November 7, 1986, the closing date of this 
transaction, and was fully repaid by mid- 
December. 

Substantial liquidity advances were also 
provided to the Bank of British Columbia begin- 
ning in February. These advances reached a peak 
of $975 million in the spring of 1986. In Novem- 
ber 1986, the Hongkong Bank of Canada 
announced its intention to purchase most of the 
assets of the Bank of British Columbia and to 
assume the bulk of its liabilities, including the 
Bank of Canada advances. This purchase was ef- 
fected on November 27, 1986, and the outstand- 
ing advance from the Bank of Canada was repaid 
before the end of November. 

The Bank of Canada also extended 
credit at various times in 1986 through Purchase 
and Resale Agreements (PRA) to those invest- 
ment dealers who are also money market job- 
bers. These periods centred around February and 
March, when the overnight costs of financing 
dealer inventories were high as the Bank sought 
wide spreads between short-term interest rates in 
Canada and the United States, and the final 
weeks of the year when technical factors in the 
U.S. markets put undesired upward pressure on 
overnight rates in Canada. The PRA extended to- 
wards year-end were for the most part “special” 
PRA. Special PRA are offered by the Bank on its 
own initiative and terms, rather than on the initi- 
ative of the jobbers. Since the initiative to pro- 
vide the financing rests with the Bank, such PRA 

provide the Bank with the scope for a more di- 
rect influence on the cost of overnight financing 
for investment dealers in circumstances where it 
is considered that the interest cost developing in 
the market is too high. Details of Bank of 
Canada advances to CPA members and the 

amount of PRA outstanding, including Special 
PRA, are shown in Appendix Table III. 

On one occasion in 1986 the Bank un- 
dertook a new type of transaction called Special 
Sale and Repurchase Agreements. Special Sale 
and Repurchase Agreements are essentially the 
opposite of Special PRA. That is, they provide 
the Bank with a direct method of stabilizing the 
cost of overnight financing against downward 
rather than upward rate pressure. The Bank ar- 
ranged $150 million of Special Sale and Repur- 
chase Agreements with chartered banks on 
August 29, 1986. 

The Bank adjusts its portfolio of 
Government of Canada bills and bonds either 
through transactions with the market or by ad- 
justing its participation in new issues of market- 
able bonds and at the weekly treasury bill tend- 
ers. During 1986 the Bank managed the very 
large changes in the composition of its assets pri- 
marily through its transactions in treasury bills. 

The Bank was at times also a net seller 
of bills to the market, especially at the beginning 
of February, when its actions were designed to 
produce upward pressure on short-term interest 
rates in support of the dollar and then in the period 
from late February through to May to moderate 
the decline in short-term interest rates as the 
dollar strengthened. The Bank was subsequently 
able to replace these bills and added a further 
$3.9 billion of bills to its portfolio at the regular 
weekly auctions. The acquisition of bills by the 
Bank at the auctions was particularly large dur- 
ing the period of heavy sales to the market and 
towards the end of the year when large repay- 
ments of advances by banks took place. Nor- 
mally the size of new treasury bill tenders is 
reduced during November and December when 
Government balances are high following the 
Canada Savings Bond campaign. With this 
year’s more modest outcome for the campaign, 
the bill auctions in late November and December 
were larger than in recent years and the Bank’s 
purchases were readily accommodated. The 
Bank also added to its holdings of marketable 
bonds at most of the new issues, yet sales to the 
market more than offset these purchases and 
over the year the bond portfolio was reduced by 
$1.3 billion. Most of the Bank’s bond sales were 
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concentrated in the first quarter of 1986. The 
Bank’s net securities transactions with the 
market and with the Government and other client 
accounts are shown on a monthly basis in 
Appendix Table IV. 

The Bank, as fiscal agent, is a party to 
the Government of Canada’s banking arrange- 
ments. At the beginning of April 1986 new 
arrangements between the Government and the 
financial institutions were put in place. The sys- 
tem was changed from one in which the Govern- 
ment held a certain amount of interest-free bal- 
ances with directly clearing members of the CPA 

as compensation for cheque clearing and other 
banking services, to one in which specific 
charges are levied for individual banking ser- 
vices. Under this fee-for-service system, the 
Government earns a basic rate of interest on all 
its demand balances, which are allocated to 
eligible institutions by formula, and places its 
remaining balances through competitive tender. 
The Government is thereby in a position to earn 
a higher rate of interest on that portion of its bal- 
ances that it determines is surplus to its needs for 
short periods of time. The first auction was held 
on April 1, 1986, and auctions are now held on a 
routine basis, usually once a week, depending 
upon the availability of surplus funds. Terms 
have ranged from three days to 28 days but are 
typically seven days, and tender amounts have 

varied from $200 million to $2.4 billion. The 
size, term and frequency of these auctions are 
decided by the Government with the Bank’s 
advice, and all directly clearing members of 
the CPA are eligible to bid. 

The revisions to the Government’s 
banking arrangements were followed by a 
change in the way the Bank carries out the final 
settlement of the daily clearings, a change that 
has substantially increased the efficiency of the 
payments system. On July 16, 1986 the Bank, in 
response to a request from the CPA, instituted a 
procedure to eliminate the effect of the normal 
one-day lag in the settlement of the daily clear- 
ing of cheques and other payment items among 
banks and other deposit-taking institutions. With 
this system the daily clearing results are entered 
on the books of the Bank of Canada so as to en- 
sure that the dating of settlements coincides with 
the date of exchange of clearing items. With this 
change it is no longer necessary for financial in- 
stitutions to monitor and analyze the patterns of 
receipts and disbursements of clients in an effort 
to estimate and charge for the average cost asso- 
ciated with payment items in transit (“float”) 
before they are settled. Similarly, it is no longer 
necessary for the major clients of the financial 
institutions to devote resources to adjusting the 
timing or routing of payments to minimize float 
charges. 
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Debt Management 

As fiscal agent for the Government, the 
Bank of Canada manages Government of Canada 
borrowing operations in domestic markets and 
assists with borrowings in foreign markets. In 
1986 the Government’s net domestic borrowing 
totalled about $17 billion, over $12 billion less 
than the amount borrowed in 1985. The amount 
raised from the general public, not including the 
banks, fell from $30.6 billion in 1985 to $11.6 
billion last year. 

Contributing to this substantial reduc- 
tion in borrowing were a decline of about $8 bil- 
lion in the Government of Canada’s financing 
requirements and a rundown in Government cash 
balances of $2.3 billion. In addition, foreign 
exchange transactions over the year generated 
$2.3 billion in Canadian funds. 

This reduced borrowing requirement 
allowed somewhat more scope to pursue a debt 
management policy of limiting the portion of fi- 
nancing done through longer-term borrowing at 
fixed rates and lessening the reliance on Canada 
Savings Bonds. The average term to maturity of 
Canada’s domestic marketable debt, comprising 
all unmatured issues of marketable bonds and 
treasury bills, declined from five years six 
months to five years one month in 1986. This 
was a result of the reduction in new bond issues 
with maturities of ten years or longer and an 
increased proportion of borrowing through 

treasury bills. 
Although the increase in the value of 

marketable Government of Canada bonds out- 
standing was less than in the previous year, there 
were 19 new issues in both 1985 and 1986. 
These issues raised $11.3 billion on a net basis 
after allowing for the redemption of about $3 bil- 
lion of maturing bonds. Almost two thirds of the 
new bonds issued were for terms to maturity of 
less than ten years. This relatively high percent- 
age of shorter-term borrowing was accompanied 
by a greater use of the auction technique to 
market new issues with terms in the two- to five- 

year area. The now well-established program of 
quarterly auctions of two-year bonds raised net 
new funds of $675 million while $2 billion was 
raised through four additional auctions of short- 
and mid-term bonds. In 1985 net financing 
through marketable Canada bonds amounted to 
$13.4 billion. Details of the 1986 marketable 
debt program are provided in Appendix Table V. 

