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Abstract

This paper chronicles the evolution of Canada's exchange rate regimes, from the
(particularly rigid) gold standard of the early 19th century to today's floating rates,
emphasizing the factors that influenced the choice and characteristics of those regimes.
We argue that Canada's historical experience can provide a laboratory for analyzing
exchange rate policy proposals: those advocating that Canada join a common currency
area must address the difficulties that Canada experienced with fixed exchange rates in the
past; those in favour of a floating rate must explain how the system can achieve the
stability associated with the floating rate of the 1950s rather than the policy problems of
the 1980s.
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   The foreign exchange rate regime has been a centre of controversy in Canada in

recent months.  Strong arguments have been advanced for a return to a fixed exchange

rate regime.  Indeed, with explicit reference to the new monetary arrangements in Europe,

some economists have advocated a particularly rigid system that also involves a

fundamental change in the provision and management of Canada’s money supply such as

the adoption of the US dollar as Canada’s currency or the creation of a new common

currency and monetary authority for the North American Free Trade area.  Other

economists have argued equally vigorously for the retention of a floating exchange rate

regime and the degree of monetary independence and responsibility that it provides to the

Canadian monetary authorities.1

Canada has had a long and varied experience with foreign exchange regimes,

ranging from the almost rigidly fixed exchange rates that were inherent in the gold

standard, because gold was a common international currency, to independently floating

rates. In this paper we review that experience to provide a context for the current debates.

While historical experience does not necessarily translate directly into lessons for today’s

decisions, equally it should not be ignored in searching for evidence on which to base

those decisions.

Our concern is the interaction between the monetary system and the foreign

exchange rate regime in the broad sweep of Canadian history from the 1820s to 2000.  We

develop two themes.  First, we explore how adherence to the fixed exchange rate system

exposed the Canadian financial system and economy to external shocks. In response to

these disturbances the monetary authorities on occasion intervened in the foreign

exchange market, in violation of the implicit “rules of the game”. This experience

illustrates the on-going tension between domestic and external concerns of economic

policy. Second, we examine how monetary policy makers, when released from the

constraints of the fixed exchange rate, did not always use the resulting degree of

                                           
1 An example of the principals, and principles, in the debate is given by the Roundtable on Canadian
exchange rate policy at the 1999 meetings of the Canadian Economics Association, reproduced in the
September 1999 issue of Canadian Public Policy. See also the Purvis lecture at those meetings, Buiter
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independence to conduct policies consistent with price level stability and how the

subsequent inflation eroded confidence in the merits of floating exchange rates.

We begin with a review of Canada’s experience under the international gold

standard.  We show that adherence to the gold standard not only imposed a severe

constraint on domestic monetary policy but also that, episodically, external forces working

through the gold standard mechanism threatened the stability of the Canadian financial

system.  Government intervention along classic lender of last resort lines prevented some

of the more serious consequences of these external events.  In some cases there were

minor violations of the implicit rules to deal with small problems, for example in 1884

and 1893.  In other cases there were more heroic interventions to cope with larger

incipient liquidity crises, for example in 1837, 1907, 1914 and 1929.  The cumulative

effect of these ad hoc arrangements was an erosion of the historical commitment to the

gold standard (fixed exchange rate) without a clear view of the alternative and its

management. Canada muddled through to World War II, still officially committed to gold

and the fixed exchange rate but, nonetheless, floating in critical times.

We then turn to Canada’s experience with fixed exchange rate regimes in a world

in which the classical gold standard ideology had been replaced by Keynesianism and a

belief in an interventionist government as an agent for social reform.  Canada was a

charter member of the Bretton Woods system which involved a pegged but adjustable

exchange rate and which allowed the Canadian dollar a wider band of fluctuation about

the official par exchange rate than had prevailed under the gold standard. However, as in

the prewar era, on occasion - in the face of external shocks - the imperatives of the regime

threatened the goal of internal stability. Massive capital inflows that impaired domestic

monetary management induced Canada, in contravention of the agreed rules, to resort to

unilateral floating in the early 1950s and again in the early 1970s.

In the first episode Canadian monetary and fiscal policies were comparatively

restrained and the Canadian dollar did not fluctuate widely.  It behaved as though there

was still a pegged rate but with a much broader permissible band about the par rate, in

                                                                                                                                  

(1999). An earlier discussion of the advantages for Canada of a common currency with the United States is
Lucas and Reid (1991).
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effect a precursor of the European Monetary System as it operated until 1999.  When the

Bretton Woods System collapsed internationally in the early 1970s the restraints of even

the quasi-fixed exchange rate were removed.  With the constraints gone, the new

orthodoxy of governmental activism, and the international monetary consequences of the

Vietnam war, there was a serious bout of monetary expansion and inflation and successive

experiments with monetary management policies.

The present agitation for a fixed exchange rate regime can be viewed as a reaction

to one of the consequences of floating  - that fluctuations in the nominal exchange rate can

have persistent effects on the real exchange rate and the real economy - coupled with

arguments about the economic inefficiencies inherent in the transactions costs involved

when there are separate national monetary systems.

While there are important differences in detail (and particularly the lack of a rigid

link to a monetary commodity like gold) we interpret the present agitation for reform of

the monetary and exchange rate systems as an attempt to return to the old regime with a

fixed exchange rate and a common international currency.  Perhaps it is the start of a new

cycle of evolution of our monetary system that will see alternation between fixed and

floating foreign exchange rate regimes as each is perceived to have serious defects.2

Canada and the International Gold Standard Before
World War I.3

For our purposes it is useful to think of the gold standard as having three

complementary and equally essential elements: domestic rules governing the role of gold

and other monies in the domestic monetary system; external rules governing international

gold flows; and an ideology.

In Canada, different sets of rules regarding domestic monetary arrangements

defined two reasonably distinct gold standards.  Most familiar and most carefully analyzed

is what we can call the classical gold standard, the beginnings of which were almost

coincident with Confederation.  We can refer to the monetary system prior to

                                           
2 See Dornbusch (1993) for a discussion of the swinging pendulum between fixed and floating rates.
3 This section draws heavily on unpublished research by D. Paterson and R. Shearer.
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Confederation as the pre-classical gold standard even though it involved a broader range

of legal tender specie than just gold coins.  Although the domestic rules differed, the

external rules and the ideology were essentially the same in both systems.

The gold standard and its ideology set the monetary agenda for Canada until

World War II.  In the early years the ideology of the gold standard was strong and clearly

defined, even if it was not always strictly adhered to.  In later years, that ideology began to

erode;  indeed, the interwar transition period was marked by repeated and increasing

violations of the rules and hence the beginning of the repudiation of the gold standard

ideology.  This erosion, the reasons for it, and the implications of the repudiation that

followed, provide a central thread running through our review.

Pre-Classical Gold Standard: to 1866

Canada formally adopted a  gold standard in the mid-1850s  but its equivalent as a

monetary system extended back in time many decades, at least to the establishment of

domestic, currency-issuing banks in the 1820s.  Canada did not have a mint and so did not

produce its own legal tender coins.  Rather, a variety of foreign coins, some gold, some

silver were declared by statute to be legal tender “specie.”  The dominant circulating

medium was banknotes, issued by the chartered banks. By law, the banknotes were

convertible into legal tender specie by the issuing banks at a legally prescribed rate of

exchange on penalty of the loss of the bank’s charter.  This was the same basic domestic

rule that applied (directly or indirectly) through the entire gold standard period, pre-

classical and classical.  The key difference between the classical and pre-classical

domestic monetary systems was in the monetary role of the government.  In the pre-

classical period there was no government issued, convertible legal tender paper money.4

There was no formal monetary constitution, of course.  However, there was an

implicit constitution, in part residing in instructions from the Colonial Office enforced by

the power of reservation and disallowance of banking legislation, and in part residing in

common understanding of sound monetary and banking practices  --  the “ideology of the

gold standard".  The primary monetary function of the government was to legislate the

                                           
4 The government issue of small debentures of the late 1840s is sometimes considered a government issued
paper money.  It had a brief existence and never had legal tender status.  We discuss it briefly below.
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“ratings” that defined the coins that were legal tender and set their exchange rates. The

ratings were adjusted from time to time, perhaps to remove coins from the list that were

no longer current abroad or to correct errors in the official exchange rates that were

preventing the circulation of particular coins. The ratings aside, the role of the government

was to maintain the integrity of the system.  This does not mean that the government was

expected to prevent currency-issuing banks from failing (if, indeed, realistically it would

have been able to do so).  However, it was expected to take reasonable precautions in

making sure that only responsible institutions were established as currency-issuing banks,

establishing rules for the sound conduct of banking business and enforcing those rules.

