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GENERAL OBSERVATIONS 

The fundamental task for monetary 
policy, as for all public economic policies, is to 
promote a strong economy - that is, an economy 
that is dynamic and productive, and that provides 
an expanding supply of jobs for its workforce. 
The particular, and essential, contribution that 
monetary policy can make to strong economic 
performance is to maintain and enhance confi- 
dence in our money, the vehicle through which 
we invest, save and transact our daily business. 
In the circumstances of 1988, this responsibility 
meant above all demonstrating strong and con- 
sistent resistance through Bank of Canada ac- 
tions to the spending pressures that throughout 
the year threatened to provoke a self-reinforcing 
upsurge in inflation. 

The Canadian economy and monetary 
policy 

In 1988, the sustained pressures of de- 
mand on our economy further intensified strains 
on supply that were already becoming apparent 
in 1987. Those pressures, analyzed in detail in 
the next section of this Report, showed up in the 
figures on profits, wages, and prices, as produc- 
tion in a considerable number of industries was 
expanded to the limits of capacity and labour 
market conditions tightened further. More 
broadly, total dollar spending in the economy in- 
creased by about 8 per cent during 1988, after an 
increase of almost 11 per cent the year before. 
This pace is far above even the most optimistic 
measures of the economy’s capacity to add to the 
supply of goods and services in volume terms. 

Initially, an inflationary expansion of de- 
mand shows up in a faster rise in money incomes 
and is often taken as a sign of increased prosper- 
ity. But the adverse consequences, price infla- 
tion, do eventually arrive. And the danger of a 
cost-price spiral becomes greater the longer the 
demand pressures persist. This is why it is vital 

for anti-inflationary monetary policy actions, if 
they are to be effective, to be taken in a timely 
way. 

There have been suggestions that the 
Bank of Canada should have taken a relaxed 
view of this situation - that it should have been 
prepared to take more risks with inflation. How- 
ever, both analysis and experience demonstrate 
unequivocally the need for a monetary policy 
that consistently justifies confidence among 
Canadians that the money they use will indeed 
hold its value. 

The real problem with inflation is the 
damage that it does to the ability of our econ- 
omy, indeed any economy, to function effec- 
tively. Because of the uncertainty that inevitably 
develops in inflationary conditions, it is more 
difficult to make well-founded economic plans 
and decisions whatever the field of endeavour. 
Inflation thus distorts decisions about savings, 
investment, prices and wages. As a result, the 
economy will not perform as well under infla- 
tionary conditions as it will under conditions of 
price stability. Nor will it perform as fairly. 
Those unable to protect their incomes or savings 
against rising prices lose out. Indeed, the experi- 
ence we had with inflation during the 1970s and 
early 1980s in the end left no one with what they 
wanted. Consistent pursuit of overall stability in 
the level of prices is therefore an important in- 
gredient in enhancing the performance of the 
Canadian economy. It is the crucial contribution 
that monetary policy can make. 

In these circumstances, and because of 
these considerations, the task faced in the past 
year by monetary policy has been to curb the 
pressures of demand on the economy, and avoid 
the excesses that would damage the sustained 
economic expansion that Canada has enjoyed 
since 1983. The continual challenge for policy 
has been to gauge the intensity of those pressures 
and to decide how forcefully to respond to them. 
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It is in this regard that some comment is 
in order on the possible response of monetary 
policy to regional economic differences. 

Let me begin by noting that one element 
that was welcome in the performance of the 
Canadian economy in 1988, from whatever an- 
gle it is viewed, was evidence of further progress 
in narrowing regional disparities in economic ac- 
tivity. Unfortunately, important differences still 
remain across the country. The Prairie provinces 
in particular suffered from the effects of drought 
on the agricultural sector and from continuing 
weakness in energy prices. But elsewhere in 
Canada many industries continued to benefit 
from the recovery over the past two years in the 
world prices of a wide range of raw materials. 
With this broadening in the industrial and re- 
gional base of the expansion, almost all parts of 
the country experienced strong employment 
gains and some decline in unemployment. 

Still, criticism that monetary policy has 
addressed problems of overheating that are only 
localized has been very persistent. Such criti- 
cism needs to be addressed. 

One fundamental point that cannot be 
emphasized too often is that we have an efficient 
and unified financial system in Canada because 
there are no barriers to the movement of funds 
across the country. That is a good thing. Savers 
benefit from the opportunity to place their funds 
in diverse, competitive markets, and investors 
can spread risk efficiently. Borrowers benefit 
from access to a much larger pool of funds at 
more competitive rates than would otherwise be 
available. Having unified and efficient money 
and capital markets in Canada means that inter- 
est rates will to all intents and purposes be the 
same in all parts of the country. And of course 
the exchange rate will in any event be the same 
for all Canadians. Consequently, there is no use- 
ful sense in which we can have a monetary pol- 
icy that is differentiated by regions. 

Given that the impact of monetary policy 
is bound to be national in scope, decisions re- 
garding monetary policy are also taken from a 
national perspective. In other words, the Bank of 
Canada gears its actions to the circumstances and 
needs of the country as a whole. 

As I noted earlier, spending pressures at 

the national level at which monetary policy oper- 
ates have been very substantial indeed. The same 
is true, as is shown below, in regard to the pace 
of national monetary and credit expansion. It 
would not have been responsible for the Bank of 
Canada to ignore the existence of these national 
pressures on the grounds that they were not the 
same in each part of the country. 

Finally, it can be noted that although 
monetary policy cannot, by its very nature, be 
directed at resolving cyclical or structural eco- 
nomic differences among regions or provinces, 
other kinds of economic policies undertaken by 
all levels of government, and including their 
overall fiscal policies, have long played a role in 
this regard. 

Monetary policy and financial markets 
In charting monetary policy, the Bank 

pays careful attention to the rates of expansion of 
money and credit. As already observed, these 
also provided striking evidence of the persistent 
strength of spending demands and of inflationary 
pressures throughout 1988. While information 
on these and other financial indicators is pro- 
vided later in this Report, it may be useful to 
provide a summary here. Credit to households 
expanded by about 17 per cent, while business 
credit went up by about 10 per cent. The M2 and 
M2+ monetary aggregates, which have displayed 
a relatively close relationship with movements in 
total dollar spending and in prices in the econ- 
omy, also grew strongly - at a pace in excess of 
10 per cent. Such rates of expansion are not con- 
sistent with progress towards price stability. A 
slower rhythm of monetary expansion, certainly 
under 10 per cent, needs to be achieved. 

The firm stance of monetary policy in the 
face of vigorous spending pressures and rapid 
monetary expansion contributed to a pronounced 
rise in short-term interest rates through 1988 and 
into early 1989. The increases, amounting to 
about 3 percentage points in total, took place at 
intervals, as evidence accumulated of continued 
strong momentum in spending and inflation. At 
times the Bank initiated upward movements in 
the very shortest-term interest rates through its 
money-market operations. Those movements 
then spread to a wider spectrum of market and 
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administered rates. At other times, especially 
when interest rates abroad were rising, the pres- 
sure for higher interest rates came from changing 
expectations of borrowers and lenders. The Bank 
did not resist the upward movement on those oc- 
casions when it was evident that resistance 
would have been untimely in light of the pres- 
sures on money, demand and inflation in Canada. 

Starting in 1987 and continuing in 1988, 
the Canadian dollar rose markedly against its 
U.S. counterpart. In terms of a weighted average 
of the currencies of our principal trading part- 
ners, the upward movement in 1987 was quite 
modest, but in 1988 the Canadian dollar appreci- 
ated by about 10 per cent. In large part this ap- 
preciation stemmed from the strong recovery in 
the prices of many of the raw materials which 
Canada produces, compared to the low values 
that had prevailed in the 1982-86 period. These 
price increases reflected the vigour in worldwide 
aggregate demand over the last two years. As 
well, the attitude of investors in Canada and 
abroad towards the Canadian dollar took on a 
more favourable cast. This was related in part to 
the recovery in commodity prices, but other fac- 
tors were also important. Prominent among these 
were the perception that Canadian monetary pol- 
icy would continue to resist inflation pressures, 
and the view that the economic benefits for 
Canada from the free trade agreement with the 
United States would be substantial. 

Although exchange rate movements are 
difficult to explain with any precision, the main 
swings in the Canadian dollar do appear to be 
broadly explainable in terms of these considera- 
tions. And, as is suggested by this account, 
monetary policy actions are but one of the ele- 
ments relevant in shaping the movement of the 
Canadian dollar. 

In this context it is worth emphasizing 
that neither the exchange rate nor interest rates 
should be viewed as fundamental objectives of 
monetary policy, although monetary policy ac- 
tions are among the forces that affect prices in 
money and foreign exchange markets. Indeed, 
the impact of monetary policy is very much 
transmitted through these markets, and the Bank 
of Canada is well aware of how important inter- 
est rates and the exchange rate are for all kinds 

of economic activities. Nonetheless, the fact re- 
mains that interest rates and the exchange rate 
are better viewed as policy channels than as pol- 
icy goals. The goals are price stability and sus- 
tained healthy economic performance; these in 
turn require a moderate rate of monetary expan- 
sion and moderate growth in total spending in 
the economy. 

It is too soon to see fully the contribution 
of the actions taken by the Bank of Canada dur- 
ing 1988 towards the achievement of these 
goals. But there can be no doubt that without 
those actions - that is, with a monetary policy 
that tolerated faster rates of money, credit and 
demand expansion than in fact occurred - the 
pressures on our costs and prices would be still 
more pronounced than they currently are. 

In early 1989, as this Report is being 
written, the pressures pushing our costs and 
prices upward have evidently not been dissi- 
pated. Nevertheless, there are grounds for be- 
lieving that those pressures have been contained 
in some important respects. In this regard, it is 
noteworthy that shorter-term and longer-term 
interest rates have moved rather differently in the 
past year. Details of these movements are pro- 
vided in another section of this Report, but what 
can be pointed out here is that despite the sub- 
stantial increase in short-term rates, longer-term 
rates have been relatively stable. I believe that 
this stability reflects a good climate of expecta- 
tions. It reflects confidence among savers and in- 
vestors that inflation will in fact be curbed and 
economic expansion preserved. 

International economic conditions and 
foreign and domestic imbalances 

The broad pattern of developments over 
the past year in aggregate demand, inflation and 
the stance of monetary policy just described has 
not been uniquely a Canadian experience. Im- 
portant similarities have been evident in the 
United States and overseas. 

At the end of 1987, widespread doubt 
prevailed whether the long-lived expansion of 
the major industrial economies could continue. 
Those concerns focussed on the effect on de- 
mand of the stock market crash and on whether 
major overseas countries could cope with the 
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substantial decline in the external value of the 
U.S. dollar. It was thought that the stock market 
decline would reduce consumer spending world- 
wide. The change in currency values was ex- 
pected to result in a slowing in the Japanese and 
German economies, because of their dependence 
on the export sector. Neither of these things 
happened, and through the year, in one set of 
forecasts after another, projections had to be ad- 
justed upward. Output expansion around the 
world turned out to be much stronger than antici- 
pated and, indeed, the five principal overseas in- 
dustrial economies posted their most rapid rise in 
economic activity in more than a decade. 

