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Thesis Abstract:

The purpose of this study 1s to analyse Canadian economic
fluctuations between 1946 and 1960 in order to account for their
major features and to appraise the importance of forces helping to
shape that experience., Concemitant with this objective,, this study
proposes to examine the question of a possible future deflation of
the proportions of the 1930's. In the light of these two objectives
this study endeavours to analyse certain structural and autonomous
forces as they promote stability or instability in the economy.

The Caves and Holton theory of Canadian economic growth proves to
be useful in providing some insight into this subject.

This study accepted completely the dating of cyclical
turning points n economic activity as presented by Professor W, C.
Hood to the Senate Hearing on Manpower and Employment. Subsequently
this study analyses specific time phases of the cycles delineated by
Professor Hood. Involved in this analysis are such variables as
monetary and fiscal policy, automatic income stabilizers, and the
effects produced by relative changes in aggregate demand. One
question arising out of this analysis concerns the incompletencss
of the expansion phase 1958 to 1960, and in part perverse monetary
and fiscal policies are mentioned as pertinent variables, Although
this study was not able to arrive at a positivé conclusion concern~
ing the possibilities of a future major deflation, a tentative
conclusion was advanced that a severe deflation is rather more
unlikely now than it was in the 1930°'s.
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CHAPTER 1
INTRODUCTION TO THESIS

The purpose of this study is to examine the nature of the

Canadian business cycle MMan 1946 and 1960, in an attempt té- appraise
the ;mportance of the major forces which shaped that experience and to
account for its principal.features. The analysis undertaken will be in
terms of aggregate demand and shifts in composition of aggregate demand.
Since the time period under analysis will be relatively short, i.e. 14
years, it will be difficult to isolate a' eyclical approach from a secular
one, the difference in approach depending entirely upon thc type of cycle

or growth analysis undertaken.

In a study of this nature, one of the first priorities to attend
to is the dating of turning points in general economic activity. Of course
the dating of turaing points is necessarily $_rb1trury to some degree, for
the peaks and troughs of specific cycles rarely coincide with those of
general economic activity. The problems 1n§o1wd in choﬁsing turning
points cannot be underemphasized. Actually R, A. Gcmlen implies that it
may be more mlistte to think in terms of turning zms than mming
points, because of the overlapping in the expansion aad contmction phases
of various urin" Professor W. Hood, in his submission to the Canadian
Senate Hearing on Manpower and‘ Enploy_mt chose his turning points on the
basis of examining many specific «zidsz. In ordexr to simplify this study
I have accepted in entirety his dating of the turning points.




1946

1 February T
1948 4 October 4
1949 3 September T
1953 2 April 4
1954 2 June T
1957 2 April
1958 2 April 4
1960 2 April P

* W, €. M, And k ROOUE
A Report To The Spaem Mu« of
The Senate On Manpower and Employment -
Utilizing the above turning points we have isolated these
fourteen years into three and one-half short cycles. As may be under-

stood from the previous table, we have chosen our cycles in such a manner

that we will be examining three complete cycles rumning from peak to peak.

Our reasoning is both logical and pragmatic, since this framework leads
£o & more ordered analyses. o

Although the post-war cycles will be described in more detail
in the following chapters, three main chavacteristics stand out, the
tesults of which are summarized at this point. By historical standards
a good, but not unusual rate of growth of real income per capita m
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exhibited during these post-war years. A ceorollary of satisfactory Wﬁh
sand stability of éfe‘éuctian ﬁs the generally low average level of mkyv-
ment. PFinally, the economy escaped the major price deflation which was the
case during the 1930°s.

The theory that great economic upheavals of past experience are
no longer likely is quite popular. This popularity is based partly em
recent historical evidence, which is in turn reinforced by changes in the
institutional structure of the economy. The adeoption of fulleemployment
as a goal, the acceptance of the countercyclical efficacy of the unbalanced
budget, the free floatiug Canadisn dollar, the flexibility of monetary

policy, the relative growth of government activity and the increased pro~
gression of the over-all tax structure are exsamples of fnstitutiomal
changes. There is another institutional change that is stressed by many
who feel that future cycles in economic activity will not be too severe.
These arguments depend on the etiteaey of builtein stabilizers3,

An appraisal of these and other major forces affecting the post~
war business cycle will be dealt with in the following chapters. In part

this analyses will revolve around three major questions:

1. Dees the nature of the evidence indicate & change in the
character of the postewayr cycle?
2. To what extent were post-war developments affected by struc
~ tural changes which might be expected to endure and to

alter permanently the character of the Canadian cycle?
3. Vas there an appropriste blend of monetary, debt management,
fiscal and foreign exchange policies im this period?
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As Bert C. Hickman has noted, there sre three broad attitudes
vegarding the possibility of post-war economic stability®. It may be
argued that structural changes have so altered the response mechanism of
the economy that wide swings are a thing of the past. Another argument

often put forward explains this period of prosperity as being due to war
or cold war influences, which are not only sutosomous, but abnormal in
their persistence for over two Mt- A third explanstion claima that
the post-war period differs from its predecessors in details of structure
and the mixture of csuses in business fluctustions. It fs towards this
third alternative that Hicksan leans. -

In the following chapter I outline the couceptual framework for
this study, and within this framework examine certain key variables
{nfluencing the Canadian economy. Consequently an sxploration of various
stabilizing and distabilizing forces in the economy is undertakem, in
addition to an evaluation of the Caves and Holton theory of Ceunadian econ~
omic growth and stabilily. Chapter 3 outlines the three cycles in broad
detail, concentrating mainly upon a graphical analysis - Chapters 4 through
& deals with specific time phases of the cycles, and outlines cyclical
movements and background influences which have operated upon these cycles.

Chapter 7, the concluding chapter, attempts a blending of theoretical
coucepts and empirical evidence to arvive at a conclusion concerning post~
ware Canadian sconomic stability.




The object of this chapter is to cutline m conceptual frame- o~

mﬁ of this study. In order to more fully understand the forces shaping

the character of the Canadian business cycle, it is beneficial to exemine

certain basic concepts and criteria as they pertain to our analysis, and

included among these are major and minor cycles, automatic stabilizers, _
and the Caves and Holten theory of Csnadisn economic growth. The exploras
tion of these factors and certain other variables, both stabilizing and

destabilizing, will help us arrive at a judgement as to whether a business

contraction such as that of the 1930's 4s possible sgain in the light of
contracyclical tools that have become available and structural changes

that have taken place since the 1930'sl,

As generally defined, the business cycle comsists of fluctua-
tions in output, prices and employment. As_-ehmen in output and employ~
ment deviate from the equilibrium path, prices will in varying degree,

change in response to changes in aggregate demand snd conditions of mpﬂ&.
Mcfore, cyclically, these three indicators move more or less in unison,
particularly employment and output. Generally the distinction between
wajor and minor cycles {e ome of degree and of duration. The major cycle

typically has a duration of seven to twelve years, while the miner eycle
runsg about forty months?, Thus minor cycles are thought to be interwoven
into the major or lomger eyclical trend?, Another distinction often made



between atnor ang major cycles runs in terms of causation, The former ig

usually associated with inventory re-adjustments and the latter with £flucs
tuations in the Producer durable 800ds industries ang in construction.
R. A. Gorden, who offers such a differentiation assumes that different
sets of causal factors &re at play ia miner ang major cyecles,

eycle is useful to owr analysis because of our historical experience with
this cycle. . Throughout our economic history miid fluctuations have been
with us, whereas since 1867, we have had only two long periods of economic
contraction, 1873-1895 and 1929-1937%, Eduard J. Chambers has estimated
that between April 1919 ang October 1938 ¢ycles on the Canadian economy
have varied in length from a minﬁmn of 29 months to maximm of 103
months,




TABLE 2

TENTATIVE REFERENCE DATES AND DURATIONS OF BUSINESS CYCLES

Youthly Refereuce Date
- Peak Trough

- April, 1919
June, 1920  Sept., 1921
June, 1923  Aug., 1924
April,1929  March, 1933
July, 1937  Oect., 1938

31919-38%

yuracion in Mont
Expansion Contraction

" Fell Cyele

-

52

15
14
47
15

29
35
103
67

* E. J. Chambers, "Canadian Business Cycles since 1919,"

C:3.E.P.8, Vol. 24, No. 2 (May 1958) p. 180

Also there is no doubt that minor cycles since 1945 have mainly

involved inventory adjustments. An examination of post-war quarterly

national accounts data indicates that the largest percentage changes be-

tween cyclical turning points samong the major components of aggregate

demand aiwsys were in the iaventory component.




TABLE 3

ABSOLUTE AND PERCENTAGE CHANGES IN INVENTORIES BETWEEN

, CYCLICAL TURNING POINTS, 1946-1960 (a)

Recessions
4Q48-3Q49
2Q53-2Q54
2057-2058

Expansions

e in 1 tori
Absolute Percentage
$millions

+188 +294%
-912 -154%
-592 ~-190%

1Q46-4048(P) -282

3Q49-2Q53
2Q54~2Q57
2Q58~20Q60

+340
+632
144

-81%

+135%
+197%
+266%

N

Absolute Percentage
$millions

+48
-728

-233
+272
+452
+540

-Fa

Farm

+19%
+128%
+158%

~47%
92%
+282%
+321%

Absolute Percentage

Smillions

+104

-132

-216

+152
1204

(a) Absolute figures are in millions of 1957 constant dollars,

Accounts

(b) In order to compare changes between turaing
necessary to estimate gross national expenditure for the first

‘Seasonally adjusted at an

annual rate.

b, B. 8. National
rters, 1947-1961.

points, it was

quarter of 1946 in 1957 constant dollars, since that quarter

was dated as a trough period by Prof. Hood. This estimate was

prepared by converting the available 1949 constant dollar

figure into 1957 dollar terms.

Seasonally adjusted components

were arrived at by employing the 1947 first quarter relation-

ship to the annual figure which existed in 1947.
first quarter consumption estimate was dissected into durables,
Pplying the first quarter average
mponents occupied in total consumption

non-durables and services by a
proportioms that these co

between 1947 and 1949.

The 1946

~216%
+667%
+115%
+182%
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Table 3 illustrates that in absolute and relative terms, inven~
tery fluctuations between cyclical turning peints has been quite exmiiﬁ.
Also it is evident that inventory adjustments did not always follow the
phase of the cycle in which they happened to cccur. This situation exfsted

during the first post-war expansion and contraction when inventories des
clined during the expansion and accumuiated during the contractien. I
would assume that these circumstances reflected the proximity of the way
years and the strong influence such & period had on iaventory stocks.

The distinction between minor and major cycles is not as com-
Plete as economic theory implies. R. A. Gordon, who has devoted a good
deal of attention to this study of business cycles finds it necessary to
speak of “hybrid" cycles, with characteristics common to rdner snd na jor
eycles, and also of incomplete major cycles with expansfion phases that
do not have a chance to culminate in msjor contractionS. Despite the
ambiguities invelved in this differentiation, the process of binding
several succeeding minor cycles as & unit of the expansion phase of m
major cycle followed by a severe and long contractusl phase during fwhif;k
minor cycles are absent is a fruitful eperational procedure.

There is a large measure of agreement among investigators of
¢yclical fluctuations that the construction industry is a key variable
in the economy. The building industry in Canada and the United States

has been historicallychiracterized with long cycles, with wide anplitudes
and with a duration of abont f£ifteen or twenty years. In Canada the
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severe depression of the thirties and the following war years were
accompanied by a decline in total construction expenditures relative to
groes national expenditure, while the postewar years exhibited a marked
rise in this proportion. These changing proportions offer partial explan-
ations of pre-war stagnation and post-war growth.

TABLE &
NEW RESIDENTIAL AND NEW NON-RESIDENTIAL CONSTRUCTION
AS AN AVERAGE azncgm oF GROSS mxm}eg PRODUCT,

. ARG L I4H=~0l ¥* )

1926-1930 m.fo T

19311945 5.7 %

1946-1960 11.1 %

(*) D. B: 8. Hat Louun

. Expenditure, wzs-»ss,‘ 19&1

A prioriitmey be assumed that the demsud for mew residential
construction is a function of population growth, the level and distribue
tion of national income, the present stock of residential dwellings, and
changes in reel income. The market for new housing falls ‘within. the
middle and upper ranges of income levels., A destabilizing influence in
the construction {ndustry is its historically speculative nature and the
fact that ‘the industry is very dependent on outside sources to finance

its operation, viz., the mortgage and money market.

Also, economists have observed that the 'acceleration principle’
in at work in the building construction c¢yc¢le. The volume of building
tends to fluctuate not with movements in total income, or total consumpe
tion demand, but rather with movements in the incresse of these factors’,
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Vars, of course, have also greatly stimulated post-war housing
‘booms by introducing lengthy pgriods of time where, though the consuming
public were bullding up liquid asset hoards, they were unable to spend
out of these savings due to shortages of strategic factors of preductien,

f.e. labour and materialsS.

Residential construciion is further influenced by urbanization
and by interregional population drifts, which gexiﬁrate demand for housing
in new locations. Associated with fhia demand is a demand for new sociale
capital facilities and a demand for new consumer durables, together with
a related demand for new investment goods in the construction industries
and in the consumer durables industries. Though farm fmiias and
- families in poorer regions do own consumer durables, they generally hold
smaller stocks of these than do city dwellers. Therefore, urbanization
and intere-regional movement are likely to raise demand for consumer dur-

ables as well as for houses, streets, and sewers,

The termination of & construction boom is not as easily explained

as its wpawin,. Alli.cugh there has been 2 saturation of the market, and
it takes & long time for the industry to reaw&, this axphmtim alone
is still not capable of explaining the deep and lengthy slump in building
which usﬁa’ny follows. According to Achenstein a more realistic account
of the durations of the slump is the painful and long drawm-out process

of dowward revision of the over-capitalized pfép_ezttes and the othey
adjustments necessary to correct the excesses of a speculative estate
boow”. Fimancial institutions which are at the center of this prolenged
struggle for recapitalization, becewe pre-occupied with defaulted
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mortgages and the taking over of foreclosed properties and have no incen-
tive to supply funds for new construction that is in direct competition
with the large number of existing dwellings whose capital values have
meanvhile, been dropping to depression levels.

Whether or not one accepts the explanation of past fhousing hm
88 based on income changes, speculative activity and monetary i.nﬂuences,
and of prolenged periods of residential building slumps in terme of a
struggle for liquidity, there {s little doubt that a major business contrace
tion is more likely in a peried of declining construction activity,

'ﬁxe Ra:.c of !xmts a:é Fora

i.gn cupim in eke ﬁmvth md
ity .

nomy » The Caves & Holton

The growth and cyclical pattern of the Canadisn economy does not
easily £it iato the various theoretical models .en cycles and growth, even
though certain economists have integrated the cyclical process with the
grouth processm. The main reason is that the assumptions of these growth
models are very rigid and usually cmét. accomnodate to the special influe
ence of international trade and finance on the growth pattern of the
Canadian economy. Caves and Holton seemed to have achleved such &n accomm
odation in their theory on Camadian economic growthll,

In a very tiwwugh examination of the Canadian ecounomy they out~
1lined a convincing thesis that the mainspring of Canadian economic growth
has bem the demand for her staple expaztslz As a concomitant proposi-
tion to this thesis i:hey argue that changes in technology and in domestic
demand have been mainly a consequence of the development of these smpla
* industriesl3. Their thesis is very convineing and s umzy held -
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however for the purpose of analysing the economic stabllity of the
Canadian economy, thelr theory of short-run income determination vprm.‘a

to be of even more value.

They base their theory of economic fluctuatioms om their staple
theory of development. In thelr words, ''the argument breaks logically
inte twe steps. First we argue thst the short-period mechanism sdjust-
ment has been unchanged for five decades, except for explainable special
features. Second, we argue that this short-period mechanism is consis-
tenk wi;tli the long~run staple theory, in that when the shorterun forces
work themselves out the results will mirror the prediction of the long-
run theory. Thus lomg-run forces steer the economy in the short-run
aubjaet’ to the jars and jolts of random, transitional £actots."m

Thetr short-run theory of incons detertaation runs as follows!S,
Gross demestic investment in yiant and equim& i3 largely a function of
Canada's exports -~ with & one year lug. The level of gross national pro-
duct nmuy woves at the same pace as persounal disposable income, which
in turn determines Canadisn counsumer expenditures, with an approximate
one~year lag. Curcent consumer mmdmx&és are also dependent on past

habits of consumption. The relation of imports to personal disposable
income was difficult to determine, since imports are generally for both
consusption and investment purposes. In their empirical studies they

found that total imports did not correlate closely with either income,
consumption, or investment, however changes in consumption and investment
jointly explain the demand for imports.
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Empirical evidence further complicated their thesis, Inventory
accumulation usually adjusted to changes in income with an approximate one~
year lag. Thus when national income is riking rapidly inventory accumula-~
tion usually falls behind, and when income growth suddenly slackens off,
inventory acoumlation usually continues on for at least one year. Other
factors affecting iuvastmpnt arises out of the current rate of population
growth and changes in the sge composition of the population. Both these
factors affect businessmen's expectations and consequently investment
érespecta, but Caves and Holton could not offer any st&tin:i#al evidence
to support these relationships,

The Caves and Holton theory of econemic growth and stability
is valuable because it so clearly outlines the various strategic factors
affecting the Canadian economy. I will not attempt to argue the merits
of the staple theory of economic development, but certain important cen~
clusions should be mentioned.