Treasury bills outstanding at year-end 
were $69.7 billion, an increase of $10.3 billion 
over the year and $20 billion since 1984. The 
market for treasury bills has become a very flex- 
ible and major source of funds for the Govern- 
ment. While in most weeks there was an in- 
crease in the amount of bills auctioned through 
the regular three- and six-month issues and bi- 
weekly one-year issues, the magnitude of these 
increases and the size of the gross issues them- 
selves have varied widely depending on the Gov- 
ernment’s current needs. For example, around 
the beginning of 1986 when Government bal- 
ances were high due to the large Canada Savings 
Bond campaign, the amount of treasury bills 
outstanding was reduced by as much as $950 
million a week and by almost $6 billion over the 
two-month period from December 1985 to Feb- 
ruary 1986. The borrowing program was then in- 
creased to provide a net source of funds to re- 
place balances lost through large Canada Savings 
Bond redemptions, and by mid-February the net 
weekly increment was $800 million. The aggres- 
sive use of the treasury bill program has meant 
that the Government is now able to maintain 
lower cash balances and lower financing costs. 

As in past years the Government also 
offered special short-term cash management bills 
in October and early November to build up bal- 
ances for and during the first week in November. 
This is the period when there are large outflows 
of funds related to interest payments and 
redemptions of Canada Savings Bonds, while 
receipts from the sale of the new issue are typi- 
cally not received until after the end of the sales 
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period. This mismatch of cash flows has become 
quite large as a result of the large increase in the 
amount of Canada Savings Bonds maturing in 
recent years. In 1986 there were three $750 
million and one $500 million special cash man- 
agement bill issues compared with three $500 
million issues in 1985. 

The amount of Canada Savings Bonds 
outstanding reached an all-time high of over $50 
billion after the 1985 sales campaign. In the 
beginning of 1986 there was a flurry of early 
encashments of the 1985 series and the pace of 
redemptions picked up markedly in February 
as the rate of interest paid on competing instru- 
ments became more attractive. On February 17, 
1986 the Government announced that the rate of 
interest on all series of Canada Savings Bonds 
currently paying less than 10 per cent would be 
raised to 10 per cent for the four-month period 
March 1 to June 30, 1986. After this adjustment 
the rate of redemptions dropped off significantly 
and by July competitive rate pressures had eased 
sufficiently so that redemptions were not abnor- 
mally large in the July to October period. 

The 1986-87 Series of Canada Savings 
Bonds, the forty-first issue, provides for a rate of 
7% per cent for the first year beginning Novem- 
ber 1, 1986 and a minimum rate of 53/4 per cent 
for the remaining six years to maturity. Total 
sales for the campaign amounted to $9.2 billion 
including about $1.8 billion sold under the 
Payroll Savings Plan. After allowing for 
redemptions of the 1977 and 1979 series, which 
matured, as well as October and November 
redemptions of other series, net sales amounted 
to some $5.4 billion. However, Canada Savings 
Bond redemptions for the January to October 
period more than exceeded this net total, and 
for 1986 as a whole the amount of savings 
bonds outstanding declined by $4.4 billion. 

The following table shows changes in 
Government of Canada Canadian dollar securi- 
ties outstanding during 1985 and 1986 in total 
and by major categories of holders. 

New foreign borrowing operations over 
the year consisted of three bond issues in Eu- 
rope, totalling an equivalent of u.s.$1.9 billion, 

Summary of Changes in Government of Canada 
Securities Outstanding During 1985 and 1986 

Billions of dollars (par value) 
1985 1986 

Treasury bills  + 9.7 +10.3 
Marketable bonds   +13.3 +11.3 
Canada Savings Bonds   + 6.2 — 4.4 

Total   +29.2 +17.2 

Held by: 
Bank of Canada 

Treasury bills  + 0.5 + 3.9 
Marketable bonds   — 2.0 — 1.3 

Total   - 1.5 + 2.6 

Chartered Banks 
Treasury bills  — 0.3 + 2.5 
Marketable bonds   + 0.3 0.0 

Total   0.0 + 2.5 

Government Accounts 
Treasury bills  0.0 — 0.1 
Marketable bonds   + 0.2 + 0.6 

Total   + 0.2 + 0.5 

General Public 
Treasury bills  
Marketable bonds .... 
Canada Savings Bonds 

Total   

Memo: 
Government of Canada 
Cash Balances   + 2.3 — 2.3 

and a new short-term note program in the United 
States denominated in U.S. dollars. In addition, 
drawings were made at times on standby lines 
with banks. The equivalent of about u.s.$700 
million was repaid, including the prepayment of 
the equivalent of U.S.$380 million in yen loans 
and a u.s.$300 million bond maturity. Details of 
these borrowings and bond retirements are shown 
in Appendix Table V. 

Early in the year the Government bor- 
rowed actively in external markets as the weaker 
Canadian dollar resulted in increased use of the 

+ 9.6 + 4.0 
+ 14.8 +12.0 
+ 6.2 - 4.4 

+ 30.6 +11.6 
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Exchange Fund Account. Two new borrowings 
were arranged in Europe for delivery in Febru- 
ary, and extensive use was made of U.S. dollar 
standby credit lines with Canadian and interna- 
tional banks. The European borrowings consisted 
of an 80 billion yen (equivalent to u.s.$415 
million) issue of five-year bonds and a u.s.$l 
billion issue of ten-year bonds. The fixed rate 
Euro-yen liability was swapped into a floating- 
rate U.S. dollar liability. Drawings outstanding 
under the standby credit facilities totalled 
u.s.$2,850 million at the end of February. As 
the Canadian dollar strengthened, these short- 
term loans were allowed to run off and by the 
end of July the balance outstanding was nil. 

A second Euro-yen borrowing was un- 
dertaken in July. The issue consisted of 80 bil- 
lion yen 55/s per cent bonds maturing in seven 
years. The proceeds were used in part to prepay 
two yen-syndicated loans originally arranged 
with Japanese banks and insurance companies in 
1979. The balances on these loans, which total- 
led about 60 billion yen, carried rates of interest 
of 7.1 per cent and 7.5 per cent. The 20 billion 

yen liability remaining from the new issue was 
swapped into floating-rate debt denominated in 
U.S. dollars. 

Modest use of the standby credit facility 
with the Canadian banks was made in August, 
but by the end of September these drawings were 
repaid, and no drawings were undertaken during 
the last three months of the year. 

In early October a short-term note pro- 
gram was launched in the U.S. money market to 
provide Canada with a low-cost source of short- 
term U.S. funds on an ongoing basis. Under this 
program, administered by the Bank on behalf of 
the Government, Canada issues obligations in 
the United States known as “Canada Bills”, 
which have a term to maturity of not more than 
270 days. At year-end the amount of Canada 
Bills outstanding was U.S.$934 million. 

