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THESIS

THE CANADIAN EXEMPTION FROM THE UNITED STATES
INTEREST EQUALIZATION TAX

(sumary)

The purpose of this thesis is to analyze the Canadi an
exenption fromthe United States Interest Equalization
Tax. Two different aspects of this problem are consider-
ed: 1) the actual effect of the | ET exenption on Canada-
U S. capital flows, and 2) the possible consequences if

Canada had not been exenpted.

The actual effect is examned in two quite different
ways. The first way is to construct an econonetric nodel
of Canadi an new issues in the United States, This nodel,
whi ch is based on the behavi our of Canadi an borrowers
speci fies Canadi an gross new i ssues sold in the United
States to be a function of total Canadian gross new i s-
sues, the Canada-United States interest rate differential,
and dummy variables for the 1962 exchange crisis and the
| ET. The dummy variable for the I ET represents | ower
Canadi an new issues in the United States prior to the
passage of the IET by the U S. Congress with the Canadi an
exenption intact-foll owed by higher new i ssues i medi at e-
ly after its passage in Septenber 1964- It is this per-
iod of uncertainty that had the greatest effect on Canada-

U.S. capital flows. The flow nodel of capital flows is



enpl oyed rather than the theoretically preferred stock
adj ust mrent nodel because of enpirical difficulties with
the latter. Since the nodel passes the "Chow test" for
tenporal stability for a breakdown of the sanple into the
pre and post |ET periods, it is concluded that the IET
did not cause Anerican investors to substitute untaxed
Canadi an new i ssues for other taxed foreign issues. Thus,
the | ET exenption did not affect Canada-U. S. capital flows

after the initial period of uncertainty.

The second way to determ ne the actual effect of the
| ET exenption is to study the history of the exenption.
Interviews with key Canadi an policy makers as well as the
nmore traditional sources are used to provide an integrated
view of this episode in Canada-United States econom c

di pl omacy. The nobst inportant Canadi an quid pro quo for

the I ET exenption was the Exchange Fund Ceiling. The
Canadi an negoti ators were able to achieve their objectives
of maintaining access to the United States capital market
at the cost of sone nonetary i ndependence. Any eval uation
of their performance depends on the relative inportance
attached to these two objectives. |In contrast, the United
States negotiators failed to prevent a deterioration in

tne United States bilateral bal ance of paynents w th Canada.



The possi bl e consequences if Canada had not been exenpted

are evaluated by nmeans of a simulation with the Bank of
Canada's econonetric nodel, RDX2. For this exercise in
rewiting history, the equation for Canadi an new

issues in the United States was added to RDX2. Further,

it is assunmed that the alternative to an exenption is a

fl oati ng exchange rate. According to the sinmulation the
quarterly reduction in borrowi ng woul d have averaged $127
mllion per quarter. The United States dollar would have
been 4.2 cents higher wthout the exenption at its peak in
1966. However, the Canadi an dollar would have strengthened
sufficiently to nore than offset the effect of the exenp-
tion by the late 'sixties. The Canadi an current account
bal ance with the United States woul d have been $272 m | -
lion greater. The shift in the current account woul d
have increased real demand for output and woul d have re-
sulted in an unenpl oynent rate that woul d have been .29%
| ower. Nevertheless, what the United States woul d have

| ost on the current account woul d have been nore than
made up on the capital account. As a result, the U S.

bi | ateral bal ance of paynments wi th Canada woul d have been
on the average $91 million per quarter nore favourable.
Thus, United States would have been in a better posi-

tion to achieve its bal ance of paynents objectives if Can-

ada had not been exenpted.
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| NTRODUCTI ON

It has been said that although God cannot alter the
past. Historians can; it is perhaps because they can be
useful to Hmin this respect that He tolerates their
exi stence.

--Sanuel Butl er
Er ewhon, 1872

The Canadi an new i ssues exenption fromthe United
states Interest Equalization Tax is a historical fact
whose inpact on the economc history of Canada in the
sixties can be analyzed. That is the first objective
of this dissertation. The second is to rewite this
econonm c history as it mght have been had there been
no exenption. This is a task that has been greatly fa-

cilitated by the availability of econonetric nodels.

Bef ore proceeding further, it may be hel pful to pro-
vide a short description of the Interest Equalization
Tax (henceforth called IET). The |IET, which was announ-
ced on July 18, 1963, was the first of a nunber of nea-
sures adopted by the U S. Governnent to stemthe out-
flow of capital fromthe U S in order to inprove the
bal ance of paynents. It is formally an excise tax on
the purchase of foreign securities by U S. residents.

The 1ET was interpreted by the Canadi an Governnment as a

direct threat to a Canadi an dollar conval escing from

1



the 1962 exchange crisis. In order to regain the con-
fidence of the world financial comrunity, the Canadi an
authorities sought and obtained an exenption fromthe

| ET for Canadi an new issues in the U S.. The Canadi an

| ET exenption poses questions of a technical economc
nature about the effect of taxation on capital fl ows,
and about the degree of integration of North Anmerican
capital markets. Furthernore, there are political ques-
tions concerned wth the costs of special arrangenents
with the U S in terns of Canadi an i ndependence. A case

in point here is the Exchange Fund Ceiling which was the

Canadi an quid pro quo for the | ET exenpti on.

The body of this dissertation is divided into four
mai n chapters as outlined below In Chapter I, the IET
is described with enphasis on those features of the IET
nost rel evant for Canada. A theory of the incidence of
the IET is devel oped, and fromthis the effects of the
| ET on net yield to maturity and gross cost of borrow

ing are cal cul at ed.

A nodel of Canadian new issues in the U S. based on
t he behavi our of Canadi an borrowers is presented in
Chapter 11. The nodel specifies Canadi an borrowing in

the U S. as a function of total financial capital re-



qui renents in Canada, and of the Canada-U.S. interest

rate differential. Consequently, it is a flow nodel.

The theoretically preferred stock adjustnment nodel was
not enpl oyed because it failed to yield theoretically
correct and statistically significant coefficients when
estimated enpirically. Tests of the tenporal stability
of this nodel are nade for a breakdown of the sanple

into the pre and post |ET peri ods.

The nodel devel oped in Chapter Il is linked to the
Bank of Canada econonetric nodel of the Canadi an econ-
ony, RDX2, in Chapter IIl in order to provide a vehicle
for specul ation on what m ght have happened had Canada
not been granted an exenption fromthe | ET. The nost
probabl e alternative scenario was that a refusal of the
Canadi an request for an exenption fromthe | ET would
have forced the Canadian authorities to float the Can-
adian dollar. In order to separate the effects of the
non-exenption fromthe IET fromthose solely attribut-
able to the floating of the dollar, the policy sinulation
is performed with a flexible as well as a fixed rate con-

trol solution

The final chapter, Chapter 1V, is an account of



the Canada-U.S. financial arrangenents related to the

| ET, the nost inportant of which was the Exchange Fund
Ceiling. This chapter relies on private interviews

w th key Canadi an policy-nmakers as well as published
sources to reconstruct the di plomatic negotiations con-
cerned with these matters. The actual policy choices

and their rationales are contrasted with the alternative
scenari o of non-exenption, and the costs and benefits of
each are discussed. Furthernore, an attenpt is nmade to
integrate the political and econom c aspects of these

negoti ati ons.



CHAPTER |

| NTEREST EQUALI ZATI ON TAX

Basi c Rate

The I nterest Equalization Tax, which was proposed
on June 18, 1963 and signed into | aw on Septenber 4,
1964 is an excise tax on the acquisition of certain
foreign securities by American investors. The basic
rates are given in Table 1. They range froma | ow of
1.05% of the value of the security for a debt obliga-
tion with atermto maturity of between one and one
and a quarter years to 15.00% on debt obligations with
atermto maturity greater than twenty eight and a half
years. Foreign stocks are taxed at the sanme rate as
bonds of the |Iongest term The basic rates were or-
iginally calculated with a view to increasing the cost
of foreign borrowing in the United States by one per-
centage point so that the interest rate differential
in favour of borrowers between the United States and
nost ot her Western capital markets woul d be el i m nat ed.
This effect can be shown for the case of a foreign bor-
rower who wi shes to raise $1, 000,000 by nmeans of a bond

i ssue when the interest rate is 5% He would have to
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pay $500,000 in interest if he borrowed the noney for
ten years over the lifetime of the bond. |If the pur-
chase of the bond were subject to the tax, the purchas-
er would have to pay $77,000 in tax since the IET rate
on a security with a maturity of ten years is 7.70%
The $77,000 woul d be equivalent to $10,000 a year ad-
ditional cost for the issuer if he had to reinburse the
purchaser in order to offer a yield conpetitive with

ot her donestic securities. Thus the total interest

cost woul d be $600, 000 or 6% of the anmpunt borrowed.

Level of Rates

The basic rate given in Table 1 is only one part of
the tax. In 1967 and 1969, the United States Congress
gave the President authority to change the |evel of
rates. Initially the President was only free to vary
the rates between one and one and a half tines the
basic rate. Subsequently, the tax could be elimnated
at the President's discretion. The Ways and Means and
the Finance Commttees were very reluctant to grant
such wide ranging authority to the President and they

requi red assurance that such a grant woul d not be taken

6



as a precedent for providing the President with the dis-
cretionary power to change the rates of other taxes.
Some econom sts have suggested that the President m ght
be given the power to reduce inconme tax rates by Execu-
tive Order, thus bypassing a | engthy debate in Congress
and decreasing the lags in stabilization policy. For
exanple, the 1964 U.S. tax cut was introduced in Con-
gress as early as late 1962, and its sl ow passage
through the |l egislative process is well docunented,"®
Contrastingly, the President can alter the rates of the
| ET or change sonme of the exenptions in an Executive
Order. Thus the | ag between the need for a change in
policy as indicated by nonthly statistics on foreign
securities issued in the U S and the policy neasure

itself could be reduced to two nonths.

The levels of the IET rates and the periods for
which they were in effect are given in Table 2. The
| evel of the tax corresponds to the increase in the per-
centage cost of funds when the interest rate is 5%
For exanple, a level of 1.50 would increase the annual

cost to a foreign borrower of a bond issue in the U S

" For exanple, see Lawrence C. Pierce, The Politics of
Fiscal Policy Formation (Pacific Palisades, California: Goodyear
Publ i shi ng Conpany, 1971).




from5%to 6.5%of the principal.



TABLE 1
BASI C RATE STRUCTURE

Period to Basi c Period to Basi c
Maturity Rat e Maturity Rat e
p (in years) % p (in years) %
1 <p< 1.25 1.05 8.5 <p< 9.5 7.10
1.25 <p< 1.5 1. 30 9.5 <p< 10.5 7.70
1.5 <p< 1.75° 1.50 10.5 <p< 11.5 8. 30
1.75 <p< 2.25° 1.85 11.5 <p< 13.5 9. 10
2.25 <p< 2.75% 2.30 13.5 <p< 16.5 10. 30
3 <p< 3.5 2.75 16.5 <p< 18.5 11. 35
3.5 <p< 4.5 3.55 18.5 <p< 21.5 12. 25
4.5 <p< 5.5 4.35 21.5 <p< 23.5 13. 05
5.5 <p< 6.5 5.10 23.5 <p< 26.5.5 13.75
6.5 <p< 7.5 5. 80 26.5 <p< 28.5 14. 35
7.5 <p< 8.5 6. 50 28.5 <p< = 15. 00

a These rates were added in the I ET Act of 1904. Until
then, the rate structure started with a rate of 2.75 for
3 p 3 1/2.

Not es:

In the 1967 | ET Extension Act, the President was

given authority to vary these rates between the basic rate
and 1.5 tinmes the basic rate. In the 1969 | ET Extension
Act, the President was given authority to vary these rates
between zero and 1.5 tines these basic rates and to desig-
nate lower rates for acquisitions of stock or debt obli-
gations that are part of a new issue.



Revenue

The I ET was not a great source of revenue, but it
was never intended to be one, even though its |egal
formwas that of an excise tax. Rather, it was intend-
ed as a neasure to regulate capital flows. As a result,
the rates were increased well into the range where the
elasticity of revenue with respect to the base was neg-
ative. The availability of close substitutes both to
foreign borrowers, and to American | enders has nmade the
tax base (foreign new issues in the U S. or outstanding
foreign securities purchased by Americans) very sensi -
tive to the rate. In the case of nobst outstandi ng bonds,
if the tax applied there were no transactions, and hard-
Iy any foreign borrowers have tapped the U S. narket un-
| ess they were exenpt fromthe tax for one of a nunber
of reasons. Mst of the revenue fromthe tax was col -
| ected fromtransactions in outstanding stocks. It is
here that the concept of expected return is nost el usive
and nost subject to disagreenent. As can be seen in
Tabl e 3 the maxi mum annual revenue collected up to 1969
was only $91.7 mllion, which is a small sum conpared

to the revenue fromthe major taxes.

10



TABLE 2

LEVEL OF | ET RATES

Time Period Level

July 18, 63 to Jan. 25, 67 1.00

Jan. 26, 67 to Aug. 28, 67 1.50

Aug. 29, 67 to April 3, 69 1.25

April 4, 69 to present .75
TABLE 3

TAX COLLECTI ONS (a)

Year Amount (m | of $)
1964 8.0

1965 20.7

1966 25.3

1967 40. 4

1968 91.7

1969 (first half) 71.2

(a) The bul k of the collections result
from U S. purchases of outstandi ng stocks,

Sour ce: U.S., Congress, Senate, Conmittee
on Finance, |Interest Equali zation
Tax Extension Act of 1969, Hear-"
ing, before the Commttee on Fin-
ance, U.S. Senate, on HR 12829,
91st Cong., 1st sess., Septenber
3, 1969, p. 25.
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Excl usi ons, Exenpti ons and Loophol es

No discussion of the IET is conplete until nention
is made of the abundance of exceptions that were built
into the IET Act. These exceptions run the ganut from
t hose necessary to fulfill the objectives of the IET or
ot her governnent programmes, to those inserted at the
request of special |obbies to facilitate their own per-
sonal business and to reduce tax liabilities. A grasp
of the nunber of these special clauses can be obtained
by perusing the fifty nine pages of chapter forty one
in the Internal Revenue Code devoted to the IET. In
this section the reader will find a summary of sone of
the nore inportant exceptions to the general principle
that all purchases of a foreign security by a "U S. per-

son" are subject to the IET. Special enphasis is placed
on those exceptions that played a large role in shield.
ing fromthe IET capital flows fromthe United States

t o Canada,

Dom ni que G Carreau breaks down the exclusions into

three broad categories; exclusions related to U. S. in-

ternational comm tnents, exclusions to pronote U. S.

12



exports, and m scell aneous exclusions.? Under the first
category are included exclusions given to a country
where the application of the tax to new i ssues of secur-
ities of that country woul d"inperil or threaten to im
peril the international nonetary system"” Canada im
nmedi ately received an exenption under this exclusion

cl ause, and Japan was gi ven an exenption on February 10,
1965 permtting her to issue or guarantee securities up
to a maxi mum of $100 million in the United States. The
Japanese exenption was granted because the Japanese had
been heavily dependent on Anerican bank | oans, and the
extension of the IET to bank | oans woul d have cut off
this source of finance. The Japanese exenpti on was

wi t hdrawn on February 3, 1970 | eaving Canada the only
country with this type of exenption.?® The acquisition

of securities issued by governnents or corporations of

| ess-devel oped countries, as specified by the President,
was excluded as was the acquisition of the securities of
I nternational organizations such as the Wrld Bank, of

which the U S. is a nmenber.

The second category of exclusions includes securi -

’D.G Carreau, “The Interest Equalization Tax,” Journal of

Wrld Trade Law, 2, No. 1 (1968), p.60.

* |bid., p.61.
13



ties required to finance U. S. exports. Thus, an export-
er could take securities as partial paynent for goods,

or an Anmerican investor could purchase securities guar-
anteed by the Export-Inport Bank. The exclusions in the
second category are not blanket, however, and each ex-

clusion is carefully specified in the Internal Revenue

Code._

The m scel | aneous excl usi ons cover acquisitions of
securities by dealers or underwiters for resale, in-
surance conpanies for risk funds against foreign liabil-
ities,* mning conpanies to assure access to raw mater-
ials,® "U S. corporations”"follow ng nationalizations,
and by "U. S. persons” if necessary to conduct business
abroad. According to Carreau, m scellaneous excl usions
cover "acquisition of foreign securities purchased for
reasons other than the interest differential between
American and foreign security markets". It mght be add-
ed that the I ET also includes many concessions to the

financial sector and to the raw material extracti on sec-

*Bond trading by Anerican insurance conpani es can account

for part of the large gross flows between Canada and the U S. in
out st andi ng Canadi an bonds.

SThis exclusion is the reason that Tennessee Natural Gas and

the other gas utilities in the U S. did not have to pay the IET
on their $75 mllion loan to Panarctic Gls Ltd. for oi
exploration in the Canadi an arctic.

14



tor.

Besi des these three categories of exclusions there

is an exenption for "prior American ownership and com
pliance". The consequence of this exclusion was that
mar ket s sprang up overnight to facilitate untaxed trad-
ing in foreign stocks by Americans. The |argest of

t hese markets was in New York, but there was al so one
in Toronto where it was called the "Z market". In Tor-
onto the premumthat Anerican investors were willing
to pay for Canadi an securities al ready owned by Aneri -
cans, and, hence, exenpt fromthe I ET, varied generally
in the four to eight percent range.® The Toronto market
had such a | ow volune of trading that it becane inactive

in 1968.

It was obvious to Canadi an financial journalists
early in 1965 that the small size of the prem umat tines
was the result of illegal arbitrage.” The probl em had

been that under the I ET Act of 1964, and the | ET Exten-

°See WL. Dack, “Traders Happy as Mre Stocks Free of U.S.
Tax,” Financial Post, Jan. 18, 1964, p.37, and Beatrice R dell,
“Canadian Citizens Are Anong the U. S. Ctizens Caught in Tax,”
Fi nancial Post, April 29, 1967, p.25.

’ Robert Jamieson, “M. X s Rear-door Stock Deals Neatly
Skip the 15% U. S. Tax,” Financial Post, Jan. 9, 1965, p. 1.
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sion Act of 1965, all that was needed to qualify for this
exenption was an affidavit certifying American ownership.
Such affidavits could be readily purchased from i npecun-

i ous Anericans residing abroad for a small fee. The Ba-
ham an corporation that bought the affidavit would then
buy foreign securities on the foreign market and then re-
sell the securities and affidavit for a premumprice to
a small securities firmthat was a nenber of the National
Associ ation of Security Deal ers and was able to resell
the securities to legitimte custoners. The end result of this
circunventious string of transactions was the a-

voi dance of the IET and the capture of the prem um for
stocks on which the I ET had al ready been paid. When

this | oophole was revealed to the American public in

June 1967 by the Wall Street Journal along with specul ations

t hat anywhere from $100 million to $1 billion in foreign
securities had entered the U S. untaxed,® The U S. Congress was
forced to act. Consequently, regulations were tightened

consi derably, and, after 1967, a "U S. person”

purchasing a foreign security nust show to the satisfac-

tion of the Internal Revenue Service that "the person

di sposing of the security is a U S. person who has

*Wall Street Journal, June 30, 1967 reprinted in U. S
Congress, Senate, Commttee on Finance, Interest Equalization Tax

Ext ensi on Act of 1967, Hearings before the Comm ttee on Finance,
U S. Senate, 90'" Cong., 1% Sess., 1967, p.190.
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satisfied any interest equalization tax liability

that was incurred by reason of that security or who
incurred no such liability with respect to his ownership."?®
The way in which an individual will normally

denonstrate "prior American ownership and conpliance"

is by presenting a validation certificate or an |IET cl ean

confirmation which frees himof tax liability.

Sonme foreign stock issues are not subject to the tax
because the foreign corporation is treated as an Amer-
i can donestic corporation for the purposes of the I|ET,
In fact, nost of the companies qualifying under this are
subsi di aries of Anerican corporations or international
corporations owed by Anericans. A foreign corporation
to qualify nust have nore than 65% of a class of stock
held by “U. S. persons” on the |ast record date before July
19, 1963, or, alternatively, nore than %60 of a class
of stock was held by “U. S. persons” on the |ast record
date before July 19, 1963, and during 1963 the principal
mar ket for that stock was on a national securities ex-

change registered with the Securities and Exchange Com

U S., Internal Revenue Service, Tax Information on the
| nterest Equalization Tax (Washington, D.C : Governnment Printing
Ofice, 1971), p.14.
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m ssion.® In 1963 only two non-Canadi an conpanies |i st-
ed on the New York Stock Exchange qualified. Consequent-
ly, this exenption was wei ghted heavily in Canada’ s
favour and did not aid many non- Canadi an conpani es. *°
Canadi an conpani es that qualified for treatnment as Anmer-
i can donestic corporations accounted for 29.6% of the
wei ght in the Toronto Stock Exchange Industrial index,
47.4% of the gold index and 54.9% of the western oils

i ndex in 1970.1 These figures provide an estinmate of

the proportion of the supply of Canadi an stocks that are
avai |l abl e without incurring IET tax liabilities. Stocks
included in the index nust be publicly held (if they are
not their weights are adjusted dowward to reflect pub-
lic participation) and have a broad enough market to ap-
peal to Anerican portfolio investors. Sperry Lee esti-

mated that, in 1965, two-thirds of Canadi an shares |isted

’U.S. Code, Congressional and Adninistrative News, |nternal
Revenue Code, (St. Paul, Mnn.: West Publishing Co.., 1971), p.
1224.

" See the testinony of Henry Wngate, Chairman of the Board
of the International N ckel Conpany of Canada Ltd., whose
effective | obbying won this exenption in U S., Congress, House,
Committee on WAays and Means, |Interest Equalization Tax Act,

Heari ngs, before the Ways and Means Commttee, U S. House on H R
8000, 88'" Cong., 1% sess., 1963, p. 281.

" The figures were cal cul ated by adding up the wei ghts of
stocks listed on the Toronto Stock Exchange, and used in their
i ndi ces, that were believed by the Financial Post to be exenpt
fromthe I ET on these grounds. See “TSE Stocks Exenpt fromthe
U S. Equalization Tax,” Financial Post, Jan. 30, 1971, p.10.
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in New York were exenpt fromthe |ET.' Therefore, an
Anerican can acquire a diversified portfolio of Canadian
stocks wi thout even paying a dinme in IET or "Z market"

prem um

When the | ET was passed in 1964, there were many | oop-
holes. One of the nost inportant was that direct invest-
ment which was defined to be acquisition by a"U. S. person”
of stock or debt obligation of a foreign issuer or obli-
gor of which he had 10% ownership. This neant that big
I nvestors were given imunity fromthe IET. Al so Aner-

I can corporations could borrow noney in the U S and | oan

It to their subsidiaries avoiding the IET, Further,
comer ci al bank | oans were not covered. However, the

Gore ammendnent gave the President a standby authority

to inmpose tax on commercial bank | oans, and the President
did just this on February 10, 1965 for bank |oans with a
termto maturity of one year or nore. Loans to Canada

were originally subject to the tax but they were exenpt-

ed by the President on Septenber 12, 1966. Also. in February
1965, the President asked and received an extension of

the act to cover non-bank lending with a termto matur-

2 Irving Brecher, Capital Flows Between Canada and the
United States (Montreal: Canadi an Anerican Conmttee of Private
Pl anni ng Associ ati on of Canada, 1965), p.122.
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ity between one to three years.

The U. S. CGovernnent has al so noved in other ways to
control direct investnent and bank | ending abroad in or-
der to reduce the bal ance of paynents deficit. In 1965,
the U S. Governnent first introduced its Voluntary Credit
Restraints Programme for U. S. banks and its voluntary
guidelines for U S direct investors,and in 1968 both
programmes becanme nmandatory. The first is adni nistered
by the U S. Federal Reserve!®, and the latter by the O -
fice of Foreign Direct Investnents-in the Departnent of
Commerce. * These programes involve a different phil-
osophy fromthe IET. The IET relies on market mani pu-
| ati on to achi eve bal ance of paynents objectives, where-
as the other bal ance of paynents programmes repl ace the
mar ket with a Byzantine conplex of adm nistrative rules
and ad hoc bureaucratic decision maki ng. The extension
of the 1ST and the addition of the guidelines and re-
straints programe to the U. S. bal ance of paynents ar-

senal denonstrates what every econom st knows; that it

B U S., Federal Reserve Board, “Revised Cuidelines for Banks
and Nonbank Financial Institutions,” Federal Reserve Bulletin,
LVI1 (Qctober, 1971), pp.9-20.