The widespread and therefore mutually 
reinforcing surge of demand has heightened in- 
flationary pressures worldwide. In response, the 
stance of monetary policy has been tightened 
progressively in most major industrial countries, 
and short-term interest rates have risen 
internationally. 

For the United States, the continued vi- 
gour of domestic demand has also raised con- 
cerns over the extent to which room is being 
made in the economy for an adequate reduction 
of the large U.S. trade deficit. Progress has been 
made in adjusting the U.S. external position, but 
not nearly enough. Furthermore, it has become 
increasingly apparent that U.S. fiscal policy has 
a key role to play in securing progress. One way 
in which action to reduce the U.S. budgetary 
deficit would be helpful is by slowing the ad- 
vance of domestic spending in the relatively near 
term, thereby making further room for exports. 
More broadly, and also with an eye on the 
longer-term health of the U.S. and world econ- 
omies, such fiscal action can make a contribu- 
tion to economic growth by increasing the avail- 
ability of savings to finance business investment 
in the United States and elsewhere. For these 
kinds of reasons a great deal of attention around 
the world has been, and will continue to be, 
focussed on how the U.S. budgetary situation 
might evolve. 

Large budget deficits also exert upward 
pressure on real interest rates and have adverse 
implications for the cost of new debt financing 
and the servicing of existing debts. While a 
number of debt-related problems in both the pub- 
lic and private sectors have arisen around the 

world in recent years, the most complex and 
deep-rooted of them all is the problem of foreign 
indebtedness among a range of developing coun- 
tries. In part, progress in resolving the problem 
depends on maintaining adequate economic ex- 
pansion in the industrial world and an adequate 
flow of financing to debtor countries. However, 
at least as important in securing progress is a 
better economic performance by the debtor 
countries themselves. As is noted in a later sec- 
tion of this Report, some headway was made in 
a number of respects in the past year. It is disap- 
pointing that progress has not been faster, but the 
fact of the matter is that there are unlikely to be 
quick or comprehensive solutions. Progress re- 
quires steady, painstaking and co-operative work 
from all parties. 

Turning back to Canada, I note that much 
less attention has been focussed on the fiscal def- 
icit and the accumulation of public debt here de- 
spite the fact that our ratios of deficit and debt to 
national income are high by international stand- 
ards. Given the relatively small impact that our 
fiscal performance can have on the development 
of the world economy this lack of attention is 
understandable from an international perspec- 
tive. However, the risks of damage to our eco- 
nomic well-being through deficits that lead to an 
unsustainably rapid pace of debt accumulation 
are no different or less serious for Canada than 
elsewhere. More recently, the facts and risks of 
our fiscal situation have been getting more ex- 
tensive commentary. This attention is welcome, 
because sound fiscal performance is a corner- 
stone of sound economic performance. 

Let me also comment in this regard on 
the area of overlap, or “mix,” between broad 
fiscal policy on the one hand, and monetary pol- 
icy on the other. 

What is the nature of that overlap? Both 
kinds of policies are, broadly speaking, demand 
policies. In other words, they are policies that 
operate mainly by affecting the pace of total 
spending in the economy. However, the channels 
through which each policy affects spending are 
quite different. In the case of monetary policy, 
the impact, though powerful, is relatively indi- 
rect. As I noted earlier, monetary policy effects 
are channelled through money and foreign ex- 
change markets. The resulting changes in inter- 
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est rates and the exchange rate in turn affect 
spending decisions. For fiscal policy, the effects 
on demand come largely through changes in 
taxes or government outlays of various kinds. 
They tend, therefore, to be more direct in nature. 

In the light of this, it can quite readily be 
seen that in a broad and very general sense, 
scope exists for some counterbalancing between 
the impacts of fiscal and monetary policy on to- 
tal demand in the economy. Thus, actions under- 
taken to reduce fiscal deficits help to restrain de- 
mand, which in turn tends to ease pressures on 
monetary policy and on monetary conditions. 
The chances of a better policy balance overall 
are thereby improved. 

Monetary policy in Canada needs to be a 
bulwark against inflation and to work towards 
price stability. What this implies for monetary 
conditions in the near term will depend on the 
strength and persistence of inflationary demand 
pressures. I am hopeful that the resistance to 
those pressures that was demonstrated in the past 
year will begin to pay off in 1989. Be that as it 
may, Canadians can, and indeed should, count 
on monetary policy to continue to work towards 
ensuring a solid, that is non-inflationary, founda- 
tion for Canadian economic expansion. To do 
otherwise, to repeat a cycle of inflation boom 
and bust, would undermine rather than 
strengthen the chances of sustained economic 
progress. 
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ECONOMIC AND FINANCIAL DEVELOPMENTS 

Demand, economic activity and inflation 

Spending in the Canadian economy ex- 
panded strongly during 1988. Total dollar out- 
lays rose by about 8 per cent and the level of ac- 
tivity continued to press against capacity limits, 
intensifying underlying inflationary pressures. 

Reflecting primarily the income gains as- 
sociated with the sharp rise in the prices of many 
of the commodities that Canada produces for the 
world market, the distribution of economic ac- 
tivity across the country was more even in 1988 
than in the previous year. However, the Prairie 
region suffered from the effects of drought as 
well as from low and volatile world crude oil 
prices. 

Demand and economic activity 
Both domestic and external factors pro- 

pelled the expansion of activity. Stimulated by 
buoyant world demand and supported by high 
household and business confidence, the volume 
of activity increased by about 314 per cent be- 
tween the fourth quarter of 1987 and the fourth 
quarter of 1988. This was a slower increase than 
in 1987, but the rising level of activity, particu- 
larly in the non-farm sector of the economy, 
added further strain to product and labour 
markets. Indeed, in the non-farm sector, activity 
is estimated to have increased by some 3% per 
cent during the year. 

One of the major boosts to economic ac- 
tivity in 1988 came from the increase in spend- 
ing on plant and equipment. Against a back- 
ground of high rates of capacity use, strong 
profits and the continuing need by corporations 
to modernize to remain competitive, the volume 
of capital outlays rose sharply across a broad 
range of sectors and regions. The buoyancy of 
investment spending was reflected as well in the 
high operating rates of producers of capital 
equipment and of the construction industry. 

International comparisons 

Output 
Year-over-year percentage change (GDP/GNP) 

6 

5 

4 

3 

2 

Consumer price index 
Year-over-year percentage change 

1984 85 86 87 88 

1. Japan, Germany, France, United Kingdom, Italy 

2. 1982 GDP/GNP weights 

e Estimate 
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Selected indicators of household and 
business demand 

Growth in volume of expenditures 
on business investment and consumer durables 
Year-over-year percentage change 

Housing market 
Thousands of units 
Seasonally adjusted at annual rates 

e Estimate 

Non-farm businesses also increased the rate of 
inventory investment, but because of the sus- 
tained vigour of final sales the ratio of stocks to 
sales dropped to a record low in the second half 
of the year. 

Underpinned by employment and income 
gains, and reinforced by a relatively low per- 

sonal savings rate, spending and credit demand 
by the household sector continued to advance 
strongly in 1988. Among the major categories of 
consumer expenditures, purchases of durable 
goods again grew rapidly, although at a much re- 
duced rate given the large additions to the stock 
of durables made in 1987. Activity in the hous- 
ing market also remained very buoyant, spurring 
strong demand for mortgage credit. Construction 
starts on new units, although down from an 
eleven-year high reached in 1987, totalled 
223,000, and sales of existing dwellings rose to 
record volumes. 

Another important feature of Canada’s 
economic performance in 1988 was the sharp in- 
crease, for the second consecutive year, in the 
country’s terms of trade - the ratio of prices re- 
ceived for Canadian exports relative to import 
prices. The rise in the terms of trade reflected 
most importantly the marked increase that has 
occurred in prices of basic commodities other 
than energy. World demand for such commodi- 
ties, particularly industrial materials, has been 
extremely buoyant, with Canadian dollar prices 
for most base metals and wood pulp, for exam- 
ple, rising to record highs in 1988. These devel- 
opments stimulated output and generated consid- 
erable income gains in those parts of Canada, 

Canadian international terms of trade 

Ratio of export prices to import prices1 

1984Q1 = 100 

1984 85 86 87 88 

1. Based on seasonally adjusted data 

e Estimate 
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120 

100 

40 
1984 85 86 87 88 

particularly in the east and the west, that depend 
heavily on these resource-based industries. 

As noted earlier, developments in the 
Prairie region were less favourable. The petro- 
leum and gas industry continued to face a situa- 
tion of volatile but basically weak world prices. 
Profitability in the energy sector declined in 
1988, and market conditions remain uncertain 
despite the recent rebound in crude oil prices. 
However, deregulation in the North American 
natural gas industry has spurred export sales and 
contributed to increases in employment and in- 
vestment in the energy sector. The adverse ef- 
fects of the drought on output and employment 
in the agricultural sector were most pronounced 
in the Prairies as well, even though government 
stabilization payments, higher crop prices and 
grain sales out of inventories provided important 
offsets in helping to maintain farm income 
levels. 

As a result of the strong demand for 
Canadian products abroad, export volumes rose 
to high levels. For some goods, export sales 
were constrained by capacity limits. Export 
growth, however, was outpaced by the rise in 
imports, and as a consequence the trade surplus 
in volume terms declined. Import volumes rose 
strongly, largely in response to the expansion of 

domestic demand, but also in response to lower 
prices resulting from the appreciation of the Ca- 
nadian dollar. Given the robustness of business 
fixed investment, capital equipment imports in- 
creased particularly sharply. 

The deterioration in the trade balance in 
volume terms did not carry over one-for-one to 
the current account deficit because of two impor- 
tant factors working in the opposite direction: the 

Bank of Canada commodity price indexes 
in terms of Canadian dollars 

1984Q1 = 100 
140 

Merchandise trade 
Billions of dollars 
Seasonally adjusted at annual rates 

140 

130 

120 

100 

1984 85 

e Estimate 

Current account of the balance of payments 
Selected balances 
Billions of dollars 
Seasonally adjusted at annual rates 
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Growth in employment 

Year-over-year percentage change 
6 

5 

4 

3 

2 

I 

+ 

0 

I 

Unemployment rate 

Seasonally adjusted 
% 

16 

14 

12 

10 

8 

6 

4 

1976 78 80 82 84 86 88 

984 85 86 87 88 

% 

16 

14 

12 

10 

8 

6 

4 

1976 78 80 82 84 86 88 

rise in export prices relative to import prices and 
a substantial increase in the funds brought to 
Canada by immigrants, particularly from Asia. 
Overall, the current account deficit increased 
slightly to approximately $11 billion, or PA per 
cent of gross domestic product (GDP). 