Renegotiation of the standby credit 
agreement with U.S. and other foreign interna- 
tional banks was completed in November. The 
amendments include a lower commitment fee, 
lower costs of borrowing and an extension of the 
maturity date of the facility to 1994. 
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Foreign Exchange Operations 

During the first quarter of 1986 the Ca- 
nadian dollar was under considerable downward 
pressure. It touched a record low of u.s.$0.6913 
on February 4. This decline was largely reversed 
over the next few days by forceful intervention in 
both the foreign exchange market and the 
domestic securities market. These actions were 
supported by the announcement by the Minister 
of Finance that the Canadian government would 
undertake further borrowings abroad to bolster 
exchange reserves. Another sizable decline in 
the value of the dollar occurred at the end of 
February and continued into early March, but the 
dollar again recovered rapidly. In subsequent 
quarters the Canadian dollar traded in a rela- 
tively narrow range centred just above 
u.s.$0.72. Over the year as a whole the Cana- 
dian dollar rose by 1.3 per cent against the U.S. 
dollar, while on a trade-weighted basis against 
the major currencies it fell by 2.0 per cent. 

In early 1987 the Canadian dollar rose 
strongly against the U.S. dollar and was trading 
above U.S.$0.7450 at the end of January. On a 
trade-weighted basis the increase was less, given 
the further decline of both the Canadian and 
U.S. dollars against overseas currencies. 

Foreign exchange market operations by 
the Bank of Canada, as agent for the Exchange 
Fund Account of the Minister of Finance, con- 

tinued to be oriented towards promoting orderly 
market conditions by dampening excessive 
movements in the exchange rate. In the circum- 
stances, there were significant purchases and 
sales of foreign exchange for stabilization pur- 
poses. Largely reflecting the dollar’s pronounced 
weakness early in the year, official sales of 
foreign exchange in 1986 exceeded official 
purchases. 

Canada’s holdings of foreign exchange 
reserves were supplemented as needed by draw- 
ings on Canada’s standby credit facilities with 
both Canadian and foreign banks. These facili- 
ties, along with net longer-term external borrow- 
ings of the equivalent of almost u.s.$1.2 billion, 
were used to replenish the Exchange Fund Ac- 
count during 1986. More recently the issuance 
of Canada Bills, obligations denominated in 
U.S. dollars, has provided Canada with an addi- 
tional source of short-term funds. As in previous 
years, other changes in the composition of re- 
serves reflected transactions in SDRS with the IMF 

and other IMF members and modest sales of gold 
from the Account for U.S. dollars. 

Canada’s holdings of official inter- 
national reserves were the equivalent of 
u.s.$3,275.6 million at the end of 1985 and 
u.s.$4,095.6 million at the end of 1986. 
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Currency, Debt Service and Banking Operations 

In addition to the activities discussed in 
previous sections of this Report, the Bank has a 
number of operational responsibilities that in- 
volve the processing of large volumes of material 
and data. In particular, the Bank is responsible 
for the issue of banknotes and acts as fiscal agent 
for the Government of Canada in servicing its 
debt. Notwithstanding an increasing reliance on 
automated processing systems to support an ex- 
panding workload, about one half of the Bank's 
staff is directly involved in carrying out these 
functions. 

The Bank also provides banking ser- 
vices to the Government and operates deposit 
accounts for members of the Canadian Payments 
Association, foreign central banks and interna- 
tional institutions. As well, the Bank is the 
custodian of unclaimed balances originally 
deposited with chartered banks and transferred 
to the Bank after these accounts have been inac- 
tive for ten years. 

Note Issue 
Banknotes are issued by the Bank 

through financial institutions to meet the public’s 
demand for additional notes and to replace used 
notes that are no longer suitable for circulation. 
Notes issued comprise new notes and reissues of 
used notes still fit for circulation that have been 
returned to the Bank by institutions with surplus 
holdings. 

The number of banknotes in circulation 
has been rising by about 5 per cent a year in recent 
years, but the volume of banknotes processed by 
the Bank of Canada has been increasing much 
more rapidly. For example, the number of notes 
issued increased in total by over 10 per cent in 
both 1985 and 1986, with similar increases in 

the number of used notes returned to the Bank 
by financial institutions. This high turnover of 
notes between financial institutions and the Bank 
has resulted in part from the expanding number 
of automatic banking machines, over 4,000 of 
which are in use in Canada. As in other coun- 
tries, easier access to banknotes appears to have 
prompted the public to rely more heavily on cash 
as a means of payment. This has led to a greater 
demand for banknotes from the Bank of Canada 
by financial institutions to stock their automatic 

Banknotes 
Billions of notes 

1980 81 82 83 84 85 86 
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banking machines and to a higher volume of 
notes returned to the Bank by institutions that re- 
ceive more notes deposited by their customers 
than they require. An upgrading of the quality of 
notes for use in automatic banking machines has 
also increased the turnover of notes, with more 
used notes being withdrawn from circulation and 
more new notes being issued by the Bank. 

To cope with the increased processing 
requirements for used banknotes and to maintain 
standards for the quality of used notes reissued, 
the Bank has a program underway to equip its 
Agencies with high-speed note-handling equip- 
ment that counts, authenticates and verifies de- 
nominations of used notes and sorts those to be 
reissued and those to be destroyed. By the end of 
1986 such equipment had been installed in all 
but one of the Bank’s nine Agencies. 

During 1986 the Bank introduced the 
first two denominations of a new series of bank- 
notes. The new $5 note was made available to 
main offices of chartered banks and other finan- 
cial institutions from the Bank’s Agencies on 
April 28 and the new $2 note was made available 
on September 2. By the end of 1986, 105 mil- 
lion new-series $5 notes had been issued, com- 
prising three quarters of the total number of new 
$5 notes issued during the year, and 44 million 
new-series $2 notes had been issued, over one 
third of the total. 

Other denominations of the new series 
of notes will follow over a number of years. The 
new series incorporates additional security fea- 
tures against counterfeiting, changes to facilitate 
more efficient use of the high-speed note- 
handling machines and features to assist the 
blind and visually impaired to distinguish 
among denominations of notes. 

The Bank will not redesign the $1 note 
as part of the new series. This decision was 
taken following the Government of Canada’s an- 
nouncement that a new $1 circulating coin will 
be introduced in mid-1987. The Bank plans to 
cease issuing the $1 note in 1989. However, it 
should be emphasized that all Bank of Canada 
notes remain legal tender for their full face 
value even when they are no longer in general 
circulation. 

Debt Service 
The number of certificates issued for 

Government of Canada bonds and treasury bills 
declined in 1986, owing primarily to a substan- 
tially smaller Canada Savings Bond campaign 
compared with the previous year. However, the 
number of certificates redeemed continued to 
increase, as did the number of interest payments 
made directly by the Bank to holders of 
outstanding Government debt. 

Canada Savings Bonds comprise over 
80 per cent of the total number of certificates 
processed in connection with new issues and re- 
demptions of Government of Canada securities 
and an equally high percentage of interest pay- 
ments to holders of outstanding debt. As a result 
of the autumn sales campaign and November 
maturities, the work related to Canada Savings 
Bonds is subject to an annual peak that the Bank 
meets with temporary staff. 

In 1986, in addition to its usual notifi- 
cations to holders of maturing regular-interest 
Canada Savings Bonds and fully registered mar- 
ketable Government bonds, the Bank also sent 
notices to the 68,000 remaining holders of ma- 
tured compound-interest Canada Savings Bonds 
advising them that their bonds had ceased to bear 
interest and should be redeemed. This change 
led to a substantial increase in the number of in- 
quiries from the public regarding matured bonds 
and in the number of replacements of missing 
bonds. 