“ U S, Dept. of Comrerce, Ofice of Foreign Direct
I nvestnents, “Interpretive Analysis and Expl anation of Foreign
Direct Investnent Regul ations,” CGeneral Bulletin (1970).
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is inmpossible to tax heavily only one of a nunber of

cl ose substitutes w thout w despread evasion. Effective
controls must be conprehensive. Canada was subject to

t he voluntary programe of 1965, but the guidelines were
vague enough that they did not constitute a direct threat
to the Canadi an bal ance of paynents. The sanme can not-
be said for the 1968 mandat ory programme. However, Can-
ada received an exenption after the programme had only
been in effect for a couple of nonths. These programes
are discussed in greater detail in Chapter IV on the
Canada- U. S, financial arrangenents resulting fromthe

| ET exenpti on,

Now, a nore detailed discussion of the Canadi an ex-
enption for newissues in the US. is in order. The IET
Act of 1964 was actually passed by Congress after Canada
had al ready recei ved a guarantee of an exenption, and it
was |argely for this reason that section 4917, "The ex-
clusion for original or new issues where required for
international nonetary stability",* of the Internal Rev-
enue Code was drafted. It is ironic that it was a $100

mllion Quebec Hydro bond issue in New York that con-

" U S. Code, Congressional and Administrative News, |nternal
Revenue Code (St. Paul, Mnn.: West Publishing Conpany, 1971), p.
1203.
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vinced President Kennedy of the necessity of decreasing
foreign borrowing in the U S. ' Under section 4917, the
President is given the discretion to exenpt fromthe

tax any country that qualifies under the vague terns of
this exclusion by neans of an Executive Order. Two Ex-
ecutive Orders applying to Canada are Executive O der
11175 of Septenber 2, 1964 and 11304 of Septenber 12,
1966. 1" Under the ternms of the Canadi an exenption, the
acquisition of a newy issued Canadi an stock is excl ud-
able if it is acquired directly fromthe Canadi an issuers.
This nmeans that the "U. S. person"” nust purchase the stock
fromthe Canadi an corporation issuing it or from soneone
who is acting as an agent of the issuer in the primary

di stribution. Consequently, a "U S. person"” mnust pay the
| ET if he purchases the stock froma foreign underwiter,
but he does not have to pay the tax if he purchases it
froma U S wunderwiter, since the U S underwiter re-
cei ved the exclusion and could issue an | ET cl ean con-
firmation. (1) In the case of a debt obligation of a Can-
adi an issuer the "U S. person" nust, in general, acquire

the debt wthin 90 days of issue in order to qualify for

'© Peter Newman, The Distenper of Qur Tines (Toronto:
McC elland and Stewart, 1968), p. 33.

7 See the Federal Register for the text of Executive Orders.
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the exclusion.®® In the case of a debt obligation secured
by a nortgage the acquisition nmust be within 90 days
after interest has begun to accrue.?! Consequently, a
"U. S, person” can purchase a Canadi an debt obligation for
a 90 day period without having to pay the tax. Thus,
whet her the issue is payable in Canadian dollars or U S.
dollars makes no difference in tax liability. The chief
advant ages an Anerican underwiter would have over a
Canadi an i nvestnment deal er acting as the agent for the

i ssuer is that he could take nore than 90 days to distri-
bute the issue since "U S. persons” that purchase the
security fromhimwould qualify for the exenption based
on his status as a "U. S. person”, and that he could do

t he paperwork for his clients making it unnecessary for
themto fill out "Notice of Acquisition Forns". The ex-
clusion does not apply to the "acquisition of a stock or
debt obligation of a conpany registered under the In-

vest ment Conpany Act of 1940" nor does it apply to the

" U.S. Internal Revenue Service, Tax Infromation on the
| nterest Equalization Tax (Washington, D.C.: U S. Governnent
Printing Ofice, 1971), p.9. The taxpayer nust fill out Form 3779
called “Notice of Acquistion of Oiginal or New Canadi an Stock or
Debt Cbligation” in order to qualify for the exenption. In the
case of a stock underwitten in the U S., the underwiter is the
only one that has to file, and subsequent purchasers rely on the
exenption for purchases froma “U S. person”. A Canadi an
underwriter who is part of a U S. selling group can opt to be
treated as a “U. S. person”.

9 | bid., p. 10.
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acqui sition of the securities of Canadi an corporations
that were formed to purchase securities that are not ex-
enpt fromthe IET.2° These two exceptions to the Canadi an
exenptions for new issues were added in 1966 to stop the
use of Canadi an corporations as gimmcks for |ET avoid-

ance.

| nci dence

The question of "who pays the tax?” is a crucial one
in the Public Finance literature, and it is central to
any analysis of the real or potential effect of the IET
on international capital flows. Underlying these flows
are the demand for securities by purchasers and the sup-
ply of securities by issuers or sellers. |In the absence
of the IET both purchasers and issuers or sellers of
securities are interested in yield to maturity which to
themis an indicator of expected return on investnent or
expected cost of funds. |If there are transaction costs
or underwriting costs, expected return and costs of funds
differ, since purchasers calculate yield to maturity on

the gross price of the security, which would include the

® U S., President, Executive Oder, “Exclusion for Oiginal
or New I ssues Were Required for International Mpnetary
Stability,” Federal Register, XXX, Sept. 14, 1966, p.12005.
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commi ssion, and the issuers cal culate cost of funds on
the net price of the security which they receive from
the underwiter.? These factors which cause the net
yield to maturity to differ fromgross cost of funds are
ignored in the subsequent analysis and full attention is
paid to the way that the I ET would cause these two to
systematically diverge. Consequently, yield to matur-
ity is the equilibrating variable that equates demand

and supply of securities, with supply responding to gross
yield and demand to net yield when the two differ because

of the I ET.

The exact neani ng of supply and demand in this anal -
ysis nmust be carefully defined because there are two
possible interpretations. The first is that the yield
to maturity or interest rate equilibrates the demand for
the total stock of securities and the total supply of
securities. The other is that the interest rate equates
the increnmental demand for securities with the flow of
securities comng on the market. These two points of

vi ew have been | abeled in their nost aggregate forns the

! The difference between the gross price paid by the
purchaser and the net price paid by the issuer in the U S varies
from.44%to 1.5% for bond issuers over $5 nillion and is as high
as 10.26% for smaller issues according to J. Ross Peters, The
Econom cs of the Canadi an Corporate Bond Market (Montreal and
London: MG I|-Queen’s University Press, 1971), p.50.
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liquidity preference and the | oanable fund theories of-

interest rate determ nation.

Before proceeding with the devel opnent of a theory
of incidence, it is desirable to state explicitly the
assunptions underlying the theory. First, it is assum
ed that it is legitimate to specify demand and supply
of securities as flows. Second, it is assuned that the
equilibriumflow of foreign securities is non-negative.
This assunption is necessary to assure that net and gross
yield are different. For once an investor purchases a
foreign security for its net yield, he nust hold it for
its gross yield, since the IET is non-refundable. Third,
It Is assuned that markets in certain types of Canadi an
securities can be separated fromothers. This is an
obvi ous but useful sinplification. Wth these caveats in

m nd the reader may now conti nue.

According to the partial equilibriumtheory of tax
i nci dence as el aborated by Al fred Marshall,? the |egal
liability for the tax is irrelevant in determ ning who
pays the tax, rather the percentage of the tax borne by

each party to the transaction is related to the el asti c-

2 Alfred Marshall, Principles of Econonics (8" ed.; London:
Macm | | an and Co. Ltd., 1936), pp.415-109.
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ities of supply and demand. |In general, the denmander
will pay e/ n+e * 100% of the tax where ¢ is the elasti-
city of supply and nis the elasticity of demand, and
the supplier will bear n/n+e * 100% of the tax.2® In the
extrene case where the elasticity of demand is infinite
the whole tax is borne by suppliers in the formof a

| oner price received for the conmmpdity or vice versa
(l'imas n-»~ of n/nte=1 and limas e-»~ of e/n+e=1). This

anal ysis can be applied nutatis nutandis to the I ET, a tax on

I nternational capital flows.

The pol ar cases of Marshallian partial equilibrium
I nci dence anal ysis are suitable approxinmations to real -
ity if portfolio capital flows can be dichotom zed into
those in which purchaser initiative is dom nant and those
In which issuer initiative is domnant. This distinction
has been found to be useful by nmany peopl e who have stud-
led long termcapital flows. Kenen treats all U S. cap-
ital flows as the result of borrowers decisions to supply

assets to the U S.,% and MIler and Wiitnman treat al

? These two rel ationships were first expressed
mat hemati cally by Hugh Dalton in Principles of Public Finance
(5'" rev. ed.; London: George Routledge and Sons, Ltd., 1929),
pp. 73-74.

* Peter B. Kenen, “Short Term Capital Myvenents and the U.S.
Bal ance of Paynents” in U S., Congress, Joint Economc Conmttee,
U.S. Bal ance of Paynents, Hearings before the Joint Economc
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capital flows as the result of portfolio decisions of

Aneri can purchasers.?  Various conbi nati ons of these
assunpti ons have been enpl oyed by others who have stud-
ied the question. R W Baguley, in a study of capital

fl ows between the rest of the world (mainly the U S.)

and Canada, estinmates a flow equation for new i ssues whose
argunents relate to the supply of bonds to the rest of

the world.? However, the nbst convincing case for the

i nportance of this distinction is made by El eanor Duncan

Ripley in her thesis.?

Purchaser initiative is dom nant when Anmerican in-
vestors purchase Canadi an dol |l ar securities on the Can-
adi an market provided that American purchases are snmall
enough relative to the size of the market that the price
of the securities is not affected. The aggregate be-

havi our of Anmerican investors is analagous to that of a

Commttee, U S. Congress, 88'" Cong., 1% sess., 1963.

*NCMIller and M V. N. Witman, “A Mean-Variance Anal ysis
of United States Long Term Portfolio Investnent,” Quarterly
Journal of Econom cs, LXXXIV, No. 2 (May, 1970), p. 187.

%6 R Caves and G L. Reuber, Capital Transfers and Econom c
Policy: Canada 1951-1962 (Canbridge: Harvard University Press,
1971), p. 48.

7 El eanor Duncan Ripley, “United States Investnent in
Canadi an Securities 1958-1965" (unpublished Ph.D. dissertation,
Harvard University, 1969), pp.4-16.
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"price taker-quantity maker" in an ordinary market. In
this case it is appropriate to use a demand equation to
explain this type of capital flow. An exanple of such
a flowis Anmerican purchases of Governnment of Canada
bonds. On the other hand, issuer initiative is dom nant
when Canadi an provincial governnents or corporations
float U.S. dollar bond issues in the U S. market. Since
Canadi an borrowi ngs in the aggregate conprise only about
one percent of newissues in the U S., they should not
appreciably affect the cost of funds in the U S.. The
nost inportant single factor distinguishing these two
types of flows is the currency of repaynent for the se-

curity.

For purchaser dom nated transactions, the supply of
foreign securities as a function of yield can be treated
as if it were perfectly elastic. Consequently, as is
shown in Figure 1, the I ET shifts back the demand for
these foreign securities as a function of yield, |eaving
the gross yield rOthe same but reducing the quantity of
foreign securities that American investors are willing
to purchase. 1In this case, the American investors pay

the tax by accepting | ower vyields.

Insert Fig. 1
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For issuer dom nated transactions, the demand for
securities can be treated as if it were perfectly el as-
tic. As aresult, the inposition of an | ET would shift
down the supply function of foreign securities; that is,
foreigners issuing securities in New York would only be
willing to pay a given gross yield for any quantity of
new i ssues. The higher the tax is the | ower would be
the net yield they would be willing to pay for any gross
yield. They only accept a higher gross yield at a | ower
| evel of borrowing. As Figure 2 shows, in the new equil -
ibriumforeign newissues in the U S are |ower than they
were prior to the IET, @Q instead of @ and the gross

yield on these securities is higher r,, instead of r,.

Insert Fig. 2

| f demand and supply can not be properly specified
as flows, the analysis becones much nore conplex. Only
i ncreases in the stock of foreign securities held by A-
merican investors are subject to the IET; therefore, only
increments in the stock would be a function of net vyield,
Foreign securities already in the portfolios of Anmerican

i nvestors would be held on the basis of their gross yield.

Consequently, as long as there were no changes in wealth
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or yields, the I ET woul d have absolutely no effect on
Aneri can hol dings of foreign securities.?® There would
be an increase in American hol dings of foreign securities
if the yield net of the IET increased to the point where
it was inmposed, or, alternatively, if the wealth of Aner-
i can investors increased. However, any increases in A
nmeri can hol dings of foreign securities due to increases
in wealth would be less than they would be in the absence
of the tax. Before the |IET was inposed, the change in
the stock of foreign securities held by Anerican inves-
tors was a function of the change in the interest rate

on these securities relative to the U S. rate and the
change in wealth. After the IET, the relationship to

the change in the interest rate woul d be danpened because
increases in the interest rate would not provide as great
an incentive for purchases since the net |evel would be

| ess than the gross level prior to the tax. Any enpir-

i cal analysis of capital flows subject to the IET would

have to take this into consideration

® W H Branson ignored this fact that the IET is a
tax on increnents in the stock of foreign security hold-
ings rather than a tax on inconme fromforeign security
hol di ngs. Consequently, he erroneously concl uded that
the | ET caused a stock adjustment reduction in Anmerican
foreign security holdings. See W H. Branson, “Monetary Policy
and the New View of International Capital Mvenents,” Brookings
Papers on Economic Activity, No. 2(1970), p.238.
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Effect on Yield to Maturity

For the case of purchaser initiative the yield to maturity
net the IET can easily be derived mathematically from gross
yield to maturity. An Anmerican investor will only be able to
purchase $I/(1+t) worth of foreign securities for every dollar
he invests since he is obliged to pay the | ET of $t/(1+t)

(t is the IET rate appropriate to the maturity of the
security). Thus, if the gross yield on the security is $R per
dol | ar of par value, the American investor will only receive
$R/ (1+t) per dollar invested counting the |IET paid as
part of the investnent. Further, when the security nma-
tures, he will only be paid back $1/(1+t). That part of
his investnment dollar that went to pay the IET is a | oss
at maturity. The net yield to maturity, r, can be cal -
cul ated by solving the pol ynom al obtained by equating
the cost of the investnent to the discounted val ue of
t he associated incone streamuntil maturity in year n
for the discount rate. This polynom al can be witten
as follows: (1)
1=R/ (1+t) (1+4r) + R (1+t)(21+r)2+ ...+

RI(1+t)(1+R)" + 1/ (1+t)(1+R)" (1)2°

¥ Equation (1) can be solved, using an iterative nethod on
the conputer, for r given various values of R The solution is
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Table 4 gives the net yield for any gross yield be-
tween 2% and 15% per annum and for any termto maturity
bet ween one year and twenty-nine years cal cul ated from
equation (1). The IET rate appropriate to the given
maturity is used in the calculation. Note that the IET
does not, in general, reduce the yield to the investor
by one percentage point, but that this is an adequate
first approximation of the effect of the IET. The IET
reduces the yield by nore than this for high yield secur-
ities and by less than this for low yield securities.
The differential effect on yield across maturities is as
hi gh as 82 basis points but this is only significant for

very high or low yields or very short or long maturities.

straightforward since the function F(r) forned when 1 is
subtracted fromboth sides of the equation is nonotonically
decreasing over the relevant range, O<r<R If r is initially set
equal to R and gradual ly reduced by small increnents, F(r) wll
eventual |y change signs fromnegative to positive. After this
occurs, r is set equal to its value before the change of sign and
the size of the increnents by which r is decreased are reduced.
By this method the true root can be approached with any desired
degree of accuracy.
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TABLE 4—Cont i nued
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TABLE 6
THE EFFECT OF THE I ET ON THE

BORROVEERS
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Even though the yield equivalent of the IET is high-
er for greater yields, the effective rate of tax as a
percentage of yield is |lower for higher gross yields.?3°
Table 5 has the effective tax rate on inconme fromforeign
portfolio investnment for different ternms to maturity and
before tax yields. A tax that was neutral across the
varied yields and maturities of foreign portfolio invest-
ment woul d have the sane effective tax rate regardl ess
of the yield or termto maturity. The IET is not neutral
in this regard; it discrimnates against |ow yield invest
ments. This explains why Anericans have | argely stopped
pur chasi ng non-exenpt foreign debt obligations, yet have
continued purchasing sone of the nore specul ative for-
ei gn securities such as Canadi an m ning stocks which have

substantial ly higher expected yields.

There are other non-neutralities enbodied in the |ET,
Sone are the result of the exclusions, exenptions and
| oophol es di scussed above; others, the result of the def-
inition of the IET base. A tax whose prinme purpose is to

i nprove the bal ance of paynents by di scouragi ng capital

 The definition of effective rate of tax enployed herein is
that in R A Msgrave, Theory of Public Finance (New York: MG aw
Hi || Book Conpany, 1959), pp. 338-45.
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outflows must discrimnate against foreign source invest-
ment incone. Further, if the objective is a continuing

i nprovenent in the bal ance of paynents rather than a once
and for all inprovenent, inconme fromsecurities acquired
after the inposition of the | ET should be taxed at much
hi gher rates than those before. This strategy reduces
the outflow and assures a continuing inflow as foreign
securities mature, whereas equal treatnment woul d produce
a very large inflowin the period i mediately after the
tax was announced assum ng the tax could be avoi ded by
selling. If the IET was on all holdings of foreign se-
curities at the tine of its announcenent, there would be
no reason to sell because the investor would have in ef-
fect prepaid the tax on future income fromthe security.
If it was on all holdings as of sonme |ater date, there
woul d be a passive sell-off. These peculiarities stem
fromthe ability of a tax on the stock of foreign security
hol dings to force an adjustnent in the stock of holdings,
and the permanent nature of a prepaid tax. A tax on in-
come fromforeign securities would probably not cause as
| arge of a sell-off because it would not be as likely to

be consi dered a permanent tax.

The case of issuer initiative, where the borrower bears

the full burden of the tax can also be analysed in terns of

39



equation (1 ), but the equation nust be given a slightly
different interpretation. In order to raise $1 on the New
York market, the borrower nust offer a yield attractive e-
nough to make purchasers invest (1+t) dollars, since the
purchaser nust pay the tax. This is anal ogous to taking r

as given, since the purchaser requires a given net yield

to maturity or he will purchase untaxed donmestic substit-
utes. The solution of equation (1) for R gives the follow ng

equation: (2)

R= (1+t)r [1-1/(1+t)(1+r)"]

[ 1-1/(1+r)"] (2)

Equation (2) gives gross yield as a function of the
net yield, the tax rate, and the termto maturity. In
the case of a consol, R = (1+t)r since the limt of the
termon the right in (2) as n approaches infinity is 1,
For securities with a finite termto maturity R>(1+t)r
since [1-1/(1+t)(1+r)"]>[1-1/(1+r)"] . However, ex-
periments have shown that the cost of funds for a conso
is not a satisfactory proxy for the cost of funds of a
bond with finite maturity, particularly if the net yield
is small. The smaller r is, the greater the nunerator

of the termon the right of (2) isinrelation to the
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denom nator, and the greater is R conpared to (1+t)r
When the true cost of funds is 6.00% per annumthe con-
sol approximation gives a cost of 5. 76% Table 6 shows
what the increased cost of borrowing in the U S would
be for Canada if the IET rate in effect at the tinme were
applied to Canada. RUSG is the cost of funds in the U S.
i f higher yields nust be offered to conpensate for the
tax. It also shows how this increase in the cost of
funds conpares with the interest differential between

Canada and the U.S. over this period.

There is also another way of arriving at gross cost
of funds. For the few issues that were actually subject
to the tax, it was customary for the borrower to inmed-
iately reinburse the lender for the tax that he was
obliged to pay. This procedure was followed, instead of
the alternative of offering the |lender a yield sufficient
to conpensate himfor the tax, because rei nbursenents for
| ET paid were classified as non-taxable receipts to the
t axpayer rather than taxable income. The lender had to
pay inconme tax on the income fromthe foreign security;
however, he was able to anortize the I ET prem um over
the life of the security, thereby reducing his tax lia-
bilities. |[If the borrower reinburses the |ender, the

cost of funds can be obtained by finding the gross yield,
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R, necessary to make the root of the polynomal in e-

quation (3) equal to zero.

1= t+ r/(1+R) + r/(1+R)2 + ... + r/(1+R)" + 1/ (1+R)" (3)

The values of R obtained fromeither (2) or (3) are very
cl ose when the level of IET rates is one or less. For

| evel s greater than one, the gross cost of funds derived
from (3) are sonewhat higher. The main difference be-
tween the two approaches is the time profile of the re-

i mbursenent. In the first it is uniformacross tine, and
in the second it is nore heavily weighted towards the

time of borrow ng.
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CHAPTER 1 |

CANADI AN NEW I SSUES I N THE UNI TED STATES

The Theory

In this chapter, a nodel explaining Canadi an new i s-
sues in the U S 1is developed in order to explore the ef-
fect of the I ET on actual capital flows, and to provide
the principal conponent for the simulation to followin
chapter I1l. Canadi an new i ssues can be best expl ai ned
in ternms of the decisions made by Canadi an provi nces and
cor porations about bow nuch to borrowin the U S., but
the issue still remains about which type of nopdel shoul d
be used. There are basically two types of nodels that
can be utilized to explain international capital novenents;
these are flow nodels and stock adjustnment nodels. Before
proceeding further, it is useful to consider the nerits

of both.

The stock adjustment nodel is widely considered to be
the theoretically preferred nodel, and the flow nodel is
usually only enployed with apol ogi es. Neverthel ess, the
fl ow nodel has been remarkably long lived in spite of al

of the criticismdirected at it. The longevity of the
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fl ow nodel can only be attributed to the fact that it has

been a useful description of institutional regularities.

On the other hand, the nore sophisticated stock adjust-
ment nodel has been | ess successful enmpirically in ex-

pl aining these regularities,

In a stock adjustnent nodel, the desired stock of an
i ndi vi dual asset, given the size of an investor’s port-
folio, is usually specified to be a |inear function of
the expected differential returns between all possible
assets and sone arbitrary nuneraire asset.3  This node
has been generalized so that the desired stock of an as-
set is a linear function of a whole list of possible re-
turn vari abl es representing exchange risk, availability
of funds, and termstructure as well as ordinary vyields.
The essential feature that is present in all of these
nodel s is that the desired stock is a function of |evels
of rates of return, in contrast to flow nodels, in which
flows (changes in stocks) respond to | evels of rates of
return. The above description of a stock adjustnent

nodel has been fornulated in terns of asset choice, but

' See J. Tobin, “Liquidity Preference as Behavi our Toward
Ri sk,” Review of Econonic Studies, 25 (Feb., 1958), pp.65-86, and
H Markowiz, “Portfolio Selection,” Journal of Finance,
Vol .VI1l, No.19 (March, 1952), pp.77-91.
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it can be applied nutatis nmutandis to the choice of a

debt structure by securities issuers.

An attractive feature of the stock adjustnent node
is that it rests on the solid foundations of utility
maxi m zation by the ultimate wealth holders. 1In contrast,
the fl ow nodel has a nmuch | ess refined theoretical under-
pinning; it is based on the idea that capital flows from
areas with lower rates of return to areas with higher
rates of return in a manner simlar to the way water flows
fromhigher to lower levels. In a wrld where there was
no capital accumulation, this would inply continual flows
until rates of return are equalized everywhere for secur-
ities of conparable risk. The stock adjustnent nodel
woul d, once adjustnment was obtai ned, suggest that no nore
capital flows need take place unless there is a change in
yields or in the size of total assets and liabilities,
Moreover, it is argued that the fl ow nodel does not ade-
guately explain "perverse" capital flows, that is, flows
fromareas with high returns to areas with | ow returns.
The stock adjustnment nodel can justify these flows as
mani f estations of the accepted principle of finance that
portfolio risk can be reduced by nmeans of diversification,
This difficulty can be surnmounted, in part, by respecify-

ing the flow nodel in terns of net flows between coun-
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tries, since the net flowis fairly responsive to yield
differentials providing that riskiness is at acceptable

| evel s. However, no one expects the theories of optinal
portfolio allocation to explain the capital flows, nore
accurately called flights resulting fromthe fear of
eventual confiscation. It is these flights that are of-
ten held up as exanpl es of perverse capital flows suppos-

edly invalidating the flow theory of capital novenents.

The distinction between the flow and the stock adj ust-
ment nodel becones | ess cl ear when assets and liabilities

are growi ng rapidly and when the actual stock adjusts to

the desired stock slowy. I n such circunstances, a vi-
abl e nodel nust include both stock and flow features in
t he proper conbination. The basic flow nodel of Canadi an

new i ssues estimated in this chapter is such a hybrid.

The basic flow nodel specifies that gross new i ssues

of Canadian U.S. pay bonds in the U S 1is a function of

2 See R E. Caves and G L. Reuber, Capital Transfers and
Econom c Policy: Canada 1951-1962 (Canbridge, Mass.: Harvard
University Press, 1971), pp. 99-100 for an el aboration of the
i nportance of the speed of adjustnent.
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total Canadi an gross new i ssues and the product of Cana-
di an gross new i ssues and the Canadian-U. S. interest rate

differential .

NBCUU = a. GNBN + b- GNBN. (RCN - RUS) (1)

where NBCUU is Canadian U. S. dollar new issues in the
U S, GIBNis total Canadian gross new i ssues, RCNis
the Canadian interest rate, and RUSis the U S. in-

terest rate.

Thi s macro-econom c flow equation has as its counterpart
at the mcro-economc level simlar equations based on
decision rules of the formthat a certain portion of
gross borrowing is done in the U S regardl ess of the
Canadi an-U. S. interest rate differential, and that an-
ot her portion is dependent on the nmagnitude of the dif-

ferential .

Adj ustnent of the desired stock to the actual stock
is not imediate because of transactions and information
costs. Because of transactions cost the Canadian issuer
of securities in the U'S, does not, in general, repur-
chase securities at |ower prices on the U S. narket when

interest rates in the US. rise, only to provide Canadi an
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underwiters with the business of issuing securities on

t he Canadi an market, unless there is a substantial change
in the interest differential. In normal tinmes, he wll
only alter his debt structure as his total stock of |ia-
bilities increase or as the securities that he has al -
ready issued mature. This theory clains, further, that
there is a positive cost to decision making that deci sion-
makers are reluctant to incur. It is cunbersone to re-
assess the total debt structure, but it is necessary to
deci de what to do when new funds nust be raised due either
to an inpending cash deficit for a provincial governnent
or to an excess of planned investnent over estinated cash
flow for a corporation. Such behaviour is perhaps nost

pl ausi bl e for provincial governnents whose borrow ng
accounted for slightly nore than half of the post |ET

gross new issues in the U S that are to be expl ai ned.