With total production in the Canadian 

economy expanding to meet rising demand, rates 
of capacity use in a considerable number of in- 
dustries tightened further, to well above histori- 
cal averages. For the non-farm, goods-producing 
sector, plants operated on average at their highest 
rate since the first half of the 1970s. 

Pressures in labour markets also intensi- 
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Rate of capacity utilization Consumer price index 

Non-farm goods-producing industries 

1972 74 76 78 80 82 84 86 88 

e Estimate 

fied progressively in 1988. With the demand for 
labour remaining strong, employment growth 
outstripped additions to the labour supply. By 
year-end, the national unemployment rate had 
dropped to 7.6 per cent (on a seasonally adjusted 
basis). While labour market conditions in 
Ontario remained tighter than elsewhere in 
Canada, most provinces experienced a drop in 
the rate of unemployment. 

Inflation 
Inflation pressures in Canada intensified 

in 1988. As noted earlier, prices of commodities 
and resource-based manufactures rose sharply in 
response to strong world demand. In the case of 
food commodities, reduced supply because of 
the drought in North America also raised prices. 
There were, at the same time, factors working to 
provide some offset to these upward pressures. 
The appreciation of our currency had a down- 
ward impact on the Canadian dollar prices of 
traded goods, and the dip in world energy prices 
provided another source of inflation relief. 

The net result was that at the end of 1988 
the consumer price index (CPI) was 4 per cent 
higher than a year earlier, approximately the 

Year-over-year percentage change 

Import and energy prices 

Year-over-year percentage change 

15 

Price index for gross domestic product 

Year-over-year percentage change 
6 

2 
1984 85 86 87 88 

e Estimate 
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Housing prices Indicators of producer costs 

Year-over-year percentage change 

25 

5 
1984 85 86 87 88 

Corporate profits 

Billions of dollars Per cent of national income 

70 20 

18 

16 

14 

12 

10 

10 

1976 78 

e Estimate 

80 82 84 86 88 

Effective annual wage increase in base rates for 
new wage settlements 
National 

6 

Regional, all settlements 
6 

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

1984 85 

e Estimate 

86 87 88 
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same annual rate of increase as experienced dur- 
ing the previous four years. However, the rate of 
increase of the CPI excluding the relatively vola- 
tile food and energy components accelerated to 
5 per cent by the end of 1988 from 4 Vi per cent 
a year earlier, and to nearly 5V2 per cent in early 
1989. If the Canadian dollar had not risen in 
value, the increase of the CPI over the year would 
have been more pronounced. 

The strength of inflationary pressures 
was also apparent in the movement of the fixed- 
weight price index for gross domestic product, 
one of the broadest measures of prices of goods 
and services produced in Canada. This index in- 
creased by about 5 per cent between the fourth 
quarter of 1987 and the fourth quarter of 1988, 
reflecting both the price increases in interna- 
tional markets and the widespread pressures evi- 
dent domestically. Prices of new and existing 
houses again rose rapidly in 1988 but, in contrast 
to the year before, the pattern of increase be- 
came more widespread across the country rather 
than being concentrated in central Canada. With 
a buoyant capital spending program, the rate of 
increase of non-residential construction costs ac- 

celerated. In consumer markets, prices of auto- 
mobiles rose more rapidly than during 1987, as 
did prices of a host of services. 

Given strong demand conditions in prod- 
uct markets overall, there was a marked rise in 
corporate profits, which also increased as a per- 
centage of GDP. The level of profitability was 
particularly high in those industries producing 
resources other than energy, reflecting the rise in 
world commodity prices. 

With rising aggregate demand, generally 
high profitability and tightening labour markets, 
wage demands were boosted. Wage increases for 
base rates negotiated in major private sector 
agreements averaged 4.9 per cent compared with 
3.8 per cent in 1987. While private sector settle- 
ments remained the highest in Ontario at 5.5 per 
cent, outside central Canada average increases 
rose to 4.9 per cent from 2.3 per cent in 1987. It 
is notable that late in the year wage increases in 
most provincial and municipal contracts moved 
up towards those in the private sector. Overall, 
labour income per worker rose by approximately 
5 per cent, and given modest productivity gains 
the rate of growth of unit labour costs picked up. 
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Monetary and financial developments 

Reflecting the strength of total spending, 
aggregates for broad money and credit continued 
to grow rapidly in 1988, and short-term interest 
rates rose steadily. At the same time, long-term 
interest rates remained fairly stable, suggesting a 
relatively favourable climate of expectations re- 
garding the future course of inflation. 

Monetary aggregates 
With the rapid increase in total dollar 

spending in the economy, M2 and M2+, the ag- 
gregates to which the Bank pays particular atten- 
tion, grew by more than 10 per cent in 1988. 

As in previous years, the Canada Savings 
Bond (CSB) campaign led to a temporary break 
in the growth path of these aggregates. In 1988, 
net CSB sales were lower than normal, and this 
resulted in a sharp rise in M2 and M2+ in 
November, on a seasonally adjusted basis; in 
November 1987, on the other hand, exception- 
ally strong CSB sales had led to sizable declines 

in these aggregates. However, it should be noted 
that for the period December 1987 to 
October 1988, when the campaign was not a 
factor, the annual rate of expansion of M2 and 
M2+ was 10.3 per cent and 12.1 per cent, re- 
spectively. The relatively more rapid growth of 
M2+ reflected the continuing increase in the near 
banks’ share of the market for deposits. 

Since Ml consists largely of non-interest- 
bearing components, it was strongly affected by 
the rise in short-term interest rates. Thus, its 
growth was well below that of total spending. 
The impact of higher short-term interest rates on 
the pace of expansion of the broader aggregates 
was less pronounced. Yields on most of the de- 
posits included in M2, M2+ and M3 adjust quite 
quickly to changing market rates, and therefore 
changes in interest rates have a mostly indirect 
influence on these broader aggregates through 
their impact on aggregate demand and prices. 

The path of M3 is largely determined by 

Canadian interest rates 

91-day 
treasury bills 

1984 1985 1986 1987 1988 89 
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Monetary aggregates and gross domestic product (GDP) 
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changes in the demand for bank loans. The 
strong demand for such loans in 1988 led banks 
to rely more heavily on wholesale deposits, 
which are included in M3 but not in M2. The ac- 
celeration in the growth of M3 was only one mea- 
sure of the general expansion of liquidity in 
Canada that followed the stock market crash. 
Bankers’ acceptances and commercial paper, 
both of which are quite similar to wholesale 
bank deposits, also grew at a very rapid pace. 

Credit aggregates 
The behaviour of credit aggregates indi- 

cated a rapid increase in household and in busi- 
ness indebtedness, as well as a continued slow- 
ing in the growth of public sector debt. The 
growth in private sector debt was a further indi- 
cation that the stock market crisis had little last- 
ing effect on the attitudes and spending plans of 
Canadians. 

Household credit expanded particularly 
rapidly in 1988, reflecting vigorous consumer 

Household credit as a percentage 
of personal disposable income1 

56 

36 
1976 78 80 8a 84 86 88 

1. Total credit extended by chartered banks, trust and mortgage loan 
companies, sales finance companies, and life insurance 
companies 
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spending and strong demand for housing. The 
pace of expansion steadied at about 17 per cent, 
with a marked acceleration over the past six 
years. This rapid pace of growth reflected the 
continued optimism of households regarding 
their capacity to take on increases in their level 
of debt relative to income. The increase in 
household debt was strongest in Ontario and 
Quebec - more than 20 per cent. While the rise 
in the western provinces was slower, it was 
nonetheless close to 10 per cent. 

The sharp slide in the stock market had a 
substantial impact on the composition, though 
not the magnitude, of business financing from 
external sources. Demand for business credit 
was sustained by the vigorous pace of invest- 
ment and the considerable number of corporate 
takeovers. Thus, the growth of total business 
credit (including stock issues) remained around 
the 10 per cent rate reached in 1987. Businesses 
continued to rely heavily on bond financing. 
However, after having drawn substantially on the 
stock market as a source of funds earlier, in 
more favourable circumstances, they virtually 
abandoned it in 1988, turning instead to short- 
term sources of credit, including bank loans, 
bankers’ acceptances and commercial paper. 
Nonetheless, strong growth in retained earnings 
meant that the overall corporate debt-to-equity 
ratio stayed relatively stable in 1988. Over the 
past six years businesses have managed to re- 

Toronto Stock Exchange Composite (300) Index 

1975 = 1,000 
4500 

1984 85 86 87 88 89 

Corporate debt-to-equity ratio 
(excluding intercorporate loans) 

1.3 

1978 80 82 84 86 88 

duce their debt-to-equity ratios considerably 
from the level reached at the trough of the 1982 
recession. 

In addition to fuelling the demand for 
credit in the private sector, continued economic 
expansion has helped to increase tax revenues 
and thus to slow the rise in public debt. This 
slowing was particularly marked for the provin- 
cial and municipal governments, where a further 
reduction in debt-to-GDP ratios was achieved. As 
in 1987, the expansion of federal government 
debt was inflated in 1988 by the financing re- 
quirements associated with a large build up of 
foreign exchange reserves. However, even after 
allowing for this factor, federal government debt 
continued to grow more rapidly than GDP. 

Interest rate and exchange rate 
developments 

The strong expansion in money and 
credit through the year was accompanied by a 
steady rise in short-term interest rates. The yield 
on 90-day commercial paper rose from 8.75 per 
cent in early January to 11.10 per cent by the 
end of December, exceeding the level it had 
reached just before the stock market crash. The 
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Canada-U.S. short-term interest rates 

90-day commercial paper 

During 1988 the Canadian dollar appre- 
ciated by about 10 per cent against a weighted 
average of the major currencies. It gained almost 
8 per cent in the first half of the year, reflecting 
most notably higher commodity prices as well as 
the positive view in exchange markets of the 
anti-inflationary stance of Canadian monetary 
policy and of the consequences for Canada of the 
free trade agreement with the United States. In 
the second half of the year, the dollar fluctuated 
markedly as a result of swings in market senti- 
ment regarding the prospects for passage of the 
agreement. 

Long-term interest rates picked up 
slightly in early spring as expectations of an eco- 
nomic slowdown, which had precipitated the de- 
cline in these rates after the stock market crash, 
were erased by evidence of the continued 

gradual tightening of monetary conditions in 
Canada occurred against a background of rising 
interest rates in the United States, with the result 
that interest rate differentials between the two 
countries remained fairly stable, though rela- 
tively high, throughout the year. 