Unclaimed Bank Balances 
The Bank processed 5,600 inquiries 

concerning unclaimed bank balances in 1986, an 
increase of 15 per cent following increases of 
over 30 per cent in each of the previous two 
years. In late 1983, to facilitate recovery of un- 
claimed balances by their owners, copies of the 
central records of all accounts held by the Bank 
were placed in each Agency. These records are 
updated annually and are directly accessible to 
the public without charge. In 1986 payments 
were made in respect of 2,500 claims, an in- 
crease of some 50 per cent from the previous 
year. 
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APPENDIX TABLE I 

Bank of Canada Assets and Liabilities 

Monthly changes, millions of dollars 

Government Net Advances All other 
of Canada foreign to CPA assets 
securities at currency members (net) 
book value assets 

1986 

January 

February 

March 

April 

May 

June 

July 

August 

September 

October 

November 

December 

Annual 
change 

- 212 

- 1,346 

+ 161 

-1,325 

+ 1,422 

- 274 

+ 901 

- 411 

+ 1,429 

+ 743 

+ 1,112 

+ 344 

+ 2,544 

+ 88 

+ 201 

- 262 

+ 295 

- 281 

+ 71 

- 86 

+ 82 

- 80 

8 

- 10 

+ 1,049 

+ 1,060 

- 236 

- 173 

-1,822 

- 367 

- 381 

- 19 

- 409 

- 93 

- 71 

- 766 

-1,607 

- 974 

-2,601 

- 3 

-234 

-126 

-380 

-252 

-110 

-198 

- 8 

- 46 

-165 

-109 

h 393 

H243 

Note 
circulation Chartered 

banks 

Canadian dollar deposit liabilities 
Other 
CPA 

members 

Government Other 
of Canada 

-1,820 

- 31 

+ 340 

+ 138 

+ 222 

+ 740 

- 67 

+ 113 

- 156 

- 72 

+ 211 

+ 1,621 

+ 1,239 

+ 1,387 

- 849 

- 94 

+ 99 

+ 328 

- 356 

+ 51 

- 86 

+ 402 

- 594 

+ 304 

- 349 

+ 245 

+ 173 

-239 

- 99 

+ 301 

- 28 

-187 

- 34 

- 80 

+ 21 

- 1 

- 29 

+ 237 

+ 36 

- 112 

— 66 

+ 1,472 

-1,592 

+ 497 

- 502 

+ 265 

- 261 

+ 1,137 

+ 483 

- 946 

- 640 

- 265 

+ 10 

-21 

-26 

+ 36 

- 7 

-28 

- 9 

+ 70 

-31 

-12 

+ 64 

-57 
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APPENDIX TABLE II 

Chartered Bank Cash Reserves and Clearing Balances of Other Directly 
Clearing Members of the Canadian Payments Association 

Millions of dollars unless otherwise indicated 

Chartered bank cash reserves 

Total Average Required Average 
minimum holdings minimum holdings 
cash of statutory Bank of Bank 
requirements coin and of Canada of Canada 

Bank of deposits deposits 
Canada notes 

1986 

January 

February 

March 

April 

May 

June 

July 

August 

September 

October 

November 

December 

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 

5,977 

5,834 

5,288 

5,374 

5,359 

5,355 

5,352 

5,436 

5,352 

5,367 

5,380 

5,479 

2,909 

3,288 

2,796 

2,751 

2,819 

2,887 

2,970 

3,034 

3,057 

3,098 

3,024 

3,135 

3,068 

2,545 

2,492 

2,624 

2,540 

2,468 

2,382 

2,403 

2,294 

2,268 

2,356 

2,344 

3,103 

3,149 

2,612 

2,595 

2,555 

2,612 

2,700 

2,734 

2,578 

2,601 

2,504 

2,508 

2,392 

2,413 

2,435 

2,456 

2,315 

2,332 

2,291 

2,369 

2,429 

2,416 

2,403 

2,434 
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Chartered bank cash reserves 

Clearing balances of other 
directly clearing members of the 
Canadian Payments Association 

Sum of 
reservable 
day weights 
in period 

Cumulative Average excess 
excess reserves reserve ratios 
at end 
of period 

Average holdings Number of 
of Bank of clearing 
Canada deposits days in 

month 

15 

16 

14 

14 

14 

17 

15 

15 

15 

15 

14 

17 

15 

16 

17 

15 

14 

15 

15 

18 

14 

14 

15 

17 

526 

1,291 

936 

690 

891 

2,048 

1,147 

1,654 

566 

916 

499 

688 

151 

492 

549 

804 

289 

558 

335 

1,820 

1,026 

842 

894 

1,538 

.024 

.056 

.047 

.034 

.046 

.087 

.055 

.079 

.027 

.044 

.026 

.029 

.007 

.022 

.023 

.038 

.015 

.027 

.016 

.072 

.053 

.043 

.042 

.064 

125 

106 

125 

146 

124 

102 

104 

94 

90 

81 

92 

124 

22 

20 

20 

22 

21 

21 

22 

21 

21 

22 

19 

21 
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APPENDIX TABLE III 

Bank of Canada Advances to Members of the Canadian Payments 
Association and PRA Outstanding 

Millions of dollars unless otherwise indicated 

Advances to chartered banks 

Number Average 
of days amount 
outstanding outstanding1" 

Purchase and Resale 
Agreements 

Number Average 
of days amount 
outstanding outstanding1" 

Advances to directly clearing 
non-bank members of the CPA 

Number 
of days 
outstanding 

Average 
amount 
outstanding'21 

1986 
January 

February 

March 

April 

May 

June 

July 

August 

September 

October 

November 

December 

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 

10 
12 

10 
10 

10 
10 

11 
11 

11 
10 

10 
11 

10 
12 

11 
10 

10 
11 

10 
12 

9 
10 

11 
10 

4.053.8 
3.847.6 

3.970.9 
3.843.6 

4.457.4 
4.657.8 

4.845.9 
4.838.5 

4.733.2 
4.568.2 

4,355.4 
4.251.1 

4.168.9 
4,031.8 

3.928.1 
3.796.2 

3.839.7 
3.852.3 

3.661.6 
3.379.7 

2,971.2 
1,923.0 

1,071.6 
832.3 

10 

10 
10 

11 
6 

3 
7 

2 
2 

112.9 
186.7 

303.9 
494.6 

556.3 
572.4 

536.8 
371.8 

26.0 
173.7 

21.0 
12.2 

145.0 
104.1 

0.6 

24.0 
73.9 

61.5 
47.5 

11.7 
65.5 

249.8 
104.5 

7 

9 

10 

7 

8 

10 

7 

11 

10 

6 

9 

9 

15.4 

15.7 

29.3 

23.7 

16.0 

15.6 

15.2 

17.6 

20.4 

7.9 

36.7 

13.8 

'" Advances to chartered banks and Purchase and Resale Agreements summed and divided by number of reservable days in the averaging 
period 

,2> Advances to non-bank members of the Canadian Payments Association summed and divided by number of clearing days in the month 
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APPENDIX TABLE IV 

Bank of Canada Net Transactions in Government of Canada Securities 
and Bankers’ Acceptances 