It is easy to show that a consistent application of
t he decision rule behind the basic flow nodel will |ead
to an opti num debt structure after a sufficient anount
of time has elapsed. The quicker the growth or debt, the
shorter the required amount of tinme. This approach to
t he basic flow nodel is analogous to that taken by apol -

ogi sts of marginal coat pricing followi ng the Hall and
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Hitch study on pricing policies of British firnms.3® They
showed how t he evidence that businessnen followed rules

of thumb in setting prices need not confute the hypothe-
sis that prices are set to maxim ze profits. In a siml-
ar vein, the evidence that borrowers respond to the |evel
of interest differentials is not necessarily evidence of

irrationality in the long run

The basic nodel states that, in the case of newis-
sues, individual issuers and issuers in the aggregate
pl ace their gross new issues so that if the capital

structure was optimal, it would remain so

AS *=agW.,; + bdgW_, (2)

where AS®is gross new issues of security S at tine t,

g is the gross new issues rate as a percentage of the
stock of total debt Wat tine t-1, d is the cost of
borrowing differential, and a and b are the paraneters in
the equation for the desired stock of security S, S.

S'=(a + bd)W (3)

R L. Hall and C.J. Hitch, “Price Theory and Busi ness
Behavi our,” Oxford Econonmi c Papers (May, 1939), pp.12-45.
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or

w= S/W = a + bd
where W is the desired ratio of liabilities of type

Stototal liabilities.

According to the basic flow nodel, the actual stock
of liability S outstanding at any point of tine can be

witten:

S = wgW., +(1-m S, (5)
where mis the retirenent rate on the stock oF |i a-
bilities. It is assuned that both liability S and
total liabilities have the sane retirenent rate m
If the process starts at some point intinme with histor-
ically given liabilities W and S,, there will be sone
historical ratio w which is not necessarily the optinal
ratio, of S, and W. If it is assumed that Wgrows through

time in accordance with the fornul a,

W = (1+g-m"' W, (6)
and that the stock of S is given by (5), it is possible

to specify S, as a function of S;, W, and t after sub-

stituting for W_,
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Thus,

or

S =w g(l+g-m*W + (1I-mw g(1l+g-m'2 W +

(1-m? wg(l+g-m W +... + (1-m"2 wg(l+g-m W
+(I-mttwg W+ (1-m" S, (7)

S = wg(l+g-m"*W [1 + ((1-m/(1+g-m) +
((1-m/(1+g-m)?* +. .. ((1-m/(1+g-m) 7] +
(I-m* S,

wog(l+g-m**W [(1-((1-m/(1+g-m) ")/ (1-((1-m/(1+g-m))]
+(1-m" S (9)

Dividing (9) by W = (1+g-m' W gi ves:

S/ W=w(g/ (1+g-m) ((1-((1-m/(1+g-m) ")/ (1-((1-m/(1+g-m)))+

((1-m S)/((1+g-m* W). (10)

Taking the Iinmt of (10) and setting S; /W = w gives:

lim . w=w(g/(1+g-m) (1/(g/(1+g-m)) +0 = w. (11)

Consequently, the decision rule behind the basic flow

nmodel

Will result in the optimumdistribution of |iabil-
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ities after sufficient tinme has el apsed. The larger g
and mare, the quicker the optimumw || be obtai ned.

The rationality of the decision rule depends on whet her
or not the assunptions nade are adequate descriptions of

the reality in which debt structure decisions are nade.

Resul ts

The variable to be explained by the basic flow nodel3 is
non federal gross new issues of Canadi an bonds denoni nat ed
In U S. currency purchased by residents of the United States,
NBCUU. The nodel is estinmated using quarterly data over the
period fromthe second quarter of 1955 (henceforth abbreviat -
ed 55:2) until the second quarter or 1971. NBCUU has a
mean of $181.5 and a standard deviation of $113.2. Its
m ni mum over the period was $0 mllion in 55:4 and its
maxi mum of $445 million was reached in 66:1. The form of
t he basic nodel given in equation (1) that is actually es-
timted specifies NBGUU as a function of non federal gross

new i ssues of bonds in Canada, G\BN, and the differenti al

* A version of the basic flow nodel was first estinmated
enpirically by G K Helleiner, “Connections Between the United
States and Canadi an Capital Markets, 1952-60,” Yale Economc
Essays, Il, no. 2 (1962), pp.351-400.
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between the long terminterest rate on Governnent of Can-
ada bonds and the rate on Mody’'s Baa cl ass corporate
bonds in the United States nmultiplied tinmes non federal
gross new i ssues of bonds in Canada. This |l atter conpos-
ite variable is called FRG Two notes of explanation are
now in order. First, new issues by the Federal CGovern-
ment of Canada were deleted fromboth sides of the basic
fl ow nodel equation because the behavi our of the Federal
Governnent is sufficiently different fromthat of other
borrowers that aggregation is inappropriate. The Federal
Governnent only issued U S. pay bonds during the after-
math of the 1962 exchange crisis and during the 1968 cri -
sis followng the introduction of the mandatory bal ance
of paynments guidelines. Consequently, the Federal Gov-
ernnent was solely notivated by bal ance of paynents con-
siderations rather than need for funds and rel ative cost
of borrowing in alternative markets. Secondly, the rate
on Baa corporate bonds is used rather than the rate on
long term U.S. governnent bonds because Canadi an bonds
Issued in the U S. are considered to be "riskier" than
conparable U S. bonds.®* As a result, a riskier interest

rate is a nore appropriate proxy for the cost of funds

* This statenent can be substantiated by checking one of the
bond rating manual s such as is published by Mody’'s or Standard
and Poor’s | nvestnent Service.
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inthe US.. Further, since the data used are not, sea-
sonal |y adjusted, quarterly dunmy variables are in-
cluded in all of the regressions to allow for any season-
al factors that nmay influence the dependent vari able.

Thus the specification is as foll ows:

NBCUU = a.GNBN + b.FRG+ ¢ + d. QL + e. Q@ + f. QB (12)

where a and b > 0.

The regression results for the basic flow nodel are
given in Table 7,3 As the table shows, in equation 1
the nodel fits the data very well and the coefficients
of the independent variabl es have the posited sign at a
hi gh |l evel of significance. In equation 2, the interest
rates are entered separately. The Canadi an rate, FRC,
has a positive sign that is significant at the 1% evel
and the U S. rate, FRC, has a negative sign that is also
significant at the 1%l evel. The coefficient of the
Canadian rate is slightly snmaller than that of the U S

rate but they are not significantly different. It is

% The variables are listed in the rows and the colums give

alternative specifications. The figures in parentheses bel ow t he
coefficients are t values rather than standard errors. R is the
unadj usted coefficient of determnation; SEE is the standard
error of the estimate adjusted for degrees of freedom and D. W
is the Durbin Watson statistic.
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expected that even if the true relationship involved the
rate differential that the coefficient of the Canadi an
rate woul d be smal |l er because of simultaneity bias. New
issues in the United States take pressure off the Cana-
dian capital market and permt |ower interest rates in
Canada. Since the coefficients of the two variables are
al nost the sanme, nothing is gained by rel axing the con-
straint inplied by using the differential. In fact, some-
thing is | ost because the reduction in degrees of freedom
i ncreases the standard error of the estimate. This result
is the opposite of Baguley's for Bagul ey concl udes t hat
"the joint variation in Canadian and United States inter-
est rates explains the variation in capital inflow nore

cl osely than does the Canadian-U. S. interest rate dif-

ferential."?

| f transactions costs are | ow and the speed of ad-
justment of the actual to the desired stock of liabili-
ties is rapid, the change in the interest differential
wei ghted by the stock of total liabilities, SRG should
be a better explanatory variable than the interest dif-

ferential itself weighted by gross new i ssues. However,

" The results of RW Baguley' s research are published in
R E. Caves and G L. Reuber, Capital Transfers and Econom c
Policy: 1951-62 (Canbridge, Mass.: Harvard University Press,
1971), p. 54.
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when this variable is included with the other explana-
tory variable of the basic flow nodel, its coefficient
turns out to be perverse, but insignificant as equation
3 of Table 7 shows. If FRGis omtted fromthe equation,
the coefficient of SRG takes on the correct sign but
fails to reach significance.® This failure of the sim
pl est formof the stock adjustment nodel was al so report-

ed by Bagul ey. *°

* Koyck lags were also tried with no success.

R E. Caves and G L. Reuber, Capital Transfers, pp.97-101.
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TABLE 7
REGRESSI ON RESULTS FOR CANAD AN U. S. DOLLAR
NEW | SSUES PURCHASED BY RESI DENTS

OF THE U. S.
Equati on 1 2 3 4 5 6 7
R2 0.71 0.71 0.71 0.71 0.72 0.72 0.71
SEE 64. 4 64.7 65 64.8 63.1 63.5 64. 6
I nt er cept -63.31 -75.22 -62. 15 -62.54 -63. 63 -62.7 -60. 07
(-2.48) (-2.49) (-2.36) (-2.42) (-2.54) (-2.49) (-2.31)
GNBN 0. 2646 0. 3191 0.2634 0. 2697 0. 298 0. 2686 0. 2547
(11. 46) (4.18) (10.99) (10.53) (10.35) (11.73) (9.7)
FRG 0. 059 0. 0598 0. 0544 0. 0589 0. 0603 0. 0553
(5. 34) (5.11) (3.68) (5. 44) (5.51) (4.59)
FRC 0. 0498
(3.00)
FRU -0. 057
(-4.98)
O her SRG FCTG RBCUU PCEF DEFC
-0.0003 -0.0058 -0.6298 -341. 8 0. 0639
(-0.21) (-0.48) (-1.88) (-1.63) (0. 80)
QA 61.1 61. 38 61. 02 60. 21 65. 12 51. 44 65. 21
(2.68) (2.68) (2. 65) (2.61) (2.90) (2.21) (2.78)
07 4.20 1.23 4. 00 5.22 16. 34 3.18 8.28
(0.19) (0.05) (0.18) (0.23) (0.71) (0.14) (0. 36)
(07] 39.74 42.5 38.94 39.23 31.59 38.37 39. 89
(1.71) (1.80) (1.64) (1.67) (1.36) (1.67) (1.71)
D. W 1.84 1.83 1.84 1.87 1.73 1.87 1.87
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The basic fl ow nodel al one does not explain enough of
the variation in the dependent variable. Thus, it is ap-
propriate to consider other forns of borrower behaviour,
and ot her possible independent variables in order to see
If they add to the explanatory powers of the nodel. A
Canadi an terra structure variable, FCTG which is the dif-
ference between the | ong term Canadi an Governnent rate
and the Treasury bill rate nultiplied by the capital require-
ment varriable, GNBN is tried. The theoretically posited sign
for this variable is negative for two reasons: 1) the
greater the differential between the |Iong and short rates,
the smaller is the differential between the yield on out-
standi ng bonds and the cost of funds for new issues in
Canada; *° and 2) the greater the differential between |ong
and short rates in Canada, the nore likely it is for a
borrower to find sonmeone willing to lend to himat the
going rate. In the first case, the snaller differentia
bet ween the yield on outstanding issues and the cost of
new i ssues neans that the cost of borrowing will be | ower.
For the second rationale to hold, interest rates nust not
be market clearing prices and any excess demand for funds

must be met by rationing. Equation 4 of Table 7 shows

“ El eanor Ripley, “United States |nvestment in Canadi an
Securities, 1958-65,” p.49.
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that FCTG has the proper sign but that it is insignificant.
Further, its oollinearity with FRG reduces the signifi-
cance of FRG sonewhat. On the whole, it does not add
anything to the nodel. This should not be surprising in
view of the anbiguities involved in interpreting term

structure vari abl es. 4

The next variable that is tried is retirenents of
Canadi an-U. S. pay bonds held by residents of the United
States, RBGCU. It is supposed to represent the mechan-

i cal tendency to refund maturing bond issues in the mar-
ket in which they cone due. Such a refunding variable
coul d have a very conplex lag structure but only its
current value is tried. The coefficient of this variable
given in equation 5 has an incorrect sign, Eleanor R p-

| ey obtained the same incorrect sign in her enpirica
study. Her explanation was that retirenents are only
“mani pul at ed during periods when new i ssues are | ow, and
retirements are high because of the fear of a Canadi an

deval uati on. " 42

Fol | owi ng the Canadi an exenption fromthe | ET, the

* See Caves and Reuber, Capital Transfers, pp.41-46.

2 El eanor Ripley, “United States |nvestment in Canadi an
Securities, 1958-65,” p.83.
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Canadi an Gover nnment undertook a conmitnent not to use
free access to the Anerican capital market to accunul ate
exchange reserves. The general comm ttnent was accom
pani ed by a specific ceiling on foreign exchange reserves.
The initial level for the ceiling was that current in July
1963 or approximately U S., $2,690 mllion. In Decem

ber 1965 the ceiling was reduced to U.S. $2,600 ml -

lion for an exenption fromthe bal ance of paynents gui de-
lines programme of the U S., and in May 1966 the ceil -

ing was reduced to U.S. $2,550 million follow ng a pay-
nment to the IM- of U S $47.5 million in gold.* The
ceiling was finally dropped officially in Decenber

1968. +

Two different variables were tried to see if they
could pick up the effect of the Reserve Ceiling agree-
ment. The first is the percentage change in the Exchange
Fund, PCEF. It is expected that the faster the Exchange
Fund is increasing the smaller would be new issues in the
United States because the Canadi an Gover nnment woul d nmake
nore intensive use of "noral suasion” when its reserves

were increasing fastest and the greater the attenpt at

 Canada, Bank of Canada, Annual Report of the Governor to
the Mnister of Finance (Otawa: Bank of Canada, 1965), p.9.

* Bank of Canada, Annual Report (1968), p.14.
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"nmoral suasion" the greater the restraint exercised by
Canadi an borrowers and underwriters.* This sanme vari -
abl e was enployed by MIller and Wiitnman in a different
context as a proxy for exchange risk. In this capacity
its theoretically posited sign is the opposite of that
in this study.* The |unpiness of Canadian U. S. pay new
issues in the United States (one |arge i ssue can account
for as nmuch as one half of the quarterly inflow) neans
that "noral suasion” is nore than just talking to the
wind as mght be the case if all of the farmers on

the Prairies were asked to cut back on their wheat crop
Wi t hout some type of pecuniary inducenent. A |arge bor-
rower coul d not seek protection fromthe consequences of
his actions in anonymty, and, as an investnent banker
has inforned the author, it is the |arge corporations,
rather than the junior governments, that are nost rel uc-
tant to suffer the consequences of crossing the Bank of

Canada. Equation 6 indicates that this variable has the

¥ Requests by the Canadi an Governnent to Canadi an borrowers
and underwiters not to go to the U S. capital market or hold off
deliveries of prior offerings are well docunented, e.g. Bank of
Canada, Annual Report (1970), p.69 and Canada, Dom ni on Bureau of
Statistics, Quarterly Estimates of the Canadi an Bal ance of
International Paynents (Quarterly; OQtawa: Queen’s Printer,
1966), 1t Quarter, p.3.

“NC Mller and MV.N. Witnman, “A Mean-Variance Anal ysis
of United States Long-Term Portfolio Investnent,” Quarterly
Journal of Econom cs, XXXIV, No. 2 (May, 1970), p.181.
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proper sign but that it is not quite significant.

The other proxy used is the deviation of the Exchange
Fund fromthe exchange ceiling, DEFC, which is defined
to be the actual |evel of the Exchange Fund m nus the
ceiling during that quarter. It is posited that the
greater is the |level of the Exchange Fund relative to the
ceiling, the smaller would be new issues in the United
States, all other things being equal. The mechani sm
whereby this variable would affect borrower’s behavi our
is the sane as in the case of PCEF. As equation 7 shows,
t he variabl e DEFC has a perverse sign that is insignifi-
cant. The lack of success of these variables can be ex-
pl ai ned by the fact that the Governnment of Canada relied
nore heavily on other instrunments, as explained in Chapter
IV, to keep down the | evel of the Exchange Fund. Con-
sequently, reserve ceiling variables mght be nore fruit-
fully enployed in explaining the nonetary or exchange

mar ket policy of the Canadi an Governnent. 4’

Next, |ET induced shifts in the basic fl ow nodel are

" Such a variable has, in fact, been used to partially
explain official demand for foreign exchange by J.F. Helliwell
and Tom Maxwel |, “Short Term Capital Flows and the Foreign
Exchange Market,” Canadi an Journal of Economics, V, No. 2 ( My,
1972), p.202.
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i ntroduced (Table 8). The first of these involves the addition
of a dummy variable, X, that takes the value of zero prior
to the announcenent of the IET in 63:2 and the val ue of
one after the inposition of the IET starting with 63: 3.
Sone people, such as C. H Lee,*® argue that follow ng the
i mposition of the IET, Americans substituted untaxed Can-
adi an bonds for taxed foreign bonds. Consequently, a
supply of funds equation to Canada fromthe U S. should
shift up subsequent to the IET. If such an effect is
present, the interpretation of the basic flow nodel as a
demand for fund equation is incorrect. Furthernore, it
woul d be inproper to anal yse the effect of non-exenption
for Canada under the assunption that the borrower bears
the tax, for the evidence would indicate that a hybrid
equati on was appropriate instead of one based solely on
borrower or |ender behaviour as required by the theory

of incidence in Chapter |I. Fortunately, for this exer-
cise in policy analysis, the coefficient of X in equation
1 of Table 8 is negative and insignificant so the equa-
tion shifts downwards instead of upwards. The insignif-
icance of this coefficient is consistent with the inter-

pretation of the basic flow nodel as a demand for funds

® C.H Lee, “A Stock-Adjustnent Analysis of Capita
Mbvements: the United States-Canadi an Case,” Journal of Politica

Econony, 79 (July/August, 1969), p. 521.
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equation. The downward shift could be explained in terns
of the Government’s policy of "noral suasion". This
|atter interpretation is reinforced by the results shown
for equation 2, where a variable called IET ia added to
the basic nodel. |1ET is the actual tax rate on purchase
of securities of the longest term It should show the
attitude of the American authorities to capital outflows
better than the dichotomous dummy variable X [|If the
Canadi an authorities are responsive to various |evels of
American concern about foreign | ending, then the Canadi an
Governnment woul d | ean hardest on Canadi an borrowers when
t he American Government was nost concerned as indicated
by the IET rate then in force. The coefficient of IET

is negative and significant at the 5%/ evel.

I n equation 3 another dumry variable, Y, is added to
the basic flow nodel. This variable has the val ue one
during the fixed exchange rate period from62:3 to 70:2
and otherwise it has the value of zero. |If fixed ex-
change rates are nore anicable to capital flows, it should
have a coefficient with a positive sign. 1In fact, its
sign is negative but not significant even though it ver-
ges on significance. Since the fixed exchange rate per-
iod overlaps with the IET period, its perverse sign can
perhaps be attributed to the factors above that tend to
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shift the demand for funds function down during the IET
period. In both cases, the coefficient of GNBN and FRG
are higher. It is reasonable to expect these sensitivi-
ties to be greater during a fixed exchange rate period
during which capital markets can becone nore closely in-
tegrated, but it is hard to see why they should be great-
er during a tine when "noral suasion"” is being used to

di scourage foreign borrow ng.

The shifts in the basic flow nodel may be better ex-
pl ained by a sinple tine trend. The variable, TT, in
equation 6 is atinme trend variable that starts with the
value 14 in 55:2 and is increased by one in each quarter
until it takes the value 78 in 71:2. A tine trend could
represent a change in the tastes of Canadi an issuers or
it could represent sonme underlying systematic change in
the rel ationship of the actual cost of funds to the bor-
rower to the yields that are used as proxies for the cost
of funds. A positive time trend could be indicative of
Canadi an borrowers "l earning by doing” that is, Canadian
borrowers could becone nore likely to borrowin the U S.
for any given interest differential as they devel op mar-
ket contacts, A negative tinme trend could be a sign that
t he Canadi an capital market was gradually acquiring in-
creasing depth and that the |larger borrowers could tap
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t he Canadi an market w thout driving up their cost of funds
The enpirical results showthat the tine trend i s nega-

tive and significant at the 5% evel.

It is often pointed out that the inpact of exchange
risk on foreign financing decisions should not be over-
estimated since to take an exanple "where the foreign
interest rate was four percent agai nst six percent do-
nmestically, a 20 year | oan would require a 30% exchange
depreciation to elimnate the interest gain from borrow
i ng abroad. "% Neverthel ess, exchange expectations can
play an inportant role in the timng of new issues. E-
quations 3 and 6 present the results of experinments with
two possi bl e exchange rate variables. The first enploys
the I evel of the Canadian dollar price of one U S. dollar,
LEXC. The higher is the value of this exchange rate, the
nore likely it will fall to the "normal" |evel giving the
Canadi an i ssuer a reduction in the Canadi an dollar val ue
of US dollar liabilities. Therefore, the Canadian is-
suer will want to issue a greater anount of bonds when
LEXC is high than when it is low. However, the coeffi-

ci ent of LEXC does not have the theoretically posited

¥ Irving Brecher, Capital Flows Between Canada and the
United States (Mntreal: Canadi an Anerican Conmttee of the
Private Pl anni ng Associ ation of Canada, 1965), p. 37.
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sign. It could be that LEXC is deficient as an indicat-
or of exchange rate expectations, not because of its as-
sunption of inelastic exchange rate expectations, but
because the "normal" | evel varied between the fixed and
flexible rate periods. Further, there was a tinme near
the end of the flexible rate period during which tinme no
one was sure of what the exact "normal" rate was, but
when many Canadi an borrowers thought that it was | ower

than the actual rate.

A variable for the deviation of the actual exchange rate,
from the "normal” | evel, has been constructed to capture
all of these features of reality. This variable, DEX
I's the exchange rate m nus one for the period from55:2
to 60:4 and from70:3 to 71:2, the exchange rule m nus
1.081 from62:4 to 70:2, and zero from61:1 to 62: 3.
The "normal" | evel for the exchange rate of one or parity
up to 60:4 has been the basis of various enpirical stud-
i es of exchange expectations by Paul Wnnacott,®* R W

Bagul ey®* and Charl es Freedman. %2 Mor eover, an invest nent

* Paul Wonnacott, The Canadian Dollar, 1948-1962 (Toronto,
Canada: University of Toronto Press, 1965), pp. 178-79.

' R W Baguley in RE Caves and G L. Reuber, Capita
Transfers, pp.83-84.

2 Charl es Freednan, “Long Term Capital Flows Between the
United States and Canada,” p.117.
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deal er during the flexible rate period was not well e-

gui ped unl ess he had at hand a table to show his Canadi an
clients the cost of borrowing in the U S. under the as-
sunption of imedi ate deval uati on of the Canadi an doll ar
to parity. Nowwith the greater availability of conpu-
ters, costs of funds under many alternate assunptions
about the exchange rate can be cal culated. But in the
past when one “nornmal” |level had to be chosen it was
parity. The choice was based as much on the psychol ogi -
cal quirks of individuals who think that a currency call -
ed a dollar should be worth what it says, as on a ration-
al evaluation of future market equilibria. The approp-
riateness of parity as the "nornmal” |evel during the
flexible rate period from70:3 to 71:2 is open to ques-
tion, but the same non-econom c reasons that made it the
"normal " level earlier are still applicable in the ab-
sence of any strong econonmi c argunments to the contrary.
The distinction between this period and the earlier
floating period is that in this period the "nornmal" |evel
is below the actual, whereas in the earlier period it was
above the actual. During the late ‘fifties the strength
of the Canadi an dollar was the result of a tight noney
policy; in the early ‘seventies it was the result of having
been pegged at an artificially lowlevel. The rate of

1. 081 Canadi an dollars for one dollar U S., that is the
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"normal " |l evel during the fixed rate period, is the md-
poi nt of the range in which the exchange rate was all ow
ed to fluctuate and as such has a simliar status as a

psychol ogi cal | andmark.

The selection of only two "nornmal" exchange rates
captures the essential features of aggregate expectations
wi th the m ni mum nunber of "normal" levels. This is an
overwhel m ng point in its favour. As equation 6 denon-
strates, even this nore refined specification of the
rol e of exchange expectations in the behaviour of bor-
rowers does not work. DEX has an incorrect sign. Thus,
It can be concluded that exchange expectations are notl

an inportant determ nant of borrowing in "normal" tines.?>

There are, however, two inportant exchange market
di sturbances in the sanple that could interfere wth the
expl anatory powers of the basic flow nodel. They are
t he exchange crisis of the early 60 s, and the announce-
nment of the IET. These events can be adequetely handl ed
by a judicious use of dunmy variables. This technique

is rightfully subject to criticismparticularly inits

» The correct sign and statistical significance for this
t heory can be obtained by extending the “normal” |evel of 1.081
to the 61:1 to 62:3 period, but this is loading the test inits
favour.
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nore ex post applications. Nevertheless, constructed
vari ables with an uni que val ue for each observation are
nore likely to be m sused than di chotonmous or trichoto-
nous vari ables. The econom c anal yst can often judge the
qualitative inplications of an event for a nodel even

t hough he is not sure of the quantitative inpact. There-
fore, the variables used here are di chotonous, based on
the rationale that any unfavourable uncertainty wll
cause Canadi an borrowers to avoid the U S. market until
the uncertainty is cleared up, after which they wll
borrow nore heavily for a time. This type of behavi our
was suggested by MF.J. Prachowny®** and J.F. Helliwell

et al..>%

The variable for the exchange crisis is called CRI'S
and it has the value of mnus one for the seven quarters
From6l:1 to 62:3 and the value plus one for the three-
quarters from62:4 to 63:2. The period of negative ef-
fect runs fromthe quarter when the Canadi an dollar first

started to weaken abnormally until the quarter when the

* MF.J. Prachowny, A Structural Mdel of the U.S. Bal ance
of Paynents (Ansterdam North Hol |l and Publishing Conpany, 1969),
p. 79.