The content of banking regulation was minimal.  Apart from the central rule of

continuous convertibility of banknotes into legal tender specie on demand and a general

prohibition against engaging in non-banking business, regulation centered on the capital

account and the real bills doctrine  -- -- imposing restrictions that were common to the

pre-classical and classical periods.  Banks were prohibited from issuing notes in excess of

their paid-up capital, a prohibition which served two purposes: it set the upper limit on a

bank’s issue of banknotes, and, nominally, it served as a general insurance fund for the

creditors of the bank in the case of bankruptcy.5

Much controversy has swirled about the real bills doctrine.  It required that bank

loans be secured by 'real bills', that is short term promissory notes, drawn on some

reputable party, secured by marketable goods in the final stages of production or in transit.

Most of that discussion is not relevant to our review.6 However, there is one point of

                                           
5  “Nominally” because the value of assets in liquidation seldom equaled their value as carried on the bank’s
books.  The cushion provided by the excess of the recorded value of assets over liabilities was generally a
mirage.   Inevitably, information also became an important element in regulation.  From the outset banks
were required by their charters to report on their assets and liabilities, at first at the call of the legislature
(usually annually) and later as a published monthly statement.  The accuracy of the reported figures became
an issue in bank failures leading to legally required audits by auditors responsible to the shareholders rather
than the management and after much controversy to government inspection.  Neither approach solved the
information problem.
6 The fallacy that adherence to the real bill principle would guarantee the “correct” size of the money supply,
just meeting the “needs of business,” even under conditions of an inconvertible currency, was exposed long
ago by Mints (1945). In Canada, while representing prevailing banking doctrine, the legal requirement for
this type of lending was actually weaker than is sometime thought.  There was no prohibition against the
banks investing in government securities (indeed, from time to time, the government tried to cajole the banks
into holding larger amounts) and they were permitted to take non-real bills private issues “as additional
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importance.  Pre-classical Canada did not have an active open market in short term bills

and did not have a lender of last resort.  The banks had to provide for their own liquidity

within their portfolios.  The primary source of liquidity was relatively large specie

reserves (there were no cash reserve requirements).  It was also thought that a portfolio of

real bills would contribute to the liquidity of a bank, if not solve the liquidity problem.  A

portfolio of short term notes with staggered maturities, fully secured by saleable

merchandise, was thought to be inherently liquid because the notes need not be renewed

on maturity and, indeed, because most were in the form of bills of exchange, that could be

sold if necessary.  In extremis, the collateral merchandise could be sold.  Such bills were

said to be “self liquidating.” Under normal circumstances, with stability in the economy

and in financial markets, there was some validity to this argument, at least for each bank

considered individually.  In turbulent markets the liquidity proved to be an illusion, not

only for individual banks but necessarily for the banking system as a whole.

The external rule of the gold standard was simple:  Specie could be imported and

exported freely which inherently fixed the foreign exchange rate within narrow limits. In

Canada’s  foreign exchange market, centred in Montreal, the stock in trade was (sterling)

bills of exchange on London or very short term drafts on New York merchants or banks,

and the foreign exchange rate was the price, in Montreal, of a bill on London or, for US

exchange, of a draft on New York. 7 A sterling bill of exchange was an order to a British

merchant or a bank to pay a specified sum in pounds sterling, at a specified place, usually

a London bank, at a specified time.  Sterling bills of exchange were received in payment

for exports or bond sales.  Typically they would be sold, either privately or to a bank.

Importers or others with payments to make in Britain would buy bills of exchange, either

in the private market or from a bank.

                                                                                                                                  

security” for loans.  Occasionally investigations of bank failures revealed large holdings of railway and other
bonds.
7  Bills were drawn by the party expecting to receive money (eg the Canadian exporter), and only
became negotiable when they had been accepted  by the party on which they were drawn (eg the London
bank or merchant had agreed that they would pay the bill on its due date).  The accepted bill became a
marketable financial instrument that could be held until it matured or could be sold immediately for British
money in the London money market.
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Relative to shipping bulky and valuable gold, shipping a bill of exchange was easy

and cheap;  and in an age of dangerous trans-Atlantic voyages, relatively safe. 8  In other

words, the transactions costs involved in foreign payments were low. Normally, payment

in coin would only occur if the price of bills of exchange was either so high that it was

less expensive to make payments abroad in coin or low enough that it was less expensive

for outsiders to make payments in Canada in coin.  The levels of the exchange rate at

which coin would flow out of Canada or into Canada were, respectively, called the gold

export and the gold import points.  These points defined a narrow band around the par rate

of exchange within which the market exchange rate could fluctuate.

The monetary role of the government was thus tightly constrained.  It could not

have a monetary policy;  it did not issue money the supply of which it could control.  Not

having a government issue of paper money was, of course, a monetary policy in itself.

However, it was, in a sense, an aspect of the implicit monetary constitution --  a provision

that the government could only violate in an emergency. Normally, it would be the flows

of gold and silver coins into and out of the country directly impacting bank cash reserves,

and hence the banks’ willingness and ability to lend, that would regulate the money supply

in Canada.

Under normal circumstances the system functioned very smoothly and the money

supply responded to changes in money demand. There was, however, one point of

extreme vulnerability  --  the risk of a sudden large scale outflow of specie for reasons

external to Canada.  Such episodes occurred in 1836-37, 1847 and 1857 each associated

with a severe financial crisis and extreme tightness in the money markets of British and

American financial centres.  The risk to the Canadian banking and monetary systems was

clear.  A substantial drain of specie would drain the banks of cash reserves, force a sudden

contraction of credit and equal contraction of the money supply.  The supposed liquidity

of the portfolio of real bills would prove to be illusory as merchants were forced into

bankruptcy through the collapse of commodity markets abroad and the non-availability of

alternative sources of credit.  Fractional reserve banks would be faced with illiquidity;

                                           
8 To enhance the safety of the transaction, a second copy of the bill would be sent on a different vessel.
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they would not be able to meet all demands for conversion of money to specie.  The

viability of the banking system would be temporarily threatened.

In principle, faced with such a crisis the government could relieve the banks of

their obligation to convert their notes into specie on demand, creating, temporarily, a

flexible exchange rate. This, however, was an extreme measure that violated the strict

interpretation of the gold standard ideology.  In one such situation in 1837 that ideology

was clearly stated by Francis Bond Head, Governor of Upper Canada, in initially refusing

the Bank of Upper Canada the right to suspend specie payment:

Whatever may be the fluctuations in the Money Market, the commercial
integrity of the British Empire rests on the fixed immutable basis of faithfully
liquidating so long as it has the power to do so, what ever it has promised to
pay (in specie).  The principle of Monarchy is honor, and from that principle
the Lieut. Governor will never consent to depart (BUC 1837)

The operative word is “immutable.”  What was immutable was both the exchange

rate and convertibility at that exchange rate.

In the event “immutable” proved to be a relative rather than an absolute (the

effective meaning of “so long as it has the power”?).  In 1837, despite Bond Head’s stern

injunction, both Upper and Lower Canada temporarily suspended convertibility and both

colonies temporarily had flexible exchange rates.  In 1847 they muddled through, although

the government did create a quasi-money, small debentures (see below), to partially

relieve the financial pressure, at least for themselves, and at least one bank, the City Bank

of Montreal, tottered on the brink of failure.  In 1857 it appears that the banks briefly and

quietly suspended convertibility and that the price of the US dollar slipped above the gold

export point.  However, it must be emphasized that the evidence is scanty;  the banks were

understandably quiet about this aspect of their activities and there are few exchange rate

quotations.  In such crises, the government’s role was permissive not active.  They could

permit inconvertibility, either explicitly or implicitly;  and although they might engage in

creative public finance, they could not directly expand bank reserves and implement an

expansionary monetary policy.

