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is expected to limit the increase in gross nationel product to "'something
over B8-1/! per cent," Emphasizing the counter-inflationary purpose of the
revenue measures, the Finance Minister commented that '"we hope and

expect that most of this reduction would consist of a

smaller increase in costs and prices,' rather than of real output.

To slow down investment spending, the Minister of Finance
announced the introduction of a 5 per cent refundable tax on corporate
cash flow (income including depreciation and depletion allowances but
excluding the corporate income tax) in excess of $30,000. This measure is
expected o reduce corporate investment spending by $250 million per year.

To dampen consumer demand, the Government introduced a revision
of the personal income tax structure, effective June 1. The change is
expected to lower the taxes of households with "below average" incomes,
but to raise taxes of households with "above average' incomes. 1In
addition, capital cost allowances for capital spending are to be withdrawn
and replaced in some cases with grants to encourage 1lnvestment in chosen
areas. However, the capital cost allowance granted to promote expenditures
for the preventiocn of water polution was retained,

The government also revised downward its own comstruction
expenditures for the present fiscal year.

The Budget Speech also proposed that interest on bonds and de-
bentures of the federal and provincial governments and agency bonds
guaranteecd by these governments should be exempt from the Canadian 15 per
cent non-resident withholding tax on interest., This change will increase

the incentive of non-residents to purchase Canadian government issues.
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The measures to curb investment spending were made against the
background of the Government's Jenuary survey of Canadian capital spending
intentions for 1966. The survey suggested that investment spending during
this year would continue to be a strong expansionary force in the Canadian
economy. Rising interest rates, lengthening order backlogs, and the
Government's proposed levy on corporate cash flow will modify some of
these intentions; however, both higher prices and larger imports may be
expected as a result of investment spending, which is still expected to
be quite heavy.

The Conadian economy is in the midst of the "largest wave of
investment activity in Canada since the mid—fifties.“ﬁ/ Capital outlays
for 1966 reportedly would total $14,5 billion, up 14 per cent over 1965.
By contrast, investment increased 16 per cent in 1564 and 17 per cent in
1965. Construction expenditures were expected to increase 12 per cent
while spending on machinery was estimated to rise by 17 per cent., Durable
goods purchased for personal use and outlays for defense equipment were
both excluded from the report,

With the construction and capital goods industries believed to
be operating at or very close to capacity at the present time, further
increments to spending in these areas can be expected to encourage the
inflationary trends which emerged in 1965. Although much of the impetus

to price indices in 1965 can be traced to rising food costs, upward

4/ Bank of Canada, ibid., p. l4.
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pressure was clearly evident in non-food sectors., The non-food component
of the consumer price index moved up by 2.3 per cent during the twelve
months ending in February 1966, More epecifically, construction costs
moved up H-1/2 per cent in 1965 after increasing 4 per cent per year in
1963 and 1964, Vith skilled labor shortages already widespread in the
industry, further spending on construction projects will contribute to the
momentum of inflation in the industry in 1966, Similarly, spending on
machinery and equipment could further enlarge the sizable volume and back-
log of unfilled orders already on the books of Canadian machinery producers
and might well lead to increased imports as sources of supply are sought
abroad.

On the other hand, rising interest rates and tighter credit
availabilities during the coming year should reinforce the effects of the
5 per cent temporary tax on corporate cash flow in holding down the rate

of ‘expansion of investment activity.

Foreign capital inflows exceed 1965 current account deficit

A deteriorating balance of payments position also form~d part
of the background for the more restrictive monetary and fiscal posture.
Sharply higher merchandise imports in 1965 substantially reduced Canada's
trade account surplus and brought about a large increase in the current
account deficit. However, short- and long-term capital inflows more than

offset the deficit and made possible an increase in Canada's international

reserves., {(See Table 10,)
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Teble 10, Canada: Balance of Payments, 1965
($ million)

1964 , 1565
Year I II Ii1 v Year
Current account:
Exports 8240 1825 ...2189 .2262 2461 8737
Inports 7540 1867 2217 2107 2445 8636
Trade balance + 700 - 42 - 28 +155 + 16 + 101
Services (net) -1133 -359 -33¢ -145 -394 -1237
Balance on current
account - 433 =401 -367 + 10 -378 -1136

Capital account:

Short-term - 57 +121  + 90 4214  +183 + 608
Long-term + 853 +208 4278 + 2 4197 + 685
Balance on capital
account + 796 +32% +368 +216 4380 +1293
Total balance: + 363 - 72 4+ 1 4226 + 2 + 157
Financing:
Change in reserves + 86 -118 - 92 4144 + 55 - 11
Change in IMF
position + 277 +46 +93 +82 - 53 + 168

Source: Dominion Bureau of Statistics.

Merchandise imports rose by $1,096 million in 1965 and exports
by only $497 million: the surplus on merchandise trade fell from $700
million in 1964 to $100 million in 1965. The deficit for services and
non-merchandise transactions widened by $104 million to $1,237 million.
Consequent:ly, the current account deficit widened to $1,136 million in
1965 from $433 million in 1964. The current account deterioration re-
lated to Canadian trade with its major trading partners, especially the

United States and the United Kingdom,
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The net capital inflow for 1965 amounted to $1.3 billion, and
was dividecd about equally between short- and long-term funds. New issues
of Canadiar securities in foreign countries (essentially the United States)
and direct investment in Canada (largely from the United States) amount to
$1,517 million. 1In addition, foreign-currency operations of the Canadian
chartered tanks appear to have contributed another $426 million of capital
inflow to cover the overall current account deficit. Capital outflows
from Canada included net purchases of common and preferred stocks abroad
($241 million), direct investment abroad ($115 million), and retirements
of Canadian securities (8373 million).