> J.F. Helliwell, HT. Shapiro, GR Sparks, |.A Stewart,
F.W GCorbet and D.R Stephenson, The Structure of RDX2 (2 Parts;
O tawa: Bank of Canada, Staff Research Paper No. 7, 1971), Part
2, p.211.
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peggi ng of the Canadi an dollar was an accepted fact.
During the three follow ng quarters when CRI S has a pos-
itive effect, Canadian borrowers were able to partially
make up for their earlier absence fromthe U S. capital
market. It was this heavy borrow ng by Canadians in

late 62 and early 63 that alarnmed the Anmerican authori -
ties sufficiently that they introduced the I ET to danpen

capital outfl ows.

The variable for the | ET announcenent period is call-
ed | MPACT, It has a value of mnus one for the five
guarters from63:3 to 64:3 to capture the panic "announce-
ment effect” and a value of plus one in 64:4 for the
one quarter splurge after the | ET passed the U S. Con-
gress with the Canadi an exenption intact in Septenber
1964. The enactnent of the | ET was inportant because
until the bill was in its final formand accepted, bor-
rowers could not be sure that the Canadi an exenption
woul d not be deleted and that they would not have to pay
the tax. It was a real possibility that the bill m ght
not pass since many Congressnen felt that a Canadi an ex-
enption ran contrary to the original conception of the
tax as Anerica’ s "Financial Berlin Wall". Moreover, the
period of uncertainty was prolonged by the Gvil Rights
Bill filibuster and the tax cut bill in the U S. Congress
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whi ch del ayed consideration of the IET Act. Equation 7
denonstrates that these two dumy vari ables are statis-
tically significant at the 1%l evel with the posited sign,
wi t hout destroying the significance of the other variables.
Consequently, it is safe to conclude that the events sur-
roundi ng exchange crises have a substantial effect on Can-
adi an borrowing in the U S. .

The final step in the nodel building process is to
take all of the supplenentary explanatory vari abl es that
passed the test of significance at the 5% evel and put
themtogether. The only variable that maintained signif-
i cance when subject to this test were the 1962 exchange
crisis variable, CRIS, and the |IET "announcenent” var -

i able, I MPACT. The IET rate variable and the time trend
become insignificant when included with CRIS and | MPACT.
As a result, equation 7 in Table 8 stands as the final
formof the basic flow nodel. The R2 of 0.76, the stand-
ard error of the estimate of 59.1, and the Durbin Watson
statistic of 2.06 are quite respectable in an equation
expl ai ni ng capital novenments where, according to Branson
"an R2 of 0.7 is a wel cone sight"®*® and where, further,

serial correlation is an endem c problem

% WH. Branson, “Mnetary Policy and the New Vi ew of
International Capital Mvenents,” Brookings Papers on Econom c

Activity, 2 (1970), p.252.
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TABLE 8
REGRESSI ON RESULTS FOR CANAD AN U. S. DOLLAR
NEW | SSUES PURCHASED BY RESI DENTS

OF THE U. S.

Equati on 1 2 3 4 5 6 7
R2 0.72 0.73 0.72 0.73 0.74 0.73 0.76
SEE 63.6 62.6 63.1 62.3 61 62.4 590.1
I nt er cept -85.3 -93.7 -87.9 -49.9 584. 4 -97.4 -46.7
(-2.94) (-3.27) (-3.11) (-1.96) (-2.52) (-3.34) (-1.94)
GNBN 0. 3137 0. 3302 0. 3289 0. 358 0. 3395 0. 289 0. 2462
(8.03) (8.68) (8.02) (7.58) (9.83) (11.59) (11.26)
FRG 0. 0665 0.073 0. 085 0.0645 0.08517 0. 0598 0. 0577
(5.57) (5.81) (4. 84) (5. 88) (6. 08) (5.58) (5. 66)
CRI S 45.72
(2.34)
I MPACT 74.95
(2.96)

O her X | ET Y TT LEXC DEX

-42.9 -3.5 -55.7 -2.14 -687.2 -1148

(-1.55) (-2.13) (-1.88) (-2.25) (-2.80) (-2.21)
QA 63. 49 65. 95 64. 28 67.76 64.9 62. 76 67.76
(2.81) (2.96) (2.87) (3.05) (3.00) (2.84) (3.23)
Q2 - -3.69 -2.49 -6.44 -2.86 -1.98 13. 37
(-0.10) (-0.17) (-0.11) (-0.29) (-0.13) (-0.09) (0.64)
(07] 50 53. 95 52 57.7 52.79 43. 68 50. 89
(2.09) (2.29) (2.20) (2.42) (2.35) (1.93) (2.36)
D. W 1.91 1.97 1.8 2.05 2.17 2.24 2.06
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There is, however, a single equation econonetric
probl emthat can be easily cleared up. This is that
NBCUU is a part of GNBN and thus, there is a sinmultaneity
probl em The seriousness of this problemcan be ascertai ned
by subtracting NBCUU from G\NB, and then re-estimating the
equation with this variable, called G\BS, replacing G\NBN
and FRGS (constructed using G\NBS) replacing FRG The

result is as foll ows:

NBCUU = -22.76 + .2723. GNBS + . 0751. FRGS + 66.55.CRI S
(-0.72) (7.48) (4. 55) (2. 70)

+ 102. 4.1 MPACT + 83.85. QL + 21.00. @ + 55.92. (8
(3. 19) (3.11) (0. 79) (2.01)

R2 = .61 SEE = 75. 4 DW= 1.96

Since the coefficients of the variables stay roughly the
same and their significance |evels remain conparable, the
simultaneity problem does not negate the validity of the

results.

The final formof the basic flow nodel can be com
pared with the equival ent flow nodel where the interest
differential, RD, is entered directly, rather than its
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product with capital requirenments, FRG The alternative
flow nodel is simlar to the nodel estimated by R W
Bagul ey®” with the exceptions that gross rather than net
new i ssues are used, and that the nodel is nore highly

di saggregated. The result is as follows:

NBCUU = -16.65 + .2170. GNBN + 80.5/ . RD + 52.70.CRI S
(-0.71) (10.76) (5. 28) (2. 64)

+ 95.44. 1 MPACT + 65.94. QL + 14.55. Q2 + 48.45. B
(3.63) (3.07) (0. 68) (2.20)

R = .75 SEE = 60.5 DW = 2.00

The results fromthese two nodels are essentially
the sane with the exception that the significance of the
interest differential is reduced in the alternative flow
nodel . "The final formof the basic flow nodel does have
a higher R2 and a lower SEE. This coupled with its the-
oretical kinship with the stock adjustnent nodel explain-

ed earlier in this chapter nake it the preferred nodel

> R W Baguley, “International Capital Flows and Canadi an
Monetary and Fiscal Policies, 1951-1962" (unpublished Ph.D.
Di ssertation, Harvard University, 1969).
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Since the purpose of this dissertation is to evaluate
the effect of the IET on the Canadi an new i ssues in the
U S as well as to anal yze the consequences of nore ex-
tensive | ET tax coverage, further exploration of the con-
stancy of Canadi an borrowers’ behaviour is necessary.

The rel evant statistical tool for this exploration is the
P test which is thoroughly discussed in an article by
Gregory Chow. % The sanple period is divided into two
subperiods wth the announcenent of the IET as the divid-
ing line between the two. Table 9 presents the results
of the F tests for structural stability for this break-

down of the sanple period.

The first test that is nade retains the dumy vari -
ables CRIS and | MPACT, while the second omts the obser-
vati ons where these dunm es have non zero values. Both
of these tests lead to the acceptance of the null hypothesis
that the structure did not change significantly over the
sanpl e period, with the second test, where observations
during tinmes of uncertainty in the exchange nmarket are

excluded, indicating a greater degree of stability.>

* regory Chow, “Tests For Equality Between Sets of
Coefficients in Two Linear Regressions,” Econonetrica, 28 (1960),
pp. 591- 605.

“ A similar test can be nmade for the division of the sanple
into flexible and fixed exchange rate periods with the sane
results.
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TABLE 9

TESTS OF STRUCTURAL STABI LI TY FOR REGRESSI ON
RESULTS FOR CANADI AN U. S. DQA.LAR NEW | SSUES PURCHASED BY

RESI DENTS OF THE U. S.

Equati on
Sanpl e
Peri od
R2

SEE

I nt er cept

GN\BN

FRG

CRI S

| MPACT

QL

Q

@

D. W
F Test of

Struct ural

Stability

1 2

3

4

5 6

55:2 to 55:2 to 63:3 to 55:2t060:4 55:2 to 65:1to
71: 2 63: 2 71: 2

0.76 0.73
59. 1 46. 1
- 46. 67 -69. 46
(-1.95) (-2.07)
0.2462 0.2578
(11.26) (5. 69)
0.0577 -0.0269
(5.66) (-0.51)
45.72  43.08
(2.34) (2.75)
74. 95
(2. 96)
67.76  63.63
(3.23) (2.72)
13.37  46.96
(0.64) (2.02)
50.89  41.28
(2.36) (1.69)
2.01 1.41
F(6, 51)=1. 53

Si gni ficance Leve

5% 2.40 1% 3.

0.66
67.3
-96. 2
(-0.87)
0. 2897
(3.21)
0. 0654
(3.50)

61. 89
(1.35)
79. 15
(2.33)
-27.29
(-0.74)
77. 14
(1.99)
2.07

for

41

77

0.73

61. 2
-39. 47
(-1.50)
0.2411
(10. 09)
0. 0556
(4.96)

76. 18
(3.04)
-1.73
(-0.07)
49.3
(1. 96)
1.9

2.36

65: 1to71: 2 60:4 71: 2

0.72 0. 64

42.9 68. 3
-152. 9 - 208
(-3.52) (-2.77)

0.466 0.3823
(5.34) (6.42)
0. 0569 0.08
(0.82) (5.16)

60.04  78.62
(2.27) (2.28)
18.77 -45.48
(0.70) (-1.31)
51.25  89.01
(1.98) (2.32)
1.231.99

F(6,37)= 0.34
Signi ficance Level for

1% 3.35



For the first breakdown, the greatest difference anpbng
subperi ods comes fromthe perverse sign on the weighted
interest rate differential, FRG in the pre-1ET period;
for the second, it is the low |evel of significance of
PRO- in the pre-1ET period. Nevertheless, the results of
t hese tests provide strong evidence that there was not
substitution of untaxed U. S. pay Canadi an bonds for

ot her taxed U.S. pay foreign bonds, and that the deci-
sions of Canadi an borrowers, not Anmerican |enders, are
the prinme determ nants of Canadian U. S. pay bonds pur-

chased by residents of the U S..

In Figure 3, the actual and predicted val ues for
NBCUU are plotted against time. On the whole, the ap-
pearance is one of satisfactory fit for a capital flows
equation. The largest residuals occur in 57:2, 60:3,
68:2, 68:3, 70:2 and 70:3 all of which were quarters
sharing the conmon feature of disturbances in the foreign
exchange market. The | argest single residual occurred
in 68:2 following the introduction of the U S. nandatory
gui del i nes programme, but before Canada’s status under
the guidelines was clarified in an exchange of letters
between the Secretary of the Treasury and the M nister
of Finance. It was this uncertain state of affairs that

di scouraged borrowing in the U.S..
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Figure 3 not included because of file size I[imtations

(see fig3.jpg)
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CHAPTER | I |

SI MULATI ON OF NON- EXEMPTI ON

| nt roducti on

This chapter is an exercise in rewiting the economc
hi story of Canada in the ‘sixties as it would have been
had Canada not been exenpted fromthe | ET, either because
no exenption had been sought by Canada, or because one
had been refused by the United States. The tool that
makes possi bl e such an exercise in speculation is an e-
conony w de econonetric nodel. In this case, the com
pl ete nodel is the Bank of Canada nodel, RDX2,° nodified
to incorporate the basic flow nodel devel oped in Chapter
1. This nodel possesses nobst of the interdependencies
as well as the policy instrument necessary for such a
simulation. The results of this simulation enable the
anal yst to judge the wi sdom of choices made by policy
makers on both sides of the border on the basis of their

own stated objectives.

“ J.F. Helliwell, H T. Shapiro, GR Sparks, |I.A Stewart,
F.W Corbet, and D.R Stephenson, The Structure of RDX2 (2 Parts;
O tawa: Bank of Canada, 1971).
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Before proceeding with the simulation, it is infor-
mative to consider the effect of the | ET on the borrow
ing in the US. of non-exenpt countries. Table 10 shows
that the countries subject to the IET reduced their bor-
rowi ngs from$356 million in 1962 to $45 nmillion in 1968.
Only part of their borrow ng was subject to the I ET, and
t here was al nbst no non-exenpt borrow ng. The obvi ous
deduction woul d be that the sane thing would have happen-
ed to Canadi an borrow ngs had Canada not been exenpt ed.
However, it nust be renenbered that Canada is much nore
dependent on the U S. capital market than any other coun-
try so that Canadi an borrowers may have rai sed significant
anounts of capital in the US in spite of the tax. A
nore conplete answer to this question awaits the sinu-

|ation results that follow
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TABLE 10

NEW | SSUES OF FOREI GN SECURITI ES PURCHASED

BY U. S, RESIDENTS, BY AREA, 1962-70

(Bal ance of paynents basis; in mllions of dollars)

1963(1)
1962 1st hal f 2nd hal f 1964 1965 1966 1967 1968 1969 1970(2)
Al'l Areas 1,076 1, 000 250 1,063 1, 206 1,210 1,619 1,703 1,667 1, 457
I ET Countries(total 356 343 110 35 147 19 14 45 23 130
Western Europe including
United Kingdom 195 219 53 35 95 15 .. 42 14 130
Japan 101 107 57 .. 52 4 14 3 9
Ot her (3) 60 17
Of which
Exempt from I ET(4) i, 110 20 52 10 14 3 9 130
Subject to TET e 15 95 9 42 14
Ot her Countries (total) 722 656 141 1 1, 058 1,191 2 1, 659 2 1, 327
Canada 458 608 85 700 709 922 1,007 949 1,270 776
Latin America(5) 119 13 23 208 36 68 140 144 32 120
Ot her Countries 61 35 33 115 134 121 212 176 179 190
International Institutions(6) 84 .. .. 4 179 80 246 390 164 241

1. Not seasonally adjusted.
2. Prelimnary.
3. Australia, New Zeal and, South Africa.

4. Related to the export, the direct investment, and the Japi nese exemptions.

5. Represents comm tments made prior to July 18,1963, the date of inception of the IET.

6. Includes Inter-American Devel opment Bank issues.

Source: U.J., Congress, House, Comm ttee on Ways and Means, Extension of the Interest
Equal i zation Tax, Hearing before Comm ttee on Ways and Means, House of Rep.,

2nd Cong., 1st sess. on Admnistrative Proposal to Extend |IET Act, February 22,

1971, p. 6.
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Si nul ati on®!

The basic fl ow nbdel was re-estinmated on the RDX2
data base using ordinary |east squares. The result is the
foll owi ng equati on: 52

NXCU= -73.80 + .2777.GNX + .0847. FRGX + 88.82. | MPACT
(-3.13)  (14.41) (6.29) (3.74)

+ 40.45.CRIS + 80.87.QL + 13.27. Q@ + 54.68. (B
(2.21) (4.04) (.67) (2.72)

R2= .84 SEE = 55.1 DW= 2.08

This equation differs fromthe basic flow nodel in Chap-
ter Il in that Canadi an dollar pay new i ssues of bonds
and new i ssues of stock are aggregated with U S. pay new
i ssues of bonds in the dependent variable, NXCU. Further,
gross new i ssues of stock are added to gross new i ssues
of bonds to construct the independent variable, GNX

The variable FRGX is equal to G\X tinmes the difference
between the | ong term Canadi an Governnment bond yield, RL,
and the BAA corporate rate, RBA wused in the basic flow
nodel. | MPACT and CRIS are the sane dummy vari abl es
used in Chapter Il. |MPACT adjusts for the uncertainty
about the applicability of the IET, and CRI S does the
same for the uncertainty preval ent during the 1962 ex-

' The RDX2 sinulator programme is lucidly docunented in F.W
Gorbet, D. Davis, B.E. Near, D.R Stephenson, and |I. A Stewart,
“Sinmul ator,” Bank of Canada, 1972 (m neo).

% The equation was al so estimated enploying the structurally
ordered instrunental variable techni que proposed by F.M Fi sher
in “Dynam c Structure and Estinmation in Econony Wde Econonetric
Model s,” in The Brookings Quarterly Econonetric Mdel of the
United States Econony, ed. by J.S. Duesenberry, G Fromm L.R
Klein and E. Kuh (Chicago: Rand McNally, 1965), pp.589-635, and
extended in BBM Mtchell and F.M Fisher, “The Choice of
Instrunental Variables in the Estimation of Econony Wde
Econonetric Models,” International Econonmi c Review, vol.11, no.2
(June, 1972), pp. 226-34. This experinent reveal ed no great
difference in paraneter estimates. It m ght be added that RDX2
has not been estimated consistently yet because it was felt that
the resources required could be nore profitably used in other
areas of nodel developnent. It is hoped, however, that RDX2 wi |
be reestinmated consistently in the not-too-distant future.
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change crisis. The reestimtion of the nodel
none of its essential features.

changed

The above equation was substituted for equations 19.5
and 19.6 in RDX2.% Equation 19.5 is the equation for
gross new i ssues of provincial and municipal bonds in the
US., and 19.6 is for gross new i ssues of Canadi an cor-
porate bonds in the U S.. In addition, the gross new
i ssues conponent of equation 19.9, for the purchase of
Canadi an corporate snares on a portfolio basis by U S.
residents, had to be subtracted out and equation 19.9
re-estimated in order to avoid double counting new issues
of equities.® The new equation for 19.9 estimated over
the period 57:1 to 68:4 is:

NSC = 1. 763 + 23. 35:QM DEAST - 42. 17.QUSTAX - 68. 70.(BROKE
(.25) (1.51) (-5.82) (-6.42)
+ Y03 DRHD L + X s DVON
R2 = .68 SEE = 17.9 DW= 1.16
[ 0 1 2 3 4 5
w 6.51 12. 48 13. 39 9.23
(0.51) (1. 20) (1.17) (1.09)
V, 113.75 60. 87 43. 33 49. 00 48. 85 33. 27
(.95) (1.22) (1.08) (.52) (.22) (.07)
where NSC is defined to be net purchases of Canadi an
stock by residents of the U S., FIPVBl12 in RDX2,
m nus gross new i ssues of stock purchased by U. S.
residents, DRHD is the first difference in the real
cost of capital differential between Canada and the
US, RHOR - RHOR2, and VCN$ is U S. net worth from
t he MPS nodel .® The | ag weights are obtained using
the Al non procedure with weights |aying along a
second order polynom al constrained to equal zero in
the period prior to the first |agged val ue. % QM DEAST,
QUSTAX, and BRCKE are all dunmy vari abl es capturing
% |bid., part 2, pp.119-20.
% | bid., p.121.

% See F. DeLeeuw and E. Gramlich,
Econonetric Mdel,” Federa
1968) .

“The Federal Reserve-MT
Reserve Bulletin, vol.54 (January,

% Shirley Alnon, “The Distributed Lag Between Capit al
Appropriation and Expenditures,” Econonetrica, vol.33, no.1l
(January, 1965), pp.178-96.
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non-recurring events such as the m deast war, changes
in US. tax legislation unfavourable to inconme accum
ulating funds and the bankruptcy of the Atlantic Ac-
ceptance Conpany in 1965.

The stability of the coefficients between the new and
the old equation 19.9 in RDX2 is evidence that new i ssues
probably shoul d not have been aggregated w th outstandi ng
stocks, since they are better explained by yield differ-
entials and capital requirenents. The inportance of pri-
vate placenments makes even new i ssues of Canadi an dol | ar
bonds and stocks, that should theoretically respond to
demand vari abl es, nore sensitive to variabl es expl aining
the supply of securities.

The expl anatory variable GNX in the basic flow nodel
i s made endogenous to the nodified version of RDX2. One
conponent of GNX was al ready endogenous to RDX2, that is
gross new i ssues of provincial and municipal bonds (ex-
cluding those sold to the Canada Pension Plan | nvestnent
Fund), GBRPM This variable is determ ned by a govern-
ment budget identity, equation 14.11 in RDX2. This i-
dentity states that provincial and municipal governnents
i ssue bonds when revenues fall short of expenditures.
The ot her conponent is gross new i ssues of business se-
curities which is made endogenous by the addition of the
foll ow ng equation estinated over the period 55:1 to 70:4

GBO = 133.7 + .4305.CR - 6.44.QlL + 140.9. Q@ - 100.6. 8
(2.45) (7.94) (-.13) (2.92) (-2.08)

R2 = .61 SEE = 136 D.W =1.32

where GBO is gross new i ssues of business bonds and
st ocks plus other bonds, and CRis the sum of cur-
rent dollar investnent in machi nery and equi pnent

and non-residential construction, and retiremments of
corporate securities mnus capital consunption allow
ances plus retained earnings.

This equation is based on the theory that decisions about

real investnent determ ne financing and that interest
rates only effect gross new i ssues of business securities
indirectly through, their effect on real investnent.

Thus, any increase in interest rates will only reduce
new i ssues with a | ag.

Because of the higher degree of disaggregation in
RDX2, gross new i ssues have to be di saggregated so that
the stock of |long term governnent and corporate bonds
and the stock of common and preferred shares held by U S
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residents can be calculated fromthe cumul ative flows.®’
These stocks are inportant because they are the prine
determ nants of interest and dividends paid to residents
of the U S.. The disaggregati on was acconpli shed by
using ratios based on the existing RDX2 equations, 19.5
and 19.6, and the difference between the old and new
equation 19.9. Consequently, the basic flow nodel only
determ nes the |l evel of new issues whereas its conposi -
tion is determ ned by the RDX2 equati ons.

This nodified version of RDX2 was sol ved over the
period 63:3 to 69:4 or the actual values of exogenous
vari abl es and the predicted values for | agged endogenous
vari abl es. This was done under the alternative assunp-
tions of fixed and floating exchange rates,® yielding
two control solutions, one for each type of foreign ex-
change market reginme. It was then assuned that the val ue
of the exogenous variable, RBA, which represents the cost
of borrowing in the U S. to Canadi ans, was increased by
the inmposition of the IET in the manner described in

Chapter I1. The difference between the cost of borrow ng
in the control solution and in the policy sinmulation is
given in Table 11. It is, further, assunmed that the im

position of the I ET forces Canada to abandon the fi xed
exchange rate for the Canadian dollar. The plausibility
of this assunption is explored in the next chapter.

The results of the sinulation are presented in Tabl es
12 and 13. The policy sinmulation recorded in both of
these tables is exactly the same. The only difference
between the two is the control sinmulation to which they
are contrasted. The first of these tables conpares the
nost lively policy alternative to an | ET exenption to a
simul ated version of the actual state of affairs sub-
sequent to the IET, while the second conpares this policy
alternative to a sinulated version of the state of affairs
as it mght have been if the Canadi an dollar had been
floating. The two control solutions provide a neans to
di stingui sh between the consequences of non-exenption
fromthe I ET and the consequences of a flexible exchange

 I'n RDX2 this involves equation 20.1, 20.2, and 20.3. See
J.F. Helliwell et al The Structure of RDX2, p.124.

% The nodifications to RDX2 necessary to convert it to a
floating rate nodel are described in John Helliwell and Tom
Maxwel |, “Monetary | ndependence of Canada and the United States
Under Alternative Exchange Rate Systens,” in R Z. Aliber ed.,
Nati onal Monetary Policies and the International Financi al
System (Chi cago: University of Chicago Press, forthcom ng).
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rate rather than a fixed rate.