Exchange rate and commodity prices 

1981 = 100 

1. In terms of a weighted average of G-7 currencies 

Canada-U.S. long-term interest rates 

Federal government bonds 

strength of demand. Thereafter, despite rising 
short-term rates, long-term rates remained fairly 
stable at levels well below those prevailing just 
before the crash, bringing about an inversion of 
the yield curve. This behaviour of long-term 
rates suggests that financial markets are confi- 
dent that rising short-term rates will help curb 
inflation. 
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Theoretical yield curve 
for Government of Canada bonds 

Yield 

Maturity 

Selected chartered bank interest rates 

Administered interest rates closely fol- 
lowed market rates of similar maturity. Thus, 
prime lending rates of banks rose IVi percentage 
points during 1988 in response to higher short- 
term market rates, while 5-year mortgage rates 
rose by only half a percentage point. 

Short-term rates continued to climb in the 
early weeks of 1989, setting off further increases 
in administered rates, most notably a rise in the 
prime rate of half of a percentage point. 

Other financial developments 
Canada, together with the other G-10 

countries, is putting into effect the recommenda- 
tions of the Basle Committee on Banking Regu- 
lations and Supervisory Practices aimed at 
strengthening and harmonizing capital standards 
for international banks. The Committee devel- 
oped a framework that establishes a minimum 
level of capital to be achieved by 1992. This 
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level is set at 8 per cent of a weighted total of 
bank assets, including both balance sheet and 
off-balance-sheet items. The framework pro- 
vides for transitional steps so as to ensure a 
smooth adjustment to the new standards. It also 
allows for a measure of national discretion with 
respect to some of the asset weightings and the 
definition of capital. Following discussions with 
Canadian banks, the Office of the Superintend- 
ent of Financial Institutions indicated that the 
definition of capital to be used in Canada would 
exclude the general provisions for losses on sov- 

ereign loans as well as unrealized capital gains 
on banks’ holdings of securities and bank 
premises. 

The process of financial market restruc- 
turing in Canada continued in 1988, following 
the relaxation of rules governing the ownership 
of investment dealers. All six major Canadian 
banks have now established or acquired securi- 
ties firms. This development took place against 
the backdrop of a continuing international trend 
towards allowing banks to become more in- 
volved in the securities industry. 
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International developments 

Economic expansion in the major indus- 
trial countries was unexpectedly strong in 1988, 
and signs of emerging inflationary pressures in 
many countries led to a general tightening of 
monetary conditions. Progress was made in 
reducing the payments imbalances between 
Germany, Japan and the United States during the 
first part of the year, but the pace of adjustment 
began to slow and showed some signs of revers- 
ing as the year progressed. 

For the developing countries, favourable 
external developments such as the strong growth 
of spending in industrial countries and a general 
strengthening of commodity prices were offset 
by rising international interest rates and, in some 
cases, by weaker world oil prices. While there 
was a broad improvement in ratios of debt to 
GNP and debt to exports of goods and services, 
many debtor countries had problems servicing 
their debts and continued to face a difficult fi- 
nancing environment in 1988. In particular, 
banks became increasingly reluctant to raise 
their exposure through new lending. However, 
this situation was mitigated by the further devel- 
opment of alternative financing options and in- 
creased acceptance of various forms of voluntary 
debt reduction. 

Industrial countries 
The pace of economic activity in the 

seven major industrial countries accelerated 
throughout 1987 and into the first quarter of 
1988, despite a major correction in equity prices 
in October 1987. In light of this unexpectedly 
rapid expansion, concern shifted towards the po- 
tential for a resurgence of inflation and away 
from any possible adverse consequences arising 
from the stock market crash. Evidence of capac- 
ity constraints began to emerge, and consumer 
price inflation drifted upward in a number of 
countries, despite weak oil prices. Adding to 

Major industrial countries1: 
Output and consumer prices2 

Year-over-year percentage change 

1984 85 86 87 88 

1. United States, Japan, Germany, France, United Kingdom, Italy, 
Canada 

2. 1982 GDP/GNP weights 

e Estimate 

these pressures were rapid increases in world 
prices of many non-oil commodities, particularly 
during the first half of the year. 

To counteract these developing inflation- 
ary pressures monetary policy was tightened 
during 1988 in most of the major industrial 
countries, resulting in rising short-term interest 
rates. However, long-term interest rates re- 
mained relatively steady, reflecting market ex- 
pectations that these policy actions would fore- 
stall a resurgence of inflation in the medium 
term. The tightening of policy was greatest in 
the United Kingdom, Canada and the United 
States, where inflationary pressures were most 
evident. While the growth of aggregate expendi- 
ture moderated in the second half of the year, the 
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Short-term interest rates of selected major industrial countries 

pace of economic expansion has remained high 
by recent standards, and no clear evidence of an 
easing of inflationary pressures has yet emerged. 

For the year as a whole, the pattern of 
spending and output growth in the United States, 
Japan and West Germany was consistent with re- 

ductions in the large bilateral imbalances that 
had developed in the external payments of these 
countries. The resulting improvements, which 
were most evident in Japan and the United 
States, reflected earlier declines in the exchange 
value of the U.S. dollar as well as fiscal policy 

Selected exchange rates 
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External balances of the seven major industrial 
countries 

As a percentage of GNP or GDP 
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adjustments undertaken in the context of the G-7 

policy co-ordination process and in response to 
financial market developments after October 
1987. In the United States the merchandise trade 
balance, as a percentage of GNP, improved no- 
ticeably during the first half of the year. The cur- 
rent account balance, which includes payments 
for services and interest income, showed much 
less improvement owing to the growth in interest 
payments to service U.S. foreign debt. The Japa- 
nese trade surplus declined early in the year, but 
much of this progress was reversed in the second 
half, as exports to other Asian countries and 
Europe continued to expand. Germany’s trade 
surplus rose sharply in the second quarter of 
1988, owing in large part to strong growth in ex- 
ports of capital goods to other European coun- 
tries, but resumed its downward trend relative to 
GNP in the second half of the year. These devel- 
opments were accompanied by some deteriora- 
tion in the external balances of other industrial 
countries, particularly the United Kingdom. 

Signs of progress in reducing the U.S. 
trade deficit supported the U.S. dollar during the 
year, halting the steady depreciation that had 
been observed since early 1985. The dollar was 
also supported by expectations of higher U.S. 
interest rates, based on evidence that the U.S. 
economy was growing more quickly than previ- 
ously anticipated. While the Japanese yen 
showed little net change against the U.S. dollar 
during 1988, it appreciated significantly against 
the German mark and other continental Euro- 
pean currencies. Sterling also appreciated stead- 
ily against the mark over the course of the year, 
while depreciating somewhat against the yen. On 
a number of occasions concerted intervention in 
the foreign exchange market by the G-7 countries 
helped to foster a more orderly exchange rate en- 
vironment than had been typical in recent years. 

Uncertainty over the future course of 
U.S. fiscal and monetary policy and of world oil 
prices resulted in renewed downward pressure on 
the U.S. dollar towards the end of the year. 
Going into 1989, however, exchange market sen- 
timent was, on balance, in favour of the dollar, 
as world oil prices firmed and economic data 
continued to indicate a strongly growing U.S. 
economy. 
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Developing countries 
Economic performance in the developing 

countries was mixed in 1988. The growth of ag- 
gregate output was slightly higher, but the aver- 
age rate of inflation rose to a new peak, largely 
as a result of a further acceleration of price in- 
creases in a number of countries with tradition- 
ally high inflation rates. In aggregate, the current 
accounts of developing countries swung into 
modest deficit in 1988 from near balance in the 
previous year, as the drop in oil prices weakened 
the position of oil exporters. 

A variety of factors help to explain the 
apparent inability of the developing countries as 
a group to benefit more from the strong pace of 
economic activity in the industrial countries and 
the strengthening of demand and prices for in- 
dustrial raw materials. For certain countries, 
favourable spillover effects were offset by the 
weakness in world oil markets, lower prices for 
some tropical commodities and the rise in inter- 
national interest rates, which added to debt- 
servicing burdens. The effects of these adverse 
external factors were compounded in some coun- 
tries by a failure to deal with serious domestic 
problems, particularly accelerating rates of 
inflation. 

Many of the heavily indebted developing 
countries continued to face difficulties in meet- 
ing debt-service payments. The International 
Monetary Fund (IMF) and the World Bank re- 
mained actively involved in the efforts of debtor 
countries to deal with their problems, providing 
support both through policy advice and financial 
assistance. During the past year the authorized 
capital of the World Bank was increased by four- 
fifths, tou.s.$171.4 billion. This will enable the 
Bank to increase its lending to developing coun- 
tries. An existing IMF lending facility was also 
modified so that countries undertaking Fund- 
supported adjustment programs could qualify for 
additional financing in the event of adverse ex- 
ternal developments. As a result of an agreement 
among official creditors following an initiative at 
the Toronto Summit in June, the poorest debtor 
countries, primarily those in sub-Saharan Africa, 
became eligible for special concessional terms in 
future debt rescheduling undertaken under the 
aegis of the Paris Club. 

Agreements were also reached between 
hanks and debtor countries on debt restructuring 

Developing countries 

Output 
Year-over-year percentage change 
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Year-over-year percentage change 

Terms of trade 
Index 1980- I (XI 
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and the provision of new money, with Brazil the 
most notable example. The agreement with Brazil 
allowed it to become current on interest pay- 
ments and provided for the rescheduling of much 
of the debt owed to banks. Nevertheless, there 
has been evidence of a growing reluctance on the 
part of banks to lend to the less-developed debtor 
countries. The resulting difficulties in negotiat- 
ing financing agreements, compounded in some 
cases by a failure of the debtor country to adopt 
policies that can be supported by the IMF and the 
World Bank, and a growing diversity of interests 
among banks, has increasingly led debtor coun- 
tries to use arrears in interest payments on loans 
as a substitute for new external financing. 
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Developing countries Fifteen heavily indebted countries1 
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In this environment there has been in- 
creased emphasis on widening the range of fi- 
nancing options offered to banks as an incentive 
to participate in financing packages, and on 
ways of reducing outstanding debt. The Brazil- 
ian agreement was notable for the range of op- 
tions that it contained, including provision for 
debt/equity swaps and special “exit” bonds that 
allowed banks to eliminate or reduce future com- 
mitments in new money or rescheduling arrange- 
ments. Debt/equity conversion programs have 
been introduced in a number of countries, fre- 
quently as part of a financing package. 

Debt has also been reduced in other 
ways. In early 1988 Mexico conducted an auc- 
tion of collateralized bonds in exchange for bank 
debt and in the process moderately reduced its 
outstanding debt. Bolivia reached agreement 
with its creditor banks on an arrangement under 
which it bought back a portion of its bank debt at 
a substantial discount, using funds donated by 

creditor governments. Chile, with the agreement 
of its creditor banks, has taken advantage of un- 
expectedly strong earnings from copper exports 
to buy back a modest amount of debt at a 
discount. 