Eecause of the large capital accounts surplus, Canada's official
reserves position improved by $157 million. Gold and dollar reserves de-
clined by $11 million but Canada's “super gold tranche" position in the

International Monetary Fund improved by $168 million.

Wheat exports to mainland China to increase

Canadian exports will benefit over the next few years because
of large wheat sales to mainland China. As expected, the Communist Chinese
obtained in early April (1966) an increase in the amount of wheat purchases
which the Chinese cen make from Canade during the years 1966-69, The
agreement should add an average of $150 million to Canada's exports in
each of the three crop years beginning in August, 1966,

Under the new contract, grain shipments to mainland China could
reportedly increase Canada's merchandise exports by am much as $550 million

in the thirty-six month period beginning July 31, 1966. The agreement calls
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for credit terms of 25 per cent cash and 75 per cent in 18 months.
Beginning August 1, 1966, the Communist Chinese wiil also be allowed to
export to Canada goods valued at $10 million per year.

The reported inability of Argentina and Australia to fulfill
their quota of grain exports to Red China apparently may provide Canada
with additional opportunities to sell wheat to that country. Poor crops
in Argentinez and Australia will reportedly leave Red China with a grain
import deficit of one to two million metric tons of wheat. Nevertheless,
Canada's order books for wheat are reported to be so full that the

Canadian Wheat Board is reluctant to contract additional sales to the

Communist Chinese,

Canada's reserves continue to fall

Cenada's international reserves (including the super gold tranche
position with the IMF) declined by $156.3 million in the first four months
of this year and reached $2,723.9 million. (See Table 11.) A $195.4
million decline in gold and U.S. dollar holdings was partially offset by
$38.9 millioa rise in Canada's super gold tranche position.

Particular significance was attached to the super gold tranche
position in early December when Canadian exemption from the United States'
Interest Equalization Tax was reportedly made contingent upon Canada's
maintaining a4 level of international reserves, including gold, dollars

and super gold tranche position in the IMF, of approximately $2.6 billion,
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Tsble 11, Canada: Official Foreign Exchange Holdings and
Internstional Monetery Fund Position, November, 1965-January 1266
($ U.S. millions)

Level on Change during the month of Level on
Nov., 30 Dec. Jan. . Feb, . Mar. Apr. Apr. 30

Foreign exchaggg
Gold 1137.5 . +13.3 - 38,0 -36.3

+ 9.1 n, a. n. a,
U. 8. dollars 1543.6 -29,9 - 64.1 +21.5 -46.9 n, a, n, a.
Total 2681.1 -16.6 -102.1 -14.8 -37.8 -40.7 2469,1

IMF position

Super gold tranche a/  225,9 -10.0 + 60.5 -30.2 - 4.8 +13.4 254.8
Other countries

transactions b/

Repayments - 10.0 53.0 30.2 72.3 n.a. --

Dravings - - 113,5 -- 67.5 n.a. -—
Canadian trans-

actions b/ -—

- - - - n., a. -

2/ Net IMF sales of Coanadian dollers,
E/ Transactions in Canadian dollars with IMF.
Source: Bank of Cansda, Statistical Summary.

The April level is about $100 million above this target. Under the exemption-
reserve level agreement, which reportedly attaches more significance to the
trend of Cenadian reserve than their month-to-month variations, the

Canadien authorities stand ready to buy Cansdian federal government bonds

from U.S. residents in order to reduce the Canadian reserve level, to about

$2.6 billion.

Spot Cenadian dollar stays above parity while forward discount narrows

During Merch and April the spot Canadian dollar remained well

above parity, and the discount on the forward Canadian dollar largely

disappeared.
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Table 12, Canada/U.S.: Exchange Roetes and Arbitrage Calculations,
February, 1966-April, 1966

Feb. March Apr.
24 17 31 21

gﬁggangqrrates
Spot (U.S, cents) 62.88 92.94 92,84 92,90
Forward discount on
Canadian dollar (per

cent per annum) -0.45 -0.15 -0.04 -0.13

3-month yields and differentials
Treasury bills

Canada (covered) 4,07 4,49 4,84 &, 90
u.S. 4,66 4,62 4.50 4.65
Differential (+ favors

Canada) -0.59 -0.13  40.34 +0.25

Finance paper

Canada (covered) 5.53 5.74 5.9%4 5.9
U. 8. 4.88 5.13 5.13 5.25
Differntisl (+ favors

Canada) +0. 65 +0.61 +0.81 +0. 6%

Source: Federal Reserve System.

Covered differentials between U.S. and Canadian Treasury bills
moved markedly in favor of Canada in February, March and April, reflecting
both rising interest rates in Canada and the narrowing of the discount
on the forward Csnadian dollar. Between February 24 and April 21, the
covered Treasury bill yield moved from 59 basis points in favor of New
York to 25 basis points in favor of Canada. 1In the finance paper markets,
the narrowing of the forward discount on the Canadian dollar was largely
offset in April by a rise in U.S. finance paper rates. The covered in-
centive favoring Canada moved up from 65 basis points on February 24 to

69 basis points on April 21.