According to the sinulation, in the three quarters
foll owi ng the announcenent of the tax, new issues woul d
have actually been higher if Canada had not been exenpt-
ed. This anomal ous result was obtained by setting the
vari abl e | MPACT, which represents uncertainty about the
applicability of the IET, equal to zero in the sinula-
tion. It was considered i nappropriate to pyramd the
uncertainty effect with the cost of borrow ng effect of
the 1ET. Nevertheless, the differences between the pol -
icy and control are snmall enough that they tend to sup-
port the hypothesis that, before the | ET Act passed Con-
gress in Septenber, 1964 with the Canadi an exenpti on
i ntact, nost Canadi an borrowers were conservatively as-
sum ng that Canadi an borrow ngs woul d be subject to the
| ET. Anerican |enders were reluctant to purchase Canadi an
new i ssues unl ess the borrower contracted to reinburse
the Il ender for any tax that m ght eventually be |evied
on Canadi an new i ssues. Thus, Secretary D llon was cor-
rect in 1963 when he stated that "The uncertainty which
exists today is a greater deterrent than the tax itself,"5°

The cunul ative reduction in Canadi an borrow ng from
64:4 to 69:4 woul d have been $2,672 nmillion or an aver-
age of $127 million a quarter. A partial conpensation
for the reduction in capital inflows would have been
| ower interest paynents to residents of the U S.. By
the end of the period interest paynents woul d have been
$40 mllion per quarter lower. The basic balance with
the U S., UBAL12, woul d have been on the average $91 m | -
lion per quarter |ess favourable. Part of this deterior-
ation in basic balance could be attributed to the IET
and part to higher values for the Canadian dollar in the
| ate 'sixties when the undervaluation of a fixed Canadi an
dol | ar became nore inportant. Commencing in 67:4 the
price of a U S. dollar in Canadian dollars, PFX, would
have been actually |lower with no | ET exenption and a
floating rate than it would have been with an exenption
and a fixed rate. In 68:4 PFX would have been 4.3 cents | ow
er. By contrast, PFX. would have been 4.2 cents higher in
66:4. In the simulation reported in Table 13, the applicability
of the IET is the only factor permtted to vary, and the
difference in val ue between the policy and control for

% U.S. Congress, House, Conmittee on Ways and Means,

Interest Equalization Tax Act, Report to acconpany H R 8000,

88'" Cong., 1%t sess.., Dec. 16, 1963, p.7. M. Rasnm nsky drew
simlar conclusions in a speech to the U S. Bankers Association
for Foreign Trade in Quebec City on May 25, 1964.
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PFX continues to increase until alnost the end of the
simulation period. At the peak in 69:3 the value of the
US. dollar is 7.3 cents higher than in the control

The inmprovenent in the basic bal ance achi eved by the
U.S., however, would have been gained at a cost of a |ess
favourabl e current account bal ance. Over the sinulation
period the current account bal ance woul d have been $280
mllion nore in Canada's favour. Neverthel ess, there
woul d have been a period in 1968 and in early 1969 when
t he bal ance woul d have been nore in the U S,'s favour
because of a higher value for the Canadian dollar. Com
pared to a flexible rate control the Canadi an current
account balance with the U S. would have been cumul ati ve-
ly $587 million higher from®64:4 to 69:4.

The swing in the current account bal ance woul d have
bol st ered aggregate denmand. Real denmand for output,
UGPP, woul d have peaked at $99 mllion in 67:3. The
hi gher | evel of aggregate demand woul d be nanifested in
an unenpl oynent rate, RNU, that would have been .29%
lower. The difference in unenploynent rate is even nore
striking for the flexible rate control where the naxi mum
difference is .62%

There woul d have been a small effect on the consuner
price index, PCPlI, because the difference in aggregate
demand woul d not have been that great. However, wth
the flexible rate control the induced change in the con-
sunmer price index is nuch greater with PCPl being 2.1%
hi gher at the end of the sinulation period.

The above results are nodel specific, and they are
dependent on the idiosyncracies of the particul ar nodel
chosen. RDX2 is one of the nore conpl ex econonetric
nodel s that have been devel oped, and it has enbedded in
it reaction functions for the various |evels of govern-
ments and the central bank that make a significant pro-
portion of fiscal and nonetary policy endogenous. As a
result, fiscal and nonetary policy are not held constant
in a policy simulation but change as they have changed
in the past under simlar circunstances. This is useful
if it is not expected that the policy shock will change
this behaviour. However, even though the invariability
of governnental behaviour is the subject of nuch disa-
greenent, and the structure of the nodel is far from
perfect, such policy sinulations do provide inportant
information, albeit of a highly tentative nature.

More wei ght can be given to the evidence derived from
simulation experinents if simlar conclusions result from

88



the use of different nodels. Consequently, Table 11 pre-
sents the effect of a simlar shock to two different nod-
el s, the Rhonberg and O ficer nodels. The shock enpl oyed
is an increase of one percentage point in the US. inter-
est rate. The result for the reduction in net long term
capital novenents is remarkably simlar in all three
nodel s, as is the effect on the Canadian long terminter-
est rate. The effect on the exchange rate in the Rhom
berg nodel is nmuch less than in RDX2, but the effect on

t he exchange rate in the Oficer nodel appears consistent
given that it is only an inpact nultiplier. Nevertheless,
it is probable that both the Oficer and RDX2 nodel s over -
estimate the effect on the exchange rate. On the other
hand, both have relatively | ow export and inport price
elasticities. Real GNP is increased nuch less in the
Rhomber g nodel, whereas the inpact GNP change in Oficer
also is prima facie consistent. The ultimte consistency
depends, of course, on the equilibriumeffect.
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TABLE 11

THE COST OP BORROW NG IN THE U. S

Peri od
63:
63:
64
64:
64:
64:
65:
65:
65:
65:
66:
66:
66:
66:
67:
67:

Sour ce:
U.S. Baa corporate bond rate that
in the basic flow nodel.

I and the IET rate actually in effect for a
security with a termto nmaturity of twenty
years.

3

N R AWOWNEAWNREDNWNPR D

Wthout IET Wth IET Peri od
4. 84 5.8167:3
4.84 5.8167:4
4. 83 5.8068:1
4.85 5.8268:2
4.62 5.7968:3
4,81 5.7868: 4
4.79 5.7669:1
4.82 5.7969: 2
4.89 5.8669: 3
4,97 5.9569: 4
5.17 6.1770: 1
5.49 6.5170: 2
5.86 6.9270:3
6. 14 7.2270: 4
5.88 7.4771:1
5.98 7.5871:2

W t hout

IET Wth IET

.33

72
83
02
86
02
38
59

.92
.37
.76
.97
.41
. 28
.53
.61

The cost of borrowing without the LET is the

Wth the |ET,
cal cul ated using the formula given in Chapter
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.98

13
26
47
29
47
87

.50
.85
.33
.75
.97
.45
.31
.50
.59



TABLE 12

NON- EXEMPTI ON FROM THE | ET UINDER A FLEXI BLE EXCHANGE RATE

COVPARED TO AN EXEMPTI ON UNCER A FI XED
RATE, POLICY M NUS CONTROL

Vari abl es (a)

1 2 3 4
Peri od NXCU RL GN\X UBAL12
63: 3 43 0. 00 0 43
63: 4 14 0. 00 0 16
64:1 17 0. 00 -1 24
64: 2 -15 -0.01 -1 -3
64: 3 36 -0.01 -1 54
64: 4 -190 -0.01 1 -180
65:1 -71 -0.01 2 -59
65: 2 -100 0. 00 1 -82
65: 3 - 64 0.01 0 -38
65: 4 -98 0. 02 1 -74
66: 1 - 100 0.03 1 - 69
66: 2 -118 0. 04 0 -73
66: 3 -85 0.04 -21
66: 4 -115 0. 05 3 -62
67:1 -204 0. 05 3 -148
67:2 -199 0. 06 4 -132
67:3 -158 0. 06 11 -92
67: 4 -164 0. 07 17 -123
68:1 - 144 0.08 20 -124
68: 2 -141 0. 09 24 -122
68: 3 -141 0.10 31 -138
68: 4 -148 0. 09 22 -133
69:1 - 147 0. 06 16 -134
69: 2 - 86 0. 05 11 -55
69: 3 -78 0. 04 8 -42
69: 4 -121 0.03 -17 -18

a

NXCU - New I ssues in the U S

RL - Canadian long terminterest rate
GNX- Gross new i ssues of securities
UBAL12 - Basic balance with the U. 3,
UBAL - Basi c bal ance

PFX - Exchange rate (Canadian $/ U S. %)

91

5
UBAL

45
21
30

55
-178
-55
-71
-31
-62
-56
-55

-41
-135
-124

-95
-127
-138
-136
- 159
- 153
-141

-48

-22

9

PFX

o

1 1 1 1 1 1 1 1
OO0 0O 0000000000000 00O0O0 OO0 O O O

. 002

009
013
014
004
007
008
017
011
020
027

. 034
. 036

042
032

. 023
. 005
. 002
. 023
. 028
. 042
. 043
. 035
. 015
. 002
. 008



TABLE 12 (Conti nued)

Vari abl es (a)

7 8 9 10 11

Period XBAL$12 XBAL$ UGPP RNU PCP

63: 3 0 1 0 0.00 0. 000
63: 4 1 6 2 0.00 0. 000
64:1 5 11 4 -0.01 0. 000
64: 2 11 17 7 -0.02 0. 001
64:3 17 17 9 -0.03 0. 001
64:4 10 11 6 -0.04 0. 001
65:1 9 12 6 -0. 04 0. 001
65: 2 11 21 12 -0.06 0. 001
65: 3 19 24 16 -0.07 0. 001
65: 4 13 23 22 -0.08 0. 002
66: 1 16 26 31 -0.10 0. 002
66: 2 26 42 48 -0.14 0. 003
66: 3 40 53 65 -0.19 0. 004
66: 4 28 44 73 -0.23 0. 005
67:1 28 36 82 -0. 26 0. 006
67:2 34 35 96 -0. 28 0. 006
67:3 32 20 99 -0.29 0. 006
67:4 2 -11 85 -0. 26 0. 006
68:1 -16 -37 67 -0.22 0. 006
68: 2 -22 -49 53 -0.14 0. 006
68: 3 - 37 -70 27 -0.04 0. 006
68: 4 -24 -58 3 0. 09 0. 005
69:1 -21 -40 - 33 0.22 0. 005
69: 2 0 -3 -63 0.33 0. 005
69: 3 10 19 -96 0. 43 0. 005
69: 4 79 98 -96 0.51 0. 005

a

XBAL$12 - Current Account Bal ance with the U. S.
XBAL - Current Account Bal ance

UGPP - Gross Private Business Product (1961%)
RNU - Unenpl oynent Rate

PCPI - Consuner Price |ndex
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TABLE 13

NON- EXEMPTI ON FROM THE | ET UINDER A FLEXI BLE EXCHANGE RATE

COVMPARED TO AN EXEMPTI ON UNDER A FLEXI BLE
RATE, POLICY M NUS CONTROL

Vari abl es (a)

1 2 3 4
Peri od NXCU RL GN\X UBAL12
63: 3 43 0. 00 0 43
63: 4 14 0. 00 0 13
64:1 18 0. 00 0 16
64: 2 -14 0. 00 0 -16
64: 3 37 0. 00 0 34
64: 4 -190 0. 00 0 -191
65:1 -71 0.00 -1 -70
65: 2 -101 0.00 -2 - 96
65: 3 - 66 0.01 -4 -58
65: 4 -100 0.01 -4 -89
66:1 -103 0.02 -4 -89
66: 2 -122 0.02 -5 - 100
66: 3 - 88 0.02 -4 -55
66: 4 -118 0.02 -1 -91
67:1 - 208 0. 03 -1 -175
67:2 -202 0. 04 0 -152
67:3 -161 0. 06 3 - 93
67:4 -166 0. 07 7 -109
68:1 - 146 0. 09 6 - 86
68: 2 - 143 0.11 10 -56
68: 3 - 143 0.13 15 -28
68: 4 -144 0.15 19 - 57
69:1 -139 0.16 17 -44
69: 2 -72 0.18 19 59
69: 3 -61 0.20 26 103
69: 4 -92 0.21 22 41

a

NXCU - New | ssues in the U S

RL - Canadian long terminterest rate
G\NX- Gross new i ssues of securities
UBAL12 - Basic bal ance with the U. 3,

UBAL - Basi c bal ance

PFX - Exchange rate (Canadian $/ U S. $)
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UBAL

43
13
16

.17
33
-191
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TABLE 13 (Conti nued)

Vari abl es
7 8 9 10 11

Period XBAL$12 XBAL$ UGPP RNU PCP

63:3 0 -1 -1 0. 00 0. 000
63: 4 -1 -1 -2 0.01 0. 000
64:1 -1 -1 -3 0.01 0. 000
64:2 -1 -2 -4 0.02 0. 000
64:3 -2 -3 -6 0.02 0. 000
64: 4 0 1 -4 0.01 0. 000
65:1 1 2 -1 0.01 0. 000
65: 2 3 6 5 -0.01 0. 000
65: 3 5 8 12 -0.03 0. 000
65: 4 7 12 22 -0.06 0. 000
66: 1 8 13 31 -0.10 0. 000
66: 2 14 21 45 -0.14 0. 001
66: 3 21 29 58 -0.19 0. 001
66: 4 15 25 68 -0.23 0. 002
67:1 17 26 81 -0.28 0. 003
67:2 27 39 108 -0.34 0. 004
67:3 40 52 134 -0.40 0. 005
67:4 22 38 152 -0. 46 0. 006
68:1 20 34 170 -0.50 0. 008
68: 2 37 53 206 -0.55 0. 010
68: 3 60 78 234 -0.60 0.011
68: 4 28 52 234 -0.62 0.013
69:1 34 56 231 -0.62 0.015
69: 2 64 92 248 -0.61 0. 017
69: 3 97 125 251 -0.60 0. 019
69: 4 67 103 222 -0.54 0.021

a

XBAL$12 - Current Account Bal ance with the U. S.
XBAL - Current Account Bal ance

UGPP - Gross Private Business Product (1961%)
RNU - Unenpl oynent Rate

PCPI - Consuner Price |ndex
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TABLE 14

COVPARI SON OF THE EFFECT OF A ONE PERCENT
I NCREASE IN THE U. S. I NTEREST RATE I N
THE RHOVBERG AND OFFI CER MOCELS

Vari abl es Rhonber g Model O ficer Mdel

| mpact Equilibriu | mpact
Net Long Term Capital Movenents - 140 " -120 -120
Canadi an Long Term Rate 0. 049 0.19 0. 004
Exchange Rate U.S. Dollers Per Canadi an -0. 007 -0. 0095 -0.015
Real GNP 36 17 5.25

Sour ce: Rudol ph Rhonberg, “A Mdel of The Canadi an Econony
Under Fi xed and Fluctuating Exchange Rates," Journal of
Political Econony, vol.LXXIl, no. 1 (Feb., 1964), p. 14 and
Law ence O ficer, An Econonetric Mdel of Canada Under the
Fl uctuati ng Exchange Rate System (Canbridge, Mass.:Harvard
University Press, 1966), pp. 210 - 24.
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CHAPTER | V

CANADA- U. S.  FI NANCI AL ARRANGEMENTS

| nt roducti on

On July 18 and 19, 1963, follow ng the announcenent
of the Interest Equalization Tax by President Kennedy,
in New York the Canadi an dol | ar dropped nore than Y cent to
92 cubed /32 cents and in Toronto, where the exchange fund sold
$110 million U S. dollars, the U S. dollar rose 6/32 cents to
1. 08 cubed /32 cents.™ In spite of an intervention greater
than any that had occurred during the 1962 exchange crisis, the
Canadi an dollar was still falling. Canadian financi al
mar kets were al so undergoi ng a wave of panic selling;
t he Toronto Stock Exchange index dropped 15.29 points on
the 18th and 5.33 points on the 19'". 7t Confi dence in the
future of the Canadi an econony and the dollar was at a
record | ow. Many Canadians felt that, in spite of U S.
denials, the U S. was retaliating against the Gordon bud-
get of June 13, 1963, which contai ned provisions such as
an increase in wthholding tax on foreign subsidiaries
and a 30% takeover tax that could be interpreted as Anti -
Anerican.? It is in this crisis atnosphere that the Gov-
ernnent of Canada undertook to negotiate an exenption from
the 1ET.” The fact that these and further negotiations
wer e successful in securing and maintaining the Canadi an
exenption is widely known, but the details of the exenp-
tion, as inportant as they nmay be, are not generally un-
derstood. The purpose of this chapter is to explain these
detail s.

The Initial Canadi an Exenption In July 1963

The initial Canadi an exenption fromthe |IET was the
result of hurried negotiations between top |evel del ega-
tions on both sides over the weekend of July 20 in Wsh-
i ngton. Canada was represented by the Anbassador to the
US., C S Rtchie, the Governor of the Bank of Canada,

" dobe and Mail, July 22, 1963, p.2 and Peter Newman, “The
Great Money Panic of 1963,” Maclean's, May 16, 1964, p.54.

" dobe and Mail, July 22, 1963, p. 2.

? New York Tines, July 22, 1963, p.1.

? This crisis atnosphere and the ensuing diplomatic
negoti ations are admrably recreated in Peter Newran, “The Money
Pani c of 1963,” Maclean's, May 16, 1964.
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Loui s Rasm nsky, the Assistant Deputy M nister of finance,
Wnne Plunptre, and the Assistant Secretary of State for
External Affairs, A E Ritchie.® The U S. delegation

i ncluded the Secretary of the Treasury, Douglas Dill on,

t he undersecretary of State, CGeorge Ball, the Undersecre-
tary of the Treasury for Monetary Affairs, R V. Roosa,
and Stanley Surrey, the Assistant Secretary of the Treasury.’
Agreenment on the main points of the Canadi an exenpti on was
hurriedly reached and a joint comuni que was rel eased to
the press on Sunday July 22 in order to forestall any con-
tinued run on the Canadi an dol |l ar on Monday. The U. S
authorities were as anxious as the Canadian to avoid the
possibility of a Canadi an deval uati on which they had ear-
l'i er overl ooked. ®

The rationale for the Canadi an exenption given in the
Joi nt conmuni que is:

For many year's the capital markets of the two
countries have been closely interconnected,
and U. S. exports of capital to Canada have
financed a substantial portion of the Canadian
current account deficit with the U S.. This
need continues. A portion of these flows nust
be supplied through the sale of new i ssues of
Canadi an securities in American markets. U. S.
officials had considered that anple flows for
t hese needs woul d continue under the proposed
| ET. However, Canadi an representatives stated
that this would require a very substanti al
rise in the entire Canadian interest rate
structure. It was recognized by both govern-
ments that such a devel opnent woul d be unde-
sirable in the present econom c circunstances. '’

Thus, judging fromthis statenment, it woul d appear that
U.S. officials had underestimated the inpact on Canada
of the IET and that the Canadi an representatives had
argued that the continued application of the IET to Can-
ada woul d necessitate a deflationary nonetary policy if
t he exchange rate was to be defended. Such noves were
not to be desired by Canadi ans because of the 5.5% unem

™ Canada, House of Commpbns Debates, July 22, 1963, p.2451.

7 Canada, House of Commpbns Debates, October 9, 1963, p.3357.
’* Canada, House of Commpbns Debates, May 19, 1964, p. 3365.

7 Canada, House of Commobns Debates, July 22, 1963, p.2500.
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pl oynent rate in 1963 and by Anericans because it would
W pe out nost of the inprovenents in their bal ance of
paynment s.

However, the joint communi que, for obvious reasons,
fails to nention the spectre of a Canadi an deval uati on
that haunted the negotiations. When M. Rasm nsky and
the rest of the Canadi an del egation went off to Washi ng-
ton, M. Walter Gordon had al ready resigned hinself to a
deval uation. He had told Secretary Dillon that unless
sonet hi ng was wor ked out he was going to announce the
floating of the Canadi an dollar on Sunday July 22 before
t he exchange mar ket opened on Monday norning. That Sec-
retary Dillon got the nessage is obvious, for he told
the Senate Finance Committee that "There was no doubt
that, if this exenption had not been pronptly granted,

t he Canadi an dol |l ar which had only recently had a firm
par val ue established woul d have been deval ued once
nore...." "8

The | ET had placed M. Walter Gordon in a dil emm.
On the one hand, as a nationalist he was opposed to spec-
ial arrangenents with the United States that Iimted Can-
adi an sovereignty. On the other hand, as the finance
m ni ster he was concerned with Canada's international
credit rating. He wote, "Canada could not face another
financial crisis and a second deval uation of the currency
within a year. This would have neant forfeiting the con-
fidence of investors in Canadi an bonds and ot her securi -
ties for a long tine, perhaps for a generation."” He has
said that if the Canadi an dollar had not been deval ued in
1962, he would have taken a different position.?8° Never -
thel ess, he was willing to accept an exenption fromthe
1ET at the cost of the Exchange Fund Ceiling when the
possibility was presented to himby M. Rasm nsky, who
had origi nated the idea.?®

® U S. Congress, Senate, Committee on Finance, |nterest
Equal i zation Tax Act, Hearings before the Conmttee on Fi nance,
U S. Senate on H R 8000, 88'" Cong., 2" sess., 1964, p.78.

7 \Wal ter Gordon, A Choice for Canada (Toronto: MC elland
and Stewart Limted, 1966), p.74.

% Walter Gordon, private interview, held in Toronto,
Sept enber 25, 1972.

¥ Loui s Rasminsky, private interview, held in Otawa
Oct ober 19, 1972.
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The argunent that M. Rasmi nsky put forward to the
U.S. negotiators was:

If the U S. took steps to cut its exports
of capital to Canada sharply bel ow the

| evel needed to finance the deficit which
remai ned after we had used all the non-
Anmeri can sources of finance, referred to,
we would be faced with a severe | oss of
reserves and with the inevitable need to
cut our current account deficit. Since
the whole of the deficit is with the U S
and about 70% of our inports cone from
that country, the inpact of whatever steps
we took woul d necessarily fall very I|arge-
ly on the U S., and that country would not
have succeeded in inproving its paynents
position. This is the basic rationale of
t he exenption.”?

It is not strictly true that the U S. would not have suc-
ceeded in inproving its balance of paynents position. As

the sinulation results in Chapter Ill show, on the aver-
age the quarterly basic bal ance with Canada woul d have
been $91 million nmore in the United State's favour if

there had not been an exenption. Nevertheless, the Anmer-
icans did find the argunent very convincing at the tine,

even though they had obviously forgotten it by 1965 when
they introduced their direct investnent guidelines.

An additional rationale for the Canadi an | ET exenption
was given by Secretary Dillon

It is very inportant that we maintain gen-
eral stability in the international none-
tary systemand to have a country as im
portant as Canada devalue its currency
woul d have all sorts of repercussions, in-
cl udi ng repercussi ons agai nst the dollar.?8

In other words, the U S. was concerned that a Canadi an
deval uation woul d direct specul ative attention agai nst
the U.S. dollar.

¥ Bank of Canada, Annual Report (OQttawa: Bank of Canada,
1964), p. 8.

¥ U S. Congress, Senate, Committee on Finance, |nterest
Equali zation Tax Act, Hearings before the Commttee on Finance,
U.S. Senate on H R 8000, 88'" Cong., 2" sess., July 1964, p.79.
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The U. S. Governnent was willing to exenpt Canada from
the tax on new issues, but they categorically insisted in
the face of Canadi an objections that the tax nust apply
to purchases of outstanding securities. The Canadi an
Gover nment acqui esced on the grounds that net trade in
out standing securities is not a substantial conponent of
t he bal ance of paynents, and that they had been guarant eed
uni npai red access to the U S. capital market. However,
that subsector of the financial comunity organized
around the maj or stock exchanges was very upset. Aneri-
can stock purchases were a lucrative source of conm ssions,
and the tax threatened to shut off this portion of the
mar ket. For exanple, Anmerican orders executed on the
Toronto Stock Exchange in 1963 before the | ET was announ-
ced accounted for 12% of the volume of trading and in the
past the figure had ranged from5 to 25%% In this in-
stance the views of the stock brokers were articul ated by
Eric Kierans, who was then President of the Montreal Stock
Exchange. He said in a letter to Finance M nister CGordon,
"The effect of this tax nust be estimated on total trans-
actions of $1,670 mllion and then the effects becone
potentially catastrophic for Canada."® These cries of
doom were largely ignored by a Canadi an Governnment t hat
was able to distinguish between real and imaginary threats
to the Exchange Fund. The Canadi an Governnent was wel |
aware that the determ nation of the U S. to solve its
bal ance of paynents problem was bei ng questioned in Eur-
ope because of the Canadi an exenption. An IET wth Can-
ada exenpted woul d have only applied to 33% of the new
i ssues of foreign securities in the U S. during 1962 and
the first half of 1963; the Canadi an exenption al one dur-
ing this period would renove 51% of the tax base.? A
narrowi ng in the scope of the IET of this nagnitude was
not likely to inspire confidence in the future of the
U.S. dollar. Consequently, the determi nation of the U S
to apply the IET to transactions in outstanding securities,
in spite of the insignificance of the itens in the bal -
ance of paynents and the taxes consi derabl e nui sance
value to the North Anmerican financial comrunity, was un-

“ dobe and Mail, July 19, 1963, p. B4.

¥ Quoted in David Cancia, “Kierans Still Fighting U S. Tax,”
G obe and Mail, July 27, 1963, p. 38.

% U.S. Congress, House, Conmittee on Ways and Means,
Extension of the Interest Equalization Tax, Hearings before
Comm ttee on Ways and Means, U.S. House, 92 Cong., 1% sess.,
February 22, 1971, p.6.
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derstood by the Canadi an Governnent as a synbolic gesture
to inpress world opinion. Nevertheless, a nunber of con-
cessions to business were appended to the bill by Congress
that had the effect of weakening the inpact of the tax

on American purchases of outstandi ng Canadi an securities.
The nost inportant of these were the exenption fromthe
tax for life insurance conpani es operating in Canada on
purchases up to 110% of reserves against foreign |liabil-
ities and the exenption for purchases of outstanding se-
curities of conpanies that were substantially American
owned. 8" Even the synbolic gesture was watered down.