In 1988 the Bank of Canada, with the 
concurrence of the Minister of Finance, partici- 
pated with other industrial countries in three 
short-term bridge-financing arrangements for 
debtor countries. In each case the financing was 
related to an economic adjustment program 
being undertaken by the country with assistance 
from the IMF and/or the World Bank. Canada’s 
share in a loan of u.s.$250 million arranged for 
Yugoslavia was u.s.$10 million. The Canadian 
share in a u.s.$500 million loan for Brazil was 
u.s.$25 million, and in a u.s.$500 million loan 
for Argentina it was u.s.$22.5 million. At year- 
end the loans to Yugoslavia and Brazil had been 
repaid and a small amount was outstanding on 
the loan to Argentina. 
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Bank of Canada advances and securities market operations 

The Bank of Canada makes available 
overnight advances to members of the Canadian 
Payments Association (CPA) when such tempo- 
rary loans are needed to enable them to meet 
their reserve requirements or to replenish their 
settlement balances at the Bank of Canada. Ad- 
vances of this type amounted to $342 million at 
the end of 1988 and were repaid on the first busi- 
ness day of the new year. A summary of ad- 
vances made to CPA members in 1988 is shown 
in Appendix table 4. 

Longer-term advances to the Canadian 
Commercial Bank and to the Northland Bank 
continued to decline in 1988. The continuing 
liquidation of assets of these two insolvent hanks 
allowed such advances to be reduced to 
$143 million by the end of 1988 from a level of 
$362 million at the beginning of the year. 

The Bank of Canada also extends credit 
in the form of Purchase and Resale Agreements 
(PRA) to investment dealers that are money 
market jobbers, PRA may be initiated by jobbers 
to finance a portion of their money market in- 
ventories when other sources of financing are 
unavailable or unduly expensive. However, PRA 

may also be initiated by the Bank of Canada to 
offset inappropriate upward pressure on over- 
night financing rates. This form, commonly 
known as “Special” PRA, has become dominant 
over the past two years. In fact, about 70 per 
cent of the total credit extended to jobbers in 
1988 was through Special PRA. 

The Bank’s use of Sale and Repurchase 
Agreements (SRA), introduced in 1986, also con- 
tinued to develop in 1988. SRA are initiated by 
the Bank to counter inappropriate downward 
pressure on overnight financing rates, SRA trans- 
actions were undertaken on ten occasions in 
1988, most notably in June, when a total of 

$2.4 billion was arranged. Both Special PRA and 
SRA transactions give the Bank a more direct and 
immediate influence over very short-term inter- 
est rates than can be achieved through cash re- 
serve management or open market operations in 
treasury bills. Appendix table 4 shows PRA and 
SRA transactions during 1988. 

The Bank of Canada’s holdings of Gov- 
ernment of Canada securities rose marginally in 
1988, registering an increase of $241 million. 
The Bank adjusts its portfolio of these securities 
either through market transactions, transactions 
with clients or by varying its participation in new 
issues of marketable bonds and weekly treasury 
bill tenders. During 1988, the Bank’s participa- 
tion at the weekly tender of treasury bills was re- 
lated in large part to client orders, mainly from 
central banks and other international institutions; 
total client purchases of treasury bills more than 
doubled to about $8.3 billion. Net sales of 
treasury bills by the Bank in the open market 
amounted to $2.5 billion compared with 
$1.7 billion in the previous year. Intervention in 
the open market was most evident in June and 
December, as the Bank moderated downward 
pressure on short-term interest rates by selling 
treasury bills. In addition, during 1988, at times 
of upward pressure on interest rates, the Bank 
undertook so-called ‘ ‘switching operations” total- 
ling $1.3 billion in which it mainly bought treas- 
ury bills of about 3 months to maturity in ex- 
change for shorter maturities. 

The Bank acquired $143 million of Gov- 
ernment of Canada marketable bonds over the 
course of the year through modest net purchases 
of new issues. The changes to the Bank’s port- 
folio of Government of Canada securities in 
1988 are shown in Appendix table 3. 
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Bank of Canada operations 

Management of government debt and cash balances 

The Bank, as fiscal agent for the Govern- 
ment of Canada, provides advice on debt man- 
agement policy as well as administrative support 
for debt operations. In 1988, the government’s 
domestic debt increased by $31.3 billion, 
$6.8 billion more than the net amount borrowed 
in 1987. This increase in borrowings mainly re- 
flected the need to finance the net purchase of 
about $101/2 billion of foreign exchange in 1988 
as compared with a net purchase of about $5 bil- 
lion in 1987. 

Treasury bills, usually issued for terms of 
3 months, 6 months and one year, accounted for 
two-thirds of the increase in outstanding debt in 
1988. Marketable bonds, ranging in term from 
2 years to 21 years, comprised the remainder, 
with the amount of outstanding Canada Savings 
Bonds marginally lower over the year. As a re- 
sult, treasury bills increased as a percentage of 
total domestic government debt outstanding, ris- 
ing from about 32.3 per cent to 36.5 per cent. 
Marketable bonds fell to 43.2 per cent of the to- 
tal, down about 1 percentage point. Savings 
bonds continued to decline, as they have in most 
recent years (the exception being 1987, a year of 
record sales), falling to 20.3 per cent of total 
debt from 23.3 per cent in 1987. During 1988 
the average term of the government’s marketable 
domestic debt, including treasury bills and mar- 
ketable bonds but excluding savings bonds, de- 
clined from 4 years, 11 months to 4 years, 
5 months. 

The ability to vary the size of the weekly 
auctions was an important element of the gov- 
ernment’s 1988 treasury bill program. For exam- 
ple, auctions of $5 billion, a record amount, 
were held on several occasions. In contrast, of- 
ferings as low as $3 billion were auctioned dur- 
ing November in the immediate aftermath of the 
annual savings bond campaign. During the year, 
weekly changes to the outstanding treasury bill 
stock ranged from a net decrease of $900 million 
to a net increase of $ 1.7 billion. The government 

also made greater use of shorter-term treasury 
bills, ranging in term from 8 days to 46 days, in 
order to bridge temporary low points in its cash 
balances and to operate with a lower overall level 
of cash balances. A total of about $14 billion of 
these treasury bills was issued in 1988, com- 
pared with $5 billion in 1987. 

In keeping with its efforts to manage its 
cash balances more effectively, the government 
stepped up its use of competitive auctions for 
term deposits. Under these arrangements, which 
have been in place since 1986, the government 
auctions a portion of its cash balances for var- 
ious terms through competitive bidding. Eligible 
bidders are directly clearing members of the 
Canadian Payments Association. The Bank of 
Canada, as fiscal agent, forecasts near-term 
daily cash balances, advises the government on 
the size, term and frequency of auctions, and 
carries out the auction operations. During 1988, 
the frequency of auctions doubled to typically 
four or five times weekly. These auctions ranged 
in size from $200 million to $2.5 billion and in 
term from 1 day to 13 days. 

The 1988 marketable bond program com- 
prised 25 new issues that offered a balanced sup- 
ply of short-, medium- and long-term bonds. Is- 
sue details are provided in Appendix table 5. 
The average term of the new issues was approxi- 
mately 8 years, unchanged from the previous 
year. The share of new issues sold by auction, as 
opposed to the traditional method of placing of- 
ferings through a syndicate of investment dealers 
and banks, increased to 54 per cent in 1988 from 
about 50 per cent during the previous year. 

The 1988 issue of Canada Savings 
Bonds, which offered a first-year rate of 9/2 per 
cent, generated gross sales of about $15 billion. 
The sales broadly offset redemptions of the out- 
standing stock during the year, including a re- 
cord maturity of $6.2 billion of savings bonds in 
November 1988. The previous record maturity 
was just over $3.5 billion in 1985. A significant 
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innovation of the 1988 campaign was a change 
in the sales period from the first week in Novem- 
ber to the latter part of October, with the last day 
of sales being 1 November. This new timetable 
provided the government with a better match be- 
tween the proceeds from new sales and the out- 
flows that take place in early November because 
of annual interest payments and the redemption 
of savings bonds that have matured. 

In February 1989, in response to the gen- 
eral rise in short-term interest rates, the Minister 
of Finance announced an increase of one per- 
centage point in the Canada Savings Bond rate, 
covering the period March through June. 

The table below shows changes in Gov- 
ernment of Canada domestic securities outstand- 
ing during 1987 and 1988. 

Changes in Canadian dollar 
Government of Canada securities 
outstanding during 1987 and 1988 

Billions of dollars (par value) 

1987 1988 
Treasury bills  4.5 21.0 
Marketable bonds  11.2 11.0 
Canada Savings Bonds  8.8 -0.7 

Total   24.5 31.3 

Held by: 
Bank of Canada 

Treasury bills  1.9 0.1 
Marketable bonds  0.1 0,1 

Total   2.0 0.2 

Chartered banks 
Treasury bills  -3.7 2.2 
Marketable bonds  1,1 0,9 

Total   -2.6 3.1 

Government accounts 
Treasury bills  - 0.2 
Marketable bonds  0.3 0.1 

Total   0.3 0.3 

General public 
Treasury bills  6.3 18.5 
Marketable bonds  9.7 9.9 
Canada Savings Bonds  8.8 -0.7 

Total   24.8 27.7 

In February, the Government of Canada 
initiated a domestic interest rate swap program to 
help reduce its debt-service charges. Under the 
swap agreements, the government will receive 
interest payments at a fixed rate, from the swap 
counterparties, that will be applied towards the 
interest cost on outstanding fixed-rate Govern- 
ment of Canada bonds. In exchange, the govern- 
ment will make floating-rate payments on equiv- 
alent principal amounts to the counterparties, 
based on three-month bankers’ acceptance rates. 
By the end of the year, $950 million in swaps 
had been negotiated. These swaps, all with 
Canadian financial institutions, ranged in term 
from 2 years, 8 months to 10 years, 2 months. 
If the average spread between three-month bank- 
ers’ acceptances and three-month treasury bills 
continues to be about 15 basis points, as has re- 
cently been the case, the government’s effective 
floating-rate cost on these swaps would translate 
into about 73 basis points below the three-month 
treasury bill rate. 

Foreign exchange reserves doubled in 
1988 as the Canadian dollar continued to appre- 
ciate. The higher level of reserves provided the 
Government of Canada with the flexibility to re- 
tire about u.s.$1.5 billion of its foreign debt. 
Two issues, u.s.$100 million in June and 
u.s.$500 million in October, were paid off upon 
maturity and a yen 120 billion syndicated loan 
was called for early redemption in July. Details 
of these transactions are given in Appendix 
table 5. No new issues payable in foreign curren- 
cies were undertaken in 1988. 

As a further means of employing ex- 
change reserves, the government repurchased in 
the market about u.s.$236 million of its unma- 
tured foreign debt in 1988. The program, which 
was initiated towards the latter part of the year, 
involved three Government of Canada U.S. dol- 
lar issues, maturing in July 1995, April 1998 and 
October 1998, that were originally placed in the 
U.S. market. 