The implicit monetary constitution inevitably extended into the realm of public

finance.  For the government to run an operating  deficit or to finance major public works,

there was no alternative but the international capital market (domestic financing was
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available on a very limited scale).  Twice governments attempted to solve fiscal problems

by issuing paper money.  The first, Sydenham’s 1841 proposal for a provincial bank of

issue to finance canal projects, was defeated by the combined forces of the banks.  The

second occurred during the serious depression of the late 1840s following the financial

crisis of 1847.  Faced with a significant fiscal shortfall, in addition to severely restricting

expenditures the government resorted to the issuance of small denomination short term

debentures that were designed to look like bank notes.  The issue was small, subject to

severe criticism in the press and in parliament and quickly retired as the country recovered

from the depression and the government’s finances improved. It is not clear the extent to

which the small debentures were used as payments money (the minimum denomination

was a relatively large £10) but they appear to have had no substantial effect on the foreign

exchange market and they had no permanent effect on the financial system.  However,

perhaps the government learned an interesting lesson.

Classical Gold Standard: 1866-19149

In the four decades following Confederation the rules governing the banks

underwent many changes but the essential elements outlined above remained intact. The

role of the government in the monetary system, by contrast, changed radically. The

creation of a government issue of notes intended to circulate as currency ended the pre-

classical gold standard and established the classical gold standard.  Legally, the transition

occurred in 1866 when provincial notes, the precursor of Dominion notes, first appeared

but it was several years before the system achieved full flower.

The rules governing the issuance of Dominion notes varied from time to time.

However, in 1870 the principle was established and adhered to almost consistently

thereafter that Dominion notes would be issued on two bases: up to a prescribed ceiling

the fiduciary issue would have a fractional gold reserve and government bonds as further

                                           
9 The international adjustment mechanism of Canada’s classical gold standard has attracted much attention
in the literature. Its has been intensely analyzed by several economists from Viner to Dick and Floyd [Dick,
1992 #8; Viner, 1924 #11].  The domestic monetary system is less analyzed, the most notable contribution
being that of Rich [Rich, 1988 #7].
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collateral; any notes issued beyond that ceiling would have a 100% gold reserve.10 The

government bonds held as collateral for the fiduciary issue were, in effect, interest free  --

the government paid interest to itself. Thus the fiduciary issue provided the government

with seigniorage, profit from the issuance of interest free debt.  Increases in the fiduciary

issue required parliamentary debate and new legislation but the possibility of seigniorage

changed the relationship between public finance and the money supply and, as Rich has

documented, the government took advantage of it occasionally.  Carried to the extreme, a

policy of relying on increasing fiduciary issues could have put Canada on a paper money

regime with a fluctuating exchange rate.  However, the choices that were made reflected

the deep seated commitment to the gold standard.  While the government used the

fiduciary issue to claim a share of the seigniorage from the long run growth of the money

supply, by increasing the fiduciary issue in discrete jumps, the government did not use this

mechanism in a way that would have impaired the gold convertibility of the currency.

Beyond the fiduciary issue the law required that all Dominion notes be backed

100% by gold in the government’s vaults.  Because the aggregate Dominion notes' issue

always exceeded the fiduciary tranche, without a change in that tranche, the government

could not issue Dominion notes to finance expenditures.11 At the margin, in effect, new

issues of  Dominion notes had to be spent to buy gold;  there could be no seigniorage on

this portion of the Dominion note issue.12

                                           
10 While the successive Dominion Notes Acts did not mimic the British Bank Act of 1844, the principle
governing the issuance of Dominion notes was the same as that in the currency half of the British Act.  There
were many changes in rules over the years.  At the outset there was no fiduciary tranche; a fractional reserve
was required for the entire issue, but this arrangement was short lived.  The system of a 100% marginal
reserve requirement for notes beyond a certain level was introduced in 1870. For notes below the 100%
reserve margin a fractional reserve of gold or debentures guaranteed by the British government was
required, the exact fraction varying from time to time.  However, in this context, the fractional reserve can
be interpreted as a smaller issue with no gold reserve requirement and a larger issue with 100% reserve
requirement as we have done in the text.  In 1880 the fractional reserve was set at 25% for Dominion notes
up to an aggregate of $20 million (=0% up to $15 million);  beyond the $20 million (effectively $25 million)
the requirement was 100% in gold.  Subsequent acts increased in the fractional reserve tranche. For details
see [McIvor, 1958 #2, p. 65; Curtis, 1931 #3, p. 15]
11 Rich tells us that the government cheated from time to time, lying about the true state of the Dominion
notes account.   Such events were minor when considered in broad historical perspective.
12 Of course, as Rich has pointed out, the accumulation of excess gold reserves could, at a later date, permit
issues of Dominion notes for other purposes.  In a sense, the accumulation and decumulation of excess gold
reserves  permitted limited short-term monetary policy.
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Dominion notes were convertible into gold coins on demand (and vice versa) at

the several Assistant Receiver General (ARG) Offices in major cities across Canada.

Some conversions were made at all offices from time to time, but the major concentration

of such activity was in Montreal  --  the financial centre of Canada and the nearest ARG

office to New York.  The banks could satisfy their convertibility requirement by paying

out Dominion notes rather than gold coin and, as Dominion notes were more convenient

and more secure than gold, banks’ holdings of Dominion notes quickly outstripped their

holdings of gold.13 (The banks’ gold reserves remained very substantial and grew over

time along with the banks’ monetary liabilities.)  At the end of 1871 Dominion notes

accounted for less than 45% of total cash reserves (just over the legal minimum of 40%);

by late 1890 they were about 60% and by the end of 1912 about 74%.  Another

perspective on the relative growth of the two types of reserves is presented in Table 1a in

the form of quinquennial averages of the month-end reserve holdings. The banks’ gold

reserves were far from dormant but interbank settlements and other reserve adjustments

were increasingly effected with Dominion notes.  The relatively greater activity in

Dominion notes is illustrated by the quinquennial standard deviations shown in Table 1b

(an absolute measure) and the coefficients of variation in Table 1c (a relative measure).

The foreign exchange market was still the point of vulnerability for the system and

the government’s gold reserve was the first point of attack. During, and for a long time

after, the American Civil War the United States dollar was not convertible into gold.  As a

result, from 1862-1879 through no choice of its own Canada faced a fluctuating exchange

rate in its main foreign exchange market. The price of the US dollar in Montreal

fluctuated in harmony with the price of gold in New York. However, throughout this

period Canada adhered to the gold standard and maintained gold convertibility.  As a

result, while the United States experienced a raging inflation, Canada had relative price

level stability.  American financial shocks that could have been destabilizing to the

Canadian banking system were largely absorbed by fluctuations in the exchange rate.

                                           
13 To accommodate the banks the government issued very large denomination Dominion notes that were
only negotiable among the banks.
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Thus, the American financial panic of September 1873 had little impact on the Canadian

financial system.

It was after the return to convertibility in New York that the classical gold standard

assumed full operation.  Railway and communication connections between Montreal and

New York had been well developed for many years;  transactions costs for gold shipments

between these centres were low compared, for example, to the major trans-Atlantic routes

that have been studied so carefully.  The gold points were very narrow for large scale

transactions:  Viner estimated them at +/- 5/64ths of a cent on the dollar. Perhaps the true

gold points were narrower than this: Examination of daily exchange rate data for parts of

the classical period show that with a few exceptions, to be discussed below, the price of

the US dollar seldom fluctuated even as widely as Viner’s gold points suggest.

The coexistence of a large pool of gold in the hands of the government and large

pools of Dominion notes in the hands of the banks, combined with low cost and fast

railway express connections between Montreal and New York created an ideal setting for

low cost international currency arbitrage whenever conditions in the money markets were

right.  A relative rise in interest rates in New York should have induced capital flows from

Canada to the United States; relative monetary tightness in Canada should have produced

the opposite flow.  With the scope for exchange rate fluctuations so constrained by the

gold points, the gold reserve of the government should have been very vulnerable to

sudden drains or accretions.  In the extreme, the stability of the banking system could have

been threatened as in 1837, 1847 and 1857. Despite this vulnerability the Canadian gold

standard mechanism functioned very smoothly with minimal disturbance to the foreign

exchange market or the domestic banking system, at least until 1907.

The American financial system experienced financial crises in 1890, 1893, 1896

and 1907. In each case, the price of the US dollar went well above the gold export point

creating a strong inducement to send gold to New York. What is striking in these episodes

is that (again, 1907-08 aside) these movements of the exchange rate outside the gold

points did not induce large scale gold flows and did not provide a severe jolt to the

banking system.
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The reasons for this in each instance have not been thoroughly researched.