On the basis of analysing threé periods of rapid Canadian
economic growth « 1900-1913, 1920-1929, and 1946-1956, they conclude that
Canada's foreign trade balance on current account depends on the differ-
ence between United States and Canadian income graﬁth rateslS, This con-
¢lusion is relevant when supplemented with additional informatiom, i.e.,
that in the last forty years an increasing amount of our imports have
bean purchased from the United States. On the basis of this thesis, when
the Canadian economy is growing more slowly than the American economy, as
was the situation between 1946 and the 1948-49 recession, one would expeeﬁ.
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a surplus on the current international account, and when the Canadian

economy is growing more rapidly than that of the United States,
in the years 1954~

However, this thesis is not a complete explanation,

such as

1956, one would expect a current account deficit,

for there are con-

flicting effects reported in the years 1952-1954, and 1957-1960, as

illustrated in the following table.

TABLE 5

CANADA'S CURRENT ACCOUNT BALANCE AND COMPARATIVE CANADIAN-

Canadian Annual
Rate of Growth

AMERICAN RATES OF ECONOMIC GROWTH, 1949-1960

American Annual
Rate of Growth

Canadian Current
Account Balance

Canadian Current
Account Balance

in G.N.P. in G.N.P, (Millions of with the United
(Constgnt 1949 (Constant 1961 Current Dollars) States (Millions
Dollars) Dollars) of Current Dollars)
(a)_ (b) (c) (c)
1949-1950 6.9 % 8.3 % -334 -400
1951 6.2 8.3 -517 2951
1952 8.0 1.3 +164 -849
1953 3.8 4.6 443 -904
1954  -2.9 -2.0 -432 -807
1955 8.6 5.7 -698 -1035
1956 8.6 2.1 -1369 - -1639
1957 0.0 1.9 1458 -1579
1958 1.1 -1.6 -1134 -1176
1959 3.2 6.7 -1504 -1230
" 1960 2.1 2.7 -1243 -1361
(2) D.B.5., National Accounts, Income & Ex nditure, 1926-56, 1962.
(b) Economic Indicators, December 1963, Propared fer the ocne o omtc

Committee by the Council of

Economic Advisors,

(c) D.B.S., Canadian Balance of International Payments, Various Issues.




16.

However the staple theofy éoeé emphaéizé the connection between
export based rapid growth and the inflow of foreign capital. The
persistance of extremely large current account deficits with the United
States are evident in Table 5. To a considerable extent these deficits
reflect the magnitude of domestic and United States investment in Canada.
Table 6 illustraﬁes.the degree of foreign resources employed in Canada's
post-war accumulation of capital.

TABLE 6

NET USE OF FOREIGN RESOURCES AS A PERCENTAGE
OF GROSS CAPITAL FORMATION IN CANADA

Rates of Canadiaﬁ  Net Use of Pbreign Resources
Economic Growth as a Percentage of Gross
(1949 Dollars) Capital Formation in Canada
(a) s (b)

1946 -10.0 %

1947 1.3 ‘ 7.1

1948 1.9 -3.1

1949 3.9 2.8

1950 6.9 13.3

1951 6.2 15.8

1952 8.0 6.7

1953 3.8 18.2

1954 | -2.9 21.4

1955 8.6 ' ' 25.8

1956 | 8.6 26.4

1957 0.0 29.2

1958 1.1 25.0

1959 3.2 29.9

1960 2.1 “ 25.9

{(a) D.B.S.,

26~56, 1961.
nts siile

(b) D.B.

b

SE '_in; M % &1__‘: - Y s Tadw il L £y
s.' I sMaaian : '.,"', pe O ¥
rnational Investment, 1960, Tab
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Canada's heavy dependence on international trade and foreign
capital has led toban almost synchronization of the Canadian business
cycle with the American, Table 7 compares Canadian post-war cyclical
turning points, dated by Professor Hood, with American cyclical turning

points, dated by the National Bureau of Economic Research.

TABLE 7

CANADIAN AND AMERICAN CYCLICAIL EXPANSIONS 1945-60%

Duration ' Duration
Canada Months United States Months
Feb, 1946 to Oct. 1948 21 Oct. 1945 to Nov. 1948 37
Sept. 1949 to Apr. 1953 44 Oct. 1949 to July 1953 45
June 1954 to Apr. 1957 34 Aug, 1954 to July 1957 35
Apr. 1958 to Apr. 1960 24 Apr. 1958 to May 1960 25

*Hood, léc-cit and G. H. Moore, Business Cycles Indicators,

Princeton, University Press for the National Bureau of
Economical Research, 1961

From this table it becomes evident that with the exception of
‘the first American post-war expansion, Canadian and American experiences
have been nearly identical. Another difference which may be noted is

that Canada's last three expansions measured one to:two.months shortér.than the

United States, and consequently the downward movement in Canada started

one month earlier than in the United States.

Whatever the disadvantages, it must be recognized that heavy
United States investment has greatly acgelerated Canadian economic growth,
In the post-war period American investmént has been of overriding import-
ance in the grdwth of the oil and gas industry, certai# sections of the
mining, smelting and refining industries, including nickel, aluminum,
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~ iron ore and asbestos. In addition to this there has been heavy American
investment in the pulp and paper industry, chemical industry, together
with a number of secondary manufacturing industries including automobiles,

electrical apparatus and supplies, and rubber products. A side effect

of the importation of American capital has been the important influx of
managerial and technological knowledge, and assured markets. None the
less the rapidity of its growth and its concentration in particular
areas of the economy have led to misgivings among certain gsegments of

Canadi an opinion.

Autonomous Factors Operating In The Minor Cycle

Economists generally agree thét severe buginess contractions
result from substantial declines in fixed investment. These declines
may occur because the stock of investment opportunities become tempor
arily insufficient to maintain an adequate level of expenditure oxﬁbecause
the desire to exploit the existing opportunities is impaived for ; time
by adverse price or sale expectations, liquidity considerations,
deterioration of business confideneé or menetary or real capital short-
ages. Similarly, fixed investment opportunities ave created by

replacement requirements, demand for additional capacity induced by

income s:owth.@the developments of new products, changing tastes,

divergent income elasticities, etc.

High on this 1ist of autonomous factors must he placed war and

cold war influences. The second world war left as part of its heritage
an abundance of investment opportunities and the psychological and

financial conditions favorable to their implementation.




. TABLE 8

THE ROLE OF DEFENCE EXPENDITURES IN THE CANADIAN ECONOMY*®

Defence Expenditures
as a Percentage of
Federal Covernment

1947

1948
1949
1950
1951
1952
1953
1954
1955
1956
1957
1958
1959
1960

Expenditure % All Government Expense % G.N.P.
14.73 7% 1.72 %
13.13 1.56
16.97 2.21
49.45 % 21.03 2.7
67.98 35.37 5.46
72.32 42.06 7.50
74.52 43.03 7.62
70.52 38.71 6.94
70.12 36.73, 6.49
67.16 33.46 5:89.
64.70 30.84 ' 5.53
58.20 26.88 5.05
55.22 26,22 4.48
56.74 23.16 4.31

19.

*D,B.S., National Accognggt Income and Expend{iture,

Various lssues.

in the present day economy springs largely from security needs, and to

To some extent the importance of federal govermnment expenditures

the formerly paramount destabilizing potential of private investment must

now be added that of government spending. If government is to be regarded

. as a structural feature of the economy, the fact that a large percentage

of federal purchases of goods and services is for national security, and
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may shift up or down with the changes in the international or military
gsituation, can be destabiliziug. Table 8 {llustrates the role of
defence expenditures relative to gross national expenditure, all
government expenditures, and federal gavernmant expenditures, Although
defence expenditures are a low percentage of gross national expenditure,
its magnitude in the federal budget certainly limits that government's
scope for action., Alsc one could assume that most defence expenditures
take pléce in those sectors or industries where output has a relatively
low employment content. On the ﬁasis of this discussion one could
argue that a certain proportion of government expenditures cannot be
countercyclically planned, and also that they are not in the main

employment oriented.

If govermment has placed a high fleor on aggregate economic
activity, it i{s not because of an inherent stability of federal expendi-
tuée or because it haé displaced whht'were previously the least stable
elements of effective demand. Rathe?vthe stability introduced seems to
develop out of the structural changes which have accompanied the growth
of government expenditures, fimancial reforms, tax and transfer:payments,

and the asgumption of federal responsibility for full employment,

Built in stabilizers are usually singled out for special
significance as miiigating factors in a serious downswing., These
automatic stabilizers are generally defined as devices which possess
predictability of action, initiate vesponse without the need for policy
decision#, and have the propér effect on the government's budget and on
the supply and demand for maaey.(17) ‘Two major scurces of federal and

provincial revenues, petsongl income and corporate income taxes, clearly
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follow such proeedutes,‘while.the unemployment insurance program is
probably the most direct and automatic of the various built-in devices.
The countercyclical effect of the unemployment insurance fund iz two-
fold: a drop in the level of activity tends to lower employers' and
employees' aggregate contributions and increase the amount of benefit
payments from the insurance fund; an increase in eéconomic activity tends
to raisé the aggregate amount of‘contriﬁutiéns and to lower the total

value of benefit payments.

The countercyclical opefation of ébrporation taxes, personal
taxes and transfer payﬁents may be noted in the following teble -
Table 9 designates movements in the ratié of direct corporation taxes
to gross national product, personal direct taxes to personal disposable
income, and government transfer payments to personal disposable income.
In all three series these relationships are as one might expect., For
direct corporation taxes and personal direct taxes;'the ratios decline
from peak to trough and increase from trough to peak, while the ratio
o£ government transfer payments to personal disposable income follows

a diametrical;yﬁgpyeséd;pattern.




TABLE 9

PERSONAL DIRECT TAXES, DIRECT CORPORATION TAXES,

AND TRANSFER PAYMENTS AT CYCLICAL TURNING POINTS(a)

Ratio of Direct | Ratio of Pergonal Ratio of Government

Corporation Taxes Direct Taxes to - Transfer Payments to
Turning to Gross National Personal Disposable Persomal Disposable
Points _Product(b) Income(b) ' Income(b)
4048 9.36 % 6.57 % 6,99 %
3Q49T 7.90 4.90 7.63
2053P 10.10 | 8.48 | 8.41
2Q54T 2.16 7.91 . 8.72
2Q57P 10.02 8.33 8.15
2Q58T 8.76 » 6.60 10.30
20600 9.08 8.6 13.25

{a) D.B.S., National Accounts. Income & Expenditure, By Quarters,
1947-1961

(b) Calculations are based on seasonally adjusted, 195? constant
dollar quarterly data.

Technological Change
The role of technological change and other factors in the

creation of investment opportunities should also bé stressed, The
industrialization of the nineteenth century ﬁas characterized by the
use of coal as a basic source of énergy, the use of iron and steel as
aQﬁasic construction material, and the useyaf the steam engine as a
b;sia form of motive pcwer.(ls) In the twentieth century, technolog-
ical change, which manifested itself in such {mmovations as electrical
power, the internal combustion engline, the automobile, the atreratt,
atomic energy, space research, etc., is offering to provide a new

framewnxk for growth. New industries are developing as old 1ndustries




fall away. Cost-reducing innovations or factor substitutions alter

relative prices and outputs even with a2 given change in demand. Excess
capacity might not be a barrier to private investment when technological

factors are a considered influence. Improvements in methods of agfi-

cultural production have paralled &evelcpment'in manufacturing,vmining.
transportation and communication. These and countless other techno-
logical developments operate to create both long and short-term changes

in particular industries and in measures of aggregate economic activity.

“The initial effects of important innovations are usually spurts
of expansion, féllawed by competitive teﬁsions and structural and
financial maladjustments that create temporary lulls, The additional
expansion ensues, and further changes follew the earlier ones. Gradually
there emerges the secular growth pattérna in both particular industries
and tctg;\getivity. The iong-run coprse of total production may even
give evidence of gradual wavelike movements around an underlying trend,
reflecting the changing nature and intensity of technological change in

different periods;"(lg)

Changing Tastes

Changes in consumers' tastes pgrhaps belengs in ghe list of

autonomous factors, but R. A, Gordon feels this is a rather passive
variable. Tastes change as new products become available, as old

products grow cheaper, or as the selling activities of businessmen

influence consumers' buying habits, "In short, shifts in consumers'
tastes are, for the most part, not an independent force creating

change in the economy but rather a product of other dynamic forces, "(20)



24,

Monetary and Fiscal Policy

Monetary and fiscal policy are the most significant devices the
public authorities haw for promoting growth and stability in the econ-
omy. The most important instruments of monetary and fiscal policy will
not be evaluated in this study, however in the analysis of phases of
the various cycles policy measures will be examined as factors promoting

change in the cycle pattern.

It should be mentioned at this point that the mein objectives
of monetary and fiscal policy, viz. high levels of employment, price and
exchange stability, and the encouragement of an adequate rate of growth,
are likely to be contradictory at times. Rapid growth and high levels
of employment are likely to create strong pressures on the price level,

- while 2 monetary policy that is designed to decrease inflationary
pressures may as a by-product increase the level of unemployment and
decrease the rate of growth of the aconoﬁy. Thus suitable goals and

priorities must be decided upon before policy proposals are undertaken.

Population Growth

Among the many factors which shape the long-run pattern of the
aggregate sconomy, population has always been viewed as occupying a
leading place. The ways in which population growth influences the
course of economic activity are themselves a major subject of investi-
gation., From 1950 to 1960 a million and a quarter people were added to
the working population, and in the decade of the 1950's more than a
million and a half people came to Canada as immigrants. Even if the
ad@itiona to population do not immediately enter the labour force, or

even if they do, or are rendered unenployed, thgy may be expected to
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maintain a certain minimum amount of conéum@tion ‘whether through dis-

saving, borrowing, charity or public dole'. As an autonomous factor,

population growth changes the toﬁal level and composifion of effective
demand in the following ways:(zz)

{1) ‘The growth of population gives an.upward trend to total production,
through its dual effect on demand and on the 1abour supply.

(2) ‘The absolute rate of population increase has an important effect
(possibly lagged) upon the volume of investment. The larger the
increase, the greater the number of new homes, factories, other
productive equipment, and public investment needed to maintain a
given per capita production. -

(3) An increasing rate of population growth imrs the average age of
the population, and this age distribution results in gradual
chshges in the pattern of consumer demand. This trvend can be
offset of course by the increasing life expectancy of the
Canadian population.

Various Financial Reforms

Financial reforms, such as larger margin requirements and
public surveillance of bank and non-bank financial intermediaries, may
be considered measures which mitigate the impact of a downturn. The
development of non-bank financial intermedliaries may be viewed at from
contradictory points of view. On the one hand, in a period of economic
contractions, because of their large net veceipts, it may be possible
for these large institutions to meet their‘abligatgﬁﬁg without resorting
to asset liquidation. It has been also suggested,}following the experi-
ence of insurance companies in the thirties, that the large volume of

net veceipts and financtal strength of many of thein make it unlikely
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that they will do any precautionmary and speculative hoarding in periods

of contraction.

.On the other hénd; most of the growth in relative imporfance of
the non-bank financial intermediaries occurred before the thirties, and
they did not appear to help muc@ in the liquidity trap the economy was in
then. "“iIn part, we siill'need to knéw more about the relative importance
of financial institutions like insurance companies and pension funds in
the loanable funds market before we can determine the importance of
their low-liquidity preferences in times of contraction. We also need
to know to what extent the change in asset preferences toward more
liquidity at such time stopes or even reverses the growth in relative
importance of the non-bank intermediaries and reduces their net receipts
available for new asset acquisition. And how much do they shift the
composition of their portfolios in favour of safe and liquid governments

at the expense of private securities and loans?"(23)

The Exchange Rate Situation
It is not the purpose of this thesis to analyze in detail

historical developmenté in the Canadian exchange rate, except in instances
where such movements in its international value has led to instability

in the Canadian growth pattern.(zl) However, to briefly ocutline the
postwar situation, the Canadian dollar was pegged by the Canadian
government at a discountof 10% on the American dollar, and held at that
value between 1939 and 1946. In July of 1946 the Canadian dollar was
veturned to parity with the American dollar, and by September of 1949

the Canadian government, following the British example, devalued their

currency to 90.9 United States cents. From 1949 on foreign exchange
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controls were relaxed and were abolished completely by December 1951,
Since Oct: 1950, and over the remaining period of this Study, the
exchange rate was free to fluctuate between parity with the U.S. dollar
and a premium of about 6%, with only miner official intervéntions in
the market. The freely fluctuating exchange rate had repercuasioﬁs on
the whole growth pattern of the econony, énd in such g context will be

referred to as it has affected employment and stability.