The level of outstanding Canada Bills, 
which are short-term U.S. dollar notes issued by 
the Government of Canada in the U.S. money 
market, was generally maintained in a range of 
u.s.$725 million to u.s.$1,050 million, ending 
1988 at u.s.$1,044 million. The program, intro- 
duced in the fall of 1986, provides access to a 
relatively low-cost source of U.S. dollars. As of- 
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ficial requirements for U.S. dollars have de- 
clined, the program has been maintained at a 
minimal level consistent with the objective of 
preserving this channel of access to the U.S. 
money market. 

The Government of Canada’s U.S. dollar 
standby credit facilities, which provide short- 
term credit of up to u.s.$3 billion from Canadian 
banks and up to u.s.$4 billion from other inter- 
national banks, were not used in 1988. 
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Foreign exchange operations 

During 1988, the Canadian dollar appre- 
ciated by about 10 per cent on a trade-weighted 
basis against the G-10 currencies and by 9 per 
cent against the U.S. dollar. The greater gain on 
a trade-weighted basis reflects the U.S. dollar’s 
net appreciation over the period against the ma- 
jor overseas currencies. 

The Canadian dollar rose strongly against 
the U.S. dollar in the first seven months of the 
year, increasing from its 1987 closing level of 
76.96 cents (u.s.) to 83.73 cents (u.s.) in late 
July. Through the balance of the year the Cana- 
dian dollar traded over a wide range, experienc- 
ing two periods of significant weakness - during 

Exchange rates 

Last date plotted 27 February 1989 
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Changes in official reserves 
Millions of U.S. dollars, monthly 

Excluding official external financing, gold sales and revaluation effects1 
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August and in late October/early November - 
and a period of strength following the 
21 November federal election. It recorded its 
1988 high of 84.44 cents (u.s.) on 5 December 
before closing the year at 83.86 cents (u.s.). In 
early 1989, the Canadian dollar rose to levels 
around 84.50 cents (u.s.) before falling back 
somewhat towards the end of February. 

Foreign exchange market operations by 
the Bank of Canada, acting as agent for the fed- 

eral government’s Exchange Fund Account, 
were aimed at promoting orderly conditions in 
the Canadian dollar exchange market. Given the 
strong appreciation of the Canadian dollar in 
1988, official purchases of foreign exchange, 
predominantly U.S. dollars but also German 
marks and Japanese yen, greatly exceeded sales 
and led to an increase in official reserves. Re- 
serves almost doubled from u.s.$8,203.2 mil- 
lion at the end of 1987 to u.s.$16,197.6 million 
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at the end of 1988. In January 1989, they in- 
creased by an additional u.s.$406.5 million. 

On several occasions during 1988, the 
Bank of Canada joined central banks of other G-7 

countries in concerted action to moderate fluc- 
tuations in the exchange rate for the U.S. dollar 
against the major overseas currencies. Such in- 

tervention occurred in both the U.S. dollar/ 
German mark and U.S. dollar/Japanese yen 
markets. The level of Canada’s international re- 
serves was not affected by this intervention, 
which resulted only in a shift in the composition 
of foreign currency holdings. 
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Note issue, debt service and banking operations 

In addition to the activities described in 
previous sections of this Report, the Bank car- 
ries out a number of functions requiring the pro- 
cessing of large volumes of material and data. In 
particular, the Bank is responsible for the issue 
of bank notes and, as noted earlier, acts as fiscal 
agent for the Government of Canada. The Bank 
also provides banking services to the government 
and operates deposit accounts for members of 
the Canadian Payments Association, foreign cen- 
tral banks and international institutions. As well, 
the Bank is the custodian of unclaimed balances 
originally deposited with chartered banks and 
transferred to the Bank after being inactive for 
ten years. 

Over one-half of the Bank’s staff is di- 
rectly involved in carrying out these operations. 
Despite increasing volumes of work, staffing 
levels in these areas declined somewhat in 1988 
as a result of further streamlining of operations, 
as well as greater use of automated systems to 
support the workload. It is estimated that of the 
Bank’s total expenses some three-quarters are 
attributable to the purchase and issue of bank 
notes and to the fiscal agent function. 

Note issue 
Bank notes are issued by the Bank of 

Canada to meet the public’s demand for addi- 
tional notes and to replace worn notes withdrawn 
from circulation. The Bank both issues new 
notes and reissues used notes still fit for circula- 
tion that have been returned to the Bank by fi- 
nancial institutions with surplus holdings. 

To process the increasing volumes of 
used notes returned to the Bank, high-speed 
note-handling equipment has been installed in all 
Agencies over the past few years. The financial 
institutions appear to have increasingly accepted 
that notes processed with this equipment and 
reissued by the Bank are of suitable quality for 
use in automated banking machines. This con- 

tributed to a smaller increase in the number of 
notes returned to, and obtained from, the Bank 
by financial institutions in 1988. In particular, 
the flows of $20 notes were little changed in 
1988 following several years of rapid growth. 
The $20 note is the principal denomination used 
in automated banking machines and accounts for 
over one-quarter of all notes in circulation. 

A new one-dollar coin, introduced by the 
government in mid-1987, is estimated to have 
displaced about 25 million notes by the end of 
1988. The Bank of Canada will cease to issue 
the one-dollar note on 30 June 1989. The note 
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will remain legal tender for its full face value 
even when it is no longer in general circulation. 

On 12 December 1988, the Bank began 
to sell uncut sheets of 40 one-dollar bank notes 
over the counter at all Agencies, for $50 plus 
provincial sales tax where applicable. By the end 
of 1988, almost 23,000 sheets had been sold. On 
6 January 1989, the Bank announced that uncut 
sheets could also be ordered by mail for delivery 
within Canada, at an additional registered mail 
postage charge of $5 per parcel. In January, a 
further 15,000 sheets were sold. It is intended 
that these sheets remain on sale until 30 June 1989. 

Debt service 
The volume of work involved in adminis- 

tering the government’s debt increased substan- 
tially in 1988, with the number of certificates 
processed and interest payments made rising by 
over one-quarter. Over 80 per cent of this work 
is related to Canada Savings Bonds. 

Most processing associated with sales of 
compound-interest Canada Savings Bonds takes 
place early in the year, following the fall sales 
campaign. Accordingly, there was a sharp in- 
crease in such work in 1988 following the record 
sales of the 1987-88 Series of Canada Savings 
Bonds. With lower sales of the 1988-89 Series, 
there was some decline in work related to the is- 
sue of regular-interest Canada Savings Bonds, 
which are prepared and registered by the Bank of 
Canada in the year of sale. 

The record 1987 Canada Savings Bond 
campaign led to an increase in the number of 
interest payments made in 1988. Printing and 
mailing for Canada Savings Bond interest pay- 
ments and statements is carried out by Supply 

and Services Canada. The number of Canada 
Savings Bonds redeemed also increased sharply 
in 1988 in line with the record maturity in 
November, when the 1981-82 Series of bonds 
came due. There had been substantial sales of 
these bonds, and an unusually large proportion 
was held to maturity, reflecting their favourable 
yield. 

Unclaimed bank balances 
The Bank responded to some 9,000 in- 

quiries concerning unclaimed bank balances in 
1988, an increase of one-third from the previous 
year. The number of inquiries has tripled since 
1983 when copies of the central records of all 
balances held by the Bank were placed in each 
Agency, where they can be reviewed free of 
charge. In 1988, the Bank searched 6,800 rec- 
ords and made payments of $1.7 million in re- 
spect of 2,700 accounts. 

The Canadian Depository for Securities 
During the year the Bank continued to 

work with the Canadian Depository for Securi- 
ties Limited (CDS) in supporting their effort to 
make the clearing and settlement of securities 
transactions more efficient. All new domestic 
issues of Government of Canada marketable 
bonds, beginning with the 23 February 1988 
auction, have been delivered to the financial 
community using CDS’S “New Issue Distribution 
Service for Canada Bonds.” Work is at an ad- 
vanced stage on arrangements to permit CDS to 
declare all domestic issues of Government of 
Canada marketable bonds eligible for inclusion 
in their computerized clearing and settlement 
systems. 
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Appendix table 1 

Bank of Canada assets and liabilities 

Monthly changes, millions of dollars1 

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

1988 

January 

February 

March 

April 

May 

June 

July 

August 

September 

October 

November 

December 

Annual 
change 

1989 

January 

-514 

-535 

1,114 

-970 

-889 

965 

568 

-646 

1,136 

341 

-502 

 83_ 

151 

-485 

-1,200 

-5 

221 

1,261 

-79 

-401 

798 

-1,631 

507 

-276 

1,959 

1,154 

-1,929 

-56 

-238 

11 

-240 

241 

-45 

18 

-72 

44 

147 

-282 

159 

-313 

-123 

-186 

-164 

101 

50 

-77 

43 

-72 

22 

-24 

2 

392 

-36 

-137 

Note 
circulation Chartered 

banks 

Canadian dollar deposit liabilities 
Other 
CPA 
members 

Government Other 
of Canada 

-2,155 

81 

140 

12 

803 

445 

202 

-50 

-261 

184 

386 

1,798 

1,585 

-2,323 

-435 

-407 

579 

-351 

-104 

182 

101 

-193 

196 

614 

-1,369 

714 

-473 

-127 

-191 

266 

-134 

8 

-112 

30 

21 

47 

-113 

130 

-93 

112 

-29 

-249 

932 

-760 

332 

-514 

-3 

5 

-2 

2 

-1 

-7 

-45 

-139 

38 

-44 

79 

102 

-95 

206 

-253 

44 

18 

-33 

-122 

157 

1. Components may not add to totals because of rounding 
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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 

1988 

January 

February 

March 

April 

May 

June 

July 

August 

September 

October 

November 

December 

1989 

January 

February 

1-15 

16-31 

1-15 

16-29 

1-15 

16-31 

1-15 

16-30 

1-15 

16-31 

1-15 

16-30 

1-15 

16-31 

1-15 

16-31 

1-15 

16-30 

1-15 

16-31 

1-15 

16-30 

1-15 

16-31 

1-15 

16-31 

1-15 

5,385 

5,563 

5,294 

5,231 

5,165 

5,268 

5,330 

5,443 

5,440 

5,513 

5,432 

5,522 

5,472 

5,593 

3,483 

4,021 

3,317 

3,291 

3,311 

3,265 

3,469 

3,526 

3,563 

3,574 

3,610 

3,637 

3,711 

4,271 

1,902 

1,542 

1,977 

1,940 

1,854 

2,003 

1,861 

1,917 

1,877 

1,939 

1,822 

1,885 

1,761 

1,323 

1,987 

2,023 

1,606 

1,635 

2,018 

2,184 

2,091 

2,073 

1,973 

1,890 

2,064 

2,123 

1,924 

2,015 

2,015 

1,965 

1,902 

1,995 

2,000 

2,017 

1,854 

1,894 

1,964 

2,012 

1,849 

1,798 

1,426 
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Clearing balances of other 
directly clearing members of the 
Canadian Payments Association 