However, in his important study, Rich reports evidence of direct governmental

intervention in the foreign exchange market in some instances, using what Bloomfield

(1959) referred to in a different context as “gold devices,” to widen the gold points and

restrict arbitrage induced international gold flows. The primary device cited by Rich was

payment of British Sovereigns rather than US Eagles when Dominion notes were

presented for conversion to gold.  The British sovereign was not accepted by the US mint

but had to be melted and recoined in New York, adding substantially to the transfer costs

(Officer, 1986; Clark, 1984). On occasion the government also made gold available only

at more remote locations than Montreal (particularly Ottawa) adding further to

transactions costs.  Instances have also been reported of the government threatening to

withdraw gold from any bank that drew gold from the government’s reserve for shipment

to New York  (Montreal Gazette, 1884; Monetary Times, 1884).  Unfortunately, we do not

have a quantitative assessment of the importance of such measures nor  a complete record

of when they were used.

1907-08 was a different and complex story.  The details of the New York financial

crisis in October of 1907 need not detain us.  Suffice it to note that the years 1905-1907

saw both a strong economic boom, an intense wave of speculation in the New York stock

market and high but widely fluctuating short term interest rates in New York and other

major financial centres (Goodhart 1969) .  The boom had reached a peak in early to mid

1907 but it was the failure of a trust company in New York on October 21, 1907 that

precipitated the banking crisis.  Runs on banks were followed by a general cessation of

convertibility of bank deposits into currency and gold and a further spurt of high and

wildly fluctuating short term interest rates.14

The impact on Canada and its gold reserves was also complicated.  As is well

known, the stock of currency outstanding in Canada had a very pronounced seasonal

pattern, reflecting the importance of agriculture in the economy;  gold reserves showed a

similar pattern, although with somewhat less regularity.  The typical seasonal pattern for
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gold reserves is plotted on Figure 1.15 The point to be noted in thinking about the events

of 1907 is the typical rise of about 10% in the government’s gold reserves from June

through October (almost 15% from April through October).  There was usually a slight

drop in November and a significant drop beginning in December and extending through

the winter and early spring.  The banks’ reserves followed a similar but less extreme

pattern.  Figure 2 shows Canada’s gold reserves at month ends from January 1907 through

December 1908, both raw and seasonally adjusted.  In 1907 the government’s gold

reserves reached a peak in September, a month early.  Moreover, this peak was well below

the level that would have been expected on the basis of the normal seasonal pattern.  Then

the gold reserves fell when they normally would have been increasing through October.

In both November and December reserves fell somewhat more sharply than the normal

seasonal pattern would have predicted.  There was a drain of gold from the Canadian

government’s gold reserves, both absolutely and relative to the normal seasonal pattern.

Bank gold reserves, by contrast, followed their normal seasonal pattern very closely.

If we consider the behaviour of the exchange rate in this period (Figure 3) the gold

drain is puzzling.  The US dollar was at a deep discount  --  far deeper than that

experienced since the Civil War period  --  suggesting that gold should have flowed from

New York to Montreal, not the reverse.16 Only later, in January 1908, did the price of the

US dollar in Montreal rise to Viner’s gold export point, and then only briefly.  What is

missing from this picture, however, is the premium on currency (and hence gold) that had

emerged in New York.

The bank suspension in New York was a suspension of payments of bank deposits

in gold coin and currency, not the suspension of convertibility of currency into gold

                                                                                                                                  
14 For example, the New York Times reported on October 25 that on the previous day the call loan rate had
ranged between 6% and 100%, with the closing rate at 20% and most business done at 60% [NYT, 1907
#10].
15 The seasonal factors were estimated for the period 1890-1912 by the ratio-to-moving-average method,
using EViews.  A mechanical rather than a statistical technique, this common method of seasonal adjustment
does not provide statistical measures of goodness of fit.
16 A similar pattern can be seen in 1894 and for the same reason discussed in the text.  The 1894 discount
was not as deep as that in 1907.
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coin.17 As a result, currency (and hence gold) was at a premium in New York in terms of

bank deposits  --  and it was primarily bank deposits in New York that were traded in the

Canadian foreign exchange markets and for which quotations were provided in

newspapers.  In Figure 4 we have adjusted the price of the US dollar in Montreal for the

New York premium on currency.  The adjusted exchange rate shows a strong arbitrage

incentive to convert Dominion notes to gold, to ship the gold to New York to be sold for

US deposits to in turn to be sold in Canada.  The return would have been a sizable profit.

The threat of a serious credit restriction and perhaps to the stability of the banking

system was serious;  a threat that was aggravated by the normal seasonal requirements for

credit and monetary expansion to finance the movement of the crop to market.  We do not

know the extent of government measures adopted to restrain the gold outflow.  However,

to meet the threat of credit contraction induced by a shortage of cash reserves the

government invented a temporary discount window.  It was probably a matter of some

concern to the other banks that the government turned to the Bank of Montreal (and its

affiliate, the Royal Trust Company) to operate the facility, given that bank's historical

aspiration to develop into a central bank and the risks of favouritism and of proprietary

information falling into the hands of a vigorous competitor. Discounts to the amount of

$10 million were authorized at an interest rate “not less than 4 per centum” and on “such

securities as are deemed by the Bank of Montreal satisfactory.” (Canada 1907a) .  The

advances of Dominion notes, provided to the Bank of Montreal by the government, were

secured by grain paper in defiance of the Dominion Notes Act requirement of a 100%

gold reserve.  A relatively small expansion of the Dominion note issue was required to

solve the problem.  There was no threat to the stability of the Canadian dollar in the

foreign exchange market.  The government must have regarded the emergency measures a

remarkable success.  However, rather than making such a discount facility a permanent

part of the national banking system the Bank Act was revised to permit the banks to issue

bank notes in excess (by 15%) of their normal capital-constrained limits during the crop

moving season.

                                           
17 Currency was US notes (Civil War “Greenbacks”), silver certificates, gold certificates and national bank
notes.



16

Viewed in light of the history of the gold standard in Canada, the 1907-08

intervention is extraordinary.  It showed that the government could play a role in the

functioning of the financial system.  It did not establish a precedent for an aggressive

central bank to manage the money supply for diverse macroeconomic purposes but it did

demonstrate the utility of at least half of a central bank designed to safeguard the liquidity

of the banking system under stress.  This was a lesson that was carried forward to deal

with the financial problems that were apprehended at the outbreak of World War I.  Once

let loose, and after a prolonged adolescence, the central banking concept for Canada

eventually was transformed into something incompatible with the gold standard ideology.

Conclusions on the Gold Standard

What have we learned from this review of Canada’s experience under the pre-

classical and classical gold standards? At the root of the gold standard was an ideology

that not only considered gold as “true” money, but also that certain things were immutable

--  the convertibility of paper and bank monies, the gold value of the monetary unit and

hence, in an international gold standard, the foreign exchange rate. The fixity of the

exchange rate meant that the Canadian price level was determined in world markets.

Canada could experience inflation or deflation, but, except in minor degree, the processes

would not have domestic roots.

The gold standard placed strong constraints on the government.  For its  basic

financial requirements it had to face the resistance of taxpayers or the constraints of the

capital market, particularly the international capital market.  It could resort to the issue of

fiat paper money only in limited degree and not to the extent to provoke domestic

inflation.  That would have been inconsistent with the immutability of the exchange rate.

As a result, the central government officials developed what we called a gold standard

mentality about economic policy.  In sum, appropriate economic policy implied a

balanced budget for government operations, borrowing for public works only in so far as

the international capital markets would permit it, and avoidance of any policy that would

seriously disturb the foreign exchange market

Canada’s gold points were very narrow.  There was little scope for exchange rate

fluctuations to absorb disturbances, whether they originated abroad,  from developments
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in the domestic economy or from governmental policies. If it stayed within the gold points

the exchange rate was very nearly rigid. This rigidity meant that the financial system was

vulnerable to shocks emanating from abroad.  A government that also had an almost

constitutional responsibility to safeguard the integrity of the banking system could not

easily contemplate a collapse initiated through the foreign exchange market and was

reluctant to endorse the severe economic consequences of the short-term financial

restraints that might be necessary to prevent collapse.