Some Further Stabilizing and Destabilizing Influences on the Cycle
The most obvious stabilizing influence which has been with us

in the past and certainly will remain with us in the future is the con-
sumer's resistance to a reduction in living standards in the face of
falling incomes. Rather than consumption, it is saving that may be
expected to decline most during periods of contraction. Similarly, the
implied existence of a high marginal propensity to save during such
periods means a comparatively low multiplier, and this of course is

stabilizing.

Paralleling the stabilizing behaviour of consumers has been
the inclination of corporations to maintain dividend payments in the
face of declining, zero, or negative profits. Whether one wishes to
treat this behaviour as a factor maintaining personal disposable income.
and therefore consumption in the face of declining gross national

product, or as a high margihal business propensity to save to be added

to the high marginal consumer propensity to save, the result is the same;

namely a stabilizing reduction in the value of the multiplier. Another
form in which businesses tend to be stabilizing is their well-known

ingbility to disinvest faster than their vate of depreciation.
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Another method, often overlooked, stems from the rise in the
level of many elements of fixed expenses during periods of expansion and
their inability to contract their fixed outlays during ensuing perfods of
contractions. Hence, although investment may fall during the éawnswing,
one could expect sales and income to £z2ll in a smaller proportion as a

result of the maintenance'of a higher level of fixed cost outlay.

Although our economy today exhibits many automatic stabilizers,
‘there have been new destabilizing influences developing in the past decade.
One of these destabilizers in the apparent long run decline in the propor-
tion of national income spent on services and non durable goods, with a
corresponding rise in the share of spending on all durables, This means
that our economy is confronted with a rise in the relative importance of
spending on goods whose demand is deferable during downswings, and this
is surely destabilizing. |

TABLE 10

CONSUMER EXPENDITURES AND ITS COMPONENTS AS A PERCENTAGE
OF GROSS NATIONAL EXPENDITURES, SELECTED YEARS*

Durables Non-Durables Services Total Consuggtiqn
1926-29 6.0 % 38.6 % 26.8 %2 1.4 %

1952-54 7.8 33.4 21.9 63.0
1958-60 7.6 32.8 24.5 64.8

*D.B.S., National Accounts, Income & Expenditure, 1926-56, 1961

Associated with the rise in spending on consumer durables has been
the rise in consumer credit, with possible destabilizing effects of its
own. However, W. C. Hood argues that ‘one cannot draw any conclusions as
to whether the level of consumer debt is 'too high® relative to disposable

income without consideration of the concentrati9 of consumer debt and other
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consumer assets and obligations by income>c1asses."(18)
TABLE 11

RATIO OF CONSUMER DEBT OUTSTANDING (SELECTED ITEMS)
TO PERSONAL DISPOSABLE INCOME*

Canada United States
Year ' ‘ % S %
1945 3.1 3.1
1946 4.2 4.4
1947 5.9 5.7
1948 6.0 6.5
1949 6.7 8.0
1950 8.1 9.1
1951 6.6 8.7
1952 8.7 10.2
1953 10.2 11.1
1554 11.0 11.3
1955 12.6 12.9
1956 12.4 13.2

*i. G, Hood, Financing Economic Activity In Canada, (Royal Commission
On Canada's Economic Prospects, July 30, 1958) :

Concluding Remarks

It would be premature to conclude that structural developments
have made major contraction a thing of the past. Forees which are partly
independent of aggregate economic activity or its rate of change have

also affected post-war business fluctuations. These autonomous forces

include war and cold war influences which have both altered the response
mechanisms and subjécted the economy to short-term disturbances. Also
involved are technological change, population growth, and other factors

which create investment opportunities in various sectors of the economy,
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CHAPTER 3

With the termination of the Second World War, there was some
immediate reduction in economic asctivity, as measured by conventional
statistical aggregates. However, this contraction was short-lived, and
attributable wholly to the temporary dislocation associated with demobiliza-
tion and conversiom to & peace~time economy. A wave of expansion commenced
early in 1946, aided by & backlog of consumer and business pent-up demand,
and reinforced by centributions Canadians nade to the recovery of European
countries. These contributions were largely in the form of goverment
loans used to finance the exports of Canadian goods to these countries.
Although the transition to a peace-time sconomy was accomplished with
only a moderate fall fn real output, the strength of the demand at home

and sbroad put resl pressures on the Canadian price level.

This first wave of expansion continued uninterrupted until
the last quarter of 1948, when supply came into better b;ime with
demand, aud external pressures on the Canadian price level were weskened |
by the appearance of recessionary influences in thc United States. This
brief ‘pause for breath' was immediately followed on its heels by a new
wave of expansion beginning in the third quarter of 1949. This second

wave of expansion was further reinforced in mid~1950 by the outbreak of
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hostilities in Kores, which brought with tt} 2 new resurgence of in-
flationary pressure. The éccuac in defence expenditures after the
Eorean m:tme of mid~1953 helped contridute to a slackening of
economic growth at this time. However, this recession was not of

na jor mnnee, tlthough‘ in some respects, it un more severe than

the preceeding one.

The recession reached its lowest point about mid-1954 and
was followed by & third major post-war expansion, which certainly was

different than the last two expansions. Although growth in capital
investment was extremely large, this expansionary wave did not have

& backlog of World War II demand mor the impetus of the Korean War

to stimulate it. This expansion was rapid, notsbly shorter in dura-
tion, and was to be Eeilweé in the second quarter of 1957 by one of the

severest post-war recession that Canada had yet experienced .

The recession of 1957~58 was to be & ‘major turning point
in Casadian economic affairs. "The recovery from this recession was

relatively moderate and conspicuously short-lived. WVidely held expecs
tations about the increase in unstional output soon turned out to be

over-optimistic, and the economy proved incapable of providing the
nusber of new jobs necessary simultaneously to .abaarb the {ncrease

in the labour force and to reduce unemployment to pre-reeusién levels.
The volume of fmmigration had declined sharply from its 1957 peak and

the rate of family formation had fallen off. Overcapacity had developed
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in many parts of the economy and the situation, which persisted
threughout the period of recovery, had a serious effect on invest~
ment expenditures. Early in 1960 the economy entered another re-

cession without ever having recovered fully from the preceeding enox.

Thuu the wesk recovery of 1957-58 marks a turning point when
the rate of growth of the economy, noasured in terms of total natiomal
output, drops substantislly. The following table indicates the yearly
growth of gross national product in constant dollars frem 1946 - 1960,
with the very apparent indication of high growth rate in the yesrs
1854 through to 1956, when the economy grew at an average annusl rate
of 8.59 and 8.63 per cent respectively.

TARLE 12
GROSS NATIONAL PRODUCT 1946 ~ 1960 ($§ MILLIONS)#*

Current Dollara 1949 Constant Percentage change in

Dollars 1949 Constant Dollars
1946 1, 856 15,251
1947 13 165 - 15,446 1.28
1948 15, 1zeﬁ 15,735 1.87
- 1949 10, 343 16,343 3.86
1950 18,006 17,471 6.90
1951 21,170 18,547 6.16
1952 23,995 20,027 7.98
1953 25,020 - 20,79 3.83
1954 2&,8?1 20,186 2.92
1955 27,132 21 920 8.59
19%¢ = 30,585 23 811 8.63
1957 31,909 ' 23,333 0.09
1958 32,867 24,102 1.13
1959 34,857 25,864 3.16
1960 35,959 25,379 2.07

are, 1926-56, 1961
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Thus 1957 found the Canadian economy entering a period of
stagnation vhieh was the culmination of a declining post-war rate of
growth. A very importsat explanation is te be found in tﬁe =g:t.'-.u.!uc.x
shift in govermat&a monetary and f£iscal policy in both Canada and
the Huiud sm-.u from an anti-recession to an anti-iaﬂatiaa bias.
Throughout the early post-war period the weight of monetary policy
was applied :6 acconmodating, and even accelerating the rate of economic
gtmvth. Hau?ver, a gradual change in this policy i.i observable in the

rising trend of interest utuz

since the war and the pronouncements
of former Governor of the Bank of Canada, James E. Coyne, whick con~
tained the argument that monetary policy has limited power to comtrol

the business cycle.>

Most of the above discussion may be clearly followed by
examining charts 1 to 6. Chart 1 illustrates the movement of gross
nationsl expenditure and gross nationsl expenditure per job holder
over the post-war period and indicates the iap!.é etrides, ‘.bath; economic
series exhibited until 1957; while both series exhibited a falling off

in growth rates between 1957 and 1960.% As a crude measure of produc-

gross national expanditure and gross national expenditure

ts.vuy,/m job holder in volume terms grew less rapidly than gross
national expenditure over this entire perioed, with the disparity
visibly widening after 1957, reflecting the slow down in growth of
the economy and the cxts#cau of excess capacity in industry.

Chart 2, which will be dealt with in more detail later in
this chapter, shows that consumer expenditures fell slightly as & pro-
portion of total G.N.E. between 1946 and 1960, that both exports and



33a.

Ve - & ey B TR * A L i
19671 wmmﬂ 9261 TITTPUSTRA ™ PiTs SUOOUT TETURO BB LBUOTIBY Segogeq

0961 6S6T 8961 . 4561 956t

~ Zsstmme%a.aéis\ Lw L

(o SR

».
i

B i

i
oyt s
i AT S
N A s B ) T .

S
I9PTOH qop

L8d dany rpusdxy
Teuotyey ssoun

390IN0GE

02t

oht

e QL) TpLodxy
I leuotaey ssoay

R e . 00T = of i
«(SUTTIOq BHYESHOD) HEEIon O Uhd WMATTANEYT TVYNOILVY auy HMDBHQLMQMQ Q<ZOW%MM MMW%M

[ quv

FOAN

091




80

50

30

20"

T2
COMPONENTS OF RN58
(CURRENT DOLLARS:

P

S A % OF TOTAL

PER CENT

—

e IDRITOAN O
EXPORTS
STVEOR TG
T__ . ,ﬂw ORT3
. Y
asaind .
ST N
by
'\\\ _,»*y/ \x
TN
e ——
S — > ~

- T e
[l =
p

,,?""““"‘""""‘""‘i/

TN G

| !

33b.

|

i ] i
54 1956 1958

3L Y o e -, A
*Source: D.B.S., Nationnl Accounts, Income and Expenditure,

1926 - 1956, 1941

1960




34.

imports declined, as a proportion of G.N.E., with exports exhibiting
the greatest decline, and that both govermment expenditures and gross
fixed capital formation rese substantially as a percentage of G.N.E.

over this period.

Chart 3, the index of industrial production, indicates a
strong upward secular growth rate, and in cyclical pattern follows
very closely. the peaks and troughs ‘oi general economic activity shown
superimposed on the chart. It also is clesr im this chart that each -

expansion period is eignificantly shorter tham the previous one.

Chart 4 illustrates the unemployment picture of the economy
over the post-war period, unadjusted for seasonal variation, therefore
exhibiting very wide swings. However, even with the added complexity
of seasonal varistion, it becomes clear that unemployment became a
very veal problem after 1957, reaching the postewar pesk of nmiy

10 per cent early in 1958.

Chart 5 outlines the movement ia three price indexes over
this same period, and indicates that inflationary pressures existed
throughout most of the post-war period, with some decline in the rates

of price increases after the 1957-58 recession.

Chart 6, as was the case with chart 3, the index of induse
trial production very closely follows our cyclical pattern, with the
cyclical swing ia dursbles being considerably more volatile than the
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swinge in non-durables, exhibiting the fact that purchases of durables
are more likely to be postponed in a down-swing than ngn-dnttblea, and
1ikely to be rapidly made up for in the following expansion. Again, as
was the case in the previous charts there was & marked slow-down im

growth of these series after the 1957-58 recession.

sis_of Int Dema

The share of the five principal components of gross national
expenditure between 1946 and 1960 are depicted in chart 2. In this sec-
tion, I will analyze the cyclical character of these components, in an
attempt to ascertain how they have affected the Canadian business cycle.
In order to amplify the analysis, the cyelical pattern of these variocus
components are outlined in index form. In all cases cycle 1 runs from
the fourth quarter peak of 1948 to the second quarter peak of 1953,
eycle 2 tuﬁs from the second quarter peak of 1953 to the second quarter
peak of 1957, and cycle 3 runs from the second quarter peak of 1957 to
the second quarter peak of 1960.

Chart 7 traces the movements of gross national cxpenﬁtturo
and business gross fixed capital formation over the three cycles, and
indicates that while both series rose about the same proportion inm the
£irst cycle, capital formation rose the more markedly in the second
cycle, and thean fell very drastically in the third cycle, an even more
significant declime tham that which took place in G.N.E. |
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This decline in fnvestment expenditures must be viewed as

an occurrence of utmost importance, and both reflects and contributed
to the slowing down of the overall rate of economic growth measured in
terms of national output. When one glances at the figures it becomes
evident that the weakuess in capital investment is observable, not enly
in the total, but in each of the three m,tjar divisions of the total ex~
penditure on new machinery and equipment, expenditure on new residential

construction, and expenditure on new non-residential comstruction.

in studying the components of business gross fixed capital
formation following 1948, we may see that residential comstruction gave
the steadiest performance, never falling in a recession below the value
attained at a previous peak of economic activity, and rising in periods
of expansion, but not as markedly as other categories of capital forma~

tion.

Non-residential construction showed the greatest advances

in the first twe cycles and the grestest decline in the third cycle.

Machinery and equipment, which also fndicated significant gains in the
first two cycles, almost entirely in their expansionary phases, showed
decided weakness in the third cycle.

In analyzing cepital formationm, it must be noted that the
Tecent weakness of investment follows a long peried of capital formation,

when Canada devoted & very high proportien of its natiomal output to
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increasing its productive capacity. "In 1949 public and private
investment combined (in current dollars) represented 22 per cent
of total gross national expenditure; by 1957 the proportion had

risen sbove 27 per cent (it has since declined noticeably).' These
vatios are unusually hi.gix - higher than those of most oth;i- ratios

and, in particular, well above the ratios in the United States'>

Part of the explanation of this decline in business expen~

diture may be found in the existence of considerable excess capacity
in various secters of the Camadian eacomomy. Table 13 is reproduced
from the Report of the Special Committee of the Senate on Manpower
and Employment, and indicates lppnokimtal'y in percentage terms the
extent of new capacity which was created in selected aress of the

economy in 1957-58.
TABLE 13

APPROXIMATE PERCENTAGE INCREASE IN CAPACITY
IN TWO-YEAR PERIOD 1957 and 1958+

Commodity Increase Commod{ ty Increase

Newsprint is ~ Irom oxe 26

Woodpulp 15 Petroleum, crude 60
Aluminum 16 , Petroleum, refined 22
Nickel 9 ' Cement 25
Copper 15 Iron and Steel 15
Asbestos 13 Electric Power 05

*W. C. Hood, M&&L&u&m, A Report to the
Special Committee of the Senate on Manpower and Employment.
(Gl:&uu, Dec. 3, 1966, Ko. 2.) 901540
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These incresses im industrial gapaecity came at the end of
& long period of growth in the private secter ef the ecomomy, eund it
is therefore not surprising that aggregete industrial investment failed
te recover inm the third cycle, let alone to imcrease beyond the previous

peak, az it would have had to do if full employment were to be maintained.

Secendly, partly as a reflection of the changing relative im-
portance of capitael formationm, expenditures on consumer goods have been
& lewer proportion of G.H.E. througheut the fifties than they were in
1949 and 1950. By exemining chart 2 it may be seen that the ratio of
consumer expendituzes to G.H.E. typleally moves in ceunter-cyelical
fashion, being high in periods of recessien and E@%‘iﬁ perieds of
exzpansion. As comsumer expendliture represents scme 60 or 65 perceant
of the total preduct, it is evident that this relative stability of
grovwth has had an important stabilizing iafluence over the couvse of

the bhusiness cyela.

However, the overall stability of consumer expenditures,
chaseures the lesz stable behavieur of 1tz compounents. Consumer ex-
zenditures may be comveniently divided up inte expenditures en durable
goods, non-durable goods and sexvices. In real terms expenditures on
non-durable goods and on services were the mogt stable items of consumer
expenditures, with expendituree in both these categories not felling

significantly in the third cyecle behind the previcus cyclical expaneions.
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CHART 9
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In the case of services, cycle 3 rose higher than cycle 2 and in the
case of non-durables, cycle 3 rose above cycle 1, but below cycle 2.
Expenditures on durables proved to be the most volatile component of
consumer expenditure, with a very strong expansion in the first cyele,
while in the latter two cycles durable expenditures weakened comnsiderably,
scarcely showing & gain in the last cycle. These volatile fluctuations
rveflect the fact that purchases of this type are more severely affected
by the variations of personal income over the course of the business
¢ycle, and it reflects also the natural tendency for sales of dursble
goods (i.e. goods which by their nature do not have to be replaced at
frequent intemia) to exhibit & cyclical pattern, with a higher sales
volume in one mi&é being compensated by & lower volume in the next
period because consumers who had made purchases find it unnecessary

to repeat them.