Delivered basis, par value in millions of dollars 

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

Treasury Bonds Bankers’ 

bills 3 years 3-5 5-10 Over acceptances 
and under years years 10 years 

Total Securities 

of bills, under 
bonds and PRA 
bankers’ 
acceptances 

1986 

January 

February 

March 

April 

May 

June 

July 

August 

September 

October 

November 

December 

Total 

- 227.0 

- 2,802.0 

- 1,226.0 

- 2,375.0 

- 1,777.0 

- 1,100.0 

- 140.0 

- 505.0 

35.0 

- 235.0 

-10,422.0 

50.0 

65.0 

0.2 

-115.2 

-285.0 

- 30.5 

5.9 

-321.4 

105.0 

- 89.0 

-185.0 

0.2 

-185.0 

-405.0 

-190.0 

-200.0 

14.0 

-378.8 -994.0 

- 412.0 

- 3,647.0 

- 1,600.5 

- 2,760.0 

- 1,777.0 

- 1,100.0 

- 154.0 

- 505.0 

35.0 

5.9 

- 235.0 

-12,231.4 

+ 105.2 

+ 537.2 

- 19.3 

-699.8 

+ 283.0 

-283.0 

+ 74.3 

- 74.3 

+ 648.8 

- 78.8 

-155.4 

-414.6 

- 76.7 

(Continued) 
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APPENDIX TABLE IV (Continued) 

Bank of Canada Net Transactions in Government of Canada Securities 
and Bankers’ Acceptances 

Delivered basis, par value in millions of dollars 

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 accounts 
and client accounts 

Bills Bonds 

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

Bills Bonds Bankers’ Total 
acceptances 

+ 455.8 

+ 1,950.7 

+ 1,889.1 

+ 2,435.5 

+ 3,145.9 

+ 1,364.5 

+ 1,112.9 

+ 340.4 

+ 963.9 

+ 824.2 

+ 1,438.9 

+ 948.1 

+ 16,869.9 

+ 85.0 

- 87.3 

+ 200.0 

+ 75.0 

+ 150.0 

+ 5.0 

+ 75.0 

- 49.7 

+ 37.9 

+ 490.9 

- 350.1 

- 279.5 

- 22.3 

- 528.8 

- 268.6 

- 287.3 

- 287.7 

- 181.1 

- 197.8 

+ 88.2 

+ 94.6 

- 244.0 

-2,464.4 

+ 1.3 

+ 7.5 

+ 1.5 

+ 1.3 

+ 10.4 

+ 1.0 

+ 4.3 

+ 0.3 

+ 27.6 

- 31.1 

- 621.1 

+ 657.0 

-1,161.1 

+ 1,383.3 

- 305.8 

+ 759.5 

- 420.0 

+ 1,363.8 

+ 849.7 

+ 1,143.1 

+ 289.5 

+ 3,906.8 

- 168.7 

- 732.5 

- 489.8 

- 190.5 

+ 76.3 

+ 10.4 

+ 136.0 

+ 6.0 

+ 95.4 

- 71.7 

+ 38.2 

-1,290.9 

- 199.8 

- 1,353.6 

+ 167.2 

- 1,351.6 

+ 1,459.6 

- 295.4 

+ 895.5 

- 414.0 

+ 1,459.2 

+ 778.0 

+ 1,143.1 

+ 327.7 

+ 2,615.9 
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APPENDIX TABLE V 

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

Date in 

1986 

Issues offered/ 

retired 

Term to 

maturity 

Yield to 

maturity 

Millions of dollars par value 

Amount 
delivered 

Amount 
retired 

Issues payable in Canadian dollars - direct and guaranteed 
Feb. 1 12'4% Feb. 1, 1986 

Feb. 6 

Feb. 26 

Mar. 6 

Mar. 15 

Apr. 10 

Apr. 28 

May 1 

May 22 

June 

June 

June 

July 

July 

1 

6 

12 

1 

3 

93/4% Dec. 15, 1988 
93/t% May 1, 1991 
1014% Mar. 1, 1996 

10% Feb. 26, 1990 

101/2% Mar. 6, 1986 

93/4% Mar. 6, 1988 

10% Mar. 15, 1986 
9%% Dec. 15, 1988 
93/4% May 1, 1991 
93/4% Mar. 1, 2010 

914% Apr. 15, 1989 
914% Mar. 1, 1991 
914% May 1, 1996 
914% June 1, 2010 

8/2% July 1, 1989 
8/2% July 1, 1991 
83A% June 1, 1996 
83/4% Oct. 1, 2010 

1414% May 1, 1986 

8/2% July 1, 1989 
814% July 1, 1991 
83/4% June 1, 1996 

15/4% June 1, 1986 

13% June 6, 1986 

8/2% June 6, 1988 

8/2% July 1, 1991 

1434% July 1, 1986 

814% July 1, 1989 
8/2% July 1, 1991 
9% Mar. 1,2011 

2 yrs. 10 mos. 9 days 
5 yrs. 2 mos. 23 days 
10 yrs. 23 days 

4 yrs. 

2 yrs. 

2 yrs. 9 mos. 
5 yrs. 1 mo. 17 days 
23 yrs. 11 mos. 17 days 

3 yrs. 5 days 
4 yrs. 10 mos. 21 days 
10 yrs. 21 days 
24 yrs. 1 mo. 21 days 

3 yrs. 2 mos. 3 days 
5 yrs. 2 mos. 3 days 
10 yrs. 1 mo. 3 days 
24 yrs. 5 mos. 3 days 

3 yrs. 1 mo. 10 days 
5 yrs. 1 mo. 10 days 
10 yrs. 10 days 

2 yrs. 

5 yrs. 19 days 

2 yrs. 11 mos. 29 days 
4 yrs. 11 mos. 29 days 
24 yrs. 7 mos. 29 days 

9.82 
9.92 

10.24 

10.12 

9.98 

9.92 
9.71 
9.77 

9.24 
9.18 
9.28 
9.44 

8.62 
8.64 
8.82 

8.30 
8.52 
8.82 

8.60 

8.90 

8.97 
9.21 

175'2> 
300 
350 

825 

500 

550 

175® 
325® 
325 

825 

125® 
175® 
475 
325 

1,100 

125 
225 
425 
325 

1,100 

175(H) 

325(l2> 
400m> 

900 

550 

500161 

150"8> 
350™ 
325 

60 

350® 

625® 

173® 

91101 

504) 

375™ 

5(17) 

825 
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APPENDIX TABLE V (Continued) 

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

Date in 

1986 

Issues offered/ 

retired 

Term to 

maturity 

Yield to 

maturity 

Millions of dollars par value 

Amount 
delivered 

Amount 
retired 

Issues payable in Canadian dollars - direct and guaranteed 

July 

Aug. 

Sept. 

Sept. 

Oct. 

24 

11 

2 

Oct. 23 

Nov. 12 

Dec. 5 

Dec. 15 

8'/2% July 1, 1989 

8'/2% July 1, 1991 

834% June 1, 1996 

9% Aug. 1. 1990 

8Vi% July 1, 1989 

83/4% Dec. 15, 1991 

9% Mar. 1,2011 

!2‘/4% Sept. 5, 1986 

83/4% Sept. 5, 1988 

8% Oct. 1, 1986 

18% Oct. 1, 1986 

8'/2% July 1, 1989 

83/.% Dec. 15, 1991 

83/4% June 1, 1996 

8'/2% July 1, 1989 

83/4% Dec. 15, 1991 

9% Mar. 1,2011 

83/4% Dec. 15, 1991 

10%% Dec. 5, 1986 

8>/2% Dec. 5, 1988 

10% Dec. 15, 1986 

8!/2% July 1, 1989 

83/4% Feb. 1, 1994 

8%% June 1, 1996 

9% Mar. 1, 2011 

2 yrs. 11 mos. 8 days 

4 yrs. 11 mos. 8 days 

9 yrs. 10 mos. 8 days 

3 yrs. 11 mos. 21 days 

2 yrs. 9 mos. 29 days 

5 yrs. 3 mos. 13 days 

24 yrs. 5 mos. 29 days 

2 yrs. 