Timely governmental interventions in the foreign exchange market were possible

and need not seriously disturb the equilibrium of the market.  Small disturbances called

for limited measures, the gold devices employed by many central banks.  Large

disturbances called for more serious measures such as those implemented in 1907. The

lesson that the government took away from the 1907 episode was that intervention was

possible on a substantial scale, including the artificial creation of liquidity for the banking

system, if carefully managed, without upsetting financial equilibrium.  The government

carried that lesson forward as it apprehended financial disturbances on the outbreak of

World War I.

 THE WARS AND INTERWAR - CHALLENGE TO THE GOLD STANDARD
MENTALITY

Between 1914 and 1945, Canada gradually lost its commitment to the gold

standard, and the monetary discipline that it had implied, and embraced Keynesian

theories of macroeconomic policy and the concept of a socially activist government. As a

result the macroeconomic landscape in 1945 was characterized by an economy,

institutions and ideology that were radically different from those of 1914. This section

examines this transformation.

The legacy of World War I for Canadian policy makers was twofold: domestically,

the machinery of the Finance Act, put in place to fund the war, altered the operation of the

gold standard after its restoration in 1926; internationally, the War had changed the

political support underlying the gold standard and the ability of Great Britain to be the
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necessary hegemon for that standard.18 During the interwar period the effective reduction

in the world gold reserve ratio and the capital market stresses that emerged from the war

debts and reparations further weakened the international gold standard, which collapsed in

the 1930s. Critically, however, this collapse was seen as only temporary, and late in the

1930s monetary authorities were attempting to restore a version of the gold standard.

These international events had their parallel in Canada which we develop below; here we

note that although in the 1930s Canada abandoned the gold standard and created a central

bank, monetary (and fiscal) policy continued to be driven by a 'gold standard mentality'.

World War II further weakened the attachment to the gold standard internationally

and amongst Canadian policy makers. The war saw a massive expansion of the role of

government in the economy (far greater than that of World War I) and in Canada, as

elsewhere, success in mobilizing resources highlighted the difference between the

performance of the market economy of the 1930s and the statist economy of the War.

Management of the macro economy would guide monetary policy (and therefore exchange

rate policy) after the War.

World War I

In late July 1914 imminent war in Europe created concern  - “an atmosphere of

incipient financial panic” (Macmillan Commission, 1933) - in Canada. The government

and the banks were concerned that Canadians would exchange their bank notes and

deposits for Dominion notes in order to redeem the Dominion notes for gold. Discussions

between the Minister of Finance and the Presidents of the Canadian banks led to

precautionary measures: on August 3rd the Cabinet passed an Order in Council that

permitted the banks to increase their bank note circulation by 115% of paid-in capital year

round (rather than only during crop-moving season) and created a discount facility

through which the banks could obtain advances of Dominion notes “against such

securities as may be deposited by the banks and approved by the Minister of Finance.”

(Canada 1914a)  The government was thus reenacting the lesson learned in 1907-08

                                           
18 See Eichengreen (1995) on the political changes that affected the ability of governments to give primacy
to price and exchange rate stability over employment outcomes. See Eichengreen (1984) on the breakdown
of the interwar gold standard and the disappearance of Britain as a Stackleberg leader.
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making provision for the temporary creation of liquidity to ameliorate any liquidity

problems that the banking system might face.  However, the Order in Council went a step

further. It also suspended the requirement that bank notes be redeemable in Dominion

notes  --  in effect, bank notes were made a legal tender for transactions between the banks

and the public (Canada 1914a).  Asserting that “This action will tend to preserve the

Canadian gold supply against demands from foreign sources” the government thus granted

to commercial banks the extraordinary privilege of discharging all their liabilities with

their own banknote liabilities.

It is not clear if the international implications of the August 3 Order in Council

were carefully considered.  However, a second Order in Council, a week later, took the

next logical, but also major, step.  It suspended the convertibility of Dominion notes into

gold, in effect placing Canada on a flexible exchange rate while there was a proclaimed

state of  “war, invasion, riot or insurrection, real or apprehended” (Canada 1914b) 19.  The

fundamental canons of the gold standard were being set aside at least for the duration of

the war.

The Orders in Council were temporary measures, necessary because parliament

was not in session when the policies were decided upon.  Later in August their provisions

were given legislative approval and elaborated in the so called Finance Act (Canada

1914b).20

Although the War was primarily financed by taxes and debt issue (in

approximately equal shares) the debt issues were significantly accommodated by

monetary policy as a result of major increases of the fiduciary issue of Dominion notes

and the discounting of both Canadian and British government securities under the Finance

Act. The resulting expansion of the money stock during the war is shown in Figure 5, and

its effect on prices is seen in the inflation in the later years of the war (Figure 6).

                                           
19 The words are the same as those in the infamous War Measures Act.
20 The Act limited the period of excess circulation of bank notes to March through August but when
added to the excess circulation provision of the 1913 Bank Act this permitted excess circulation the year
round.  It should also be noted that the act did not remove the requirement for specie backing of notes issued
at the government’s initiative under the Dominion Notes Act but there was no such requirement for  notes
issued under the Finance Act [Canada, 1914b #14]. If the banks took the initiative of borrowing under the
Finance Act there was no mechanical limit to the expansion of Dominion notes and hence bank cash
reserves.
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The Interwar Period

There was no return to the automatic gold standard mechanism after the War. In

1923 the government amended the Finance Act to allow the discount window facility to

be a part of the Canadian monetary system even in the absence of war.21 In July 1926, the

government resumed the convertibility of its Dominion notes, without making

institutional adjustments to contain the potential exposure of their gold reserves under the

amended Finance Act.22 That exposure became more than potential in late 1928 in the

face of high returns on the New York stock and money markets (Curtis (1932)).

Advances under the Finance Act were charged 4.5% from September 1928 (until October

1931), which meant that borrowing Dominion notes from the Canadian Government and

converting the proceeds to gold to be sent to New York to finance loans there was a

profitable activity.23 In the face of a severe drain of its reserves the government quietly but

effectively again suspended the convertibility of Dominion notes into gold.24

Between January 1929 and October 1931 the conversion of Dominion notes into

gold was restricted. Bryce (1986; 126) states that files of R.B. Bennett, Canada's Prime

Minister at the time, had long lists of those who had been refused the redemption of notes.

However, despite many requests (some from bankers) the government would not

implement an expansionary monetary policy by increasing the fiduciary issue of

Dominion notes.  In early 1931, in the face of a fiscal crisis, Prime Minister Bennett

considered increasing the fiduciary issue to help finance government expenditures but

                                           
21 The Finance Act of 1914 had permitted advances during the wartime emergency. The amendment allowed
the Act to operate outside of states of emergency.
22 Perhaps in anticipation of the potential conflict between the gold standard and the Finance Act, the
Department of Finance drafted a revision to the Finance Act that would have prohibited banks with
outstanding advances from converting Dominion notes into gold.  For unstated reasons, (possibly
anticipation of strong opposition from the banks) the draft bill was not introduced in Parliament. (RG 19
v825 file 25-5).
23 The advance rate had been 5% from 1914 to 1924, when it was decreased to 4.5%. In November 1927 the
rate was reduced to 4% and in December to 3.75%. In June 1928, the New York Fed increased its discount
rate to 5%, and the Department of Finance matched the increase. (The Canadian rate did not match the
subsequent increase in the New York rate to 6% in July 1929, and decreases down to 2.5% by late 1930).
24In December 1928 the Canadian banks agreed to suspend gold exports on their own account, and the
government began using a series of 'gold devices': Redemption of Dominion notes was limited to Ottawa
(not Montreal as usual) and the gold obtained British sovereigns (rather than US dollars); in addition the
banks may have refused to redeem notes for US banks. (Shearer and Clark (1984; 296).
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rejected the idea of monetary expansion on two grounds.  First, he concluded that it would

not expand employment:

If I thought for a single moment that to add, beyond $71 million of the
present outstanding unsecured paper money of this country another 25 or 30
or 40 millions of dollars would cure unemployment, would lift the
Depression and would end all our troubles, I would have no more hesitancy
in asking the House for it than I have in asking the House to pass any
estimate than is submitted to it.25

Second, a significant portion of the national debt was in gold bonds or Canadian dollar

bonds held by non-residents. Monetary expansion would induce depreciation which would

imply that higher taxes (in Canadian dollars) would be necessary to obtain the revenue to

make interest payments on gold (or hard currency) denominated debts. Perhaps worse,

from the government's point of view, depreciation would be viewed as a default by non-

residents holding Canadian dollar denominated debt. The Leader of the Opposition,

McKenzie King, agreed with the government's position stating that "[Depreciation would]

declare to the world that we have lost confidence in our own financial and industrial

position".26  The statement is remarkably reminiscent of Bond Head's injunction almost a

century earlier, that depreciation is inconsistent with national honour.