A third significant factor arising out of an analysis of internal
denand is the difference in behaviour of exports and imports. The share
of exports in G.N.E. has exhibited a marked downward trend throughout
the post-war period. The share of imports in G.N.E.,, on the other hand
has declined, but exhibiting a more modest trend. The shares of exports
and imports were roughly equal in 1952; since that date the export share
has fallen and the import share has risen. This difference in the trends
in the shares of exports sand imports to G.N.E. reveals the incressing

deficit in the curreat account of the iaternational balance of payments.
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This increase in the deficit is not to be attributed as much to the increase

in the ratio of imports to G.N.E. as to a decline in the ratio of exports
to G.N.E. o "

An important fact which emerges from a study of Canada's current
sccount deficit, is that total trade, both exports and {mports, has been
concentrated mors upon the United States in the post-war period than
before the war. In & sense this increasing dependence has been detri~

wental, when viewed from the point of view of the current account deficit.

TABLE 14

DEFICIT OF SURPLUS ON CURRENT ACCOUNT OF THE
BALANCE OF PAYMENTS 1946 - 1960
mm:ons OF CURRENT mms)*

 With the With Other
United States Countries Total

1954 - 807 375 - 432
1955 3035 337 - 698
1956 -1639 273 ~1366
1957 1579 124 ~1455
1958 ~1176 45 -1131
1959 -1241 -253 1494

1960 #1377 B {1 -1270

* D.B.8. The Canadisn Balance of International Paywents, 1946-52, 1961




41.

Finally, it is evident from the charts, that government
expenditure (federal, provincial, and municipal) has increased over
the years, and incressed markedly. From 1949 to 1960 government ex-
penditures in goods and services in real terms rose by 90 percent
(this does not include so-called transfer payments, which are dis-
cussed below, or subsidies, which represent only a small portien of
total government lpaﬁdings). This increase compares with a rise of
55 percent in the "real” volume of gross national produce. However,
it must be realized that the rate of increase in gwerﬁnmt purchases
of goods and services was for from uniform throughout this period.
Government expenditures on goods and services showed enormous
increases relative to the G.N.E. i{n the first cycle. The Korean
war, of course, had much to do with this expansion. However, the
expansion lead to a permanently higher proportion of government ex~
penditures to total G.N.E. In the second cycle government expendi-
tures rése 'abcée their previous peak by & lesser ratio then did
either G.N.E. in that cycle or government expemditures in the first
cycle; and in the third cycle _ﬁkc relative advance of government

expenditures was slightly smaller than that of 'G.H.E. (Chart 13).

The main point which can be gathered from an analysis of
government spending over the three cycles is that although govern-
ment spending was & much more important factor in the expansion of

the early 1950's than in later expansions, other types of payments,
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which are not associated with the purchase of goods and services,
have advanced more rapidly in recent years. This situation will be
brought out in more detail in subsequent chapters. "In as much as
these increases have been accompanied by substantial overall govern-
ment deficits since the calendar year 1958, the net effect has been a
not inconsiderable injection of 'spending power' into the economy,

and particularly the consumer section of the ecennmy."s

The Cyclical Pattern of Unemployment

Unemployment is the product of the divergence between the
deamand for lnbékr and its supply, and s rigorous analysis of this
phenomenon invelves & study of both sides of the market. However,
because of the nature of thie study, I ahail concern myself only
with the demand side.

Canada's creeping unemployment problem was mentioned earlier
in this chapter, and indicated im chart 4. From that chart we may see
that unemployment had general pesks occurring in the years 1950, 1954,
and 1958 and troughs occurring in the years 1951, 1956 and 1959, When
seasonally adjusted, unemployment data is analyzed, as shown in chart

15, the stark reality of Canada's dilemma stands out. Two features

become immediately obvicus from the chart. In each successive recession,

the péreantage of people out of work has been higher than in the pre-

ceeding recession, and in each period of recovery the maximum level
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attained has been higher than the preceeding minimum. Secondly,

the period of expansion of economic activity im which the unemploy-~
ment ratic was either comparatively steady or falling, was very much

shorter in the more recent cycle than in the previous one.

Oflcourae some unemployment aécurs even in the most pros-
perous years, as is evident from chart 4. But the explanations of
higher unemployment rates prevailing since mid-1957 have revolved
around two major theoretical approaches, which, for simplicity of
exposition, may be referred to as aggregate demand and structural

transformation theories.

The aggregate demand theory maintains thet recent unemploy-
ment rates are explainable by traditional supply and demand analyses.
In a dynamic economy, the population of werking age, the stock of
capital, the teehnic;l efficiency of production, all show year-to-
year increments. Hence, the economy's full employment and full
capacity output rises from year to year. At times, aggregate demand
may not grow as rapidly as the economy’s output. Then demand may
not be 1arge encugh to provide jobs for the annual increment in
labour resources. Inadequate demand for labour is meost apparent
during recessions, when employment actually declines. It also
characterizes those recovery and expansion periods during which the
rate of growth in demand does not keep pace with potentisl supply.
The unemployment rate has been quite high since mid-1957 because




the rate of growth in final demand has been low relative to the

actual and normal rates of growth in potential supply made possible

by increases in capital stock, labour force, and productivity.

The structural transformation theory maintains, to the contrary,
that higher unemployment has been due, not to inadequate final demand -
and its concomitant in the labour market, an insufficient aumber of
job opportunities - but, rather; to technological changes which are
currently reshaping the Canadian economy at an unusually rapid pace.
The crux of the transformation is the continued rise in importance
of white-collar occupations and service-rendering industries, and
the decline in importance of che blue-collar 6ceapatiena and goods -
producing industries as sources éf job opportunities. In capsulized
form, the explanation of higher'unempleyment since 1957 is as follows:

(1) A faster rate of technological change has led to a

| higher tate.of displacement of l;bour;

(2) The average worker, once displaced, experiences a

number of weeks of unemployment while hunting for
& new job;

(3) Most of the displaced labour finds a need developing

 for different skills and responsibilities than pre~

vious experience and training allows for.

The structural transformation theory should not be confused

with the concept of structural unemployment. The unemployment of workers
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displaced from particular jobs by technological changes or the
geographic migration of industry, or by some other long-run ine-
fluence is sometimes referred to as structural unemployment to
distinguish it from other types of frictional unémployment. However,
this definition is very difffcult to work with. There is no way to
determine whether a particular worker has lost a specific job because
of technological change, or the shift of demands sway from the product
his industry produces, or inadequate aggregate demand, or some other

cause,

The structural transformation and the aggregate demand
hypotheses will result in somewhat different policy recommendations
for periods of declining economic activity, and in a certain extent
both have relevance on the Canadian scene. However, it would seem
that the major cause of the economy's inability to provide enough
new job opportunities has been the slowdown in economic growth. A
contributing factor has been technologlical change and rapidly rising

productivity, particularly in the goods producing 1nduatriea.7

Concluding Remarks

The spurt of rapid growth that characterized the Canadian
eednouy during the period 1946 -~ 1956 was not untypical of the way

Canade has historically grown. Since the turn of the century, tws




periods may be singled out - 1904 to 1909 and 1924 to 1928 - in
‘which Canada’s real cutput expanded at average tites_of 6% and
7%% a year re,pgggivegy,a History does not neceasarily repeat
itself but each of these former expansions was followed by quite
different conditions and it may well be that the years following
1956 were such a period of reaction. Generally the North American
experience, and tha c¢nadiau in particular, caa be summed up in
terms of three analyses. The firest appreach would argue that
we were undergoing an expansionary phase of a long cycle between
1946 and 1956, such as the arguments of K. A, H, Buck1e§9and

D. J. Daly}o An alternative view on growzh and severe depress-
ions is the one tsken by Milten Priedman in his 'Program for

Monetary Stabiliey.'l!

A third interpretation (and probably most
widely held) puts more emphasis on accidental and special factors
in current trends and puts less emphasis on historical similarities
and analogies. In explaining the earlier high rates of growth the
group would emphasize the Second World War and the Korean War, the
backlog of demand and the excessive post-war liquidity. The shorte

ness and mildness of the recent éxpanaiau would be attributed to a
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rapid decline in the federal budget stimulus in Canada, and excessive

monetary restraint.

My own assessment of these views would be fairly eclectic

and pragmatic, and would imply that the third interpretation is the

proper one, with special attention paid to ﬁsaetlty factors and capital

inflows, because of the apparant sensitivity which the Canadisn economy

exhibits to the internstional situation.




CHAPIER 4
JANUARY 1946 to APRIL 1953 - GROWTH WITH RISING PRICES

The period of January 1946 to October 1948 was one of
peacetime reconveraton for the Canadian eeomy. Canadian economic
policy in this early period was influenced by considerations which
found their origins in the war and the depression before it.

In the first place, Canads, like most other Western

nations announced plans of pursuing a high employment policy. The

1945 White Paper on employment aund income, though primarily concerned

with fnitial reconversion problems, set out a bn_te objective of
high employment, including an emphasis on low rates of iaterest

for development and housing, the promise af tax policies designed
to facilicate private investment, expanded welfare payments, price
supports for the products of the farm and fisheries, cyclical bud-
geting, plans for a shelf of public works, and development and
consexvation outlays in co-operation with the provinces. "Though
this spproach had many of the formsl ingredients of a 'full-employ-
ment policy’ it did not envisage the continuance of direct controls
and significantly emough, its first section was concerned with ex-

port trade and its profound influence on the Qcmouy."i




In the second place Canadian policy was strongly influenced

by the desire to prevent inflation or at least keep it in hand. The
wartime anti-inflation policy had been remarkably successful - more
so than that of the United States, with the result that Canada’s price
system remsined in substantisl eclipse. However, the sudden absndon-
ment by the United States of its price control system in mid-1946
gave a powerful injection of inflationary pressure to the Canadian
economy, and at the same time weakened price controls in Canada.
‘Taking June, 1946 as & reference point, the cost of living index
which, had risen 4.3% in the preceeding 18 wonths, rose to 18.1%

in the ensuing 18 months to December, 1947. Wholesale prices over

the same two periods, rose 7.3% and 28.4% respectively.’

In the third place, but not least iwportant, Canadian
policy was profoundly influenced by concern born of long and some-
times difficult experience. abeut trading and balance of paymeats
difficulties.

Thus Canada emerged from the Second World War with a
legacy of disrupted patterns of production and trade, high taxes,
& domestic price level which had risen less than that of most
other countries, relative high liquidity of most groups, and a
structure of low interest rates, which the monetary authorities
extended into the early peost-war period. In order to meet this

challenge, a host of acts were passed by the Federal Government
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in 1944, among them the National Housing Act, the Industrial
Development Bank Act, the Farm Improvement Loans Act, the Agri-
cultural and Fisheries Price Support Act, the Family Allowances
Act, the Export Credit Insurance Act, and the Unemployment In-
surance Act (passed in 1940).3

8 1946 « 1948

The first post-war expansion began in February 1946 and
rveached & peak by the fourth quarter of 1948. This expansion differed
from most expansions chiefly because of its promcunced inflationary
characteristics and the belief by government that a serious recession
might accompany the decline in war expenditures. Thﬁs in 1949 con~
stant dollars real G.N.P. increased from $15,251 to $15,446 millions
between 1946 and 1948, rather than the apparent increase of $11,850
to $15,128 millions. In market terms the annual G.N.P. increase
was rather impressive, and obscured the underlying demand {nflation
forces that were operating in the economy. Thus this first post-
war inflationmary period occurred ué a time when the economy was
cparattﬁg at near capacity i.ﬁ employment and ocutput, and when the
economy was undergoing the difficult coaversion te peacetime opera-

tions. .

Job seekers as a per cent of the labour force fell sharply |
from 4.7 to 2.6% in the first to the sacond quarter of 1946, and by
the fourth quatter 1948 had reached a le@‘- of 2.1%. 1In this same
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period the money supply (defined as total curremcy and chartered bank
deposits) increased from §6752 ‘milliona to $7898 millions from the
fourth quarter 1946 to the fourth quarter 1948, while total industrial
production increased 16.1% with iron and steel production rising 24.1%
electricity and gas production rising 17.7% and mining production rising
19.5%. | | |

During this reconversion period the price indicators of the

economy exhibited the relaxing of federal control. The consumer price

index rose 25.2%, the wholesale price index 39.27% and the Gross National

Product price index 23.7%. | These price rises were spread more or less
evenly between capital goods and consumer goods end services, as an
examination of the price deflation for these components of groos natiunal
 expenditure bear out. The increase in the prices of total consumption

in Canada was sbout 24%, while in the capital goods sector of the economy,

prices rose about 26%."

The basic and anderstandable miscalculation in this early
post-war period was the delayed vecognition of inflationary forces - a
hangover from depression days. Throughout this period the monetary
authorities supported bond prices with a consequent loose mmtﬁry
policy and inflationary pressures. Frofessor C. L, Barber has argued
thzt a policy of freeing interest rates and maintaining tight monetary
controel would have substantially lessened the post-war rise in price

without any adverse affect on employment and national innm.“
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The booming, full employment economy, characterized by
vapidly rising prices, continued without interruption until the
end of 1948. By then the price rises were so marked that the
government was induced to place the major emphasis in its budgetary .
policy on the control of inflation. Thus the major factors effect-
fng the first post-war inflation may be summed up as follows:
1. The long pent-up demand for goods and the sudden

increase in the money available to make it ef!ecl:tve;'

2, goverment policies that led te tax reductions, retura
of compulsory savings and veterans gratuities; and
3. a belief that govermment could fimance recomstruction

on cheap money as they had done during the var.

Whatever the desire to curb a potential rise in prices,
monetary policy was largely rejected u an instrument of control,
and fiscal policy was left to bear the main brunt of price sta-
bility. The federal government carried through a programme of

large budgetary surpluses starting in the fiscal year 1947, 1948

and 1949, while the money supply as a percentage of G.N.P. was
still relatively high compared to the lower levels in the late
1959' 8e
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TABLE 15

MONEY SUPPLY STATISTICS AND PEDERAL GOVERNMENT
BUDGETARY POSITION (A8 OF DECEMBER 31)*

Total Currency and | Money Supply All Govern-

Chartered Sank Deposits ~G.N.P. as a % of ments
(Millions of Dollars) (Market Prices) G.N.P. Deficits or
: _ . Surplus
1946~60
(Millions of

Budget Papers; and Estimates. Note: Deficit or Surplus positions
derived from National Acecounts.

Canada's early postewar growth had its roots in a sharp

upsurge of capital inveatment and a sustained high rate of consumer
expenditures. In spite of a slight fallk in National Income im 1946,
personal disposable income at $9719 million was 6%% higher than the

previous year. This pronocuaced divergeuce is largely accounted for
by sa increase in transfer payments from $546 miliion to $1106

million, mainly in the form of veteran benefits. Some reduction
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in personal income taxes contributed to raising disposable income
somewhat more than personal income. From the first quarter of 1947
to the feurth quarter of 1948 personal dispeublé income (seasonally
adjusted at annual rates) rose from $9,292 million to $11,436
million, a rise of 311441&1111@ vhile personal consumption of

goods and sexrvices rose from $8684 million to $10,500 million,

a rise of $1,816 million, reflectirg in parc the tremendous pent~

up demand on the part of conimrs and their very liquid position in
this period.’

Total retail trade, farm cash income, department store
salescorporation profits and other economic indicators showed sig~
nificant strength. Further advances in private domestic demand
occurred in 1947, the expansion in business gross fixed capital

formation being particularly notewerthy.

Although exports rose considerably, the rise in imports
was even more pronounced and the surplus on the current interna~
tional account all but étsapmre&. As & consequence of the rise
in imports, in particular,6 the rise in i{mports from the United
States, Canada's reserves of gold and foreign exchange were
rapidly depleted in 1947. The fact that a large part of Canadian
overseas exports were financed by credit while imports were paid
for in cash, created the exchange problem. Accordingly, late .
in 1947, measures were taken to restrict expenditure in Canadian

 dollars.