2 yrs. 9 mos. 

5 yrs. 2 mos. 14 days 

9 yrs. 8 mos. 

2 yrs. 8 mos. 9 days 

5 yrs. 1 mo. 23 days 

24 yrs. 4 mos. 9 days 

5 yrs. 1 mo. 3 days 

2 yrs. 

2 yrs. 6 mos. 17 days 

7 yrs. 1 mo. 17 days 

9 yrs. 5 mos. 17 days 

24 yrs. 2 mos. 17 days 

8.59 

8.65 

8.76 

9.04 

8.81 

8.83 

8.99 

8.87 

8.90 

9.01 

9.06 

9.00 

9.02 

9.24 

9.03 

8.73 

8.43 

8.72 

8.76 

8.95 

175(2°> 

300'211 

350<22> 

825 

500 

100<23> 

400 

325(24> 

825 

550 

125<28) 

400l29> 
375(5°) 

900 

250<3I> 

300<32> 
300(33) 

850 

500'34' 

600 

75(37) 

250 
42508) 

350(39) 

Total bonds payable in Canadian dollars 

Total treasury bills* 

1,100 
14,325(4°) 

178,350 

400>25> 

410(2« 
7(27) 

450(55) 

200
l36) 

3,014<«' 

168,050 

Issues payable in foreign currencies - direct 
Feb. 20 

Feb. 27 

Mar. 20 

Yen 80,000 million 

6'/s% bonds due 

Feb. 20, 1991 

U.S. $1,000 million 

9% bonds due 

Feb. 27,1996 

5 yrs. 

10 yrs. 

6 ] 4(411(42) 

1,410<43> 

8(44) 
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Millions of dollars par value Date in Issues offered/ Term to Yield to 

1986 retired maturity maturity Amount Amount 

delivered retired 

Issues payable in Canadian dollars - direct and guaranteed 

Apr. 15 

July 23 Yen 80,000 million 
5%% bonds due 
July 23, 1993 7 yrs. 

Oct. 15 

Nov. 3 U.S. $300 million 
1614% bonds due 
Nov. 3, 1986 

] (45) 

709(411(46) 

416(471 

Total bonds payable in foreign currencies 2,733 426 
Total Canada Bills** 1,528 238 

* Includes 10-day, 24-day, 31-day, 38-day, three-month, six-month and one-year treasury bills. 
** Canada Bills are short-term U.S.-dollar-denominated notes issued for terms not exceeding 270 days. 
(1) Maturity of 121/2% bonds issued Feb. 1, 1981 
121 In addition to $125 million of 914% bonds due Dec. 15, 1988 already outstanding 
(3> Maturity of 10’/2% bonds issued Mar. 6, 1984 
«> Maturity of 10% bonds issued Feb. 22, 1983, Mar. 15, 1983, Apr. 27, 1983, Oct. 15, 1983, Nov. 8, 1983 
(5) In addition to $300 million of 914% bonds due Dec. 15, 1988 already outstanding 
m In addition to $300 million of 93/i% bonds due May 1, 1991 already outstanding 
<7> Cancellation of $22.5 million of 9/2% Oct. 1, 2003 bonds, $19.1 million of 10% Oct. 1, 1995 bonds, $18.1 million of 

9% Oct. 15, 1999 bonds, $29.3 million of 9!4% June 15, 1994 bonds, $30.0 million of 914% May 15, 1997 bonds, $7.5 
million of 834% Feb. 1, 2002 bonds, $32.5 million of 9/2% Oct. 1, 2001 bonds, and $12.5 million of 934% Dec. 15. 2000 
bonds 

181 In addition to $150 million of 914% bonds due Apr. 15, 1989 already outstanding 
m In addition to $375 million of 9'4% bonds due Mar. 1, 1991 already outstanding 
i'01 Maturity of 141/2% bonds issued May 1, 1981 
11,1 In addition to $125 million of 8/2% bonds due July 1, 1989 already outstanding 
(l2) In addition to $225 million of 8/2% bonds due July 1, 1991 already outstanding 
<13) In addition to $425 million of 83A% bonds due June 1, 1996 already outstanding 
(l4> Maturity of 1514% bonds issued June 1, 1981, July 31, 1981 
<151 Maturity of 13% bonds issued June 6, 1984 

<l6> In addition to $550 million of 8/2% bonds due July 1, 1991 already outstanding 
,m Maturity of 143A% bonds issued July 1, 1981 
(l8) In addition to $300 million of 8/2% bonds due July 1, 1989 already outstanding 
(l9> In addition to $1,050 million of 8/2% bonds due July 1, 1991 already outstanding 
(20> In addition to $450 million of 8/2% bonds due July 1, 1989 already outstanding 
1211 In addition to $1,400 million of 8/2% bonds due July 1, 1991 already outstanding 
1221 In addition to $825 million of 814% bonds due June 1, 1996 already outstanding 
1231 In addition to $625 million of 8/2% bonds due July 1, 1989 already outstanding 
<241 In addition to $325 million of 9% bonds due Mar. 1, 2011 already outstanding 
<25> Maturity of 1294% bonds issued Sept. 5, 1984 
<26) Maturity of 8% bonds issued Apr. 1, 1977 
<2,) Maturity of 18% bonds issued Oct. 15, 1981 
1281 In addition to $725 million of 8/2% bonds due July 1, 1989 already outstanding 

(Continued) 
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APPENDIX TABLE V (Continued) 

*MI In addition to $400 million of 8%% bonds due Dec. 15, 1991 already outstanding 
i™1 In addition to $1,175 million of 83/4% bonds due June 1, 1996 already outstanding 

In addition to $850 million of bonds due July 1, 1989 already outstanding 
l32> In addition to $800 million of 83/4% bonds due Dec. 15, 1991 already outstanding 
1331 In addition to $650 million of 9% bonds due Mar. 1, 2011 already outstanding 
l34> In addition to $1,100 million of 83/4% bonds due Dec. 15, 1991 already outstanding 
1351 Maturity of \WA% bonds issued Dec. 5, 1984 
(3fl1 Maturity of 10% bonds issued Dec. 15, 1983, Feb. 1, 1984 
(37> In addition to $1,100 million of 8‘/2% bonds due July 1, 1989 already outstanding 
<38> In addition to $1,550 million of 8%% bonds due June 1, 1996 already outstanding 
<w> In addition to $950 million of 9% bonds due Mar. 1, 2011 already outstanding 
1401 Excludes CNR bonds 
(41> Issued in the Euro-Yen market 
<42> Swapped into a variable rate U.S. dollar liability based on 6-month LIBOR minus about 55 basis points. 
1431 Issued in the Euro-U.S. market 
1441 Cancellation of SFr 12.0 million of ¥/s% Mar. 20, 1989 bonds 
(«! Partial redemption at par of U.S. $0.8 million 5% issue due Oct. 15, 1987 for sinking fund 

<*> Yen 20,000 million was swapped into a variable rate U.S. dollar liability based on 6-month LIBOR minus about 
54 basis points. 