The effects of this commitment to (a somewhat diluted) gold standard orthodoxy

are clear in the behaviour of the exchange rate. Until the British devaluation in September

1931, the maximum premium on the pound and dollar was 2% and the average premium

was 1/3 of 1% (the mode was 0% - see Figure 7).27  In September 1931 Britain abandoned

the gold standard.  Bennett immediately issued a statement saying that Canada remained

committed to the gold standard, although most observers believe that he didn't really

understand what that meant, mistakenly believing that the gold standard to be a

commitment to pay bonded debts in gold, rather than to pay Dominion notes in gold.28

The de facto abandonment of the gold standard was made de jure a month later when

Canada again banned exports of gold. The exchange rate depreciated against the US dollar

by about 15% (approximately half the depreciation of the pound against the US dollar). In

                                           
25 Bennett, House of Commons, 2rd S, 17th Parliament; cited in Bordo and Redish, (1990) 364.
26 McKenzie King, House of Commons, 2rd S, 17th Parliament; cited in Bordo and Redish, (1990) 364
27 Data from Knox (1939).
28 Bryce (1986, 125); MacIvor, (1961, 131).
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March 1933 the US left gold, but after a few months of adjustment, the US government

fixed the value of the US dollar at $35/oz. The Canadian dollar returned to its pre-1931

par with respect to both the US dollar and the pound, and all three currencies had

depreciated against gold by 40%.

While the US and Britain both had central banks to manage the behaviour of their

exchange rates, Canada had no central bank and no apparatus to manage a monetary

expansion other than the inadequate arrangements of the Finance Act. The exchange rate

was constrained by expectations, and its behaviour is consistent with expectations that the

traditional relationship between US dollars, British pounds and the Canadian dollar would

be restored.29 Thus the exchange rate was close to par between early 1929 and September

1931, lay between the traditional pars when the pound but not US dollar had depreciated,

and then remained very close to the traditional par with both currencies after January

1934.

The Bank of Canada was established in 1934 and began business in 1935. The

Bank had been advocated by many parties including those who wanted inflation (notably

Western farmers), those who wanted someone to take on the Department of Finance's

monetary functions (civil servants), those who thought the Big Banks were to blame for

deflation and wanted a check on them, and yet others who, as Donald Creighton put it,

"were rapidly reaching the conclusion that positive action by the state must remedy the

admitted weakness of economic liberalism".30 In other words a coalition of Canadians of

every stripe other than banker thought that a central bank would improve economic

affairs.

The irony is that the Bank of Canada did very little upon its establishment. The

floating exchange rate and effective abandonment of the gold standard were not used to

run an expansionary monetary policy nor did the government attempt to use the central

banks as a vehicle for funding an expansionary fiscal policy.

Irrefutable evidence that the 'gold standard mentality' had not completely eroded in

Canada in the 1930s is of course had to find. However, there are a number of  factors that

                                           
29 See Bordo and Redish (1990) for econometric evidence for this model of expectations.
30 Creighton (1970; 215).
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at least are consistent with this hypothesis. There is considerable anecdotal evidence of an

expectation of resumption of a form of the gold standard. The evidence given to the

Macmillan Commission established to consider the creation of a central bank in Canada

included statements by Jackson Dodds of the Canadian Bankers Association that "It is

logical to assume that the gold standard (perhaps with modifications) will be resumed in

due time by the great trading nations and that the Dominion would naturally follow suit".

Frank Knox, perhaps the leading academic monetary economist in Canada at the time,

stated:

It may be assumed that sooner or later the major trading countries of the
world will have to come to some agreement as to a common monetary
standard and that they will stabilize their several currencies with respect to
each other probably by making them convertible once more into gold.
Supposing this to have taken place Canada's monetary policy is clearly to
join such a group.31

 At an international level the Commonwealth countries presented a joint declaration on

Fiscal and Monetary Policy after the World Economic Conference in 1933. It stated that

the ultimate objective of monetary policy would be the restoration of the international

gold standard (Bryce, 135).

World War II

World war II expanded the scope of government far beyond even its World War I

level. The debt to GDP ratio, which had peaked at 72% after World War I, and at 92%

during the Depression, rose to 150% by 1945 (Figure 8). The scope of the Bank of

Canada's activities also expanded: As the government's fiscal agent, it was responsible for

managing the rapidly expanded debt. Beyond this, the Bank was the operator, in fact if not

in law, of the exchange rate controls that had been introduced in September 1939, and

continued in force until September 1950.32

As in World War I, the war was largely financed by taxes and bond issues, with

only a small fraction financed by monetary expansion. Nonetheless, as Figure 6 shows, the

money supply expanded dramatically putting upward pressure on prices and in December

                                           
31 Both quotes from the Royal Commission on Banking and Currency: Evidence, p.3225 (Dodds) and
p.3063 (Knox).
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1941, the government introduced price controls that were the most severe of those in any

of the Allied nations (Bryce 1995; 127). All retail prices were frozen at their October 1941

levels, and the previous partial wage controls were extended to cover virtually all

employees.

The government was also deeply involved in the regulation of international trade

and the rationing of scarce consumer goods and the allocation of productive resources. By

the end of the war the government had accumulated vast experience in the manipulation

of financial, commodity and factor markets.

Conclusions on the wars and interwar

The lessons of economic experience between 1914 and 1945 seemed clear to

contemporary observers. It was widely believed that the 1930s had shown that a market

economy was prone to devastating cycles, and could get stuck in a low level equilibrium

from which it could not automatically recover. World War II had shown that government

expenditures could restore full employment. Keynesian economic analysis had provided a

theoretical rationalization for both underemployment equilibrium and the need for fiscal

policy to restore full employment. The scale of government in the economy, and of the

Bank of Canada in financial markets, had expanded dramatically and the new doctrines of

economic and social policy argued that their activities should not shrink to their prewar

level. Rather in, planning for the post war period, at both the international and domestic

level, institutions were put in place to avoid the problems that had been created by

unfettered market forces in the '30s.

In his history of social security in Canada, Dennis Guest argues that "in the

postwar world government would be held responsible for protecting the citizen against the

universal risks to livelihood" (Guest 1980; 143). Domestically, 1944 legislation such as

the Family Allowances Act, and the National Housing Act epitomized this view.33 At an

international level, there was concern amongst the Allied countries of the West that co-

operation replace what were seen as damaging beggar-thy-neighbour policies of the

                                                                                                                                  
32 The price of a US $ was C$1.10 , representing a 10% depreciation. The exchange rate was appreciated
back to par in July 1946.
33 The Unemployment Insurance Act in 1947 further implemented this agenda.
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1930s. Competitive exchange rate depreciations, exchange controls, the switch from

multilateral to bilateral exchanges, and competitive tariff increases were all seen as the

outcome of non-cooperative behaviour amongst nations that should be replaced by

coordination and international agreement. The most significant of these institutions for

our story is of course the IMF and the rules for international exchange rates agreed on at

Bretton Woods in 1944.

The Bretton Woods agreement created a fixed (but under certain circumstances

adjustable) exchange rate regime with all member currencies convertible into US dollars,

and only the US dollar convertible into gold. The creation of the IMF established a central

reserve pool to reduce the problems inherent in operating a gold-based monetary system

with gold reserves that were small relative to the world money supply. In principle, the

pool of reserves was intended to partially insulate each country's money supply from the

effects of temporary balance of payments surpluses or deficits. In the face of a

fundamental balance of payments disequilibrium (an undefined concept) an adjustment of

the exchange rate was permitted in consultation with the IMF. This provision for

adjustment of the exchange rate was essential to make the system viable in the long run,

but it proved to be the Achilles heel of the system.

Post- World War II: an era of experimentation

The period 1945-73 shows how difficult it is for a small open economy to run a

fixed exchange rate regime. Canada had a fixed exchange rate from the end of the war

until September 1950, then floated the dollar between 1950 and May 1962; then again

fixed the rate between May 1962 and May 1970. In each case the policy change was

proximately driven by short term capital flows and, more deeply, forced by a desire to

insulate Canada from foreign events.