The Balance of Payments Crisis of 1947

When the decision was taken to return the Canadian dollar
to parity with the U.S. dollar in 1946, a considerable decline in

the official holdings of gold and U.S. dollars took place. This return

to parity, while ‘desirable as a measure to cushion the Canadisn

‘ éconeny against the impact of rising prices in the United States,
had an adverse effect of cutting down the flow of éertf'alio invest~
ment capital from the United States to Canada. At the same time,
although Canada had a considerable surplus in its balance of pay~
ments on current accoumt, there was a large deficit with the United
States. This deficit with the United States had to be met by cash
payments whereas, the surplus with overseas countries was financed
to a large degree by loans to aid war impoverished Europe and to
establish good trading velations. There followed a decline in
exchange reserves - from about $1600 wmillion in mid-1948 to slightly

under $500 million in November, 1967.6

In the first place the job of reconstruction tﬁ Europe
turned out to be much greater than was expected, and the substantial
Canadian loans to Britain and other European countries were used
more rapidly than was anticipated. Secondly, as a result of a full
employment economy, imports from the United States rose, for that

country was the only available source of many goods which were in
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demand. Thirdly, a glance at chart 17 will indicate that the
budget surpluses of 1946+47 ﬁd 1947-48, did lictle to-check the

progress of inflation. They were in fact, a reflection of the

strong inflationary pressures, for a deficit was aemllj budgeted
for in these ymu.? Finally as a result of a large and iﬁsisteut
demand for United States goods, and a shortage of convertible exchange,
capital flowed back out of Canada. These difficulties culminated

in the exchange crisis of 1947 when further losses were avoided only by
the application of additional and stricter controls over foreign e.a?-
change transactions, by emergency import restrictions and, in the
fellowing y@r, by recourse to official borrowing in the United

States., In thg ensuing wonths there was a dramatic improvement in

the Canadian foreign exchange situationm, md official holdings of

gold and U.S. dollars, which had dropped to $461 million in December
1947, had recovered to almost $1,000 million by the end of 1948.8

The Mildness of 1949 Recessior

Canada did not follow the United States in the severity
of its 1949 recession. The American G.R‘.?’. (at seasonally adjusted
annual rates) dropped only $10.2 billfon, or 3.8% between its fourth
' qmitct peak '[ and trough in 1948 and 1949 respectively, the relative

{peak-trough) declines shown by other important economic indicators
were by no means insubstantial: industrial production 10.5%,




durable goods production 13.1%, manufacturers inventories of
durable goods 14.2%, corperate profits before tax 29%, and gross
private domestic investment 32.2%.% In the face of this curtail-
ment of American econsmic activity, Canada experienced only a
slowing down of its previous annual rate of expansion. The dominsnt
impression created by an examination of hey éine series - including
gross national product, business gross fixed capital formatiom,
consumer spending, industrial preduction and unemployment, is one
of economic buoyancy and expansion in 1949, though somewhat less
marked and widespread than in previous years.

There was virtually no transmission of the United States
downswing to Canada in 1948<9. Part of the reason may be traced
to Canadian exports. Between 1948 and 1949 total merchandise
exports only declined by 1%, reflecting in part a slight increase
in exports to the United States and sterling area countries, and
a reduction in experts to the rest of the world. Total exports
of goods and services actually increased between the first and
fourth quarters of 1949, while the only quarterly contraction of
the year (during the third quarter) amoumted to 4%. Canada's
total receipts from the United Staics rose progreasively during
each quarter of 1949,10

W. C. Hood attributes the strengthening of capital in«

36.

flows into Canada for direct investment as another stimulating factor.
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¥hile most investing countries shared in this increase, by far the
greatest expansion was recorded by the United States. "In 1948
that country accounted for 817 of total direct-investment inflows

into Canada. Between 1948 and 1949, inflows of United States

capital rose by 38%, as compared with a 5% increase between 1947

and 1948,"1

A third factor which helped buoy up the Canadlan decline

in 1949 was that the build up of business inventories continued

throughout 1949, but at a more moderate rate in the second half

of that year. Moreover, the value of consumer purchases in Canada,
after allowing for seasonal factors, rése very sharply between the
first and second quarters and remained at that high level for the
remainder of the year. Investment in plant and'equipment made a
further advance in real as well as value terms, but at an appreciably
lower rate than in the previous year, while residential construction

nade decidedly large gains.

A fourth factor which retarded the decline in 1949 was

an increase in consumer expenditures. Consumption, stimulated by

the repayment of the refundable portion of income tax (In the budget
introduced in June 1942, part of the increase in taxation was made

refundable within a specified period after the end of the war.)

rose about 8 per cent-in value, of which about half represents a

gain in real consumption.
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The Second Post-Var Inflation - June 1950 « Dec r 1951

Between the f£irst quarter 1949 and the second quarter
1950 Canada yaaséd through a peried of relative price stability.
During this period the consumer price index rose from 99.6 to
1014, less than 1 full point, while the wholesale price index
rose only from 185-4 to 205.5, 15.1 points. However, between
Suae 1950 and December 1951 followed a second post-war inflation~
‘aty,pariod. In the first inflationary period the immediate stimulus
was the ﬁbrugt sbandonment of wartime.pxiae-aonareln by the United
States and Canada in wid-1946, while in this second inflaticnary
period the precipitating factor was the outbreak of the Korean
Var im 1950.

The outbreak of the Korean War gave impetus to investment,
emphasizing the importance of najor'reaaurce develapmenﬁ projects, and
stimulated capacity in steel production and various defence industries.
Between the second quarter 1950 and the fourth quarter 1931 the cone
sumer price index rose from 10l+4 to 117.7 and the wholesale price
index rose from 205.5 to 235.5. The‘inflationary forces were largely
concentrated in the strategic materials industries. For example,
from June 1950 to April 1951, a period of 10 months, the wholesale
priee of rubber and its products rose 57.6%Z. During the same
period, fibres, textiles, and textile products rose 41.4%. From
April 1950 to May 1951, a period of 13 months, scrap irom and steel




rose 49.1%. Between April 1950, and December 1951, lead, zinc,
and their products went up 61.1 and 72.9% respectively. These
figures emphasize the fact that the inflation was largely con-

centrated in strategic raw materials.lz

Also this period typifies the classical demand type of
inflation, for unemployment between the second quarter 1950 and
the fourth quarter 1951, fluctuated between 1.0 and 1.5% of the
labour force. With the outbreak of the Korean War, there was a
revival of restrictive monetary policy te curb inflationary ex-
cesses. The reasons were two-fold. There was a huge speculative
capital inflow from the United States aﬁd there was the need to
reach a decision with regard to an appropriate level for the ex~
change rate. As a consequence of these above events the govern~
ment applied its so-called 'credit ceiling' in February 1951,

an event unprecedented in Canadian banking history.13

By early 1952 evidence of dewuwaré‘mavements in prices
was indicated and anti-inflationary measures were removed and
relaxed. During 1952 there was a substantial rise in personal
income, and with restriciiens removed or relaxed there was a
resurgence of consumer expenditures and outlays for housing.
Government expenditures made substantial gains, along with invest-

ment in plént and equipment.

29,
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.Tke Exchange Rate Sfituation

The apeed with which éhe United States recovered from
the recession in 1349 was not foreseen, nor was the outbreak of the
Korean Var, aﬁd the fear that experts and capital imports might de~
¢line éravad quite unfounded. The sharp increase in exports which
followed the outbreak of hostilities was accompanied by a heavy
capital inflow, especially from the United States, much of it of
a speculative nature in anticipation of the Canadian dollar
appreciating once more. In purchasing these foreign exchange
asgsets the federal government exhausted its own cash resources
in addition to a sum borrowed from the Chartered banks, and was
obliged to turn to the Bank of Canada for assistance. The inflow
of capital was a source of embarrassment, tending :o.reduee
interest rates and adding, as it did, to the task of controlling
the domestic rise in prices. In an effort to counteract the in-
flationary effect, the Bank pursued a more stringent open market
policy, and to put to an end the extraordinary rate of iuvalQneary
borrowing from the United States, amounting to nearly $600 milliom
in the swmer of 1950 alene,’ﬁimagavetnmaat announced on September
30, 1950 the adoption of a floating dollar policy. At the same
timé, steps were taken to remove the émergeacj import restrictions
introduced in 1947 gﬁé 1948. A rapid sppreciation of the Canadian
dollar followed the establishment of the free rate and by 1952,
it was at a premium, notwithstanding the elimination of all

exchange controls of the previous year.
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The Two Early Post-War Expansions

Table 16 and its subsequent analyses is based upon
relative changes between cyclical turning points in economic
activity. An examination of these changes indicate the different

relative strengths of these expansions.

TABLE 16

SELECTED INDICATORS, 1946-48 AND 1949-53
EXPANSIONS IN CANADA-CHANGE FROM QUARTERLY TROUGH TO PEAKw

Absolute Percentage Absolute Percentage
Change Change Change Change
Millions ) Millions o

of Dollars . of Dollars

1946-1948 3Q49-2Q53

onsumption : 312 2.41 2792 20.18
Non Durables 119 1.65 1568 21.47
Durables ‘ 10 «85 600 43.85
Services 199 4.38 1712 13.46
‘Government Expenditure -~ 787 - 21.29 1868 55.66
Business Gross Fixed
Capital Formation 1878 79.10 1256 28.99
New Resfdential Construe~

tion : 388 60024 148 13.30
New Hon-Residential
Construction 563 74.37 524 38.69
Hew Machinery & Equipment 904 91.86 592 31.96
Chaage in Inventories ~ 282 - 81.50 340 - 134.92
Non-Farm - 223 - 47.3% 272 91.89
Farm -2216 ~216.00 80 666.66
Exports , 101 2,04 1144 24.27
Imports - 254 - 5.26 1926 42.38
Gross National Expendi- |
ture LiAT 5.72 5700 25.96
Index of Industrial Pro-
duction 9.2 10.29 - 29.3 29.15

(Market Price)
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# 1957 Constant Dollars, Seasonally Aajustcd at Annual Rates.
Source: Hational Accounts, Income and Expenditure rters,

1947-1961, and Various Issues of the Canadian Statistical

Review.*

# Note: First quarter, constant dollar, seasonally adjusted data
for gross national expenditure and components were calcu~
lated as explained in footnote, Table.3.

During the 1948-53 expansion, consumer expenditures leading

by a 4385% increase on durables, was ome of the leading components,

while in the 1946~48 expansion, consumer expenditures rose only

2.11%, reflecting early post-war shortages of consumer goods.

Government expenditures moved in opposite directions in
these expansions, funetibniﬁgias a 'braking: ferce in the early
expansion and as a source of strength in the latter expamsion.
Capital expenditures increased pesitively'in both expansions,
however . 1ts.bt£mulattve effacts were different. In the first
expansion capital expenditﬁres grew 79.10% compared to a milder
28.99 per cent increase in the latter expaansion. Also new
machinery énd equipment was the leading components in the
earlier expansion, while new non-residential censtruction was

the leading component in the latter expansioen.

The divergent characteristics of these expansions are

also evident in the inventory component. In the earlier expansion




63.

total {nventories declined $282 million, while in the latter

" expansion inventories accumulated by $340 million. 1In both

- expansione non-farm and farm inventories moved in the same
directions; t.e. declining between 1946 and 1948 and agcumulating

between 1949 and 1953.

Changes in exports and imports were not very marked
between turning points 1n—the firat upswing, although exports
rvose 2.04 per cent and imports declined 5.26 per cemt. In the
second expansion exports and imports both rose subs:aétiaily,

with imports rising 42.38 per cent comparved to a 24.27 per cent

increase in exports.

As could be expected; both of ehése expansion pﬁtiéds
registered positive gains in gross national product., industrial
production, aad non~farm G.N.P., with the latter upswing leading

in all three indicators.

Selected Economic Indicators - 1946 - 1953

The buoyancy of thCaé seven years are very observable in
charts 16-23. 'chart 16, which {llustrates the growth pathvof G.H.P.
and non-farm G.N.P., indicates a decline in the G.N.P. series during
- the 194849 recession, while a decline is not visible in the non~
farm G.N.P. series, pointing out the primarily agricultural basis

of this recession and its mildness. Chart 17 illustrates rather
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steep increases in both wholesale and consumer price indexes
over this period, with & noticeable pause in price increases

during the recession of 1948-49, and the renewed resurgence

in these series coinciding with the ocutbreak of the Korean War.

Chart 18, total production of iron and steel, mining, and elec-
tricity end gas, though more erratic than previous selected
indicators, suggests a levelling off in all series during the
1948-49 recession, with renewed resurgence during the recovery
of 1950 - 1953, lChart 19, which outlines total manufacturing
inventories owned, follows the cyclical patterm very closely,
and points out the rather hesvy accumulation of inventories

between 1950 and 1952, a reaction to the Korean War. Pent-up

demand and buoyancy are very evident from charts 20 and 21, retail

trade and department store sales, while the changing character

of the Canadian trade picture stands out in chart 22. Corporatien

profits before taxee seemed to be scarcely affected by the 1948 - 49

recession, but increased tremendously with the onset of the

Korean Var, as evidenced from chart 23.
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CHART 19
MANUFACTURING INVENTORTES OWNED 1949 - 1953
SEASONALLY ADJUSTED (MILLION DOLLARS)*

_LIONS OF DOLLARS
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*Source: D.B.S., Annual Supplement to the Cansdian
Statistieal Review, 1961 '
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CHAPTER 5
BACKGROUNB TO THE 1953-57 CYCLE

The general resurrection of monetary policy which took
place in Western Europe and the United States in the early fifties
also occurred in Canada. Signalling the Canadian change was the
- rise in the Bank rate from lk per cent to 2 per cent on October
17, 1950. However, this action barely affected the chartered
banks since they :arely borrowed funds from the Bank of Canada.
However, other actions followed. Interest rates rose between
September 1950 and September 1953, and the yield on long~term
government bonds climbed from 2.74 per cent to 3.76 per cent.!
Other policy measures were the unprecedented introduction of a

credit ceiling in 1951.

The Korean War boom came to an end in 1953, declines

in business iuventottes, business construction and equipment

expenditures, and in consumer expenditures on durables reinforced
cuts in defence expenditure to bring on the recession. The Bank
~of Canada shifted from a policy of monetary restraint to one of

monetary ease, and the federal government's 1953 surplus of $143 L

million gave way to a deficit of $57 million in 1954. It becomes
apparent that the dominant factor in this recession of 1953-54

was the shift from accumulation to liquidation of inventories.
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By the second gquarter of 1955 economic conditions had
improved markedly, amd general bank loans, which had slackened
off during the short 1953«54 recession, showed their first major
increase in a year and a half. Short-term and long-term interest

rates started to climb in both the United States and Canada.

During 1953 and early 1954, Canadian yields on treasury
bills rose rapidly relative to American yields, with a turning
point in long-term Canadian interest rates following the American
turning point. "While American long-term interest rates began to
move upward in August, 1954, the Bank of Csnada continued to permit
credit expansion because of persistent unemployment and yields
on Canadian bonds contimued to fall through the last half of 195
It was not until February 1935, thﬁt the Bank of Canada made a
sizeable reduction in its bond holdings, and a rise in bond yields
lagged yet another two menths. During the remainder of 1955 and
throughout 1956, the American and Canadisa bond ylelds moved in
roughly parallel directiaﬁ although the rise in Canadian yields
wés éomewhat greater than the American increase in the last two
. quarters of 1955. The Canadian ecomcmic expansion, financed in
past by a large capital inflow, was accempanied by an only slightly

less striking American expansion.” 2




The 1953-54 Recession

Following the termination of the Koream War there was
a reduction in defence expenditures, some slackening in the growth
of capital formation, and a shift from accumulation to liquidation
of inventories, of which the latter factor turned out to be the

dominant factor in the 19531954 recession.

The characteristics of the second post~war recession
prove most interesting. in the first case it was both a nild
and short recession. The decline in 1adustxial activity had been
reversed by the second quarter of 1954, though recovery did not

become pronounced until late 1954 and early 1955.

Secondly to the extent that the Canadian economy did

turn down it was a farm recession. Non~farm G.N.P. declined about

67,

4% as compared with the 20% drop in net farm income. Also, for the

first time in the postewar period investment im plant and equipmen
was lower than the previous year, mainly réflect!ns an 11% decline
" in purchases of machinery and equipment.

Similarly investment in business inventories dropped off

sherply. Whereas in 1953 investment in business inventories ran

{4

at the high rate of $353 million, in 1954 stocks were drawn down by

340 million.
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Thirdly, the 1953-54 recession offered a demonstration
of Canada's ability te be moderately influenced by a minor American

downswing. In the United States too, economic contraction set in

against & background of rapid and substantial growth in real output,
snd similarly the two main contractive factors were inventory
liquidation and the curtailment of federal goveramaét defence
expenditure. Between the third quarters of 1953 and 1954, in-

ventory and federal spending declined in Canada at & combined

anoual rate of $18.5 billion. This reduction of expandtéure was
promptly reflected in national income, production and employment.
The over-all declime in economic activity was small, but its impact

was very uneven and some industries suffered seriously.

Other £actarsvwere a fall in consumer anelaﬁa for durable
‘goods, a reduction of investment in fixed capital, and agriculture
continued to be characterized by large surpluses, inadequate exports
and lower prices recéived by farmers relative to those paid by

then.

Economic Iﬁdicatorg‘gf 1953-54 Recession

This second post-war recession was more evident in more

gseries of econmcmic indicators than the 1948-49 “pause"”. This re-

cession clearly travelled aleng the channels of foreign trade.
its sigaificance was felt in the wheat economy of the prairile

proviaces, but almost nowhere else in Canada. In volume terms
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Canadian exports dropped very slightly from 1952 to 1953, then
fell 4 per cent from 1953 to 1954. In v@lue terms, the fall was
greater in both years. Cross farm income in these three years was
respectively $2,849,000,000, $2,776,000,000, and $2,378,000,000.
During the 1948-49 downturn, a decline in farm cash income due

to the recession was not toe evident, while in the recession of
1953-54 the decline was evident, hitting its lowest point in the
third quarter of 1954. Non-farm gross natiomal product fell in
the first quarter 1954 andvdid not significantly exceed this level
until the final quarter 1954. Personal disposable income fell in
the fourth quarter 1953 and didn't significantly exceed its former
high point until thevfeurth quarter 1954. Inventory accumulation
dropped in the third and fourth quarter 1953, with the liquidation
of iaventories culminating in the first quarter 1954 and only ter=
minating by the first quarter 1955. In 1954 all major classes of
production fell, except the export-depenﬂent mining industry. In
the first two quarters of 1953 the rise in index of industrial
production slowed down, with the index falling betéeen the third
quarter 1953 and the second quarter 1954, with nen-durable pré*
duction not decreasing notably, however, durable manufacturing
production fell in the second quarter 1953 and didn't regainfics

former level until the first quarter 1955.