Al t hough the rationale of the exenption was clear to

both sides, the terns of the agreenent were not. Perhaps
this is because of the tinme constraints on the initia
negoti ations that permtted only broad consensus on nat-
ters of principle and not agreenment on the specifics of

i npl enentation. The only termagreed to by both sides

is found in the joint conmuni que of July 21

The Canadi an authorities stated that it
woul d not be the desire or intention of
Canada to increase her foreign exchange
reserves through the proceeds of borrow
ing inthe US., and it is the hope and
expectation of both governnments that by
mai nt ai ni ng cl ose consultation it wll
prove possible in practice to have an
unlimted exenption for Canada wi t hout
adverse effect on the U. S. .88

Thi s paragraph contains the Exchange Fund Ceiling agree-
ment. The interpretation accepted by both sides was that
Canada had undertaken a commtnent to keep foreign ex-
change reserves below $2,692 mllion, the | evel on June
30, 1963. In fact, the Canadi an del egates had suggest ed
the idea of alimt on exchange reserves in the first

pl ace. ® The di sagreenent was over the nature of the ex-
enption. The Canadi an vi ew as expressed by M. Rasni nsky
was "that there should not be any fixed views about the
appropriate anmount of new i ssue borrow ng and that Canada
and the U S. should rely on continuous and fl exible co-
operation rather than rigid rules or arbitrary prejudge-

% Canada, House of Commobns Debat es, Decenber 6, 1963,

¥ Canada, House of Commons Debates, July 23, 1963, p.2500.

Louis Rasm nsky, private interview
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ment. " It was partially for this reason that Canada re-
jected the imted exenption that was originally offered

by the U.S.. Another, perhaps nore inportant, reason

was that the Canadi an Governnent was reluctant to perform
t he unpopul ar task of rationing the borrow ng quota anong
the various corporations and particularly anong the var-

i ous provinces.® Wiereas the Anerican view, as expressed

by Secretary Dillon, was that w thout sone limtations on
the size of exenpt Canadi an borrow ng, "the proposed Can-
adi an exenption woul d underm ne the whol e purpose of the

proposed tax."°!

The U.S. Council of Econom c Advisers wite that:

In connection with this exenption,
Canadi an aut horities have agreed
that it is not the intention of
Canada to increase forei gn exchange
reserves through the proceeds of
borrowing in the U S., with the

i nplication that borrow ng woul d be
restored to the nore normal I|evels
of earlier years.®

The U. S. Treasury hoped "that we can work out a nethod
of operation where Canada can have an unlimted exenption”
but that "if it doesn't work the president has the auth-
ority and will continue to have authority to take what-
ever action is necessary,"® The authority that the Pres-
I dent had was the power to limt the size of the exenp-
tion by Executive Oder. This was used in February 1965
when Japan was given a $100 million dollar exenption.
The Senate Finance Commttee in their report on the IET
Act said that the "discretionary power to limt the size
of any exenption gives assurance that the Canadi an ex-

% | bi d.

" Neville Nakivell, “Walk Very Carefully If You Borrow in
the U.S.,” Financial Post, My 30, 1964, p.1l.

2 U S., Ofice of the President, Econonic Report of the

Pr esi dent and Annual

Report of the Council of Econom ¢ Advisers

(Washi ngt on

% U.S. Congress,

: U S. Governnent Printing Ofice, 1964), pp. 129-30.

House Commi ttee on Banki ng and Currency,

Recent Changes in Minetary Policy and Bal ance of Paynents

Probl ens, Hearings before the Commttee on Banking and Currency,

88" Cong. ,

2" sess. ,

1964, p.102.
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enption will not underm ne the purpose of this tax".®%

There appeared to be a slight disagreenent between
the U.S.. Congress and the U S. Treasury about the ac-
ceptabl e I evel of Canadi an new i ssues in New York. The
Congress thought that the 1950-55 average and the 1961
| evel of $250-300 million was tol erable, ® whereas the
Treasury said that it would not take action as |ong as
Canadi an borrowi ng stayed under $500 million.® The U S
Government was happy with the $85 mllion borrowing in
t he second half of 1963, but the 1964 total of $700 m| -
l'ion was considered to be too high.° That is why they
asked the Canadi an authorities to appeal to the provin-
cial governnments in "Decenber 1964 to avoid as far as
possi bl e adding to the val ue of new Canadi an issues in
the U.S. at that tine."®® OQtawa never formally agreed
to the $500 million Iimt and the U S. never formally
asked for the limt, but it was what they were aimng
at. The Iimt was surpassed in 1965 as well when bor-
rowi ngs were $709 mllion. Finance Mnister Walter Cor-
don after consultations with Henry Fow er, the U S
Secretary of the Treasury, requested in Novenber 1965
t hat Canadi an borrowers defer deliveries of securities
to Anerican purchasers in order to inprove the U S. bal-
ance of paynments in the final quarter of 1965. The lar-
gest deferral that was made public was a $50 m | lion
Hydro Quebec issue.® Thus, up until the end of 1965 the
Canadi an interpretation of the exenption was nore accur-
ate. No limts were placed on Canadi an borrow ngs, and
i nformal appeals were the order of the day.

An interdepartnental Commttee in the U S was set

“ U S. Congress, Senate, Committee on Finance, |nterest
Equal i zation Tax Act, Report to acconpany H R 8000, 88'" Cong.,
2" sess., July 30, 1964, p.14.

% |bid., p.14.

% C. K. Nash, “The U.S. Draws a Tight Line Around Borrow ng
Permit,” Financial Post, August 8, 1964, p.3.

7 Canada, House of Conmpbns Debates, January 27, 1966, p.324.

% C.K. Nash, “Wat the U S. Really Asks of Us,” Financial
Post, February 20, 1965, p.1

 D. Forster, “The National Econony,” in John Saywell ed.,
The Canadi an Annual Review for 1963 (Toronto: University of
Toronto Press, 1964), p. 349.
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up by the U S. Treasury a week after the publication of
the joint communique. This conmttee was to inplenent
the financial arrangenents between the U S. and Canada
and to maintain contact with its Canadi an counterparts

in the Finance Departnent and the Bank of Canada. ! C ose
cooperation was essential to fulfill the agreenment to the
satisfaction of both parties. During this period, the

i nstruments used to achieve the objective of a stable
Exchange Fund for Canada were, in order of inportance,
nonetary policy, persuasion, and foreign exchange market

i ntervention.

Anericans felt that they had a commtnent fromthe
Canadi ans to decrease interest rates in Canada rel ative
tothe U S, and in fact, the long termdifferential was
reduced from1l.42% in the second quarter of 1962 to an
average of 1 .04%in 1964. However, in |late 1962 nonetary
policy in Canada was still tight in the aftermath of the
exchange crisis. Secretary Dillon explained his inter-
pretation of the exenption:

They the Canadi an representatives have
stated that it is neither their desire
nor intention to conduct a nonetary
policy that woul d encourage flows any

| arger than necessary to keep their
current account (sic) in balance and to
keep uni npeeded the fl ow of trade be-
tween our two countri es.

On that understanding, | hope that
we can work out a nethod of operation
where Canada can have an unlimted ex-
enption. The Canadians felt that this
i nvol ves nonetary policy in Canada.
They felt that for themto cone down
here and purchase or sell securities
with this tax in effect would have ne-
cessitated a substantial overall in-
crease in their interest rates. They
also felt that by a nodest decline in
their interest rates, the central bank,
t he Bank of Canada woul d so reduce the
incentive to borrowin the U S .1

' Canada, House of Commobns Debates, July 29, 1963, p.2728.

" 'U S. Congress, House, Conmittee on Banking and Currency,
Recent Changes in Mnetary Policy and Bal ance of Paynents
Probl ens, Hearings before the Commttee on Banking and Currency,
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U S Treasury officials were quoted as saying that "the
deci si on on whet her, when and how nuch Canadi an i nt er est
rates woul d be reduced would be left to Canada. "%

In contrast, finance Mnister Walter CGordon asserted
in response to a question from M. D efenbaker, on Can-
ada undertaking to reduce interest rates, that Canada
had expl ai ned "t hat Canadi an nonetary policy was to be
expansionary and that the IET, if applied would increase
t he Canadi an rate, but there was no commitnent made. "%
He also reiterated this when questioned in Decenber 1963
by M. Di efenbaker on the existence of a "'gentlenen’s
agreenent’ to hold down interest rates." Thus, the Can-
adi an position seened to be that |ower interest differ-
entials between Canada and the U.S. were responses to
t he exi gencies of donestic policy and that their effect
on borrowing in the U S was incidental. The U S. posi-
tion seened to be that Canada had gi ven assurances of
| ower interest rates in order to stemcapital inflows,

As | ong as these two objectives were furthered by the
sane nonetary policy, the positions are operationally-
equivalent. Only when the two objectives clearly con-
flict can the agreenent be said to be restrictive. Un-
til that happens, it is convenient for both sides to pre-
sent the nost attractive justification for action to
their respective constituencies. The shakedown of the
Exchange Fund caused by the announcenent of the |IET gave
t he Canadi an Governnment room for maneuver until tile end
of the third quarter of 1964.

The second instrunent was persuasion. The oligopol -
I stic banking system furnished a suitable environnent for
Its use as a donestic policy tool; therefore, its exten-
sion to the realmof in international econom c policy was
only natural . The two docunented cases of the effective

U. S. House of Representatives, 88'" Cong., 1%t sess., July 22-26
1963, p.102.

12 “Canada to Aid in Deficit Fight; Opinion is Mxed on U.S.
Tax, Dollar Flow Pl edge,” New York Tines, July 24, 1963, p.37

% Canada, House of Commpbns Debates, July 23, 1963, p.2501.

104 Canada, House of Commons Debat es, Decenber 18, 1963,
p. 6064.

105 See E.P. Neufeld, Bank of Canada Operations and Policies
(Toronto: University of Toronto Press, 1958).

105



use of persuasion are Decenber 1964 and Novenber 1965. 106
The Decenber 1964 request does not seemto have been
overly successful at deferring deliveries of prior offer-
i ngs, The undelivered bal ance at the end of the fourth
quarter of 1964 was $51 million; this was a reduction of
$179 mllion in the undelivered balance fromthe third
quarter. The Novenber 1965 request was nore inpressive

in this respect. The undelivered bal ance at the end of
the fourth quarter at $310 million was $115 mllion great-
er than at the end of the third quarter.! However, such
fluctuations are not unusual.

The third instrunment was foreign exchange market in-
tervention, There were two techni ques enployed. The
nost straightforward of which was to sell U S. dollars
when the ceiling was approached. This could be done as
| ong as the Canadi an dollar was confortably bel ow t he up-
per limt of the band in which it was permtted to fluc-
tuate. Once this limt was approached, however, the Ex-
change Fund was obliged to purchase all the U S. dollars
offered in order to nmaintain the current exchange rate.
Nevert hel ess, a strategic policy induced reval uation of
t he Canadi an dollar within the band could serve to reduce
exchange reserves. (Qbviously this instrunent was defic-

i ent because of the mninmal flexibility of exchange rates
under a fixed rate system The success of this technique
required intermttant deval uations to provide slack for
further revaluations. The behaviour inplied by this tech-
ni que has been observed and incorporated into RDX2. 108

The second techni que of exchange market intervention,
whi ch was suggested by R M Dunn, ! conbi nes forward pur-

% Canada, House of Commpbns Debates, January 27, 1964,
p. 324.

7 See D.B.S., Sales and Purchases of Securities Between
Canada and G her Countries for December 1964 and 1965.

"% The equation for official excess denmand for spot
exchange, equation 21.1, has a variable defined to be the
Exchange Fund Ceiling target m nus the actual |evel of exchange
reserves to represent this type of behaviour. It is highly
significant. See J.F. Helliwell et al, The Structure of RDX2,
Part 1, p.232 and Part 2, p.126.

' R'M Dunn, Canada’s Experience Wth Fixed and Fl exible
Exchange Rates in a North American Market (Montreal: Canadi an
Anmerican Committee, Private Planning Association of Canada,
1971), p.32.
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chases of U S. dollars with spot sales. This sophis-

ti cated techni que has the advantage of naki ng Canadi an
forei gn exchange resources less visible to prying Aner-

i can eyes. Forward purchases of U S. dollars and spot

sal es increase the forward prem umor reduce the dis-
count on the U S. dollar nmaking interest rate notivated
short termcapital outflows from Canada nore profitable.
Paul Wbnnacott clains, however, that this has not been

an inportant instrunent except perhaps in late 1968 im
medi ately prior to the term nation of the agreenent (nore
on this later). He cites as evidence that only in Sep-
tenmber 1963, March 1964, and August 1965 did forward
dol I ar hol di ngs exceed $80 million. But in Cctober 1968
t he Exchange Fund held $135 million forward U. S. dollars.
This large demand for forward U.S. dollars is reflected
In a negative covered Treasury bill differential in spite
of a substantial positive uncovered differential (see Fig-
ure 6). Nevertheless, forward purchases did provide the
Canadi an Governnment with an added degree of flexibility
in keeping their side of the bargain. 1In Cctober 1968
official holdings of gold and U S. dollars plus the net

creditor position with the | M- stood at $2,529 nmillion

whi ch was just under the ceiling figure of $2,550 mllion.
W thout the forward purchases the Exchange Fund woul d have
been over the ceiling. The sane applies in March 1964.

The Septenber 1963 forward purchases were probably made
to sl ow down the growh of reserves follow ng the $500
mllion wheat sale to the Soviet Union. The U S. Treasury
had at various tinmes stated that the ceiling was not an
absol ute maxi nrum and that it could be exceeded for short
periods of tine w thout abrogating the agreenent. The
reason, why the Government chose these tinmes to act when
at others they pierced the target while this instrunent
lay idle, is obscure.

There was sone suspicion at the tine of the IET's an-
nouncenent that the U S. was retaliating agai nst Canada
for the nationalist neasures in the Gordon budget of June
1963. 1 The alternative explanation for the American action
is in the words of A E. Safarian, "colossal thought-

"% Paul Wennacott, The Floating Canadi an Dol | ar (Washi ngt on:
American Enterprise Institute for Public Policy Research, 1972),
p. 52.

" 'New York Tinmes, July 22, 1963, p.1.

107



| essness or inconpetence".? The Canadi an policy makers
interviewed all accepted this alternative.'® The man
responsi ble for the prelimnary work on the Anmerican

side was M. Merlyn Trued, who was at that tine the Head
of the International Finance Section of the U S. Treasury.
He confessed at the tine that "The inclusion of Canada pro-
bably nmeant that our staff work was not too good. It
turned out that the existing integration of the capital

mar kets of the two countries was nmuch greater than we
expected. It was a great surprise."!* Moreover, A D P
Heeney and Livingston Merchant wote in their fanpbus study
that the U S. "should maintain a consci ous awar eness of
Canadi an interests to ensure that they are not violated

or prejudiced through, inadvertence or ignorance.”!*® This
policy prescription was based on a confidential case study
of the IET. Thus, the bulk of the evidence clearly fav-
ours the poor planning theory.

Even though the I ET was not drawn up specifically to
di sci pline Canada, it probably contributed to an increased
awar eness i n Canada of the degree of dependence on the
US.. As aresult the withholding tax increase for for-
eign owned firns was quietly dropped follow ng a confer-
ence attended by Finance M nister Gordon and Secretaries
Di |l on and Hodges, **®* The scrappi ng of this neasure could
not have been a quid pro quo for the I ET exenption since
it came later. However, it was the result of an increas-
ed desire to please the Anericans, who had inadvertently

"2 professor Safarian, hinself, did not believe that this
alternative explanation was pl ausi bl e. Consequently, he rejected
it al nbst as soon as he suggested it. However, it is argued here
that it is the only explanation that is consistent with all the
facts. For an interesting discussion of the issue, see A E.
Safarian, “The Web of Repercussions,” in Stephen C arkson edited,
An | ndependent Foreign Policy for Canada? (Toronto: Md ell and
and Stewart Limted, 1968), pp.48-51.

"5 M. Walter Gordon said that subsequent conversations wth
M. Douglas Dillon renoved his suspicion on this point.

4 peter C. Newman, “The Geat Mney Panic of 1963,”
Macl ean’ s, May 16, 1964, p.55. The role of M. Merlyn Trued was
confirmed by one of the Canadi an policy nakers.

' A D.P. Heeney and Livingston Merchant, “Canada and the
United States: Principles for Partnership,” June 28, 1965, p.51.

" This incident was pointed out by M. Diefenbaker in
Canada, House of Commpbns Debates, Feb. 20, 1964, p.50.
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exposed Canada's vul nerability.

Revi sed Agreenent of Decenber 1965

On February 10, President Johnson | aunched a new bal -
ance of paynments progranme. The |ET had not succeeded
in reversing the U S. deficit. Consequently, direct in-
vestnent and | ending by financial institutions were to
be subject to voluntary guidelines. ! Canada' s speci al
status under the I ET was continued, in that investnents
in Canada were given special priority under the programe
tolimt direct investrment. Nevertheless, voluntary
gui del i nes were inposed on bank | ending to Canada and the
| ET was extended to bank | oans to Canada. '® However, nei -
ther of these measures constituted a najor threat to the
Canadi an bal ance of paynents because bank | oans were not
an inportant source of capital inflow. The guidelines
for non-bank financial institutions were not applied to
long termlending. The U S. Governnent thought the IET
was sufficient deterrent.?® Secretary Dillon explained
the treatnment of Canada under this progranme in terns of
the I ET exenption; he said it did not make sense to re-
strict direct investnment in Canada if Canada woul d j ust
be forced to borrow nore in the U S. under the I ET exenp-
tion. 120 Furt hernore, Canada had been rel atively success-
ful in keeping the Exchange Fund within the agreed upon
limts. It was only in Novenber 1964 that the ceiling
| evel was exceeded and then only by $51 million. An
excess of this magnitude could be entirely justified on
t he grounds of seasonal variability. Therefore, it would
have been inproper for the U S. to take action again-
st Canada in view of the cooperative attitude of the Can-
adi an authorities.

By the end of 1965 the Anmerican position on capital

"7 The details of this programme can be found in U. S
President, Econom c Report of the President and Annual Report of
the Council of Econom c Advisers (Washington: U S. Governnent
Printing Ofice, 1966), pp.165-66, and in G Shultz and R Ali ber
eds., Guidelines, Informal Controls and the Market Pl ace
(Chicago: University of Chicago Press, 1966), Appendi x B.

"8 The | ET applied to bank | oans to Canada between February
10, 1965 and Septenber 12, 1966.

" Shultz and Aliber, Guidelines, p.349.

20 Bruce MacDonal d, “U.S. Exenpts Canada from New Vol untary
Curbs,” dobe and Mail, February 18, 1965, p.29.
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flows to Canada had hardened substantially. The apparent
seasonal strength of the Exchange Fund in |late 1964 and
early 1965 had proved to be sonething nore. The Exchange
Fund di pped below the ceiling in March only to re-energe
in July, and even during this supposed seasonal weakeni ng
t he Exchange Fund was never nore than $35 million bel ow
the ceiling. Consequently, heavy borrowing in the U S.
and a wheat sale to Russia were sufficient to boost the
Exchange Fund through the ceiling. Then, in Novenber
1965, the Canadi an Governnent, in an attenpt to preserve
Anerican goodw | I, "requested all major Canadian issuers
of securities in the U S to defer deliveries of their

i ssues until the turn of the year."??

However, this action was not sufficient to appease
the U S. Governnent even though it had its originin a
conference between finance M nister Gordon and Secretary
Fow er. They were dissatisfied with the | evel of the
Canadi an exchange reserves, which stood at $2,907 mllion
at the end of Novenber. Consequently, the U S. unveil ed
a nore conprehensive and tougher set of guidelines in
Decenber 1965, 22 which pointedly nade no special nention
of Canada. The | ET exenption for Canadi an new i ssues
was bei ng suddenly underlined. The guidelines for non-
bank financial institutions, which would have limted the
i ncrease in Canadi an debt held by these investors to 5%
of the total outstanding on Septenber 30,1965, 2 in tandem
with the lack of special treatnent for Canada woul d have
made the | ET exenption nmeani ngl ess. Non-bank fi nanci al
institutions such as pension funds, insurance conpanies
and i nvestnent conpani es purchase nost of Canadi an new
issues inthe US. . Any limtations on their acquisitions

2l Canada, House of Commpbns Debates, January 27, 1966
p. 324.

2 The revised guidelines are discussed in U.S., President,
Econom ¢ Report of the President and Annual Report of the Counci
of Econom c Advisers (Washington: U S. Governnent Printing
Ofice, 1966), p.167.

2 Schultz and Aliber, Quidelines, p. 351. Assuning that al
| ong-terminvestnent in Canada was hel d by non-bank financi al
institutions, purchases of new Canadi an securities would have
been Iimted to $450 nmillion in 1966 at a nmaxi num whereas net new
i ssues bought by residents of the U S. were $944 mllion. Figures
are calculated from Statistics Canada, Canada’s Internationa
| nvestnent Position 1926 to 1967, (Otawa: | nformation Canada,
1971), p. 25 and D.B.S., Sales and Purchases of Securities
Bet ween Canada and the U.S. (Decenber 1966), p.5.
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of Canadi an securities would have severely restricted the
advant ages to be gained fromthe | ET exenption. Wen
asked about the term nation of Canada's special status,
the new Secretary of the Treasury M. Fow er seened to

be unaware that Canada had ever had one. *

This puzzling episode has a rather sinple explanation.
M. Walter CGordon had been infornmed earlier of U S

plan by the Secretary of the Treasury, Henry Fow er.
Since the special circunstances that had | ed

himto accede to an exenption in 1963 no | onger applied,
he informed Secretary Fow er that Canada woul d accept a
circunscription of the I ET exenption. However, he did
request that the announcenent of the new neasures be post-
poned until after the Canadi an federal election in Novem
ber 1965, and so it was. The results of the election
wer e di sappointing to the Liberals who were returned to
Parliament with another mnority governnent. M. Wlter
Gordon then resigned because of his advice on the tim ng
of the election. M. Mtchell Sharp who replaced him

as finance mnister had very different views on this
gquestion. Consequently, after a period of confusion re-
sulting fromthe changeover of the finance m nister,

t he Canadi an Gover nnent re-opened negotiations wth the
Aneri cans. 1?°

In the words of Finance Mnister Mtchell Sharp, "W
sought and obtai ned an exenption fromthis inportant re-
striction [guidelines for non-bank financial institutions]
justified on the same ground as our original exenption
fromthe IET and in consideration for an undertaki ng of
the sane kind on our part regarding the |level of our re-
serves. "% However, the Anerican Covernnment drove a hard-
er bargain this time. The Exchange Fund Ceiling was by
mut ual consent reduced to $2,600 mllion. This entailed
a reduction of $307 mllion fromthe Novenber total. The
new ceiling of $2,600 mllion was never net. It was re-
duced to $2,550 mllion after a $47.5 million gold paynent
to the IMP (the gold portion of the increased Canadi an
quota). The August 1966 reserves at $2,543 mllion were
the first to neet the new reserve ceiling requirenents.

Al so in Decenber 1965, as a further gesture of goodw I,
t he Governnent of Canada arranged to sell $200 million in

24 Bruce MacDonald, “U.S. to Ask Busi nessnmen to Reduce Fl ow
of Investnent Capital,” G obe and Mail, Decenber 6, 1965, p.3.

2 Wal ter Gordon, private interview.

126 Canada, House of Commpbns Debates, January 27, 1966
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gold to the U S. %7

The American Governnent's obsession with exchange ceil -
i ngs may have been m sgui ded, since in 1966, the policy in-
duced deterioration in the Canadi an bal ance of paynents was
conposed of a reduction of $359 million in its deficit with
the U S. and a reduction of $839 million in its surplus
with the rest of the world, for a total deterioration of
$480 million which nmeant a $333 million official settlenent
deficit.?*?® The bul k of the shift cane froma short term
capital inflow fromthe U ,3. and an outflow to the rest of
the world as Eurodollar rates clinbed sharply. The U S
may find sone solace in the thought that the bilateral bal-
ance with Canada nmay have noved nore in Canada's favour
wi t hout the reduction in the ceiling.

A new i nstrunment of Exchange Fund mani pul ati on was add-
ed to the Canadi an arsenal at this tinme, so that the
general instrunent of nonetary policy would be | ess en-
cunbered by the Canada-U. S. financial arrangenents. This
novel instrunment was the purchase of outstandi ng Canadi an
securities held in the U S and the purchase of U S. pay
i ssues of international organizations.!?® At this tine
$700 million worth of Governnent of Canada bonds were own-
ed inthe US.. O these $300 mllion were U S. pay and
$400 million Canadi an pay. *%°

During the years 1966 and 1967, this new instrunent

repl aced the old instrunent of formal requests fromthe

m ni ster of finance. The year 1966 saw $150 million of
Governnent of Canada U, S. pay bonds purchased, and in
1967 $40 million were bought.** This left less than $110
mllion still outstanding. Newspaper articles indicate
that there were sonetines problens finding a willing sell-
er and that the purchases were often nmade in negoti ated

27 Bank of Canada, Annual Report (1966), p.7. This was the
result of R B. Bryce' s astute suggestion about how to placate the
Aner i cans.

2 Figures in U S. dollars.

% Canada, House of Commpbns Debates, January 27, 1966
p. 325.

0 Ronal d Anderson, “Expect U.S. Curbs to Cool Overheating
for Canada,” d obe and Mail, Decenber 7, 1965, p.Bl

Bl Bank of Canada, Annual Report (1966), p.9 and (1967),

p. 66.
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deals fromlarge hol ders.? One of the |argest deals in-
vol ved the repurchase of the securities issued during the
1962 exchange crisis fromthree | arge insurance conpanies,

In 1966 and 1967 respectively, $25 million and $40 m |-
lion of World Bank bonds were bought by Canada. This
hel ped the U. S. bal ance of paynents because these secur-
ities woul d have been added to American portfolios if
t he Canadi an Governnent had not acted. However, |BRD
bonds only cane on tho market in $10 or $15 nillion lots
whi ch were considered to be too snall to provide a sat-
isfactory outlet for excess exchange reserves. 3 Thus,
there were supply constraints that linmted the effective-
ness of this new instrunent.