Sum of 
reservable 
day weights 
in period 

Cumulative 
excess reserves 
at end 
of period 

Average excess 
reserve ratios 

Average holdings 
of Bank of 
Canada deposits 

Number of 
clearing 
days in 
month 

14 

14 

15 

14 

15 

19 

14 

14 

14 

16 

15 

18 

14 

14 

15 

16 

15 

17 

14 

15 

15 

15 

15 

18 

1,196 

1,692 

952 

1,303 

620 

3,933 

2,110 

1,869 

1,662 

584 

910 

2,155 

882 

2,158 

1,455 

759 

384 

2,005 

859 

1,172 

483 

1,092 

1,175 

2,279 

.062 

.087 

.046 

.067 

.031 

.155 

.114 

.101 

.091 

.028 

.046 

.091 

.047 

.115 

.071 

.035 

.019 

.086 

.045 

.057 

.024 

.054 

.057 

.092 

165 

179 

174 

155 

144 

167 

161 

151 

137 

151 

140 

185 

20 

21 

23 

20 

21 

22 

20 

23 

21 

20 

21 

20 

13 

16 

1,135 

581 

.064 

.027 
129 21 

15 1,547 .075 
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Appendix table 3 

Bank of Canada net transactions in Government of Canada securities 

Delivered basis, par value in millions of dollars 

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

Outright transactions Transactions under1 2 

Treasury Bonds PRA SPRA SRA 
bills 

1988 

January 

February 

March 

April 

May 

June 

July 

August 

September 

October 

November 

December 

Total 

1989 
January 

-145.0 

-370.0 

-705.0 

-230.0 

-15.0 

-235.0 

-820.0 

+ 178.6 +961.0 

-10.4 -1,029.0 

+ 622.1 

-893.3 +213.0 

-213.0 

+ 345.0 

-345.0 -300.0 

+ 137.0 - +300.0 

-137.0 +318.0 

+ 50.0 -318.0 -850.0 

-50.0 - +850.0 

-2,520.0 -103.0 -68.0 

-185.0 

1. PRA denotes Purchase and Resale Agreements; SPRA denotes “Special” Purchase and Resale Agreements; SRA 
denotes Sale and Repurchase Agreements 

2. Including PRA, SPRA and SRA transactions 
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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 securities2 

Bills Bonds Total 

-614.0 

+ 1,667.1 

+ 1,279.4 

+ 30.1 

-343.6 

+ 2,402.0 

+ 1,157.2 

+ 919.9 

+1,054.8 

+ 1,335.8 

+ 1,123.7 

+ 1,038.0 

+ 11,050.4 

+ 5.0 

-201.0 

+ 26.4 

+ 75.0 

+ 78.9 

+ 75.0 

+ 20.0 

+ 85.0 

+ 27.4 

-59.9 

+ 13.3 

+ 145.1 

-861.9 

-626.9 

-778.3 

-418.1 

-348.4 

-772.1 

-746.1 

-955.9 

-367.6 

-964.7 

-455.3 

-965.9 

8,261.2 

+ 2.8 

+ 0.1 

-9.0 

+ 1.0 

+ 0.5 

+ 2.0 

-2.6 

-481.3 

-374.2 

+ 1,035.2 

-975.3 

-905.0 

+ 924.9 

+ 526.1 

-681.0 

+ 1,109.2 

+ 307.1 

-439.6 

+ 52.1 

+ 98.2 

+ 7.8 

-195.9 

+ 105.4 

-18.0 

+ 1.0 

+ 79.4 

+ 75.0 

+ 22.0 

+ 85.0 

+ 37.4 

-69.9 

+ 13.3 

+ 142.5 

-473.5 

-570.1 

+ 1,140.6 

-993.3 

-904.0 

+ 1,004.3 

+ 601.1 

-659.0 

+ 1,194.2 

+ 344.5 

-509.5 

+ 65.4 

+ 240.7 

+ 885.2 10.0 -1,225.0 -524.8 + 10.0 -514.8 
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Appendix table 4 

Bank of Canada advances to members of the 
Canadian Payments Association; PRA and SRA outstanding 

Millions of dollars unless otherwise indicated 

Advances to chartered banks 

Number Average 
of days amount 
outstanding outstanding1 

Advances to directly clearing 
non-bank members of the CPA 

Number Average 
of days amount 
outstanding outstanding2 3 

1988 
January 

February 

March 

April 

May 

June 

July 

August 

September 

October 

November 

December 

1989 
January 

February 

1-15 
16-31 

1-15 
16-29 

1-15 
16-31 

1-15 
16-30 

1-15 
16-31 

1-15 
16-30 

1-15 
16-31 

1-15 
16-31 

1-15 
16-30 

1-15 
16-31 

1-15 
16-30 

1-15 
16-31 

1-15 
16-31 

1-15 

10 
10 

11 
10 

11 
12 

10 
10 

10 
11 

11 
11 

10 
10 

11 
12 

10 
11 

9 

11 

10 
11 

11 
9 

9 
12 

11 

389.5 

379.6 

346.1 

372.5 

328.4 

317.2 

301.9 
278.5 

289.5 

287.4 

278.4 

266.3 

267.4 

224.8 

217.3 

222.6 

218.8 

216.6 

215.9 

211.1 

228.7 

213.3 

169.3 

182.1 

187.5 

173.3 

201.0 

9 

11 

9 

9 

7 

8 

9 

8 

8 

6 

11 

6 

12 

19.2 

30.2 

21.8 

12.9 

15.1 

22.8 

25.0 

25.0 

12.5 

12.6 

10.2 

17.1 

22.0 

1. Average based on the number of reservable days in the averaging period 
2. Average based on the number of clearing days in the month 
3. Including “Special” PRA 
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Purchase and Resale Agreements3 Sale and Repurchase Agreements 

Number 
of days 
outstanding 

Average 
amount 
outstanding1 

Number 
of days 
outstanding 

Average 
amount 
outstanding1 

5 
5 

10 
1 

6 
8 

5 
3 

6 
1 

148.8 
283.2 

287.6 
27.1 

72.3 
243.6 

148.9 
70.0 

226.2 
7.1 

106.0 

11.7 
189.0 

446.6 
75.2 

77.1 
36.0 

35.0 
61.8 

213.1 
90.0 

69.1 
97.0 

90.9 
130.5 

10.0 

25.0 

95.5 

69.1 
5.7 

29.3 

6.3 

25.0 
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Appendix table 5 

Government of Canada direct and guaranteed 
marketable securities: New issues and retirements 

Date in Issues offered/ Term to Yield to Millions of dollars par value 

1988 retired maturity maturity Amount Amount 
delivered retired 

Issues payable in Canadian dollars - Direct and guaranteed 
5 Jan. 10% 1 March 1995 7 yrs. 1 mo. 27 days 

1 Feb. 

18 Feb. 

25 Feb. 

6 Mar. 

15 Mar. 

31 Mar. 

14 Apr. 

5 May 

12 May 

1 June 

6 June 

23 June 

30 June 

21 July 

4 Aug. 

11 Aug. 

8%% 1 February 1988 
1014% 1 February 1988 
11%% 1 February 1988 
914% 1 March 1991 
914% 1 October 1994 
9%% 1 October 1997 
10% 1 June 2008 

8%% 1 July 1993 

9% 1 September 1991 

9%% 6 March 1988 
8%% 6 March 1990 

10%% 15 March 1988 
8%% 1 July 1993 
9% 1 March 2011 

914% 1 May 1996 

9% 1 September 1991 
914% 1 October 1994 
10% 1 June 2008 

8%% 1 July 1993 

9%% 1 October 1997 

5% 1 June 1988 
5% 1 June 1988 
9(4% 1 July 1992 
10% 1 March 1995 
10% 1 June 2008 

814% 6 June 1988 
914% 6 June 1990 

914% 1 September 1993 

914% 1 October 1998 

914% 1 September 1993 
914% 1 October 1998 
10% 1 June 2008 

9% 1 September 1991 

10% 1 March 1995 

3 yrs. 1 mo. 
6 yrs. 8 mos. 
9 yrs. 8 mos. 
20 yrs. 4 mos. 

10.15 

9.32 
9.53 
9.65 

10.00 

5 yrs. 4 mos. 11 days 8.94 

3 yrs. 6 mos. 4 days 8.80 

2 yrs. 8.81 

5 yrs. 3 mos. 17 days 8.93 
22 yrs. 11 mos. 17 days 9.36 

8 yrs. 1 mo. 1 day 9.31 

3 yrs. 4 mos. 17 days 8.99 
6 yrs. 5 mos. 17 days 9.35 
20 yrs. 1 mo. 17 days 10.04 

5 yrs. 1 mo. 27 days 9.40 

9 yrs. 4 mos. 20 days 9.81 

4 yrs. 1 mo. 9.51 
6 yrs. 9 mos. 9.89 
20 yrs. 10.28 

2 yrs. 9.45 

5 yrs. 2 mos. 8 days 9.74 

10 yrs. 3 mos. 1 day 9.72 

5 yrs. 1 mo. 11 days 9.56 
10 yrs. 2 mos. 11 days 9.77 
19 yrs. 10 mos. 11 days 10.07 

3 yrs. 28 days 9.75 

6 yrs. 6 mos. 21 days 9.97 

450 

1754 

1505 

4256 

3507 

1,100 

550 

500s 

550 

525» 
35012 

875 

45013 

12514 

5001S 

30016 

925 

55017 

50018 

175» 
45022 

30023 

925 

550 

550 

500 

27525 

40026 

30027 

975 

60028 

50029 

125> 
5002 

3503 

5509 

87510 

5019 

10020 

55024 
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Date in 

1988 

Issues offered/ 

retired 

Terra to 

maturity 

Yield to 

maturity 

Millions of dollars par value 

Amount 
delivered 

Amount 
retired 

Issues payable in Canadian dollars - Direct and guaranteed 

1 Sept. 

5 Sept. 

22 Sept. 

15 Oct. 

31 Oct. 

15 Nov. 

5 Dec. 

15 Dec. 

1014% 1 June 1992 

1014% 1 December 1998 

1014% 1 October 2009 

8%% 5 September 1988 

1014% 5 September 1990 

1014% 1 March 1996 

1014% 15 October 1988 

914% 1 September 1993 

1014% 1 December 1998 

10% 1 June 2008 

914% 1 September 1993 

10% 15 November 1988 

914% 1 October 1998 

814% 5 December 1988 

1014% 5 December 1990 

9%% 15 December 1988 

914% 1 September 1993 

1014% 1 December 1998 

10% 1 June 2008 

3 yrs. 9 mos. 