It is interesting to note that the value of building

permits barely declined in the 1953-54 recession, while the mumber
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3 CHART 27
MANUFACTURING INVENTORIES OWNED, 1953 = 1957
SEASONALLY ADJUSTED ( MTLLIONS OF DOLLARS )*

Millions
of
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*Source: D.B.S., Annual Supplement to the Canadian Statistical
. Review, 1961
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CHART 29
¥ ILZICN DOLLARS) 1953 - 1957

DEPARTMENT STORE SLIES (MI
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CHART 30

EXPORTS AND TMPORT
SEASONALLY ADJUST
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of dwelling units started actually increased during this period.
Corporation profits followed the general cyclical pattern and
fell in the third quarter of 1953 and didn't make a substantial
gain wntil the :third quarter 1954.

The over-all degree and direction of change in this
recession has been summarized as follows:

"There were faiély sharp reductions in output and
employment in a number of industries (but) -« the recession
was not at any stage a general phencuenan: Peclining output
in some industries was accompanied by stability in others and
by expansion, sometimes rapid expansion, in stil) others.
Activity in forest preducts, mining and service industries con-
tinued to grow. The construction of homes and municipal facilities
rése appreciably through this period. There was aleo a moderate
‘expansion of output in many sectors of manufacturing, although
there were marked declines im textile, ifan and steel, and most
of the industries producing durable goods ~<~ as & result of e«
conflicting tendencles, total demand wae sufficient to prevent.
more than & minor and temporary declinme in total non~farm output

from its 1953 peak."3

Background to the Expansion 1955-57

In the latter half of 1954, as the Canadian economy moved
away from its second postewar recession, 3 major rise in capital
spending and capital inflew developed. It might be appropriate

at thie point to review the trends in capital inflows. We can
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safely confine our attemtion to three types of capital movement
into Canada: direct investment in Canada, new issues of Canadian
securities abroad, and net sales abroad of outstanding issues.
Direct iuveﬁtnent did not become substantial umtil 1950. In
that year and in every year since, direct investment in Canada
has been at least 3209,000,060? In the earlier years of the
post-war period it was below '$100,000,000. Trade in outstanding
securities has been erratic - very high in 1946, 1950, and 1956,
but otherwisé'rather random in its movements? The explanation,
of course, is that this trade often reflects short-term capital
transactions more strongly than it does the werking of long-term
investment motives. New issues of Canadian securities abroad, on
the other hand, have been highvever since 1946. In no post-war

year have they been much below $1000,000,000.°




DALANCE OF INTERNATIONAL PAYMENTS ON CAPITAL ACCOUNT
(MILLIONS OF DOLLARS)®

TABLE 17

72,

Canadlians Postfolio  Net Changes in Other Net
Borrowing Imnvestment Direct Official Hold- Capital Capital
Abroad. Investment ing of Gold Hovements Move-
and Foreign (Mainly ment
Ezchange Short-~
Term)
1951 227 53 289 - 56 4 517
1952 208 -83 269 - 37 ~521 «164
1953 160 -2 363 38 -116 443
1954 118 49 311 -124 78 432
1955 - 75 24 343 &4 362 698
1956 461 266 479 - 33 193 1366
1957 629 134 446 105 141 - 1455
1958 492 118 372 «109 258 1131
1959 419 198 470 70 347 1504
1960 177 49 560 39 392 1217

a. Canadian Imperial Bank of Commerce Commercial Letter
Descending, (Toreonto, July 1962)
b, The negative signs indicate movements eut of Canada.

» Disciplines

Since 1950, when Canada became a net importer’of capital fer the

first time in the post-war period, there has been a capital inflow in every

year, with the exception of 1952.

The magnitude of the inflow of funds

has, however, varied considerably from year to year as can be seen from

table 17. The largest annual increase tock place in 1956, wheé net

imports of capital nearly doubled over the previous year, and reached

a breathtaking 31,366,000,000, while in the following year capital

flows rose to nearly $1.5 billion. In the years 1950-54 the capital
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inflow was moderate in size, averaging just over $300 million,
and the Canadian economy adjusted to it with no apperent diffi-

culty. During these years the Canadian dollar appreciated grad-

ually from the discount of 9 per cent on the American dollar.
that existed when the rate was set free in September, 1950, to

a premium of more than 2 per cent in 1954, and this helped induce

the required deficit in the current acceunt balance. A resort

té fereign borrowing was emcouraged by the growth in business

capital formation (including inventories) from less than 19

per cent of gross national product before 1950 to an average

of 22 per cent for the years 1950 to 1953 and by a gradual de-
cline in the size of government surpluses. It seems clear that
in this period the capital inflow pérmitted & higher level of
capital spending and a faster rate of growth than would have

occured in its abzence.

As the Canadian economy recovered from the mild re-
cession of 1953-54 capital spending increased until in 1956-57,

it attained over 24 per cent of the gross national product, and

this capital boom was accompanied by a substantial increase in
the size of Canada's current account deficit, with the following

results. "As capital spending increased in the face of the

Bank of Canada's restrictive monetary policy, prospective spenders

were forced to resort increasingly to foreign sources for funds.




The‘conversion of these funds into Canadian dollars eierted
upward pressure on the exchange market and, as a result, the
value of our dollar, which had slipped back to about par with
Amerfcan currency im late 1955, climbed steadily throughout
1956 and 1957 until it reached a peak of almost 6 per cent in
August, 1957."% 1t is thie same mechanism of adjustment which

proves to be a nemisis of the following cycle.

Characteristics of the Expansion 1954-57

The 1954 recession proved to be both short and mild,
and the economy moved out of it very easily, as is indicated
by leading economic indicators. The expansion in retail trade
hit all-time highs in the years 1955 and 1956, and reached a
peak of §1,225,400 by the second quarter 1957. Similarly
department store sales showed considerable strength during
this expansion. By the tﬁird quarter 1956 manufacturing inven-
tories started to accumulate, and accumulated up uatil the
third quarter of 1957. Non-farm gross national product started
. to increase in the second quarter of 1954 and_inereaaéd steadily
until the first quarter 1957, with a sligﬁt drop in the second
quarter of that year. Total gross national product followed
a similar pattern while :industrial production turned up in the
third qﬁatter of 1954 and declined somewhat eaflier by the first
quarter of 1957. Total consumer credit outstanding followed
this same general pattern, initiating expansion in the third

quarter of 1954 and slowing down by early 1957.

74.
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It is interesting to note that both the wholesale and
retail price indexes remained in a substantial eclipse throughout

‘thia entire period, bétely reflecting at all the 1953-54 recession

or the ensuing recovery which followed. Throughout this period

inflationary pressures, which ran so rampart between 1946 and 1953,

was heléd under contrel.




TABLE 18

SELECTED INDICATORS, 1948-49 and 1953-54 RECESSIONS -
CHANGE FROM QUARTERLY PEAKS TO TROUGHS 2

76.

Absolute Percentage Absgolute Percentage
Change Change Change Change
(Millions of (%) (Millions of (%)
" Dollars) Dollars)
4 Q 48 - 2¢ 53 -
3Q 49 2Q 54 ‘
Consumption 592 4447 288 1.73
Non Durables - 16 -  L,21 148 1,75
Durables ‘184 15.54 44 - 2,23
Services 548 1.56 96 « 1.53
Goverment Exp. &48 15.4C - 100 - 1,91
Business Gross Figed :
Capital Formation 80 1.88 - 200 -~ 3.57
New Residential .
Construction 80 7.75 4 31
New Non-Residential
Construction 36 2.72 44 - 2.34
New Machinery &
Equipment - 36 - 1.90 - 168 -~ 6.87
Change in Inventors::: v
_ ies 188 293-75 - 912 - 154.05
Non-Farm 48 19235 - 728 - 128.16
Farm _ 104 85.65 - 200 - 294.11
Exports - 324 = H.43 - 420 7.17
Imports - 24 - 52 - 484 7.49
Grosa»ﬂatioaal
Expenditure 780 3.68 - 1084 - 3.93
Index of Indus- _
trial Production 9.2 9.33 - 3.2 - 2.46
Non~Farm G.N.P. 984 6.80 332 1.42

(Market Prices)

a, D.B.S. National Accounts, Income and Expenditure b

and Various Issues of The Canadian Statistical Review.*

# Data is seasomally adjusted, in constant 1957 dollars.

ter
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As table 18 indicates, the first post-war recession
was certainly very mild. Gross National expenditure, consumer
expenditures, non~-farm G.N.P. and industrial production all ex-
hibited marked advances during this recession. In fact the only
components of gross national expenditure to turn down were non~
durables, exports and imports, with the value of exports decline

ing the most markedly in percentage terms.

This picture certainly changed in the second post-war

recession. All major aggregate demand caﬁponenee, except consump-
tion, registered declines between peak and trough. Consumption
was buoyed up mainly by a 1.75% increase in the non-durable
component. While business gross fixed capital formation registered
a 3.57% decline, new residential construction was the only major
sub-component to indicate a positive growth. &11'1uventcries were
drawn down by $912,000,000 in the latter recession, compared to
a total accumulation of $188,000,000 in the first recession.
In both recessions farm and non-farm inventery components moved
in the same direction as totsl inmventory movements with the nonm-
farm reduction of $728,000,000 in the latter recession being the
most marked, compared to a $48,000,000 accumulation in the

1948-49 downturn.

Both exports and imports declined {in these réeessiona,
although the magnitudes differed slightly. In the earlier re-

cession exports registered a 6.43% decline compared to a mild
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+527% decline in fmports, while in the latter recession imports
and exports almost reacted equally, with 3 7.49% decline in

imports compared to a 7.17% declime in exports.

The total summation of these components registered a
strong difference in terms of aggreg&te demand, for in the first
recession, agéregate demand increased 3.68%, while in the second
post-~war recession, aggregate demand illustrated a percentage
decline in»tqtdl, and in wost of its major components. The
index of industrial production and non-farm G.N.P. at market
prices follow this general picture, regisiering strong advances
in the first recession and mild.daclinés in the second down-~

turn.




79.

TABLE 19

CHANGE INM MAJOR SOURCES OF PERSONAL INCOME AND PERSONAL
DISPOSABLE INCOME, 1948-49 RECESSION AND 1953-57% RECESSION -
CHANGE FROM QUARTERLY PEAKS TO TROUGHS.2

Absolute Change Percentagé Absolute Percentage
(Millions of Change Change Change .
Dollars) (Millions
4LQ48-3049 : of Dellavs)
2Q53-2Q54
Wages and
Salaries 626 8.44 224 1.85
Net Income of
Farm Operators ~ 238 -16,10 - 700 - 41.6-
Net Income of Non-
Farm Unincorporated
Business 123 | 9.69 - 92 - 5.37
Interest & Dividends
and Net Rents 42 4.20 172 11.13
Goveznﬁnnt Transfer
Payments 98 . 11,36 160 11.20
Pergsonal Income 671 5.63 - 188 - 1.02
Personal Disposable

Income 520 4.54 -~ 188 - 1,10

a. D.B.S., National Accounts, Income & Expenditure By Quarters, 1947-61.%

* Data is seasonally adjusted in constant 1957 dollare.

These differences are also reflected in the components of personal

income and personsl disposable income. In the earlier recession,
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the only component of personal income to decline was net income

of farm operators, which declined $238,000,000 or 16.10% from peak
to trough. Personal disposable income rose 4.547Z and was reflected
ia the apsurgé of consumption expenditure, which illustrated a
4,47% rise in this period. Government transfer payments showed

the largest peak to trough increase of 11.36%, with business

net income, and wages and salaries following closely.

In the latter recession, personal disposable income,
personal income, net income of non-farm unincorporated businesses,
and net income of farm operators all exhibited declines. The
only three components which advanced were wages and salaries,
interest and dividends, and government transfer payments.
Government transfer payments were a considerable source of
strength to personal income in both these recessions. Their
impact in terms of percentage increases were almost the same,
11.20% in the later recession compared to a 11.36% in the

‘earlier recession.




Personal Incowme gggggnents, 1949-53 and 1953-57.

TABLE 20

CHANGE IN THE MAJOR SOURCES OF PERSONAL INCOME AND PERSOHNAL

DISPOSABLE IRCOME, 1949-33 and 1954-57 EX?AHSIGNS -
CHANGE FROM QUARTERLY TROUGHS TO PEAKS.

8l.

Absolute
Change
(Millions

of Dollars)
3Q49-2Q53 .

Percentage
Change

Absgolute

Change

(Millions
of Dollars)
2Q54~2Q57 .

Percentage
Change

o e e L R Y

Wages &
Salaries

Ket Income of
Farm Operator

Het Income of
Hon-Farm Unincor-
porated Business

Interest & Divide
ends & Net Rents

Government Transw~
fer Payments

Personal Income

Personal Dispos-
able Income

4068

448

320

304

468
5832

5008

50.59

36.12

22.98

48.46

48.75
46.38

41.88

3640

112
380
436

280
4692

422

29,51

11.33

23.45

25.40

17.63
25.75

25.17

a. DNational Accounts, Income and Expenditure, By Quarters, 1947-1961%

¥ Data is seasonally adjusted in constant 1957 dollars.

As one would expect, all the major components of personal

income and personal disposable income indicated positive advances

during the 1949+53 and the 1954-57 expansions, with a rather more
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substantial increase in the earliey expansionary phase.
The énly component in the later expansion to inerease
more than its counterpart in the earlier expansion was
net income of unincorporated business. Transfer payments,
interest and dividends, andeagea and salaries were all
down significantly from the past gaims. This situation
was reflected by smaller gains among personal income and
personal disposable income components in the 1954-57

expansion,




83.

CHAPTER 6
APRIL 1957 to APRIL 1960 - THE FEAR OF CREEPING INFLATION

Background to the 1957 - 1960 Cyele

During the period of haﬂauouéy pressure extending
from about mid-1955 to mid-1957, the Bank of Canada pursued
a tight monetary policy. Gross Nationmal Expenditure was rising
at & rapid rate and the money supply, although rising too, was

restricted to a much slower rate of Lnerun.i

Capital ex-
pansion was in full swing, and the demand for money outran
the supply, with the result that interest rates rose sharply
between 1954 and 1957.2

continued throughout chg first eight monthe of 1957, although

This upward movement in interest rates

~ the economy began to show definite sigas of levelling off. To
complicate the situation further the consumer pﬂu. index, which
bad remained steady between 1952 and 1955 before turning upward
during the expansion of 1956, continued on its upwerd way in
early 1958. In the first four months of that year, increases
of over 1§% occurred en both the food and the non-food items
included in the index. This coimcidence of high unemployment
and rising prices presented the monetary authorities with a
difficult decisien.’ ‘;'Iia make matters worse, large issues of
Victory Loans were .spmaehiag maturity. The Fifth Victory
Loan of $341 miilion would fall due om January 1, 1958: The
Sixth Victory Losn of $1,165.a111m on June 1, 1960; and the




Seventh Victory Loan of $6,316 million on February 1, 1962.
In addition, the Eighty and Ninth Victory Loans totalling
$2,988 million would mature between 1963 and.1966.">

In the face of these conflicting problems, Canada
resorted to a relatively loose fiscal policy at the federal
ievel, evidenced by substantial deficits, combined with a
relatively tight monetary policy. Observers were very crit-
icai of government and Bank of Canada policy at this time.
It could be argued that the conversion operation was anti-
inflationary, for it raised interest rates and lengthened
the term of the national debt. However, this policy was
scarcely consistent with the fiscal deficit planned for that

year-.“

Thus the Conversion loan seemed to mark a turning -
point in the Bank of Canada's operations, which were main-
tained throughout the remainder of the weak fourth post-war
expansion. These operations may be summarized in four points:
Pirst, monetary policy ignored the fact that the economy was
moving sluggishly between 1957 and 1960 and was substantially
tighter in Canada than in the United States.’ Secondly, the
Bank of Canada's policy resulted in Canadian interest rates
being considerably higher than those in the




United States. This situation naturally encouraged Canadian
borrowing in the American money market, which in turn, helped

to maintain the premium on the Canadian dollar. (Table 21)

The Governor of the Bank of Canada repeatedly advocated a w
reduction in both capital inflow and imports, but actually helped

to create the very condition which led to imcreases in both.S

TARLE 21

FOREIGN EXCHANGE RATES 1950 - 1960
(PRICE OF ONE DOLLAR CANADIAN IN UNITED STATES CURRENCY)#

High Low Average
1950 - 9685 + 9050 9181
1951 +9882 .9319 9498
1952 - 1.0430 9888 1.0215
1953 1.0336 1.0222 1.0169
1954 © 1.0380 1.0127 1.0275
1955 1.0366 <9994 1.0139
1956 1.0454 1.0003 1.0162
1957 - 1.0613 1.0140 1.0430
1958 1.0444 1.0085 1.0303
1959 1.0575 -~ 1.0184 1.0427

1960 1.0533 1.6019 1.0312

* Walter Gordon, Iroublad . ,_He e B
Policies, CHeleziand & Stawart, 19&1) p. 64.