In addition to reconciling itself to the tightening

of the Exchange Fund Ceiling rein, the Governnent of Can-
ada endeavoured to prevent the Canadi an exenption from
becom ng a device for evading the U S. capital controls.
Therefore, the Mnister of finance, Mtchell Sharp, nade
a formal request to Canadian investors to refrain from
acquiring "securities denom nated in Canadian or U. S.
dol l ars, which are issued by U S. corporations or their
non- Canadi an subsi di ari es and which are subject to the

U S IET if purchased by U S. residents."®® This was only
the first and weakest of a nunber of nmeasures neant to
prevent U.S. funds from "passing-through" Canada and cir-
cunventing U.S. regul ati ons.

Canada received no exenption fromthe rest of the U S.
bal ance of paynments programre, but the Canadi an exenption
fromthe | ET had been preserved intact at the cost of
further concessions to the U S.. As a result a Joint
Canada-U.S. Mnisterial Commttee was able in March 1966
to note "the neasures that have been taken to maintain
access to the U S. capital nmarket for an unlinmted anount
of new Canadi an securities free of the |ET. The U S.
nmenbers reaffirmed that in buying such issues U S. invest-
ors were conpletely free to be guided by market consl der-
ations. "13°

12 See for instance, C. K Nash, “L.B.J. Expects to Wpe Qut
Payments Deficit in 1966,” Financial Post, February 5, 1966,
p.17.

33 Louis Rasm nsky, private interview

% Canada, House of Commpbns Debates, March 16, 1966, p.3037.

35 Canada, House of Commobns Debates, March 7, 1966, p.2348.
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Total Exenption From The U.S. Bal ance O
Payvnent s Progranme

As long as the U S. bal ance of paynents was in deficit
t he Canadi an econonmy was exposed to U. S. policy induced
bal ance of paynents crises of its own. On January 1,
1968, President Johnson announced that the Conmerce De-
partment's voluntary controls on foreign direct invest-
ment were to beconme nandatory and the anmount of direct
i nvestnment permtted was to be reduced. This announce-
ment touched off another run on the Canadian dollar, in
spite of Finance Mnister Mtchell Sharp’s optimstic
claimthat the new controls would not materially reduce
U S. investrment in Canada.*® The treasurers of the |arge
i nternational corporations were not reassured, and they
rushed to reduce their Canadian dollar |iquid assets.
The Fi nance M ni ster sought American help to reduce the
outflow of short termfunds. Consequently, on January
21, the U S. Secretary of the Treasury, Henry Fow er
wote a letter to U S. subsidiaries in Canada telling
them that the new guidelines did not call for the abnor-
mal transfer of earnings or withdrawal of capital and
that the programre still left roomfor |arge flows of
capital to Canada.®*” O course, the Anerican subsidiaries
were not primarily notivated by the desire to conply with
the guidelines, but rather with a desire to avoid a for-
ei gn exchange | oss, so the outflow continued at a dim
i ni shed pace. The gravity of the crisis can be gauged
by the decline of U S. $707 mllion in the Exchange Fund
during the first quarter (the decline to the mddle was
even greater.)?'® The Canadi an problem was only one facet
of an international nonetary crisis that was raging in
t he wake of the devaluation of the British pound in No-
venber 1967.

The crisis was dissipated by the exenption of Canada
fromall U S. balance of paynents programes i ncl udi ng
the Direct Investnent CGuidelines and the Voluntary For-
eign Credits Restraint Progranme commencing in March

36 Canada, House of Commpbns Debates, March 6, 1968, p.7333.

57| bi d.
% Bank of Canada, Annual Report (1968), p.37.
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1968. 1%° The rationale for the exenption is clearly set
out in a later exchange of letters in which Secretary
Fow er states:

Recogni zi ng this interdependence, we have

| ong since believed that it is not in the

I nterest of either country to occasion
destabilizing influences in our currencies
whi ch m ght inhibit the other country from
the pursuit of its own econom c objectives.

In other words, the U S. was afraid that an inpending
deval uation of the Canadi an dollar would have thwarted
the U S. efforts to aneliorate their position, or perhaps
woul d have directed the attention of speculators to the
U.S. dollar. Consequently, the crisis atnosphere of this
negoti ati on was nore closely akin to the original 1963
dealings than to the 1965 where the Anericans did not,
evidently, think a settlenent favourable to Canada was

I mperative in order to restore confidence. The U S Cov-
ernnment woul d probably have w thdrawn the extension of

t he gui delines to Canada sooner, but it appears that key
menbers of the Canadi an Governnent were too absorbed in

a Liberal Leadership contest to have asked.

The quid pro quo tor the bl anket exenption fromthe
Comrerce Departnent and Federal Reserve Board progranmes
were the additional undertakings: (1) to take any steps nec-
essary to ensure that the exenption does not result in
Canada bei ng used as a "pass-through” by which the pur-
pose of the U. S. bal ance of paynents programre is frus-
trated, and (2) to invest the entire holdings of U S. dol-

l ers, apart from working bal ances, in U S. Governnent
securities which do not constitute a liquid claimon the

U. S..' The undertaking of the Exchange Fund Ceiling was
reiterated by both sides. The first obligation was dis-
charged by the successive pronul gati ons of guidelines for

i nvest ment abroad by banks, non-bank financial corporations,

% The exenption was announced in an exchange of letters
bet ween Secretary Fowl er and Finance M nister Sharp dated March
7, 1968 which can be found in Bank of Canada, Annual Report
(1968), pp.64-66.

0 Secretary Fower in a letter dated Decenber 16, 1968 in
| bid., p.67.

! Par aphrase of Finance Mnister Sharp’s letter to
Secretary Fow er on March 7, 1968 found in Bank of Canada, Annual

Report (1968), p. 66.
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and non financial corporations over the course of 1968. 42

The gui delines were the product of Canada-U. S. con-
sul tations, *** although, it nust be added, there was
little enthusiasmon the Canadi an side for these guide-
i nes. *** The second undertaki ng has al so been fulfilled.
Over the year 1968, the CGovernnent of Canada invested
US $1,050 million in the non-liquid U S. Treasury se-
curities, bringing the total held to U S. $1,250 million.
The holdings of U S. $150 nmillion prior to 1968 is an
indication that this instrunent of paynents policy had
not been inportant until 1968. On the other hand, the
earlier instrunents of formal requests to defer deliver-
Ies and repatriation of governnent securities were not
enpl oyed to regul ate the Exchange Fund after the new
settlenent. One instrument replaced another rather than
suppl enented it. By the end of Septenber 1970 the Exchange
Fund held U S. $2,229 mllion of these securities.! The
advantage to the U S. from Canada hol di ng reserves in
illiquid securities is a purely technical one; the |iquid-
ity nmeasure of bal ance of paynents' deficits is reduced
while the official settlenents deficit renmai ns unchanged.

The first round of bargaining in 1968 was only incidental-
|y concerned with Canada's exenption fromthe IET. Nonethe-
|l ess, it is necessary to understand these arrangenents

in order to follow a discussion of the dem se of the
Exchange Fund Ceiling. The exchange crisis in early | 968
furnished a tenporary respite fromthe obligations of the
Exchange Fund Ceiling for as long as it took for depleted
reserves to be rebuilt. By Novenber, however, the Fund had
been repl eni shed, and according to the Governor of the
Bank of Canada, "concern was expressed in Canada that

the flexibility of Canadi an nonetary policy was in danger
of being severely |limted by the existence of the ‘target’

2 The texts of the statenents announcing these three sets
of guidelines are found in Bank of Canada, Annual Report (1968),
p. 66.

4 “New @uidelines for U S. $ Hire,” Financial Post, My 11,
1968, p. 1.

" The Canadi an negotiators had resisted pressure fromthe
Americans on this point as |long as possible according to Alan B
Hocki n.

4 Donal d Townson, “U.S. Pressure Builds on Trade Bal ance
| ssue,” Financial Post, Novenmber 28, 1970, p. 37.
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| evel for Canadi an exchange reserves. " At this tineg,

Fi nance M ni ster Benson stressed that the ceiling is a
"target" and not an absolute level and that it had been
exceeded in the past. Further, he asserted, "it [the Ex-
change Fund Ceiling] has neither caused any difficulties
nor had any effect on the nonetary policies we followin
this country...however...the whole matter is under dis-
cussion. "' The two countries energed fromthis di scussion
with conflicting interpretations of the fate of the Ex-
change Fund Ceili ng.

On Decenber 16, 1968, Secretary Fowl er and Fi nance

M ni ster Benson exchanged letters in order to clarify
the essential features of the Exchange Fund Ceiling
agreenent. Secretary Fowl er wote:

in the exchange or letters |ast March

we reiterated the basic principle that

it would not be Canada's intention to
increase its foreign exchange reserves
through borrowings in the US . Im

pl enentation of this principle does not
require that Canada's reserve | evel be-
l[imted to any particular figure. W

are well aware of Canada's need for
flexibility with respect to reserve

| evel s in order to acconodate the adapt -
ation of nonetary policy to the changi ng
needs of its donmestic econony, seasonal
factors and other influences of a tem
porary nature. This statenment of objec-
tives recogni zes that under circunstan-
ces in which an inprovenent in the pay-
ments position of the U S. is essential
to the strengthening of the world none-
tary system it is in Canada's own in-
terest to avoid hindering the achieve-
-ment of this objective by unnecessary
borrowing in the U S.. In recent tines
capital markets in other countries have
devel oped a capacity which has attracted
borrower's from many countries. Canadi an
authorities have taken advantage of these
expandi ng capital markets to raise funds
in substantial quantities. These devel -

¢ Bank of Canada, Annual Report, (1968), p.14.

147 Canada, House of Commons Debat es, Novenber 14, 1968,
p. 2266.

117



opnments now offer Canada an alternative
nmeans of achieving an increase in its
reserves whenever Canadi an authorities
believe this is desirable. 8

The letter witten by Finance M nister Benson says
essentially the sane thing. Finance M nister Benson
wr ot e:

In the light of these considerations

| can reiterate to you that it is not
an obj ective of Canadian policy to
achi eve permanent increases in our
exchange reserves through unnecessary
borrowing in the US | fully share
the view expressed in your letter that
the inplenentation of this principle
does not require that Canada s reserve
|l evel be |limted to any particul ar
figure and that our reserves may be
expected to fluctuate to accommodat e
the adaptation of nonetary policy to

t he changi ng needs of the donestic
econony, seasonal influence, and ot her
i nfl uences of a tenporary nature. 4

Every word in both of these comuni cations has been
wei ghed carefully and every nuance has been pondered,
for they are diplomatic docunents. Nevertheless, their
ultimate conponents, words, are sufficiently abstract
that a convincing case can be nade for sundry interpre-
tations of the intended neaning. To the Anericans, the
| etters nmeant that Canada woul d only accumul ate, other
than tenporarily, exchange reserves as the surplus with
the rest of the world increased, and that the accunul ati on
woul d not be the result of reducing the deficit with the
U S.. Wereas the Canadi an view as expressed by Fi nance
M ni ster Benson was that there no | onger was the "lim -
tation of any nunerical target"'® on Canadi an foreign
exchange reserves. The Canadian interpretation was nost
clearly evinced by the surge in exchange reserves
fromU S, $2,672 mllion at the end of Novenber 1968,

48 Bank of Canada, Annual Report (1968), pp.67-68. Enphasis
added.

4 Bank of Canada, Annual Report (1968), pp.69.

0 Canada, House of Commpbns Debates, January 30, 1969,
p. 4975.
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bef ore the exchange of letters, to U S. $3,106 mllion
at the end of 1969. ' The increase was achi eved in ex-
actly the wong way fromthe U S. point of view, the Can-
adi an surplus bal ance with Europe was reduced while the
deficit balance with the U S. was transforned into a
heal thy surplus. Part of the new surplus with the U S.
could safely be attributed to the U S. $439 million in-
crease in long termcapital inflows. Consequently, it
could be said that part of the increase was due to "bor-
romings inthe U S ". The year 1968 was the | ast one in
which the U S. had a surplus with Canada.

The | ag between the de facto unilateral term nation

of the Exchange Fund Ceiling agreenent by the Canadi an Gov-
ernment and the recognition of this fait acconpli by the A

nmerican authorities was quite long. This is nowhere nore

suitably illustrated than in two quotations froma senior
U S. Treasury official, separated by two years tinme, in

whi ch, he conpletely contradicts hinself. .M. Paul Vol cker,

the Undersecretary of the Treasury for Monetary Affairs,
in testifying before the Senate Finance Conmittee in
Sept enber 1969 responded to a question from Senator M| -
ler on the justification of a continued exenption for
Canada by saying that, "I think one of the key el enents
here ... is whether Canada, not whether it passes on
funds el sewhere, but whether it is itself, in such a
strong position, that it is both borrowing in our market
and buil ding up vast anmounts of reserves itself, and

t hat has not been the case."?®? He also put on the record
the traditional rationale for the I ET exenption that had
been regularly supplied to Congress when the | ET cane up
for extension. 1In reply to a question by Senator

MIller on the growh of Canada's exchange reserves in
March 1971, the same M. Vol cker contradicted hinself
and said, "I have no real problemin terns of the behav-

iour of their reserves [ie. growh]. | think nore inport-

antly [sic] is the question of whether the exenption for
Canada opens an avenue by which funds can pass through

B Alan B. Hockin said that Canadian officials were

surprised that this increase in the Exchange Fund was not
reversed

2 U.S. Congress, Senate Committee on Finance, |nterest
Equal i zation Tax Extension Act of 1969, Hearing, before the
Comm ttee on Finance, U S. Senate on H R 12829, 91s' Cong.,

Sess., Septenber 3, 1969, p. 46.
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Canada to third countries. " | he Exchange Fund Ceiling had
passed away wi thout ever being officially pronounced dead by
the U.S. Administration.

Eval uati on & The Exchange Fund Ceili ng Agr eenent

The official Canadian position articul ated by succes-
sive finance mnisters and the Governor of the Bank of
Canada was that the Exchange Fund Ceiling never really
prevent ed Canadi an nonetary policy fromconformng to
t he needs of the domestic economc situation. |In 1965
the Governor wrote in the Annual Report, "Though we na-
turally had to take the agreenent regarding reserves into
account, we were able to pursue a nonetary policy which
inits broad Iines was appropriate to the requirenents
of the domestic situation as it devel oped. "' Thus, the
Governor was nore candid than the finance mnisters who
woul d admt no alterations in nonetary policy. In the
1967 Annual Report the rapid nonetary expansion is par-
tially explained by the need to avoid excessive capital
inflow 1% COfficial statenments that suggest that the Agree-
ment was restrictive were witten after it had | apsed.
The Governor of the Bank of Canada’s statenents in the
1968 Annual Report seemto indicate that the Exchange
Fund Ceiling was restricting nmonetary policy.*™ And in
fact, on the eve of the exchange of letters between Fi-
nance M nister Benson and Secretary Fowl er, which for
Canadi an policy nmakers was the death knell of the ceil-

'3 U S. Congress, Senate Committee on Finance, |nterest
Equal i zati on Tax Extension Act of 1969, Hearing, before the
Conmittee on Finance, U S. Senate on H R 5432, 92" Cong., 1%t
Sess., March 15, 1971, p. 38.

" This interpretation is supported by R M Dunn who says,
“Al t hough the U S. Governnent may have felt that the reserve
cei ling maintained sone force in 1969, the Canadi an Gover nnent
obviously did not feel constrained. R M Dunn, Canada’s
Experience Wth Fixed and Fl exi bl e Exchange Rates in the North
Anerican Capital Market (Montreal: Canadian American Conmtt ee,
Private Pl anning Associ ation of Canada, 1971), p.41l.

' Bank of Canada, Annual Report (1965), p.S8.

¢ Bank of Canada, Annual Report (1967), p.10.

"7 Bank of Canada, Annual Report (1968), p.14.
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ing, the Governor increased the bank rate from6%to 6.5% 1'%
This was not a coinci dence.

Paul Wbnnacott tends to concur with the statenents
of the Governor that the "reserve ceiling did not sig-
nificantly alter the course of Canadi an nonetary policy",
and he characterizes the agreenent as an "annoyance". %
However, he stresses the point that the effect of the
constraint nmust be judged in conparison with sone inpre-
ci se norm of what the government woul d have ot herw se
done. % On the other hand, R M Dunn believes that the
ceiling severely limted the choice of policy options
open to the Canadi an nonetary authorities. He wites:

Canada's reserves were so close to the ceiling

during all out two quarters in this period 1963-68 that
Canada coul d not have naintained significantly high-

er interest rates than prevailed for anysignificant

| ength of tinme. Gven the reserve ceiling and Canada's
actual re serves, Canada's ability to deal wth

i nflation through nonetary policy was determ ned

i n Washi ngton when the Federal Reserve System deci ded
what interest rates would prevail in the U S. .1

Dunn bases his assertion on the enpirical evidence con-

8 Anot her seni-official view of the effect of the Exchange
Fund Ceiling agreenent is give in Canada, Foreign Direct
Investnent in Canada (O tawa: Information Canada, 1972), p.289.
They say, “ In reaching these arrangenents a certain cost has
been incurred by Canada...during the period of the ceiling on
exchange reserves and mai ntenance of a fixed exchange rate the
choi ce available to the nonetary authorities in regulating credit
conditions were reduced. In particular, the I evel of interest
rates had to take account of the need to mnimze capital
inflows. While the inflows could, up to a point, be offset by
Canadi an purchases of non-marketable U S. securities when excess
exchange reserves were being accunulated, this did not constitute
an entirely satisfactory response. Thus, the exchange reserve
[imtation involved sonme restriction on the use of nonetary

policy.”

" Paul Wennacott, The Floating Canadi an Dol | ar (Washi ngt on:
American Enterprise Institute for Public Policy Research, 1972),
p. 54.

19 | pid., p.51.

" R*M Dunn, Canada’'s Experience Wth Fixed and Fl exible
Exchange Rates in a North American Capital Market (Mntreal
Canadi an Anmerican Conm ttee, Private Pl anning Associ ation of
Canada, 1971), p. 34.
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cerning the sensitivity of capital flows to interest
differentials.

The enpirical evidence provided in Figure 4 indicates
that the noney supply was growi ng at what m ght be con-
si dered excessive rates during three of the six years
covered by the Exchange Fund Ceiling. Those years were
1965, 1967 and 1968. Figure 5 shows that the exchange
reserve ceiling was penetrated in 1965, 1967, and 1968.
On the whol e the graphical presentation of the rel ation-
ship of reserves to the ceiling resenbles a control theory
diagramwi th the ceiling serving as the target.

In 1965, the Exchange Fund Ceiling was surpassed in
seven out of twelve nonths and in Novenber of that year
the Finance M nister requested that borrowers defer de-
liveries of prior offerings. Further, the Governor of
t he Bank of Canada acknow edged taking the agreenent into
account this year. Consequently, it is probably fair to
say that the agreement was restrictive in 1965.
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Figure 4 not included because of file size limtations
(see fig4d.jpg)
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Figure 5 not included because of file size limtations
(see figh.jpg)
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The greatest rate of nonetary growth of the decade
occurred in 1967, when the noney supply increased 16. 1%
over the course of the year. This can be explained to a
certain extent by a .5% increase in the unenploynent rate
during 1967 and a sl owi ng down of economc growmh to 3.5%
Even though the ceiling was only pierced in one nonth in 1967,
t he Governnent of Canada purchased U S. $59 million of its
own and international securities fromresidents of the
U.S. and the Governor of the Bank of Canada nentioned
the need to avoid the capital inflows that would be in-
duced by a | ess expansionary nonetary policy. Consequently,
the ceiling was an inportant constraint in 1967 and the
expansi on should not be attributed solely to donestic
pol i cy consi derations.

The year 1968 is the only year that has been unani -
nously cited as a case where the ceiling was binding.
Nevert hel ess, the reserves were only above the ceiling
in four nmonths during 1968. The rate of nonetary expan-
sion for the last half of the year was 15% The Anerican
rate was 10.2% for the year and was show ng no signs of
sl ackening. The possibility of nore of the sane was not
contenplated with equanimty by a Canadi an Gover nnent
that was preparing to attack the problem of inflation. 152

Meanwhi | e, however, the U S. Governnent was pl anni ng
t heir own canpai gn against inflation. Thus, after the
initial increase in reserves as forward deliveries of dol-
| ers were accepted in early 1969 and | ate 1968, Canadi an
official reserves dropped until the end of the year when
they started their rise that culmnated in the unpegging
of the Canadian dollar. The U S. noney supply actually
declined by .9%in 1969 whereas the Canadi an i ncreased at
3.8% However, this was adequate to nore than naintain
the Canada-U. S. interest differential at the exchange
crisis level of early 1968. As Figure 6 shows the CGovern-
ment bond differential had wi dened from1l.11%in 1967 to
| .56% in 1968, to 1.68%in 1969. Nonetheless, the terns
of the agreenent could have been observed during 1969
W t hout necessitating excessive nonetary expansion, but
this could not be foreseen in 1968. In fact, if the
agreenent would have remained in force in 1969, the Can-
adi an Governnent woul d nave been restrained frominitiat-
I ng i nappropriately tight nonetary policy. Constraints
not only reduce the range of policy alternatives, but
al so exclude sone “bad” alternatives. By the beginning
of 1970, toe agreenent woul d have becone an al batross
around the neck of the Canadi an nonetary authorities.

2 For an interesting account of this episode in recent
Canadi an history see Walter Stewart, Shrug: Trudeau in Power
(Toronto: New Press, 1972), pp.71-87
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Figure 6 not included because of file size limtations
(see fig6.jpQg)
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In summation, during its lifetime of six years, the
Exchange Fund Ceiling was a maj or determ nant of nonetary
policy in three years, 1965, 1967, and 1968. 1% For the
rest of the period it was only one of a nunber of con-
straints. However, the U S. Governnent’s habit of creat-

i ng exchange crises for Canada periodically rel axed the
constrai nt by shaking down the reserves. In the absence
of such di sturbances the Exchange Fund Ceiling woul d have
been a straight jacket for the Canadi an nonetary author-
ities.

The Exchange Fundd Ceiling failed to stop the deter-
ioration in the U S. bilateral bal ance of paynments with
Canada t hat took place between 1965-68. Further, the
Canadi an exenption fromthe |IET all owed new i ssues of
foreign securities inthe U S to growfromUS. $1,076
mllion in 1962 to U S. $1,703 million in 1968. Canadi an
securities alone grew fromU. S. $458 mllion in 1962 to
US $949 mllion in 1968. % The American objective would
have been better served if the Canadi an exenpti on woul d
have been limted |i ke the Japanese, rather than trading
a bl anket exenption for an agreenent on reserves. Changes
In reserves are nmuch less closely linked to the bilateral
capital flows.

The best exanple of the failure of the ceiling is the
US. effort to inprove their position in 1966 by demandi ng
a reserve reduction fromU. S. $2,692 nmllion to $2,600
mllion and then $2,550 mllion. The reduction was facil-
itated by a short termcapital outflow to Europe from
Canada caused primarily by skyrocketing Eurodollar rates.
The short termoutflow was so | arge that Canadi ans had to
Wi t hdraw short termfunds fromthe U S.. The new draconic
ceiling was easily net notw thstanding the slow rate of Can-
adi an nonetary growh of only 6.5% per year. Consequently,
Canada conplied with the ceiling without helping to im
prove the U S. bal ance of paynents. Alimted exenption
woul d have been nore effective. Canadi ans shoul d be
t hankful that the U S. Governnment was not very skilled
in the application of "begger-thy-nei ghbor” capital ac-
count restrictions. The | ET exenption and the Exchange

' Thomas Cour chene and John W nder al so believe that the
Exchange Fund Ceiling was a serious limtation in 1965 and 1968.
See Thomas Courchene, “Recent Canadi an Monetary Policy,” Journal
of Money, Credit and Banking, 3(1) (February 1971), pp.43-8, and
John W nder, “Canadi an Monetary Policy,” Subm ssion to the Senate
Standi ng Conm ttee on National Finance, June 1971, p.A4.

' U S. Congress, House Committee on Ways and Means,
Exension of the Interest Equalization Tax, Hearing, February 22,
1971, p.6.
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Fund Ceiling nust certainly be an exception to A. D. P.
Heeney's observation that the "Canadi an del egati on have,
i n nost cases, been outmanoeuvred by those on the U S
side of the table."?®

Pr obl em of Conti nued Exenpti on

The Canadi an exenption fromthe | ET has now endured
nine difficult years w thout being w thdrawn. However,
Paul Vol ker, the U S. Undersecretary of the Treasury,
has, in a recent speech, grouped the |IET exenption with
tax gui delines exenption, the Auto-pact, and Defense Pro-
duction Agreenment as arrangenents that nust be changed
because they unduely favour Canada. !®® The Canadi an- Anmer -
ican Conmittee has al so specul ated that the Canadi an ex-
enption would be term nated.'®” The U.S. may unilaterally
bring to a close the Canadi an exenption but it is highly
unlikely that the Canadi an Governnment woul d request an
end of the exenption itself |like the Japanese Governnent
did in late 1969.

It has been suggested in the Canadi an press that the
Canadi an Government m ght request an end to the exenption
in order to reduce upward pressure on the Canadi an dol -
|l ar. % Nevertheless, it is inprobable that the Canadi an
Governnment woul d act on this suggestion because the ex-
enption primarily benefits the provincial governnents.
These governnents woul d react very negatively to any fed-
eral efforts to deprive themof this source of funds.