1471 Maturity of U.S. $300 million \6'A% bonds issued Nov. 3, 1981 
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BANK OF CANADA Statement of Revenue and Expense 

Year Ended December 31, 1986 
(with comparative figures for 1985) 

1986 1985 

(thousands of dollars) 

REVENUE 

Revenue from investments and other sources 

net of interest paid on deposits of $6,601 

($4,552 in 1985)-  

EXPENSE 

Salaries'11  

Contributions to pension and insurance funds'21 

Other staff expenses131  

Directors’ fees  

Auditors’ fees and expenses  

Taxes - municipal and business  

Banknote costs  

Data processing and computer costs  

Premises maintenance - net of rental income'41 

Printing of publications  

Other printing and stationery   

Postage and express  

Telecommunications  

Travel and staff transfers  

Other expenses  

Depreciation on buildings and equipment 

NET REVENUE PAYABLE TO 

RECEIVER GENERAL FOR CANADA 

$2.092,189 

$ 62,234 

7,040 

1,411 

109 

740 

8,161 

32,561 

5,745 

14,805 

541 

2,119 

2,158 

1,574 

2,009 

2,067 

143,274 

12,449 

155,723 

$1,936,466 

$2,027,447 

$ 57,018 

8,073 

1,564 

70 

380 

7,496 

33,007 

5,142 

12,585 

459 

1,831 

2,106 

1,817 

2,112 

1,770 

135,430 

11.986 

147,416 

$1,880,031 

(1) Salaries include overtime and are for Bank staff other than those engaged in premises maintenance. The number of employee years 
worked by such staff (including temporary, part-time and overtime work) was 2,289 in 1986 compared with 2,215 in 1985. 

121 Contributions to pension and insurance funds for Bank staff other than those engaged in premises maintenance. 
121 Other staff expenses include retirement allowances and educational training costs. 
141 Premises maintenance comprises building and equipment maintenance expenses including related staff costs. 

(See accompanying notes to the financial statements) 
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BANK OF CANADA Statement of Assets and Liabilities 

as at December 31, 1986 
(with comparative figures for 1985) 

ASSETS 1986  
(thousands of dollars) 

Deposits payable in foreign currencies: 

U.S.A. dollars  $ 314,896 

Other currencies    8,159 

323,055 

Advances to members of the Canadian Payments Association (note 2)  867,531 

Investments — at amortized values (note 3): 

Treasury bills of Canada   7,803,859 

Other securities issued or guaranteed by 

Canada maturing within three years  2,969,430 

Other securities issued or guaranteed by 

Canada not maturing within three years  7,437,840 

Other investments  1,024,157 

19,235,286 

Bank premises (note 4)   138,472 

Cheques drawn on members of the Canadian Payments Association (note 8) — 

Accrued interest on investments  323,363 

Collections and payments in process of settlement: 

Government of Canada (net) (note 8)   — 

Other assets   57,008 

$20,944,715 

(See accompanying notes to the financial statements) 

1985 

$ 533,581 

35,723 

569,304 

3,468,756 

3,983,915 

3,459,594 

8,223,748 

2,633 

15,669,890 

118,471 

767,344 

345,224 

145,771 

49,830 

$21,134,590 
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LIABILITIES 1986 1985 

Capital paid up (note 5)  

Rest fund (note 6)  

Notes in circulation   

Deposits: 

Government of Canada  

Chartered banks  

Other members of the Canadian 

Payments Association  

Other deposits  

Liabilities payable in foreign currencies: 

Government of Canada  

Other  

Bank of Canada cheques outstanding (note 8) 

Other liabilities (note 7)  

(thousands of dollars) 

$ 5,000 

25,000 

17,911,360 

48,647 

2,446,039 

241,211 

159,132 

2,895,029 

86,992 

 27 

87,019 

11,351 

9,956 

$ 5,000 

25,000 

16,671,992 

313,416 

2,201,122 

205,528 

168,238 

2,888,304 

371,943 

 27 

371,970 

935,793 

236,531 

$20,944,715 $21,134,590 

Governor, G. K. BOUEY Chief Accountant, J. E. H. CONDER 

Auditors’ Report We have examined the statement of assets and liabilities of the Bank of Canada as at December 31, 1986 
and the statement of revenue and expense for the year then ended. Our examination was made in 
accordance with generally accepted auditing standards, and accordingly included such tests and other 
procedures 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, 1986 and the results of its operations for the year then ended in accordance with the accompanying 
summary of significant accounting policies, applied on a basis consistent with that of the preceding year. 

ARTHUR ANDERSEN & CO. ERNST & WHINNEY 

Ottawa, Canada, January 15, 1987. 
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BANK OF CANADA Notes to the Financial Statements 
December 31, 1986 

1. Significant Accounting Policies 
The financial statements of the Bank conform to the disclosure and accounting requirements of the Bank of Canada 

Act and the Bank’s by-laws. The significant accounting policies of the Bank are: 

a. Revenues and Expenses 
Revenues and expenses are accounted for on the accrual basis except for interest on advances to a bank 
ordered to be wound up where interest is recorded as received. 

b. Investments 
Investments, consisting mainly of Government of Canada treasury bills and bonds, are recorded at cost ad- 
justed for amortization of purchase discounts and premiums. The amortization as well as gains and losses on 
disposition are included in revenue. 

c. Translation of Foreign Currencies 
Assets and liabilities in foreign currencies are translated to Canadian dollars at the rates of exchange prevailing 
at the year-end. Gains and losses from translation of, and transactions in, foreign currencies are included in 
revenue. 

d. Bank Premises 
Bank premises, consisting of land, buildings and equipment, are recorded at cost less accumulated deprecia- 
tion. Depreciation is calculated on the declining balance method using the following annual rates: 

Buildings 5% 
Computer equipment 35% 
Other equipment 20% 

2. Advances to Members of the Canadian Payments Association 
Advances as at December 31, 1986 include a total of $790,831,007 ($1,575,555,885 in 1985) provided to the Canadian 

Commercial Bank and the Northland Bank for which winding-up orders have been issued by the courts. The liquidators 
appointed by the courts were also appointed as agents of the Bank of Canada for the purpose of realizing on the loan 
portfolios held as security against the respective advances. 

To ensure the maximum return on the realization of the loan portfolios, the liquidations may extend over several years. 
On the basis of the information available at December 31, 1986, it is the opinion of the Bank of Canada that its advances 
will be fully repaid from the proceeds of the liquidations. 

3. Investments 
Included are securities of the Government of Canada held under Purchase and Resale Agreements (PRA). As at 

December 31, 1986 there were no securities held under PRA ($75,145,489 in 1985). 

4. Bank Premises 

Land and buildings 
Computer equipment 
Other equipment 

Projects in progress 

(thousands of dollars) 
1986 

Accumulated 
Cost depreciation 

$138,572 $53,820 
26,436 17,678 
34,964 20,411 

199,972 91,909 

30,409 

$230,381 $91,909 

1985 

Net Net 

$ 84,752 $ 63,200 
8,758 9,721 

14,553 13,112 

108,063 86,033 

30,409 32,438 

$138,472 $118,471 

5. Capital 
The authorized capital of the Bank is $5,000,000 divided into 100,000 shares of the par value of $50 each. The shares 

are fully paid and in accordance with the Bank of Canada Act have been issued to the Minister of Finance, who is holding 
them on behalf of Canada. 
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6. Rest Fund 
The rest fund was established by the Bank of Canada Act and represents the general reserve of the Bank. In accord- 

ance with the Act, the rest fund was accumulated out of net revenue until it reached the stipulated maximum amount of 
$25,000,000 in 1955. Subsequently all net revenues have been paid to the Receiver General for Canada. 