8s.




86.

TABLE 22

MONEY SUPPLY PER CAPITA AND AS A PERCENT OF GROSS HATIONAL PRODUCT,
CARADA AND THE UNITED 8‘!&’)?35, 194% AND 1960

~ Per Capita ' "Percent of G.N.P.
Canada ﬁnited Statea Qanada United States

- 1949 $290 $730 : 24 42
1960  $380 §770 19 28

1949  $580 81120 48 65
1960  $730 $1350 36

# C. L. Barber, "Canada’s Unemployment Problem,” c..:.z.r.s., Vel. 23,
No. 3. (Aug., 1957) p. 93.
Thirdly, and pauibly the most mormz point, the
Conversion loan proved to be the begioning of a series of acts
by the monetary authorities that produced extreme instability
in the financial market. After the Conversion operation was
completed, the Bauk of Canada withdrew support from the Bond

market, and the market values of the converted bonds ge11.”

Pourthly, interest rates moved in & direction which
was not at all in line to the prevailing ecomomic conditions and

ievels of unemployment.

At the same time, fiscal policy served to confuse matters
further. During the early post-war ysars greater reliance was
placed on fiscal policy than monetary policy o regulate the
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sconomy. This pélicy was reflected in & tight fiscal policy
controlling the levels of prices while the loose monetary policy
added impetus to growth., After the Conversion loan the tables
were reversed. MNouetary policy was left te stem the tide of
ristag prices (creeping inflation was viewed ss & real threat),
while the easier f£iscal policy was reflected in substantial
federal deficit financing between 1958 and 1960. The changing
character of federal government spending may be seen in table 23.

TABLE 23

FEDERAL AND TOTAL GOVERMMENTS SURPLUS OR DEFICIT, 1946-60
(MILLIONS OF DOLLARS)#

Federal Government All Governments
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e 1957~ con 14

The 1957-58 contraction in Canadian economic activity
was a short one, only 12 months, but was écrtatnly not as mild
as the 1948-49 contractions and was more significant for future trends
than the 1953-5% contraction. This contraction differed noticeably
from the previous two cases mainly because of the weak recovery which
followed. In the recovery of 1949 to 1953, the average annual rate
of growth of gross national product {n real terms was 5.7 percent,
while in the 1955~57 recovery it was 5.8 per cent, and in the re~
covery 1958 to 1960 it was 2.1 per cent.

This decline in aggregate production reflected prineci-
pally a reduction in business spending on capital formation and

on inventories.
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CHANGE IN NON-FARM INVEN

TABLE 24

89.

GROSS BUSINESS CAPITAL PORMATION, G.N.P., AND
INTORIES, 1957 = 1960, SEASONALLY
ADJUSTED AT ANNUAL BATES, 1957 CONSTANT DOLLARS (MILLIONS)

Business Gross Fixed Change in Nom-

Capital Formation

Gross National

Farm Inventorfes Product

1957

1958

1959

1960

NP Pt Swam LR R R

$ 7608
7408
7268
7056

6884
6884
6776
6764

6352
6588
6668
6592

6468
5932

$ 774
292
384

~200

«§52
204

$ 32044
31828
32124
31640

31584
32028
32312
32516

32764
33220
33396
33464

33980
33476

As may be seen in table 24, business gross fixed

e».ipi.tal formation in real terms started to decline from the

first quarter of 1957, while business spending on inven-

tories changed from a state of accumulation in the first

three quarters of 1957 to a state of iaventory reduction

from the fourth quarter 1957 to the third quarter 1958.
24

Table/also illustrates the slow recovery of gross mational

‘expenditure between 1958 and 1960.




1957 had scarcely arrived before demand for non~
residential construction, machinery and squipment and con-
sumer durables was sliding off. At that time government
purchases rose slightly and then fell back. As the year
wore on, the contraction became more serious. Iron and
steel production fell substantially threughout 1958, while
electricity and gas and mining productions levelled off
sharply (chart 35). Consumer expenditures generally were
buoyant, and depait:mt store sales (chart 38) and retail
trade (chart 37) reflected this position. Corporstion
profits before -éaxas reflected the influence of the re-
cession with & marked dip in profits in 1957 (chart 40).
Unemployment became a rxeal problem im this tcéua‘ian, with
seasonally adjusted figures jumping from just under four
pex cent in the second quarter of 1957 to nearly seven:
per cent {n the second quarter of the followimg year

{chart 15).
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CHART 36
MANUFACTURING INVENTORIES OWNED, 1957 - 1960
SEASONALLY ADJUSTED (MILLIONS OF DOLLARS )*
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TABLE 25
SELECTED INDICATORS, 1957-58 RECESSION
CHANGE FROM QUARTERLY PEAK TO TROUGH"

9.

Absolute Change
(Millions of Dollars)

2Q57-2958

Consumption + 444
Non-Durables + 156
Durables 0
Services | + 288
Government Expenditures + 400
Business Gross Fixed Capital '

, Formation + 536
New Residential Construction + 364
Non~Residentisl Construction - 292
New Machinery & Equipment - 608
Change in Invcata‘i.'iuv - 592
Hon-Farm - 460
Pdarm - 132
Exports + 220
Imports - 728
Gross Natiomal Bxpeadt:are : * 396

Index of Industrisl Productiow* - 2.4

(&rket Prtcea)

Percentage
Change

2.2
1.50
0.00

+ 4o 44

7'. 23
26.60
- 9,33
- 29. 87

'+

~189.74

“666- 00

+ 3.51
- 90 16

+ 1;34
‘- 153
+ 2,72

a, D.B.S., Nati

re, by Quarters,

1947-61, and Variout ‘Issues of The Casnsdisn Statistical Review.*
*  G.N.E. éata seasonally adjusted in 1957 constant dollars.

**  This indicator reflects changes in index numbers.




These facts also stand out with clarity when per-

22.

centage changes between quarterly peaks and troughs are considered.

In table 25 the only gross national expenditure components to
exhibit percentage declines were non-residential construction,
new machinery and equipment, and both iaventory components.
The index of fndustrial production declined 1.53% while non-

farm gross national product at market price rose 2.72%.

The role of automatic income stabilizers becomes
evident in table 26. In this recession neither personsl dis-
posable income nor any of 1ts‘major compenents exhibited a
percentage decline between pesk and trough periods of economic
activity. In fact this was the aniy post-war recession of the
three examined which illustrated positive movements in all major
components. The largest percentage increase was made by govern~
ment transfer payments, with the net income of farm operators
exhibiting the mext largest and first post-war recessionary
advance between peak and trough. Personal disposable income,
reflecting positive growth in all of its major components,

increased a marked 16.87%.




923,

TABLE 26

CHANGE 1IN MAJOR SOURCES OF PERSONAL INCOME
AND PERSONAL DISPOSABLE INCOME, 1957-58 kEﬁESSION
CHANGE BETWEEN QUARTERLY PEAKS AND TROUGHS®

—rpe— i
Absolute Change Percentage
(Millions of Ballats) Change
2Q57~2Q58
Wages & Salaries + 282 * 6
Net Income of Farm Operators + 208 + 20.80
Net Income of Non-Farm Unincor-
porated Business + 64 * o320
Interest, Dividends & Net Rents + 80 * 371
Government Transfer Payments + 652 + 34.90
'Personal Income + 1560 * 6.80

Personal Disposable Income + 3544 +16.87

a. D.B.S., National Accounts, Income and Expenditure, By Quarters,
1947~1961.

# Data is based on seasonally adjusted 1957 constant dollars.

To summarize briefly, exports were dropping off,
{inventory investment aegreas¢a; business spending on durables
and non-residential constructien fell sharpiy; ﬁbile federal
expenditures didn't £i11 in the gap. By late 1957 the cen-
traction had diffused throughout the economy.

e Incomplete Rec 1958-1960,

An examination of changes between quarterly trough

......

and peak of the last two expansionary phases emphasizes the
retardation of the 1958-60 recovery period.



TABLE 27.

SELECTED ECONOMIC INDICATORS, EXPANSION 1954-57 AND 1958~60 -
CHANGE FROM QUARTERLY TROUGH T0 PEAK

9.

(Market Prices)

Absolute Percentage Absolute Percentage

Change Change Change Change

(Millions {(Millions

of Dollars) of Dollars)

2Q54-2Q57 2Q58-2Q60
Consumption + 3092 + 18,28 * 1752 + 8.56
Non-Durables + 1752 + 2036 T 880 + 8,37
Durables + 488 + 25,36 t 132 5.47
Services + 1064 +17.230 Y 740 + 9.83
Government Expenditure *+* 648 +o12.64 Y ¥ Y |
Business Groas Fixed :

Capital Formation  + 2020 + 37.49 - 776 - 11.29
New Residental Construction'1109 t 87:3% " 472 - 27:25
New Non-Residental Comstruc~ v -

tien + 1202 * 90,37 " & " 16.78
New Machinery & Equipment® 636 + 27.99 + an * 7.46
Change in Imventories + 632 +ti97.50 t* o744 *’ 265.71
Non-Farm + 452 *t282.50 * 540 331.43
Farm + 152 *1s.15  * o204 +182.14
Exports + 824 M 15.15  * 12 + 172
Imports * 1968 32,93 * 728 + 10.08
 Gross Natiomal Expenditure* 5348  * 20019 tia2 * 438
Index of Industrial Pro- - : . v
duction™ 30:4 t o1y tfYoi2 + 802
Hon-Farm G.N.P: T+ 7180 * 30.40 *2852 + 901

a. D.B.S.,

1947-61, sud various ieeuss of Tho Cansiiar Preiisriorl Bortowit

®# G.N.E. dats seasonally adjusted in constant 1957 dollars.

%% This indicator reflects changes in index nunmbers.




In the earlier expansion all major demand components,
plus non-farm gross national product and industrial production

advanced positively, while in the 1958-60 expansion govermment

expenditure and business gross fixed capital formation declined

from trough to peak. These differences refiected in a marked
20.19% expansion of gross national expenditure in the first
upswing conpaud to & mild 4.38% expansion of total demand im
the latter upswing. These disparities are also reflected in
the other major compenents., Aggregate consumptiom rose only
8.56% compared to & previcus 18.28%, goverament spending de-
clined 11.29% compsred to an earlier rise of 37.49%, and

| inports increased almost 9% more than exports in the latest
expansion. Increases iade by the index of imdustrial pro-
duction and non-farm gross national product reflected the ‘
Qilduu of the expansion phase, with these indicators expand-

ing approximately onme-third of their previous increases of

1954 to 1957.

Automatic stabilizers are important in mitigating a
contraction, but they cannot reverse onme. This was certainly
the role of consumer expenditures during the 1957-58 recession
and i:i the following period of weak recovery. With the ex-
ception of net incomé of farin operators, all eowoaeﬁes- of
personal disposable income grew throughout the period of weak
recovery o: 1958-1960.
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TABLE 28

CHANGE IN MAJOR SOURCES OF PERSONAL INCOME AND PERSONAL
DISPOSABLE INCOME, 1958-60 - CHANGE BETWEEN QUARTERLY
PRAKS AND TROUGH.®

Absolute Change Percentage S
(Millions of , Change
Dollars) 2Q58-2060

2Q58-2Q60

Wages & Salaries + 1520 +9.19

Net Income of Farm 5 3
Operators - 100 - 8.27

Net Income of Hon-Farm

Unincorporated Business + 132 + 6.39

Interest, Dividends & |
Net Rent . +- 460 +20.60

Government Transfer |
Payments + 488 +19.36

Personal Income + 2428 + 9,92

Personal m.ap@aqble Income + 708 + 2,88

f: 9 B.B.ﬁ., Nations
1947-196;-*

# Data is based on seasonally adjusted, 1957 constant dollars.

An examination of table 28 illustrates that interest,

" dividends and net rental income and governuent transfer payments
grew considerably. The strength of these various income stabilizers:
proved to be the force: which supported consumer expenditure

throughout this thixd cycle. However one should nét - imply

too much to the "asutomatic" role of these stabilizevs, for
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certainly they partly reflected increases in the rate of
payments under welfare programs which could not be deemed

astomatic.

The geaknaus in the recovery period of business
epending on capital formation has slready been mentioned
in chapter three. Needless to say, business spending on

capital formation never regained its former prominency in

the recovery period, partly a function of excess capacity
existing in the durable goéés industries and a shift in
foreign capital from Canada to the Common Market countries.
Both exports and imports declined as a patcentlze of G.ﬁ.?.
throughout this peried, vtth the éxporc*iaport gap con~
siderably widening (chart 39). ﬁon-faru 1awe§tarien, however,
started aecumulating in the fourth quarter of 1958 and éid
throughout the remainder of the expansion phase of the cycles.

Pinally, the weak recovery in the Canadian economy coincided

with a decline in the rate of economic growth of the United

States,




CONCIUSION

CHAPTER 7

The purpose of this chapter is to attempt an answer
to some of the questions posed in the introduction of this
study, snd within this framework analyse the three and one-
half post-war cycles. I will deal specifically with the
question concerning the possibility of a future deflation
of the same proportiom as the 1930's and our present defences
against such occurrences, namely automatic stabilizers and
govermment monetary and fiscal policy. 1 shall also attempt
to ascertain whether there was an appropriate blend of monetary,

fiscal and debt management policy in the period under study.

One method of assessing the stability of post-war
economic forces is to inquire whvether some of the most un-
stable elements of the economy have grown or declined relative
to their position previous to the 1930's. By examining his~
torical series it soon becomes evident that exports and imports
now play a relatively smaller role in the Canadian economy than
they did thirty years ago, while private imvestment has risen
as a proportion of gross national expenditure. The trends are
evident in table 29, but im broad perspective what do they

mean?
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TABLE 29

EXPORTS, IMPORTS AND GROSS FIXED CAPITAL FORMATION AS A
PERCENTAGE OF GROSS NATIORAL PRODUCT
SELECTEDR YEARS.*

Exports Imports Gross Fixed
Capital Formation

1928 26.5 1.7 16.6

1933 23.5 23.6 6.7
1939 25.7 23.6 10.5
1946 22,1 24.3 11.7
1949 - 24.6 23.6 18.6
1953 21.6 23.4 20.0
1957 20.0 24.5 23.0
1960 19.5 23.4 18.5
#D.B.8., Nationel Ace s, Income and enditvre, 1926-56, 1961

Has the decline in the relative importance of exports
“and imports been veplaced in the economy by domestic investment,
and what iuplieactaus would such an occurrence have in terms of
economic stability? It should be mentioned that a part of this
evident decline ﬁuat lie in the relative decrease of world demand

for Canada's agricultural products. However this decline has

been at least partly offset by the rapid growth in world demand
for 1nduatr£al materials of mineral and forest origén. Another
important aspect of this decline is due to the improvement on
the comparative cost position of import competing industries in
Canada,!




Looking at table 29, it would seem that the im-
portance of ome cyclically sensitive series is being replaced
by that of another cyclically sensitive series. However
implications are more deep seated than the first glance tells
us. Between 1928 and 1960 exports as a percentage of gross
national prodnetlfell from 26.5% to 19.5% and imports declined
from 31.7% to 23.4%. Vere the assumption made that Canada’s
business cycle is caused abroad, the relative shift in Canada's
international trade might be expected to be followed by a
decrease in Canadian cyclical amplitude. However, though
this theory has been popular in the past, and is supported by
evidence that the Canadisn and American business ecycles almost
concur in turaing poiats, it has been pointed out that the
Canadian economy is well able to generate its own cyclical
fluctuations. In the words of Irving Brecher and 5. 8.

Reiswan:

"Cycle transmission does not provide the complete
casual explanation of Canada's Great Depression. In broad
perspective, the basic destabilizing forces at work within
Canada - such as the virtual saturation of {nvestment oppore
tunities in certain important industries, economy-wide rigid-
ities in prices and costs, abuses in corporate financial
practice, and ove:~speeﬁ1a:iou in the stock market - bore a
striking resemblance to the caussl factors operative in the
United States; similarly for both commercial bank and govern=

mental policies in the two countries.”?

100.
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Also Paul Wommacott has argued that it should not
be assumed that the decline in the relative share of foreign
trade in Canada's economy tends to mitigate cyclical fluctua-

tions, for the rate of changes are just as marked now as in

the past.3 Therefore it should mot follow that the amplitude

of the Canadian business cycle should change because of changes

in the relative size of various segments of demand since the late 1920's.