Although Canada adhered to the Bretton Woods treaty less closely than most

economies, Canadian exchange rate and monetary experience shows a clear break in the

1970s when the Bretton Woods system collapsed internationally. Before 1973, whether

Canada was on a fixed or flexible exchange rate, the exchange rate (with respect to
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sterling and the US dollar) stayed within quite narrow bounds (see Figure 7, say par ±6%).

Since 1973, the exchange rate has never been fixed and it has been very volatile. Unlike

during the earlier episodes of floating, the exchange rate has not fluctuated in a narrow

band.  Rather, over the whole period to date the Canadian dollar has depreciated by about

50% against the US dollar.  Released not only from the mechanical rules of the gold

standard but also from its ideology, monetary policy and fiscal policy have shown similar

volatility.  Rapid monetary expansion led into monetary contraction, and large deficits,

and cumulating debts, led to fiscal restraint.

The Bretton Woods period

Canada emerged from World War II with rigid controls over foreign exchange

transactions and the dollar pegged at 90.9¢ US. As the relaxation of exchange controls

began, the question of the appropriate par value of the dollar arose.  In the event, in 1946

when Canada declared its par value under Article IV of the IMF treaty it was at the

historical par of $1.00 US. This rate proved to be too high, leading to large balance of

payments deficits in the next 3 years and Canada devalued its currency (to 90.9¢ US

again) in November 1949, along with the U.K. and many other countries.

With the onset of the Korean War, massive capital flows into Canada led to large

payments surpluses and hence inflationary pressure on the monetary base and money

supply.  The government faced a dilemma. The gold standard rules would have prescribed

a substantial increase in the monetary base and money supply, exacerbating the inflation

pressures already present in the economy. Perhaps, this was a fundamental disequilibrium

for which the Bretton Woods rules prescribed a revaluation of the exchange rate. But what

should the new rate be? The government had already discovered in 1946 that choosing a

par exchange rate was far from a precise science. Rather than making another error that

would have to be corrected in short order, the decision was made to let the Canadian

dollar find its own level in the foreign exchange market -- to let the dollar float

"temporarily".

Canada experienced few difficulties with the floating rate and, despite repeated

criticism by the IMF and other authorities, persisted with it. The Canadian exchange rate
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remained remarkably stable, staying within about 6% of par: it was almost as if Canada

had continued its Bretton Woods par rate of exchange with a wider band of permissible

fluctuation. Furthermore, it was a relatively 'clean' float, as the Bank of Canada only

occasionally intervened in the foreign exchange market to offset disorderly market

conditions (Yeager, 1976).34

This 1950s experience differed remarkably from the experience of floating rates

after 1973 for two basic reasons. Firstly, although the floating rate gave the Canadian

monetary and fiscal authorities the independence to conduct stabilization policies, there

was not much need for them to do so. The decade, with the exception of the last three

years, was characterized by high growth, low inflation and low unemployment. There

were no major foreign economic shocks. Secondly, Canada's  major trading partners

remained on the Bretton Woods regime. Among major industrialized economies, Canada

floated alone.

Canada’s first (post-war) experience with floating rates ended in 1962. The debate

over the appropriate stance of  monetary and fiscal policy in 1960/61 was perhaps the

most fierce in Canadian history. Faced with rising unemployment beginning in the late

1950’s, attributed by many economists to the strong Canadian dollar, and growing

nationalist sentiment against foreign direct investment from the U.S, many Canadians

advocated expansionary monetary and fiscal policies.  The government responded with a

somewhat expansionary fiscal posture but James Coyne, the Governor of the Bank of

Canada, strongly argued against expansionary monetary policies that would have led to a

depreciation of the dollar. He also vigorously criticized government fiscal policy. In the

ensuing political confrontation, the House of Commons passed a special Act declaring the

Governorship of the Bank vacant. The bill did not pass through the Senate but the

Governor resigned (in July 1961), bringing to an end the so-called Coyne affair.  Louis

Rasminsky became Governor and the relationship between the Governor and the

government was clarified: the government of the day is the final arbiter of policy, but a

governor should be expected to resign if he disagreed with that policy. Although it was

                                           
34 In December 1951, Canada abolished all of the exchange controls left over from the War and the
transition period allowed under IMF Article XIV.  It was the first country to do so.
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argued that the Bank had not lost "independence" in policy formation, as a practical

matter, Bank of Canada policies became more accommodating.

The strength of the Canadian dollar through early 1961 was commonly attributed

to Coyne's monetary policy. In presenting its June 1961 budget, the Diefenbaker

government let it be known that it considered the Canadian dollar to be overvalued. The

result was an immediate run on the dollar; the exchange rate dropped from $1 US to under

97¢ US in a matter of days. The rate then stabilized for a while but downward pressure on

the dollar was renewed later in the year, partly absorbed by a loss of foreign exchange

reserves and partly in a fall in the exchange rate. By early May 1962 the exchange rate

was 95¢ US.

Faced with the steady pressure on the Canadian dollar and the steady loss of

reserves as the Bank attempted to maintain an orderly adjustment, the government finally

decided that a dramatic gesture was required. Canada abandoned the floating exchange

rate. The dollar was pegged at 92.5¢ US in early May. There was an element of smug

rejoicing at the IMF at the "failure" of the Canadian experiment.

Canada had been the only G7 country with floating rate experience during the

post-war period, and the apparent success of the Canadian float gave ammunition to

advocates of flexible exchange rate policies which were widely adopted after 1973. Yet,

the environment in which Canada experimented with floating rates was critical - Canada's

experience with floating rates after the end of Bretton Woods looked very different

whether one looks at the exchange rate, money stock or fiscal variables.

The 1962 peg ran into immediate difficulties.  A full scale speculative attack on

the Canadian dollar was only repulsed by a rescue package of over $1 billion US, the

institution of (temporary) current account controls and tight monetary and fiscal policy

(Bordo and Schwartz, 1998). The demonstration of domestic determination to maintain

the new par rate and its clear endorsement by the world's central bankers defused the

speculative attack. Canada maintained its peg at 92.5¢ US for the next eight years.  The

experience with pegged rates was initially successful because Canadian monetary and

fiscal policies were compatible with those in the U.S.  Canada seemed to have avoided the
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policy trilemma posited by Robert Mundell (1968) between a pegged exchange rate,

monetary policy independence and free capital mobility.  The early and mid 60’s was a

period of rapid growth, low unemployment and low inflation.

In the 1960s the enactment of social legislation such as the Canada Pension Plan

(1965), the Canada Assistance Plan (1966) and the Medical Care Act (1966) dramatically

expanded the social security net, and the federal government's role in providing it. The

expanding role of government was financed by the growth of the economy, and by rising

tax rates. These were also the years of growing belief in the existence of a stable Phillips

curve tradeoff that could be exploited by fiscal and monetary authorities in order to

maintain high employment at the expense of predictable and controlable higher inflation.

Some research suggested that the welfare costs of higher inflation were lower than that of

higher unemployment (Reuber, 1964).35

The exchange rate picture changed dramatically towards the end of the 1960’s as

expansionary U.S. monetary and fiscal policy, to finance both new social programs and

the war in Vietnam, led to growing balance of payment surpluses in Canada, as was also

the case with other advanced countries. As in 1950, Canada abandoned its pegged

exchange rate in the face of massive capital inflows from the U.S., and on June 1, 1970 let

the exchange rate float again.  Canada’s actions presaged the abandonment of pegged rates

by all the other advanced countries in the following year and the Smithsonian Agreement

of 1973 which permanently ended the adjustable peg of the Bretton Woods system.

Post Bretton Woods

Since 1970 Canada's macro policies and macro variables have been on a roller

coaster ride. In the early 1970s the dollar was strong and moved from 92.5 ¢ US to a slight

premium over the US dollar. The rate of inflation fell and the employment rate remained

high. But, in 1974, the world was hit with the first OPEC oil price shock. Perhaps

conditioned by the myth of the stability of the Phillips curve trade-off between higher

                                           
35 Reuber, in research undertaken for the Royal Commission on Banking and Finance (1962-4), gave explicit
values to points on the Phillips curve: For example, 0% inflation implied 5% unemployment; 1.7% inflation
implied 3% unemployment.
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employment and moderate inflation, the Government of Canada responded with

expansionary monetary and fiscal policy to stimulate the economy and increase

employment. Inflation accelerated.