The intensity of provincial feelings on this matter are
indicated by their refusal to restrict foreign borrow ng
when requested to do so by Finance M nister Turner. 1
The Ontario Provincial Treasurer, M. MKeough, said that
t he problem of foreign borrowing by provinces at a tine

' A D.P. Heeney, The Things That Are Ceasars (Toronto:
University of Toronto Press, 1972), p.201.

1% R Anderson, “Interest Clear If It Conmes to a Crunch,”
d obe and Mail, January 22, 1972, p.B2.

7 Canadi an Anerican Committee, The New Environnent For
Canadi an- Aneri can Rel ations (Mntreal : Canadi an Anerican
Comm ttee, Private Planning Association of Canada, 1972), p.41.

' Fi nanci al Post, October 30, 1971, p.1

1 See for exanple John Slinger, “Ontario Refuses to Gve
Turner Vow Agai nst Foreign Borrowi ng,” 4 obe and Mail, July 12,
1972, p.B2 and “Atlantic Provinces Tell OQtawa They Must Seek
Best Rates on Financing Despite Pressure on Dollar,” dobe and
Mail, July 11, 1972, p. B6.
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when the Canadi an dollar is strong nust be linked to the
probl em of tax sharing and that if the Federal Governnent
want ed the provinces not to borrow abroad it woul d have
to provide an alternative source of funds. !

The Federal Governnment woul d not need provincial co-
operation to have the exenption w thdrawn, but such co-
operation is essential if the provinces are expected to
voluntarily restrict foreign borrowing. Nevertheless,
an action of this type by the Federal Governnent woul d
not be in the spirit of Co-operative Federalism The
Federal Government's position on this matter is that:

Wth the elimnation of the current ac-

count deficit the bal ance of paynents
need for Canada's exenptions fromthe
U.S. programes is no |longer as great.
The exenptions are still of some val ue,

however,

vi nci al

| argel y because certain pro-
governnments may not be able to

obtain all the funds they need in the
Canadi an nmar ket . '"*

Consequent |y,

the fate of Canada's | ET exenpti on depends

on the U S. Governnent. |[If the New Econom c Policy of
President N xon is successful in solving the bal ance of
paynments problem the U S wll tolerate a continued ex-
enption, if not, either the exenption goes or Canada
must make further concessions to keep it.

" John Slinger, “Turner’s Limts Called Far Fetched Ontario
Wul d Prefer Tax Funds,” dobe and Mail, July 13, 1972, p.B2.

7l Canada,
Canada, 1972),
account deficit

Foreign Direct Investnent (OGtawa: |nformation
p. 289. As subsequent events have shown the current
is not only a historical phenonenon.
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V. CONCLUSI ONS

There are two types of conclusions to be drawn from
this dissertation. One type is related to the Canadi an
| ET exenption itself, and the other to the tools used in
anal yzing this policy neasure.

The first concerning the exenption is that uncertain-
ty about the applicability of the IET to Canadi an new
i ssues was the nost significant effect of the IET on
Canada. It resulted in very |low | evels of borrow ng un-
til the IET was passed by the U S. Congress in Septenber
1964. If the legislation would not have been del ayed by
the civil rights filibuster and the tax cut bill, there
woul d have been al nost no effect on Canadi an borrow ng.
It was |largely the postponenent of Canadi an borrow ng
that tenporarily abated the capital outflow fromthe U S..

The | ET was not a neasure taken by the U S. to dis-
ci pl ine Canada for nationalist econom c policies; rather,
it was supposed to inprove the U.S. bal ance of paynents.
The U.S. would not have acted as it did if it would have
taken tinme to consider the consequences for Canada. As
a result, the only suitable explanation of the U S. action
i s inadequete forethought. The IET was the international
equi val ent of an oligopolist trying to act as a perfect
conpetitor, and, as events showed, it was not |ong before
the U S. realized that such a strategy was dooned to fail -
ure.

The | ET exenption nmeant that Canada was able to retain
a fixed exchange rate for the remai nder of the 'sixties.
A floating rate had been avoided for a tine. Consequent -
Iy, output and enploynment were | ower than they woul d have
been with a floating rate and no exenption until at |east
| ate 1968. The provincial governnments and consuners gain-
ed fromthe exenption, and export industries and inport
conpeting industries lost. The U S. Governnment was al so
a |l oser since the bilateral basic balance with Canada
woul d have been nore in the U S. favour w thout the exenp-
tion. However, this ignores any other advantage that the
U S. Governnent may have gotten in return for foregoing
t he bal ance of paynments gains that would result fromthe
application of the IET to Canada. One such advantage woul d have
been a nore favourable current balance with the exenption.
Nevert hel ess, the Canadi an exenption was the |argest and first
| oophole in a tax that cane to be notorious for its |oopholes.

The Exchange Fund Ceiling inposed a cost on Canada

by limting the policy choices available to the nonetary
authorities. The excessive rates of nonetary expansion
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I n 1965, 1967, and 1968 can be, in part, attributed to

t he Exchange Fund Ceiling. If it was not for the periodic
exchange crises that the U S. generated for Canada,

t he burden woul d have been intolerable. On the other
hand, the Exchange Fund Ceiling agreenent was certainly
not an unqualified success for the Americans. It was a
particularly inefficient way of assuring that Canada did
not inprove her bal ance of paynments at the expense of the
US.. This fact conbined with the ease with which Can-
ada slipped out of the agreenent in 1968 when it becane
nore restrictive is evidence that, at least in the IET
and Exchange Fund negoti ations, the Canadi an negotiators
got the better of the Anericans. However, it nust be
remenbered that this was only a part of Canada-U. S. econ-
omc relations, and the Americans nmay have over conpensat ed
for their set-backs here on other fronts.

The first conclusion concerning the tools is that a
fl ow nodel of Canada-U.S. capital flows is supported by
the enmpirical evidence, whereas a stock adjustnent nodel
Is not. That flow nodel specifies gross new issues in
the U S. as a function of the Canada-U. S. interest rate
differential and the gross capital requirenments of Can-
adi an provinces and corporations. Exchange expectations
vari abl es do not inprove the fit of the nodel, but dumy
vari ables for the 1962 exchange crisis and the IET im
pact period do. The flow nodel estimated is tenporally
stabl e over the pre and post |IET periods. Since the
nodel is based on the decisions of Canadi an borrowers,
who take the cost of funds in the U S as given, the
Canadi an borrower would bear the full burden of the tax.
Thus, the inposition of the I ET on Canadi an new i ssues
woul d have reduced Canadi an borrowing in the U S. by the
same anmount as a conparable increase in the cost of bor-
row ng.

Finally, the study of the Canadi an | ET exenption has
reinforced the author's belief that it is inadvisable to
separate politics and econonm cs when anal yzi ng econom ¢
policies. Any work on the Canadi an | ET exenption that
ignored its political aspects would be, at best, incom
plete. It is hoped that this dissertation has avoi ded
this pitfall.
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APPENDI X |

THE TREATMENT OF THE I ET IN THE LI TERATURE

| nt roducti on

Up to the present, there has not been an enpirical
study that has dealt exclusively with the I ET. Rather
t hey had only considered the | ET when it becane inpos-
sible toignore it any longer, and, as a result, the be-
grudging treatnent of this inportant tax has been a by-
product of studies of American capital flows. Neverthe-
| ess, the authors of these enpirical studies have devoted
varying amounts of time to thinking about the I ET, even
if it is only howto mnimze the disturbance to their
enpirical nodels arising fromthis source. Therefore,
it is appropriate to sumrarize critically the role of the
| ET in some of the capital sector nodels that have been
recently published. The nodels to be discussed were
devel oped by M F. Prachowny, WIlliamH Branson, C. H
Lee, Norman C. MIler and Marina V. N Witman, Eleanor
Ri pl ey, Charles Freedman and the Bank of Canada. Sone
of the nodels cover total U S. outflows, and inflows
whil e others focus on Canada-U.S. bilateral flows. It
is inportant to keep this distinction in mnd since the
| npact of the tax can be geographically differentiated
because of exenption provisions.

M F. J. Prachowny'”

M F. J. Prachowny has estimted an econonetric nodel
of the bal ance of paynents of the United States that in-
cludes capital flow equations. His nodel of capital
novenents is of the flow type, where the net purchase of
foreign securities is a function of the interest rate
differential between the U S. and the rest of the world.
Thus, he uses the average of the Canadian and U K | ong
termrate mnus the U S long termrate as the differen-
tial. He also includes |agged purchases of foreign se-
curities.

In his book he tests two alternative theories of the
effect of the I ET on purchases of foreign securities.
The first theory is that the IET |lowers net yield by
roughly one percent and thus a dunmy variable with val ue
of one during the IET period should have a negative co-
efficient of the sane magnitude as the coefficient of
the interest rate differential if all foreign securities

2 M F.J. Prachowny, A Structural Mdel of the U S. Bal ance
of Paynents (Ansterdam North Hol |l and Publishing Co., 1969),
pp. 77-9.
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were taxed equally. However, with the Canadi an exenption
it should be | ess than the slope of the yield differen-
tial depending on the proportion of outflows that had
previ ously gone to non-exenpt countries. The result of
this test is given in the foll ow ng equati on:

L, == 149.15(((rcan+ruk)/2)-rus) +51.54 1ET + .386L,., + 10.42
(65. 69) (63.69) (.147)
R=.35 F=23,73 (1)

where L, is purchase of foreign securities, IET = 1 for
63:3 to 64:4 and rcan, ruk, and rus, are the interest
rates in Canada, the U K and the U S. respectively.
(The nunbers in brackets are standard errors and not t
statistics.)

The | ET variable has the correct sign but it is not sig-

nificant. Its magni tude would seemto indicate that only

one-third of foreign securities were actually taxed. This
I's consistent with other estinates.

Prachowny then fornul ates an alternative theory that
there was an overreaction to the IET at first and then
pur chases of foreign securities returned to a nore nornal
| evel still slightly below the initial I|evel. Thus, he
re-estimated his nodel with two dumry variables for the
| ET, one for the period 63:3 to 64:1 and one for 64:2 to
64: 4. The equation is as follows, where IET1 is the first
dummy to represent the overreaction, and IET2 is the

second dummy:

L, = 123.38(((rcan+ruk)/2)-rus) - 195.26 | ET, + 108.52 | ET,
(61.68) (78.66) (82.70)
485 L., + 42. 34
(.141) (2)
R2 = .47 F = 4.60

The first dumry is significant wwth the proper sign but
the second is insignificant with the incorrect sign,
This can be attributed to the inadequecy of the sanple,
Prachowny only has five observations in the I ET period
and consequently, what he picks up wwth IET2 is the high
Canadi an new i ssues in this period once Canadi an i ssuers
beconme assured that the tax would not apply to them

WIlliam H Branson

WIlliamBranson is a vigorous proponent of the stock
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adj ust mrent nodel. He wote a book in which he used this
type of nodel to explain capital novenents into and out
of the United States.!® But he does not really do much
about the IET in it. Rather, we nust | ook at a recent
article in the Brookings Papers for nore than a cursory
reference. '’ Before considering Branson’s enpirical re-
sults, it is necessary to correct an error that Branson
makes about the effect of the IET on the United States
capital account. He clainms that the inplication of a
stock adjustnent reality is that "policy steps |like the
interest equalization tax (...) stimulate an essenti al -
ly one tine inprovenent in the capital account. Although
there is a continuing-flow effect, it is probably smal
relative both to the initial stock effect and to subse-
guent stock shifts stemmng fromlater changes in inter-
est rates. In other words, the continuing-flow effects
woul d tend to be swanped in the data by later stock
shifts."' This statenent shows a conplete | ack of under-
standing of the effect of the IET on portfolio choice in
a stock adjustnent world. In fact, no stock adjustnent
ef fect need be felt when the tax is inposed if everyone's
portfolio is in equilibriumsince the tax is on increases
in holdings of foreign securities rather than on the

| evel s of these holdings. |If there were no change in
yields and in net worth, the inpact of the IET on foreign
security holdings would only be conplete after all out-
standing securities were retired and after individuals
were forced to nmake portfolio decisions on the basis of the
new yield net of the tax. Branson is confusing the ef-
fect of the IET with the equivalent tax on incone (or
yield) fromforeign security holdings. The bases for
these two taxes would only be the sane if the IET were

| evied on all holdings of foreign securities or if the
yield tax was only inposed on inconme fromincrenents in
hol di ngs of foreign securities after sone prespecified
date. The full stock adjustnent effect would only occur
if the base for these two taxes were all holdings of for-
eign securities.

Branson i ntroduces the IET in his enpirical nodel as

a dummy variable that is equal to one in 63:3 and 63:4
Since Branson’s nodel is specified in terns of changes
inclains, this is the proper specification if there is

7 W H. Branson, Financial Capital Flows in the U.S. Bal ance
of Paynments (Ansterdam North Holland Publishing Co., 1968).

" 'WH. Branson, “Mnetary Policy and the New Vi ew of
International Capital Mvenents,” Brookings Papers on Econom ¢
Activity, 1, No. 2 (1970), pp.235-70.

s | pid., p.238.
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to be no continuing-flow effect fromthe inposition of
the I ET.'® The estimated equation for change in U S. non-
banki ng cl ainms over the period 60:1 to 69:4 on foreigners

i S: 177
AGT = 84.2 + 4686. 7AW - 597.7 A(v™),
(5.22) (3.35) (1.83)
- 47.6A(Wer), + 50.9A(W ™), + 31. 7a(W ), ,
(2. 04) (2.76) (1.79)
- 46.7A(W ), - 428.9 |ET (3)
(1.10) (4. 84)
R2 = .69 See = 116, 9 DW= 1.49

where AG! is increase in U S. non-banking clains on
foreigners, AW is change in U S. net worth from
FRB-M T nodel, v is incone velocity of nobney in
the U.S., cr is the Jaffee-Mdigliani credit ration-
ing neasure, ifP is the Eurodollar rate, i./" is the
rate on long term Governnment of Canada bonds, and
I|ET is the Interest Equalization Tax dummy vari abl e
as defined above.

The I ET variable is significantly different from zero
with a negative sign as he posited. However, this var-
i abl e coul d be picking up the overreaction suggested by
Prachowny. Branson also estimates a simlar equation for
increases in long termbanking clains in which both the
| ET and the Voluntary Credit Restraints Progranme play
arole. He puts in a dumy for 63:4 which is significant
with a positive sign that can be interpreted as the sub-
stitution of bank term/loans for |ong term bonds that
wer e taxabl e under the IET. This interpretation, however,
neans that he has not estinmated an equation for bank de-
mand for foreign | oans, but rather foreign demand for U S.
bank | oans.

C. H Leet’s

6 Branson suggests that it would be better to allow for a
small continuing flow effect by using net foreign yields but in
the context of his nodel the najor effect is the stock adjustnent
effect, Ibid., p.247.

7 | bid., p.248.

' C.H Lee, “A Stock Adjustnent Analysis of Capita
Movements: The United States-Canadi an Case,” Journal of Politica

Econony, 79 (July/Aug., 1970), pp.512-23.
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C. H Lee has enployed a stock adjustnment nodel to
explain the stock of Canadi an securities held by U S. res-
idents as a proportion of U S. wealth. H's nodel assunes
that the actual stock is the desired stock, which in the
context of quarterly data neans that all adjustnent takes
pl ace within one quarter. Since he takes U S. wealth as
his scale variable he is focusing on U S. |ending behav-

i our rather than Canadi an borrow ng behavi our. He com
bines the IET with the change in w thhol ding tax |egis-

| ation introduced by the Canadi an governnent in June
1963 in a dummy variable he calls X,. He argues that

| enders would tend to substitute untaxed Canadi an secur -
ities for taxed foreign securities, and that Anerican
financial institutions exenpt fromtaxation in the U S.
woul d be attracted by the abolition of w thholding tax
by the Canadi an governnent on securities held by foreign
financial institutions that were exenpt fromincone tax-
ation in their own country. However, this is to ignore
the fact that only new i ssues were untaxed and that the
bul k of the increase in the stock of Canadi an securities
held by U S. residents was the result of Canadi ans de-
ciding to issue securities in the U S..

The estinmated equations are:?!

Vi/ W= 2.39.10® + 0.53.10® X, + 0.31.10°3 X,

(10. 60) (5.22)
+0.31 - 103 (M- M)
(3.56)
R2 = .897 DW= 1.09 (4)

and:

Vil W= 2.18.10® + 0.45.10® X, + 0.24.10°3 X,

(10. 69) (4.92)
+0.64 - 10°% (M- M)
(6.92)
R2 = .935 DW = . 90 (5)

where V; is the stock of Canadi an securities owned by
US. residents, Wis U S wealth, X, is a dumy for

Eur opean convertibility with the value one starting

in 58:1, X, is a dummy variable for the effect of the

% 1 bid., pp. 512- 23.
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| ET equal to one beginning with 63:3, and M and N,
are Canadi an and Anerican long terminterest rates in
the first equation and expected rates in the second.
The expected rates are determ ned by neans of an ad-
aptive expectation nodel with adjustnment coefficient
of .2.

The nodel has a significant positive coefficient on
the 1 ET variable. Nevertheless, this could be the result
of atine trend or perhaps the changeover to a fixed ex-
change rate system Also it nust be stressed that Lee's
sanpl e period (52:2 to 64:4) only includes six quarters
in which the IET was operative. Consequently, Lee is
not on very firmenpirical ground when he asserts, on the
bases of equation 5, "If the wealth increases by $30 bil -
lion a quarter, the effect of the tax neasures is an in-
crease in the U S. holding of Canadi an securities by
$7.2 mllion a quarter,"' This figure is quite small
given that average quarterly inflows to Canada from net
transactions in Canadian securities in 1964 was $177
mllion. Mst of the significance of X2 probably re-
sults fromthe record inflow of funds to Canada because
of Canadi an new i ssues sold in the U S. of $511 million
in 64:4.

Morman C. MIller and Marina V. N. Wit nantst

MIller and Wi tman argue that the expected return on
foreign securities held by Americans woul d be reduced by
the I ET, and consequently, the | ET shoul d have a nega-
tive inpact on Anerican holding of foreign financial as-
sets. However, they add that this will only hold in dis-
equi libriumand that eventually the prices of securities
subject to the IET would drop and a new equilibriumwould
be attained with a higher yield. ¥ This is probably true
for foreign securities denomnated in U S. funds, but ex-
cept in the case of Canadi an securities it would be un-
realistic to expect significant changes in yields of do-
nmestic securities given the snmall part that net U S.
purchases play in donestic financing in all industria
countries taken together. Further, this makes the in-
terpretation of the estimted equations as U. S. denand
for foreign securities | ess acceptable. In spite of

% | pid., p.522.

BN.C. Mller and Marina V.N. Witman, “A Mean Variance
Anal ysis of United States Long Term Portfolio Foreign
| nvestment,” Quarterly Journal of Economics, LXXXIV, No. 2(Muy
1970), pp. 175-96.

1 | pid., p.181.
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this adjustnment. M|l er and VWhitman suggest that the IET
dummy should be retained in the equation because publish-
ed yields are gross of the tax. They also justify the
use of an I ET dunmy by its effect on the riskiness of
foreign securities. They claimthat: "these restraint
prograns (the I ET and VCRP) added an el enent of uncer-
tainty about the yield on foreign assets because people
were not sure just how they woul d be applied or enforced.
furthernore, bankers and purchasers of foreign securities
assert that these regulations have |lowered the quality of
foreign assets in U S. portfolios by discrimnating a-
gainst low risk borrowers in advanced countries. "8

The estimation of their nodel over the sanple period
57:2 to 66:3 resulted in an insignificant but correctly
signed coefficient for the IET variable. This could be
a result of many things since their nodel includes a |ag-
ged incone term a lagged liquidity neasure of the U S.
bal ance of paynment deficit, a tinme trend, and a Vol untary
Credit Restraints Programme dumy; all of which have am
bi guous interpretations. They give as a possible explan-
ation that "after an initial period of adjustnent and un-
til the inposition of the VRP, two major shifts took place;
borrowers affected by the I ET substituted untaxed secur-
ities; and Anerican | enders shifted nore heavily into Can-
adi an securities which are not subject to the I ET and
which were nore attractive to certain classes of U S. in-
vestors by Canadi an | egislation of June 1963."!® The bank
| oan part of this argunent is probably sound until this
| oophol e was closed in February 1965, but the transi-
tion froma fluctuating to a fixed exchange rate by Can-
ada provides just as satisfactory an explanation of in-
creased capital flows to Canada.

El eanor Duncan Ri pl ey!®s and Charl es Freednan!®®

These two studies focus on long termcapital nove-
ments between the United States and Canada. Unfortunate-
ly, they only cover up to 1965 tor Ripley and 1966 for
Freedman so they do not have nmany observations in the

85 El eanor Duncan Ripley, “The United States Investnent in

Canadi an Securities 1958-1965" (unpublished Ph.D. dissertation,
Harvard University, 1969).

'8 Charl es Freedman, “Long Term Capital Flows Between the

United States and Canada” (unpublished Ph.D. dissertation,
Massachusetts Institute of Technol ogy, 1970).
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sanple for the period for which the IET was in effect.

In spite of different approaches, Ripley uses a flow

nodel and Freedman estimates both the flow and stock

adj ustnent nodel in order to make conparisons. They

both seemto agree that there was not nuch inpact on new

I ssues after the initial period of reaction to uncertainty.

Bank of Canada

The Research Departnent of the Bank of Canada has
constructed two econonetric nodels of the Canadi an Econ-
ony, RDX1 and RDX2. Both of these nodels have equations
for capital flows between the United States and Canada,
and in some of these equations they have tried to all ow
for the effect of the IET. |In RDX1, their first nodel
estimated over the period 53:1 to 65:4 they only have
one equation for long termcapital flows, which aggre-
gates inflows and outflows, direct and portfolio invest-
ment, and all countries. Net long termcapital inflows
are a function of the long terminterest differential
between the U. S. and Canada, net new issues of provin-
cial and munici pal bonds, investnent in current dollars,
interaction of investnent in current dollars and a tine
trend, a dumy for the IET that equals one follow ng 63: 3,
a dummy for the agreenent between the U. S. and Canadi an
governnents on the delivery of new issues, and quarterly
dumm es. The I ET dumy is negative and highly signif-
icant.®” They interpret this as "representing (albeit in
an oversinplified manner) the fundanmental change in the
bal ance of paynents policies of the U S. governnment -
the shift to capital controls, voluntary and involuntary,
in addition to the interest Equalization Tax itself. "188

RDX2 has a nore di saggregated treatnent of capital
flows. Flows between Canada and the United States and
Canada and the rest of the world are separated and equa-
tions are estimated for gross new i ssues of provincial
and rmuni ci pal and corporate bonds and for purchases of
out st andi ng Canadi an gover nnent and cor porate bonds by
residents of the U S. and for purchases of Canadi an cor -
porate shares on a portfolio basis. These three flows
are inportant because they are the ones that are nost
likely to be affected by the I ET. However, they include
no dummy variable for the tax, nor do they adjust the
yields in their equations for trade in outstandi ng bonds
or in common stocks where the tax did apply to sone ex-

J.F. Helliwell, L.H Oficer, HT. Shapiro, |I.A Stewart,
The Structure of RDX1 (Otawa: Bank of Canada, Staff Research
Study No. 3, 1969), p.45.

% | pid., p.25.
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tent. The absence of dummy variables is not based on
theory; rather it is the result of trying dumy vari abl es
and not finding a significant effect. 8

In their equation for sales of gross new issues of
provi nci al and muni ci pal bonds in the United States, they
express these issues in the U S (divided by gross pro-
vincial and nunicipal issues) as a distributed I ag func-
tion of the deviation of chartered bank liquid asset ratio
froma hypothetical mnimumratio (divided by the |liquid
asset ratio). The equation also contains quarterly dum
mes, a dummy variable equal to one from60:3 to 62:3 to
represent exchange uncertainty and governnental attenpts
to di scourage borrowng in the U S, and finally a dummy
for the IET which is equal to -.2 in 63:3 to 64:3 fol |l ow
ed by 1 in 64:4.%%° The IET variable is significant with
a positive sign. This suggests that Canadi an provi nces
and munici palities postponed new issues until they becane
certain (wth the passage of the IET in Septenber 1964)
that the tax would not apply to Canadi an new i ssues, and
t hen they conpensated for their postponenent. 9!

They expl ain sal es of gross new i ssues of Canadi an
corporate bonds in the U S. (divided by a twelve quarter
average of outside capital requirenents, which is defined
to be gross investnment mnus retained earnings and capital
consunption all owances) as a distributed | ag on percentage
devi ation of chartered bank liquid asset ratio fromthe
mnimumratio, and as a distributed |ag on Canadi an cor -
porate bonds as a percentage of U S. net worth. They al so
i ncl ude seasonal dummies, a dummy equal to one for flexi-
bl e exchange rate periods up to 61:2, and the same | ET
dummy vari abl e di scussed above. The | ET variable retains
the sign and significance it had for provincial and nun-

i cipal new issues. |n both new issues equations the | ET
primarily effects timng rather than the |evel of new
issues in the United states.

" J.F. Helliwell, H T. Shapiro, GR Sparks, |I.A Stewart,
F.W Corbet, D.R Stephenson, The Structure of RDX2 (OQttawa: Bank
of Canada, Staff Research Study No.7, 1971), p.215.

0 1bid., Part 2, p.119.
PIlbid., Part 1, p.211
Y2 1bid., Part 2, p.120.
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