Womnacott supports this line of thought by emphasizing . i

that empirically it has been shown that Canadian imports tend to
decrease more during downswings and increase more during upswings
than Canadian exports, and in this respect exports and imports

tend to stabilize fluctuations in aggregate demtnd.‘

Professor Rosenbluth, in two separate papers, found
a statistically siganificant declime in the power of the United
States business cycle to create disturbances in the Canadian
economy. He concluded that “the amplitude of Canadian fluc-
tuations exceeded that in the United States before 1914, was

frequently about the same in the 1920's, was usually lower
15

in the 1930's, and was often lower after 1945. Caves and
Holton explain this trend in the following way.® In the

absence of a major war, domestic investwent and exports are

the twe determinants of income levels (according to the

multiplier theory of modern macroecomomics). Investment

#



may be partly dependent onm export levels, but it is also partly
automcmous or determined by the long-run prospects for the
domestic ecomomy. This iz reflected in Rosenbluth's findings
that the Canadian economy has followed the United States economy

more closely in business downturns tham in periods of expansion.

Hence, according to Rosenbluth's argument, a rise in the relative

importance of private investment compared to exports may mean a

lessening of vulnerability to changes abroad.

Another encouraging aspect concerning the rise in the
relative importance of private investment compared to exports
is that domestic investment is capable of beinmg influenced by
the public and monetary authorities, while exports depend very
much on the whim of others in our overseas markets. However,
when discussing the role of exports and imports in the Canadian
cycle, we cannot ignore the effect of am export-import gap.

An export-import gap means that there is an inflow of capital
which may be directed towsrds finencing the formation of
cyclically sensitive real capital in Canada. Hence, if the
decline in the relative position of exports and imports is
also accompanied by & relative decline in internmationally fin-
anced capital formation, there might be more cyclical stability
introduced into the Canadian economy via less dependence on

outeide capital.
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It is to the govermmeant sector that attention must be
turned for the most convincing argument supporting the view that
eyclical dowmswings of anything approaching the tntengity of the
1930's are unlikely. In both United States and Canada there has
been a major revolution in attitude regarding the appropriate
scope of government activity in coﬁbatting recessions. Besides
the changes in uveg-nll attitudes, government activity has been
increasing relative to G.N.P. over time and {s placing a high

floor on the general level of economic activity.

TABLE 30

ALL LEVELS OF GOVERNMENT EXPENDITURE ON GOODS AND SERVICES
AS A PER CENT OF G.N.P. ~ SELECTED YEARS# ‘

Years Pﬁr@ehtugea Years Percentages
1928 9.3 1849 13.0

1933 13.2 1953 17.7

1939 12.1 1957 18.0

1946 15.2 1960 18.6

* ﬂ.B.S., Aoy uéit e 1926'56, 1961

As may be seen in table 30, there has been a secular
rise in the proportion of all government's expenditure to gross
national product, from 9.3 per cemt in 1928, and 15.2 per ceat
in 1946, to a high of 18.6 per cent in 1960. However, while
government spending may place a high floor on Canadfan ecomomic

sctivity, evidence from the national account hasn't been entirely




poste-var period, gross mationmal product and goverameat spend-

ing temded to move together im most instances.

PERCENTAGE VARIATION IN CANADIAN GROSS NATIONAL FRODUCT
AND COVERMMENT EXPENDITURES®

TABLE 31

‘encouraging with respect to w&mﬁ’s counter cyclical
spending, for when rates of chasge are considered fin the

104.

Year and

fuarter

1950

1951

1952

1953

1954

1955

1

Change in Gross
National Product

+ .03
+ 3.20

+ 1.#1
- 2,22
- 2-07
+3.79
+1.27
+ 2,04
*1.,85
+ .15
+ 1‘409

+ .19
- 22
.
+1¢69
+ 0’91
+ 3,60
'*"30%

+1t92

« 04

11

Peviation from
Average Change
in Gross Nation-
&l Product

I11 1w
Change in Deviation
Government From Average
Expenditure Change in

% Government




Table 31 (cont'd)

+1.33

“ 4532
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1956 1 + .56 +4.13 +2.61
2 +i.11 + .24 - 1.15 ~ 2.67
3 - 1.88 $.2:78 +6.43 +4.91
4 +1.56 + .69 0 - 1.52

1957 1 - 40 - 1.27 - 3.77 - 5.29
2 - 42 - 1,29 +2.99 +1.47
3 + .93 + .06 + .06 - 1.58
6 - 10-82 - 2.69 - 069 - 2.21

1958 1 + .47 - 40 +2.71 +1.19
2 +1.37 + .50 +4.75 +3.23
3 caﬁ - .QS ""‘ 097 - Iss
4 + 41 - obb “ 1,37 - 2.89

1959 1 + 594 + 0% 4+ 45 - 1'07

‘ 2 *1.13 + .26 +2.78 +1.26
3 + .08 - 79 - 4.97 - 6.49
4 + .62 - 25 +1.05 - 47

1960 1 +1:76 + .89 + 72 = <80
2 - 1:46 - 2432

- 1.84

# Calculated from D.B.§.; National Accounts, Income and Expenditure,

By Quarters; 1947+61.

When deviations of these movements from their average rates

of éuurterly growth are calculated, (f.e. columms 2 & 4, table 31),

vﬁhe sigus of deviations correspond in twenty-nine of the forty-

saven quarters analysed. In terms of straight diteetioaalkchanse

~ over the previous quarterly figure, (i.e. columms 1 & 3, table 31),

the signs of deviations éarrelpoad in thirty~one out of the fotty;

seven quarters.

This analysis has been pursued further by employing & one
snd & two quarter lagged relationship of government expenditures
on total demand. The vesults of these calculations are suumarized
in table 30. In that table we find somewhat mized and confusing

evidence. Employing the concept of deviations from average growth
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rate we discover a slightly improving situation when government
spending is lagged two quarters instead of one. However when we
employ the quarterly directional change concept, we find 2 more

improved situation usiag a one quarter lag than a two quarter lag.

TABLE 32

GROSS NATIONAL EXPENDITURE AND GOVERNMENT EXPENDITURE
DEVIATION FROM GROWTH RATES#

No Lag 1 Quarter Lag 2 Quarter Lag

Columms 1 & 3 Columme 2&% Columas 1&3 Columms 2&4 Columms 1&3 Columms
, 284

Same - 31 Seme - 29 Same - 22 Same - 25 Same  -27 Same = 21
Opposite - 16 Opposite 18 Opposite ~24 Opposite-21 Opposite-18 Opposite ~24

% Calculated from table 31.

Although the above evidence is somewhat wixed and conflicting,
it seems eppareat that gavetnnbnt speanding has more often been & de~
stabilizing than a stabilizing factor. However a condemnation of

governments spending policies in this period is not entirely valid,

for it must be borne in mind that most of the post-war period was one
of buoyancy and prosperity. Also in some years goveranment spending

was clearly attributable to an increase in defence expenditures

because of & worsening international situation. Lest the somevhat
preverse moveuents of government spending seem too discouraging

it should be pointed out that the capability for counter cyclical




107.

spending does exist, and it seems safe to predict that vigorous
government action would be pursued in the event of & major de-

flationary gep situation ever arising.

The Price Structure and the Problem of Creeping Inflation s

In éhe postewar period as a whole, the economic envirenment
was consistently hospitable to exp#nsion and inflation and hostile
to donnraction and deflation. Prices rose during each expansion
and fell little or not at all during the contractions. We must
bear in mind that our post~war attitudes and institutions have
fostered the initistion and propagation of inflationary {mpulses
during periods of expansion, while gusrding against their liquid~
ation during periods of contraction. Summer Slichiter points out
that a little bit of inflation, a slow creeping inflation of
perhaps two or three per cent per year, may be the price we must
pay in afdet to have full employment and adequate economic grawth.7
He maintains that if government's efforts to maintain a stable

price level leads to a drastic downswing in the economy and

chronic levels of unemployment, we would have been better off
in the long run to accept some inflation. vFritz Machlup concludes
in & similar argument that the established policy of maximum em~

ployment, high rates of economic growth, and price stability are

not necessarily compatible, and that empirically it can be shown

that rapid rates of economic growth have taken place when prices

were rising as well as f;llina.s
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As Scott Gordon points out, since Confederation we have

had periods of economic growth with both rising prices and falling
prices, while we have not had any growth period with very stable
prices. '"'The two greatest economic growth periods in Canadian
history since Confederation were in the périod from 1896 to 1912
when the Canadian west was being opened and developed, and during
the post-World-War-II-years, 1945 to about 1956. In both of these
periods growth was accompanied by rising prices."g However, in
contrast to this, the period of strong economic growth between

1922 and 1928 was accompanied by a falling price level.

In the post-war period under study, there were three periods
of rapidly rising prices, 1946 -~ 1948, 1950 ~ 1951, and 1955 - 1956.
The first period of inflation was ushered in with price de-controls
and the adjustment of the economy fron.one of war to one of peace,
the second period coincided with the war in Kores, and the third
period coincided with the tremendous capital spending boom in ﬁhe
Canadian economy. GSince then we have been troubled with the phe~
nomenom of °creeping inflation® as illustrated by the rise of the
consumer price index during the 1957-58 recession. I would dese-
cribe the first two periods as periods as demand inflation, since
prices were rising when thg economy was at a relative level of full
employment and capacity. The period 1955-1956 and the following
years is more difficult te account for, but the fact that prices

rose during the 1957-58 recession implies strongly the role of
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cost-push forces acting through wages and prices. In the light
of these fects I would not like to hasard a guess as to the
possibility of a serious post-war deflation, however it would
geem that inatitutional forces are more capable of fighting

off such a potentiality now if it ever arose.

The Weak Recovery 1958-60

1 haQe previously mentioned that monetary and fiscal
policy was found to be conducive to Canadian economic growth
between 1946 and 1956, while this policy of stim#lating the
economy seemed to shift sharply in the second half of the fifties,
slmost exactl} concurring in the slowdown on economic gréwth.
One factor contributing to this pause in Canadian economic expan-~
sion, and clearly one of the most important, is the termination
of North American world economic sovereignty. This period lasted
approximately from the end of the war until some time in the mid-
1950*s. This expansionary period, the conclusion of which was
too gradual to be precisely dated, resulted from the fact that
the United States and Canada were the only industrial nations
of any consequence which were not seriousiy crippled by the
hostilities, Because of this and other special factors involved
a slowdown in growth was alwost inevitable. Recently certain
economists, C. L. Barber, Walter Gordon and Scatt Gordon to
name & few, have questioned the wisdom of Canadian fiscal and
monetary pblicy between 1955 and 1960.10 These economists have

emphasized the special role that the tremendous capital flows
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have played in influencing the Canadian exchange rate and con-
sequently the demand for Canadian exports. As pari of their ar~
gument they have emphasized the widening of interest differentials

between the United States and Cenada - the chief attraction for

the tremendous capital inflows, which reflected the existence of

tighter monetary conditions in Canada than in the United States.

TABLE 33

INTEREST DIFFERENTIALS ON GOVERNMENT SECURITIES,
CANADA AND THE UNITED STATES,
SELECTED ISSUES, 1955 - 1960%

Cdn. - 2% .67"’68 Cdn. - & .79 Cdn. = 3% .96"’98
UeSo = 2% .63"68 {dn. - 3% .78"83 Ue8e =~ 3 .95
. Y e ]
1955 -1 .22 .38
2 .11 .30
3 a1 .27
) 4 043 . '41
1956 « 1 04-4 0!33
2 +49 <46
3 «50 o 47
4 59 « 54 .68
1957 -1 - .78 72 .70
2 .87 ' .62 .67
3 .88 64 .70
4 «36 «52 .62
1958 -1 76 62 .79
2 «69 .68 .93
3 .28 46 <84
| 4 «48 <36 «95
i959 -1 73 «64 1.05
2 .69 79 .98
3 48 1.00 1.05
4 +63 1.08 1.05
1960 -1 .82 , 1.06 1.30
2 .58 .94 1.36

% Go L+ Barber, Brief to the Royal Commission on Banking and Finance,
1962, Pe 4. ]
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The widening of interest differentials ia'very_abvtous
in table 33, taken from Professor Barber's Brief to the Royal
Commission on Banking andvFinance. For example, the differential
between the Canadian issue cf'3%'s dated October 1, 1979 and the
U.5. issue of 3%'s dated January 1978-83 which had been only.4
per cent in.1956 and .63 in 1957 was close to or above 1 per
cent from the middle of 1959 until the second quarter 1%60. In
the same paper, Préfessar‘sarber ouéliuea another factor operating

to influence interest differentials.

" TAt one time I took the view that this widening of
interest differentials reflected the fact that wmonetary policy
in Canada was relatively tighter than it was in the United
Btates. However, further study has convinced me that the primary
and perhsps the sole cause of this widening of interest differen-
tials was the conversion loan carried out by the government in
the summer of 1958...... It seems clear that one of the impore
tant effects of the conversion loan was to increase substantially
the public's demand for cash. Individuals and financisl institu-
tions who were induced to exchange short term securities for the
much longer term and less liquid conversion loan bonds would na-~
turally want to hold more cash in their portfolio te prevent a
serious decline in their liquidity position. This need not have

resulted in & serious rise in interest rates had the Bank of

Canada been willing to allow a substantial increase in the

money supply."ll
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The Conversion operation ushered in an anti-inflationary
era, at a time when unemployment was becoming more crucial. Rafia-
ing the general level of interest rates is a traditional anti-
inflationary device, while lengthening the term of the national
debt also puts the monetary authorities inm a stronger anti-
inflationary position. "But how does this high interest rate,
anti-inflation, Conversion Loan square with the fact that just
& few weeks before it was announced the Govermment had put
forward the largest deficit budget in our poest-war history,

a budget which the Minister justified at the time as an ex~
pansionary measure designed to lift the ecomomy out of &

recession?“lz

These conflicting actions by the Bank of Canada and
the Federal Govermment seemed to exist throughout and beyond

the periocd 1958-60.

To summerize these arguments, & slowdown in growth
was almost inevitable, but the policy measures used to 1ift the
economy out of the 1957-58 recession were contradictory and

very ill-advised.

Prospects for Post-War Stability

That there has been & strong upward trend in econemic
activity in Canada between 1946 and 1960 is obvious. What is not

eati:ely'elear about post-war developments is what proportions
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should be associated to normal current growth (including
structural and teéhnalogical changes) and what part either

to meking up for backlogs that develéped during the war years
and the preceeding depression or to anticipation of future

requirements and building in adveance the capacity to meet them?

The cyclical phenomenom of the postewar period have
been marked by an sbsence of any extended recessionary influences,
although three adjustment phases can be identified, 1948-49, 1953+54
and 1957-58. However, we cannot assume on the basis of studying
these fourteen years that severe contractions are impossible.
it does secem safe to assume that severe contractions are more
unlikely, for our defences agéinst a prolonged depression are

stronger than ever, owing to structural changes both inside and

outside the Canadian economy. For example, the financial structure

of the economy has more built-in resistance to deflationary forces
than in pre-war years. HMost significant of all; the federal
government may be employed to supplement and reinforce the impact
of automatic stabilizers, and modern knowledge of its consequences
should prevent recurrence of the cyclically perverse policies
sometimes followed in the past. Automatic stabilizers are in-
capable in themselves of holding an economy from deviating upward
or downward from a&n equilibrium path, but with the assistance of
capably directed monetary and fiscal policy, should be able to

wminimize these fluctuations.
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Annual Report Of The Governor To The Minister of Finance,
(1957), pp. 15-17.

3. Wonnacott, op. cit., p. 89.

4. See Budget Speech, Delivered by Honourable D, M, Fleming, House
of Commons, (June 17, 1958) p. 8.

5. This situation is brought out more clearly in the following
chapter,

6. See The Bank of Canada, Annual Report Of The Governor To The
Minister of Finance, (1959) pp. 7-10.

7. H. Scott Gordon has taken Bank of Canada policy to task. See
H., Scott Gordon, The Economists Versus The Bank of Canada,
(Toronto, The Ryerson Press, 1961).

8. D.B.S., National Accounts, Income & Expenditure, 1947-61.

9. Wonnacott, op-cit., p.89.
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NOTES CHAPIER 7

This argument is supported in the Final Report, (Royal Commission
On Canada's Economic Prospects, Nov. 1957) p. 375.

Irving Brecherr and 8. S. Reisman, Canada-United States Economic
Relations, Royal Commission on Canada's Economic Prospects
{Ottawa, July 1957) p. 73. ‘

Wonnacott, op. cit., p. 75.

annaeott, ibid, pp. 73-76

Rosenbluth, Nov. 1957, op. cit., p. 489,
ﬁaves & Holtom, op. cit., p. 115.

Sumner H. Slichter, "How Bad 1z Inflation", found in L. Ritter,
Readings In Monaey & Banking, (Houghton Mifflin Co., Bostonm,
1961) p. 370,

F. Machlup, "Employment, Growth, and a Stable Price Level" found
in Ritter, op. cit., p. 375.

Scott Gordon, op. cit., p. 39

Barber, loc. cit., Walter Gordon, loc. eit., Scott Gordon, loc, cit,

122,

C. L, Barber, Brief To The Royal Commission On Banking and Finance

1962, p. 3.

Batberp ibido, Pe 5.
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