In 1975 the government responded with wage and price controls and the Bank of

Canada with monetarist policies involving increasingly intense restrictions on the rate of

increase of the money supply defined in the narrow sense of M1. In retrospect this focus

on M1, rooted in the belief in the stability of the demand for money in this narrow sense

(an empirical relationship that seemed even more certain than the Phillips curve),  proved

to be a serious mistake. The financial system quickly adjusted to provide substitutes for

increasingly scarce M1. While interest rates rose sharply, the rate of inflation remained

high, if variable.

The US had experienced similar inflation and implemented similar monetary

policies.  Despite the recession that began in the early 1980s both the Federal Reserve and

the Bank of Canada persisted with their restrictive policies. Coupled with the effects of

the US economic slowdown, the Bank's policies dramatically curbed the Canadian

economy. The Treasury bill rate soared to over 20% for a few months, while

unemployment jumped from 7% to 13%  - but inflation fell from 12% to less than 5%.

As interest rates remained considerably higher than inflation rates, real interest

rates were also high, with dramatic consequences for the government's fiscal situation.

The government, unconstrained by either a gold standard or the weaker fetters of the

Bretton Woods period, continued to run deficits, but the high real interest rate rapidly

compounded the initial debt, and the debt:GDP ratio doubled (42% to 84%) between 1981

and 1995.36  Successive federal governments announced their intention to eliminate the

federal deficit, and in 1998, for the first time in 25 years, the federal (gross) debt fell in

nominal terms.

Thus, after abandoning the pegged exchange rate of the Bretton Woods system

with its implied discipline over monetary and fiscal policies, Canada like all the other

                                           
36 Similar policies were followed in many other western countries. Italy, Japan, Belgium and Sweden, all had
rising ratios of debt to GDP (Bordo and Jonung, 1997).
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advanced countries slipped into a fiat money inflationary regime.  Unlike the 1950’s

where the orthodoxy was still one of monetary and fiscal prudence, an environment in

which the policy independence afforded by floating rates did not lead to inflation, in the

1970’s, floating exchange rates gave Canada, as many other countries (principal

exceptions were Germany and Switzerland), the license to pursue highly expansionary

stabilization policies.

Since then Canada, like many other countries, has made low inflation the primary

target of monetary policy.  In 1988 John Crow, the new Governor of the Bank of Canada,

clarified the objectives of monetary policy, and announced the Bank's only feasible

objective was price stability. By 1992, and continuing through the 1990s, Canada was the

most successful inflation fighter of any advanced country.37

CONCLUSIONS

The history of exchange rate regimes in Canada has shown an evolution from (1) a

gold standard with fiduciary private bank notes to (2) a gold standard with fiduciary

government notes to (3) fiat government money in a fixed exchange rate world to (4) fiat

government money in a floating exchange rate world. The obvious questions for a

conclusion are "What are the lessons from history?" and "Where next?"

Historically, the exchange rate regime has been an enigma with two faces.  On one

face is a fixed exchange rate regime which, at least under the gold standard, provided

monetary stability in the sense of the absence of domestically inspired inflationary

pressures.  Political pressures to accept large budgetary deficits supported by monetary

expansion were severely constrained.  That, however, could only work as long as there

was an almost unquestioning commitment to the gold standard ideology  --  a commitment

to the notion that domestic economic considerations should be subjugated to exchange

rate stability and free international convertibility in free foreign exchange markets.  That

commitment was severely tested during the gold standard period by periodic severe

external shocks that threatened the financial stability of the banking system.  Temporary

                                           
37  In 1991 Crow and Michael Wilson, the Minister of Finance, jointly announced inflation targets of 3% for
1992. Since then the target has been reduced to a range from 1%-3%.
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measures were adopted that violated the gold standard ideal, but the violations were

transitory and the gold standard mentality continued as though nothing had happened.

However, governments learned that something else was possible.  The economic

catastrophe of the great depression of the 1930s combined with the intellectual revolution

that was Keynesianism gradually drove the gold standard ideology from the halls of power

in Ottawa and elsewhere.

The other face - a flexible exchange rate regime - then emerged.  Adopted

sporadically in the face of real or apprehended financial crises, a “floating” exchange rate

became a comfortable condition for the fiscal and monetary authorities in the Post World

War II period.   During the Bretton Woods period, despite the float, the stabilizing effects

of the remnants of the gold standard that anchored the macro policies of industrialized

countries also constrained Canadian policies. The end of Bretton Woods released the

exchange market constraint on policy makers and led to what was possibly a predictable

result in an era when expectations that government could solve most social ills were rife:

large budgetary deficits, a ballooning public debt, rapid monetary expansion, rapid

inflation in a stagnating economy, and depreciation of the currency in external markets. At

the end of the century, although the exchange rate constraint was not re-imposed Canadian

policy makers have adopted a monetary policy rule (inflation targets) that, it is hoped, will

provide stability for the economy.

Our historical experience poses challenges to both sides of the debate.  The case

that the advocates of a fixed exchange rate or common currency regime must meet is that

Canada’s financial system is too exposed to external shocks for a rigidly fixed exchange

rate regime to be tolerable.  They must demonstrate that such shocks will not, from time

to time, devastate the domestic financial system and the real economy  --  particularly with

a common currency that makes it almost impossible for the government to cheat on the

rules without abrogating a solemn international agreement that has much broader

ramifications.  They must demonstrate that alternative institutional arrangements are

possible to provide the necessary cushion against such shocks.  The case that the

advocates of a flexible exchange rate regime must meet is that the lack of a fixed

exchange rate constraint dangerously relaxes monetary discipline, particularly as
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memories of the experiences of the 1970s and 1980s fade in public and parliamentary

memories.  They must show that institutional arrangements are feasible in a parliamentary

democracy that will not lead successive Canadian governments to succumb to the fiscal

and monetary temptations inherent in the flexible exchange rate regime.

These are not the only issues important to this debate.  However, our review of the

historical experience strongly suggests that more research and analysis are required, in the

particular Canadian context, before we plunge into a dramatic reform of the exchange rate

regime.
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Table 1a

Bank Cash Reserves and Government Gold:
Quinquennial Means, 1872-1912

 (Millions of Dollars; Monthly Data)

Bank
Gold

Bank
Dominion

Notes

Government
Gold

1872-1875 6.941 8.353 2.978
1876-1880 6.405 8.846 3.053
1881-1885 6.782 10.862 2.872
1886-1890 6.520 10.091 3.362
1891-1895 7.045 12.913 6.898
1896-1900 9.180 16.548 11.783
1901-1905 14.756 28.662 22.359
1906-1912 28.635 66.418 58.310

1872-1912 11.747 8.525 16.383

Table 1b

Bank Cash Reserves and Government Gold,
Quinquennial Standard Deviations, 1872-1912

(Millions of Dollars, Monthly Data)

Bank
Gold

Bank
Dominion

Notes

Government
Gold

1872-1875 0.411 0.836 0.436
1876-1880 0.567 0.818 0.374
1881-1885 0.584 0.825 0.582
1886-1890 0.559 0.822 0.563
1891-1895 0.701 1.957 2.405
1896-1900 0.964 1.762 2.187
1901-1905 2.751 6.785 5.338
1906-1912 5.935 19.289 22.810

1872-1912 8.525 22.301 22.220
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Table 1c

Bank Cash Reserves and Government Gold,
Quinquennial Coefficients of Variation, 1872-1912

(Millions of Dollars, Monthly Data)

Bank Gold Bank
Dominion
Notes

Government
Gold

1872-1875 0.059 0.100 0.146
1876-1880 0.089 0.092 0.122
1881-1885 0.086 0.076 0.203
1886-1890 0.086 0.081 0.167
1891-1895 0.100 0.152 0.349
1896-1900 0.105 0.107 0.186
1901-1905 0.186 0.237 0.239
1906-1912 0.207 0.290 0.391

1872-1912 0.726 0.975 1.356
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Figure 1
Bank Cash Reserves and Government Gold: 

Seasonal factors, 1890-1912
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Figure 2
Canada's Gold Reserves:

 Raw and Seasonally Adjusted, 1907-08 
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Figure 3
US Dollar in Toronto, Daily, July 1907-June 1908
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Figure 4
The US Dollar in Toronto and the Discount on Bank Money in NewYork, 

September, 1907 - March 1908
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Figure 5
Money Stock
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Figure 6
CPI Inflation in Canada and the US
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Figure 7
Price of US$1 in Canadian dollars
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Figure 8
Debt / GDP Ratio
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