7. Other Liabilities 
As at December 31, 1986, all net revenue for 1986 had been paid to the Receiver General for Canada. (In 1985, 

$230,031,132 was paid subsequent to year-end.) 

8. Settlement of Daily Clearing of Cheques and Other Payment Items 
In response to a request from the Canadian Payments Association, the Bank of Canada took steps during 1986 to 

eliminate the effect of the one-day lag in the settlement of the daily clearing of cheques and other payment items among 
banks and other deposit-taking institutions. This change resulted in the elimination or substantial reduction in payment 
items in process of settlement, as reflected in the relevant categories in the Statement of Assets and Liabilities. The cor- 
responding figures for 1985 reflect a one-day lag in settlement. 

9. Contingent Liabilities 
The Bank has agreed with the Bank for International Settlements to participate in an international initiative to provide 

credit facilities to the International Monetary Fund. The Bank’s potential liability under this agreement, which expires in 
June 1988, is limited to the placing of deposits with the Bank for International Settlements, if required, to finance loans 
made under the facility. Pursuant to the agreement, the Bank is contingently liable in the amount of SDR 176,407,186 
($297,884,147 at the December 31, 1986 exchange rate). 

During 1986 the Bank of Canada also participated in an international initiative to provide short-term credit facilities 
to the Banco de Mexico through the Bank for International Settlements. Under this arrangement, the Bank’s potential 
liability is limited to the placing of deposits with the Bank for International Settlements in the event that repayments due 
under the credit facility are not met. As at December 31, 1986, the Bank of Canada’s contingent liability on the principal 
amount outstanding under this arrangement was U.S.$16,356,635 ($22,580,334 at the December 31, 1986 exchange rate); a 
repayment by the Banco de Mexico on January 5, 1987 reduced the Bank of Canada’s potential liability to U.S.$10,160,923 
($13,961,108 at the January 5, 1987 exchange rate). 
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Board of Directors 

G. K. BOUEY 

J. W. CROW 

L. CHOLAKIS 

GAIL C.A. COOK 

E. F. CREASE 

Y. L. DUHAIME 

B. R. HEIDECKER 

F. E. HYNDMAN 

H. W. FANE 

C. LEBON 

A. A. FEBOUTHILLIER 

L. M. FITTLE, Q.C. 

J. MORRIS 

M. WOODWARD 

OTTAWA 
Governor 
Member of the Executive Committee 

OTTAWA 
Senior Deputy Governor 
Member of the Executive Committee 

WINNIPEG, MAN. 

TORONTO, ONT. 
Member of the Executive Committee 

HAFIFAX, N.S. 

Member of the Executive Committee 

ST-JEAN-DES-PILES, QUE. 
Member of the Executive Committee 

CORONATION, ALTA. 

CHARLOTTETOWN, P.E.I. 

SASKATOON, SASK. 

VANCOUVER, B.C. 

CARAQUET, N.B. 

VANCOUVER, B.C. 

VICTORIA, B.C. 
Member of the Executive Committee 

GOOSE BAY, NFLD. 

Ex-officio 

S. HARTT OTTAWA 
Deputy Minister of Finance 
Member of the Executive Committee 
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Principal Officers 

G. K. BOUEY, Governor 
J. W. CROW, Senior Deputy Governor 

A. JUBINVILLE, Deputy Governor 
J. N. R. WILSON, Deputy Governor 
J. BUSSIèRES, Adviser 
F. FAURE, Adviser 
W. R. WHITE, Adviser 
A. C. LAMB, Adviser 
J. CLéMENT, Associate Adviser 

Securities Department 
V. O’REGAN, Chief 
N. CLOSE, Deputy Chief 
I. D. CLUNIE, Chief, Market Analysis 

and Open Market Operations 
S. L. HARRIS, Securities Adviser 
J. F. DINGLE, Securities Adviser™ 
L. T. REQUARD, Securities Adviser 
P. E. DEMERSE, Securities Adviser 
D. R. CAMERON, Chief, Toronto Division 

Research Department 
W. P. JENKINS, Chief 
P. DUGUAY, Deputy Chief 
D. E. ROSE, Research Adviser 

Department of Monetary and 
Financial Analysis 

D. R. STEPHENSON, Chief 
J.-P. AUBRY, Deputy Chief 
J. D. MURRAY, Research Adviser 
C. A. GOODLET, Research Adviser 

International Department 
W. E. ALEXANDER, Chief 
D. J. LONGWORTH, Deputy Chief 
D. J. POWELL, Research Adviser 

Department of Banking Operations 
D. G. M. BENNETT, Chief 
W. R. MELBOURN, Deputy Chief 
G. B. MAY, Deputy Chief 
C. A. ST. LOUIS, Banking Operations Adviser 
C. R. TOUSAW, Agent, Toronto 

and Banking Operations Adviser 
A. G. KEITH, Agent, Calgary 

and Regional Financial Representative 

G. G. THIESSEN, Deputy Governor 
W. A. MCKAY, Director of Administration 
S. VACHON, Adviser ™ 
C. FREEDMAN, Adviser 
T. E. NOëL, Adviser and Secretary 
J. S. ROBERTS, Associate Adviser™ 

Public Debt Department 
G. M. PIKE, Chief 

Secretary’s Department 
T. E. NOëL, Secretary 
R. L. FLETT, Associate Secretary 
H. A. D. SCOTT, Special Adviser 
J. M. MCCORMACK, Program Coordinator, 

Debt Systems 

Automation Services Department 
D. W. MACDONALD, Chief 

Personnel Department 
C. J. STEPHENSON, Chief 
V. L. BETHELL, Deputy Chief 
P. E. CLOUTIER, Personnel Adviser 

Department of Premises Management 
R. H. OSBORNE, Chief 
K. W. KAINE, Deputy Chief 

Comptroller’s Department 
J. E. H. CONDER, Comptroller and 

Chief Accountant 
J. COSIER, Deputy Comptroller 
E. W. CHINN, Senior Adviser and Coordinator, 

Office of Systems and Methods 

Audit Department 
J. M. E. MORIN, Auditor 
M. MUZYKA, Deputy Auditor 

(1) Also Chairman of the Board of Directors of the Canadian Payments Association 
(2) On leave of absence as Interim General Manager of the Canadian Payments Association 
(3) Also Alternate Chairman of the Board of Directors of the Canadian Payments Association 
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Regional Representatives and Agencies 

Securities Department 

TORONTO D. R. CAMERON, Chief, Toronto Division 
MONTREAL J. CLéMENT, Chief, Montreal Division 

VANCOUVER R. C. WHITE, Representative 

International Department 

TORONTO T. H. WILLIAMS, Foreign Exchange Representative 
MONTREAL G. HOOJA, Foreign Exchange Adviser 

Department of Banking Operations 
HALIFAX 

SAINT JOHN, N.B. 
MONTREAL 

OTTAWA 
TORONTO 

WINNIPEG 
REGINA 

CALGARY 

VANCOUVER 

R. E. BURGESS, Agent 
K. T. MCGILL, Agent 
R. MARCOTTE, Agent 
J. G. M. SABOURIN, Assistant Agent 
R. DUPONT, Agent 
C. R. TOUSAW, Agent and 

Banking Operations Adviser 
P. W. CLIFFEN, Deputy Agent 
W. H. WATSON, Assistant Agent 
A. H. POTTER, Agent 
G. L. PAGE, Agent 
A. G. KEITH, Agent and 

Regional Financial Representative 
C. P. DESAUTELS, Deputy Agent 
G. H. SMITH, Agent 
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