10 yrs. 3 mos. 

21 yrs. 1 mo. 

2 yrs. 

7 yrs. 5 mos. 9 days 

4 yrs. 10 mos. 17 days 

10 yrs. 1 mo. 17 days 

19 yrs. 7 mos. 17 days 

4 yrs. 10 mos. 1 day 

9 yrs. 10 mos. 16 days 

2 yrs. 

4 yrs. 8 mos. 17 days 

9 yrs. 11 mos. 17 days 

19 yrs. 5 mos. 17 days 

Total bonds payable in Canadian dollars 

Total treasury bills 

Issues payable in foreign currencies - Direct 

26 Apr. U.S. $6 million 
814% serial notes due 
26 April 1988 

1 June 

31 July 

27 Oct. 

U.S. $100 million 

6%% bonds due 

1 June 1988 

Yen 120 billion 

7.9% loan due 

31 July 1992 

U.S. $500 million 

107/s% notes due 

27 October 1988 

Total notes and bonds payable in foreign currencies 

Total Canada Bills* 

10.36 

10.51 

10.78 

10.25 

10.12 

9.96 

10.19 

10.16 

9.62 

9.81 

10.35 

10.09 

10.13 

10.10 

25030 

425 

30031 

975 

650 

55033 

12535 

62536 

35037 

1,100 

55038 

60040 

650 

75« 

625« 

3254S 

1,025 

17,150 

228,150 

55032 

82534 

625® 

60041 

47542 

6,175 

207,250 

6,824 

12347 

1,09248 

60249 

1,825 

6,974 

(Continued) 
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* Canada Bills are short-term U.S.-dollar-denominated notes issued for terms not exceeding 270 days. 
1. Maturity of 8%% bonds issued 1 February 1978 
2. Maturity of 1014% bonds issued 1 February 1983, 27 April 1983 
3. Maturity of 11%% bonds issued 14 November 1984, 19 March 1985, 10 April 1985 
4. In addition to $550 million 914% bonds due 1 March 1991 already outstanding 
5. In addition to $900 million 914% bonds due 1 October 1994 already outstanding 
6. In addition to $1,150 million 914% bonds due 1 October 1997 already outstanding 
7. In addition to $550 million 10% bonds due 1 June 2008 already outstanding 
8. In addition to $500 million 9% bonds due 1 September 1991 already outstanding 
9. Maturity of 914% bonds issued 6 March 1986 
10. Maturity of 1014% bonds issued 22 February 1983, 15 March 1983, 12 July 1983, 1 February 1985, 19 February 1985 
11. In addition to $550 million 814% bonds due 1 July 1993 already outstanding 
12. In addition to $1,625 million 9% bonds due 1 March 2011 already outstanding 
13. In addition to $1,550 million 9!4% bonds due 1 May 1996 already outstanding 
14. In addition to $1,000 million 9% bonds due 1 September 1991 already outstanding 
15. In addition to $1,050 million 914% bonds due 1 October 1994 already outstanding 
16. In addition to $900 million 10% bonds due 1 June 2008 already outstanding 
17. In addition to $1,075 million 814% bonds due 1 July 1993 already outstanding 
18. In addition to $1,575 million 914% bonds due 1 October 1997 already outstanding 
19. Maturity of 5% bonds issued 1 February 1964 
20. Maturity of 5% bonds issued 1 June 1963 
21. In addition to $1,125 million 914% bonds due 1 July 1992 already outstanding 
22. In addition to $450 million 10% bonds due 1 March 1995 already outstanding 
23. In addition to $1,200 million 10% bonds due 1 June 2008 already outstanding 
24. Maturity of 814% bonds issued 6 June 1986 
25. In addition to $550 million 914% bonds due 1 September 1993 already outstanding 
26. In addition to $500 million 914% bonds due 1 October 1998 already outstanding 
27. In addition to $1,500 million 10% bonds due 1 June 2008 already outstanding 
28. In addition to $1,125 million 9% bonds due 1 September 1991 already outstanding 
29. In addition to $900 million 10% bonds due 1 March 1995 already outstanding 
30. In addition to $1,600 million 1014% bonds due 1 June 1992 already outstanding 
31. In addition to $1,000 million 103/4% bonds due 1 October 2009 already outstanding 
32. Maturity of 814% bonds issued 5 September 1986 
33. In addition to $825 million 1014% bonds due 1 March 1996 already outstanding 
34. Maturity of 1014% bonds issued 15 October 1983, 8 November 1983, 15 December 1983, 1 May 1985, 22 May 1985 
35. In addition to $825 million 914% bonds due 1 September 1993 already outstanding 
36. In addition to $425 million 1014% bonds due 1 December 1998 already outstanding 
37. In addition to $1,800 million 10% bonds due 1 June 2008 already outstanding 
38. In addition to $950 million 914% bonds due 1 September 1993 already outstanding 
39. Maturity of 10% bonds issued 23 July 1985, 1 September 1985, 1 October 1985, 23 October 1985 
40. In addition to $900 million 914% bonds due 1 October 1998 already outstanding 
41. Maturity of 814% bonds issued 5 December 1986 
42. Maturity of 934% bonds issued 15 November 1985, 6 February 1986, 15 March 1986 
43. In addition to $1,500 million 914% bonds due 1 September 1993 already outstanding 
44. In addition to $1,050 million 1014% bonds due 1 December 1998 already outstanding 
45. In addition to $2,150 million 10% bonds due 1 June 2008 already outstanding 
46. Maturity of U.S.$6 million (Series A) of the U.S.$30 million 814% serial notes assumed by Canada on 12 February 

1986. Originally issued by Canadair on 26 April 1982 
47. Maturity of U.S.$100 million 67/s% bonds issued 1 June 1968 
48. Called yen 120 billion 7.9% syndicated (non-marketable) loan issued 31 July 1984 
49. Maturity of U.S.$500 million 107/s% bonds issued 27 October 1983 
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Financial statements 

Bank of Canada Statement of revenue and expense 

Year ended 31 December 1988 
(with comparative figures for 1987) 

1988 1987 

(thousands of dollars) 

REVENUE 

Revenue from investments and other sources, 

net of interest paid on deposits of $21,285 

($11,378 in 1987)   

EXPENSE 

Salaries'  

Contributions to pension and insurance funds2 

Other staff expenses3   

Directors’ fees  

Auditors’ fees and expenses  

Taxes - municipal and business  

Bank note costs  

Data processing and computer costs  

Premises maintenance - net of rental income4. 

Printing of publications  

Other printing and stationery  

Postage and express  

Telecommunications  

Travel and staff transfers  

Other expenses  

Depreciation on buildings and equipment 

NET REVENUE PAID TO 

RECEIVER GENERAL FOR CANADA 

$2,109,705 

$ 67,561 

8,720 

2,207 

107 

516 

8,767 

35,074 

5,832 

19,605 

547 

2,161 

1,604 

1,725 

2,284 

2,096 

158,806 

13,237 

172,043 

$1,937,662 

$2,007,604 

$ 64,668 

7,640 

1,741 

114 

495 

8,100 

35,713 

6,005 

16,810 

582 

2,031 

1,572 

1,545 

2,063 

2,126 

151,205 

12,502 

163,707 

$1,843,897 

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 2,234 in 1988 compared 
with 2,246 in 1987. 

2. Contributions to pension and insurance funds for Bank staff other than those engaged in premises maintenance. 
3. Other staff expenses include retirement allowances and educational training costs. 
4. 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 31 December 1988 
(with comparative figures for 1987) 

1988 1987 

» ™rTC (thousands of dollars) 

Deposits payable in foreign currencies: 

U.S.A. dollars  $ 369,087 

Other currencies  262,989 

632,076 

Advances to members of the Canadian Payments Association (note 2)  485,325 

Investments — at amortized values (note 3): 

Treasury bills of Canada  9,685,022 

Other securities issued or guaranteed by 

Canada maturing within three years  3,051,422 

Other securities issued or guaranteed by 

Canada not maturing within three years  7,609,779 

Other investments  2,357,937 

22,704,160 

Bank premises (note 4)   139,798 

Accrued interest on investments  320,801 

Other assets  36,981 

$24,319,141 

$ 305,819 

4,877 

310,696 

798,251 

9,676,651 

2,603,372 

7,915,185 

1,187,027 

21,382,235 

141,290 

320,732 

69,995 

$23,023,199 

(See accompanying notes to the financial statements) 



Financial statements 

LIABILITIES 

1988 1987 

(thousands of dollars) 

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  

S 5,000 

25,000 

21,032,433 

14,199 

2,177,109 

259,651 

307,487 

2,758,446 

$ 5,000 

25,000 

19,447,407 

23,330 

2,648,949 

287,129 

428,656 

3,388,064 

Liabilities payable in foreign currencies: 

Government of Canada  

Other  

Bank of Canada cheques outstanding 

Other liabilities  

472,924 

 11 

472,935 

18,838 

6,489 

$24,319,141 

134,409 

 12 

134,421 

16,448 

6,859 

$23,023,199 

Governor, J. W. CROW Chief Accountant, J. COSIER 

Auditors’ Report We have examined the statement of assets and liabilities of the Bank of Canada as at December 31, 1988 
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, 1988 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 26, 1989. 
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Bank of Canada Notes to the financial statements 
31 December 1988 

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% 

e) Pension plan 
The Bank’s contributions to the Pension Fund are recorded as expenses at the time they are made. Actuarial 
surpluses or deficiencies, if any, are amortized over periods not exceeding those provided for by the Pension 
Benefits Standards Act, 1985, and the regular contributions are adjusted accordingly. 

f) Insurance 
The Bank does not insure against direct risks of loss to the Bank, except for potential liabilities to third parties 
and where there are legal or contractual obligations to carry insurance. Any costs arising from these risks are 
recorded in the accounts at the time they can be reasonably estimated. 

2. Advances to members of the Canadian Payments Association 
Advances include a total of $143,024,668 ($362,151,392 in 1987) provided to the Canadian Commercial Bank and the 

Northland Bank for which winding-up orders have been issued by the courts. On the basis of the available information, it 
is the opinion of the Bank of Canada that this amount will be fully repaid from the proceeds of the liquidations. 
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3. Investments 
Investments may include securities of the Government of Canada held under Purchase and Resale Agreements (PRA). 

As at 31 December 1988 there were no securities held under PRA ($164,942,690 in 1987). 

4. Bank premises 

Land and buildings 
Computer equipment 
Other equipment 

Projects in progress 

(thousands of dollars) 
1988 

Accumulated 
Cost depreciation 

$171,415 $ 64,020 
32,334 25,457 
44,357 27,999 

248,106 117,476 

9,168 

$257,274 $117,476 

1987 

Net Net 

$107,395 $110,705 
6,877 7,576 

16,358 14,945 

130,630 133,226 

9,168 8,064 

$139,798 $141,290 

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. 

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. 
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