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INTRODUCTION

The principal purpose of this Appendix is to
describe the procedures followed and the results
obtained from the Commission’s Survey of corpo-
rations. As indicated in the Report, this Survey
was part of a group of studies one purpose of
which was to assess the extent and timing of
the response of the economy to changes in
monetary and debt policies, To the extent that
it was possible, the assessment of the effects
on expenditure in the present Survey were made
in quantitative terms to pemit aggregation of
the results with those obtained from other sectors
of the economy. A discussion of the aggregate
effects is to be found in Chapter 21 of the Com-
mission’s Report.

The present Appendix is a substantially
revised version of a Progress Report prepared
in December, 1962, when the Survey was still
incomplete. Some of the issues discussed in the
Progress Report have been dealt with fully in
the Commission’s Report and material on these
issues did not need to be incorporated in this
Appendix. Most of the Chapters have been con-
siderably revised and enlarged, and three new
Chapters included — one on “‘The Distribution
of the Effects of Monetary Policy’’, one on
“‘Credit Conditions and the Non-Responders to
the Mail Survey’’, and one on ‘‘Corporations and
the Foreign Exchange Market’’. We were doubt-
ful of the wisdom of retaining Chapters II and
III in this Appendix, but some readers of the
Progress Report were of the view that these
Chapters provided a useful preface to the de-
tailed discussions which followed. Chapter II
has been enlarged to include a brief discussion
of the Radcliffe Committee’s position, and
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Chapter III retained in essentially its original
form. Those who do not find these introductory
chapters useful are invited to tum directly to
Chapter IV.

A Survey of this kind would not have been
possible without the help of many people. The
Chairman and members of the Commission not
only took a keen interest in the work as it was
going forward, but were of material assistance
in assuring a favourable reception for the inter-
viewers by corporations both large and small,
The Secretary of the Commission, Mr. H.A.
Hampson, was helpful at all stages, and the
Assistant Secretary, Mr, Leo LaFrance, assisted
in the administration of the Mail Survey. The
advice, support and encouragement of the Director
of Research, Dr. William C, Hood, was of crucial
importance to the success of the project. Other
members of the Commission staff, including Mr.
R. Johnstone, Professor Harry G. Johnson and
Dr. D.J. Daly, offered useful advice in the initial
stages of the inquiry, Mr, William Kennett par-
ticipated in some of the interviews, while
Professor R.A. Shearer not only took part in
some of the interviews but also assisted in the
analysis of the results bearing on the foreign
exchange market and the behaviour of foreign-
owned subsidiares. The Joint Secretary, Mr.
Gilles Mercure, took part in many of the inter~
views carried out in the Province of Quebec and
helped in other ways, Mr. W.A. McKay was a full-
time participant in the Survey at an important
stage and helped to prepare the Progress Report.
The devoted efforts of the secretarial staff of
the Commission, particularly Mrs. Jean Rees and
Mrs. Pat Conway, made our wotk much easier,
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We naturally tumed to the Dominion Bureau
of Statistics at an early stage of our inquiry,
and Mr. M.J. Mahoney, the Director of the Divi-
sion of Business Finance, was responsible for
establishing arrangements for us. Mr. D.A.
Traquair of the Division of Business Finance
provided us with our samples of fims, and over
a period of almost two years assisted us in a
variety of ways.

A survey is, however, only possible if those
who are being surveyed are prepared to take the
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time and trouble to provide the most accurate
information available, We not only had good
reason to be pleased with the high response rate
to the mail survey, but also met with a friendly
and cooperative reception wherever we carried
out interviews., Without this high degree of co-
operation from corporate executives, government
officials, the officers of financial institutions,
and others, the Survey would not have been
possible,




CHAPTER Il

MONETARY THEORY AND MONETARY POLICY

Over the course of the last decade, monetary
and debt policies have been used with consider-
able vigour in Canada. In the interviews and the
mail inquiry which provided the data for this study,
firms were told that in 1956-57, 1959-60 and
in mid-1962 funds became less available in
Canada and interest rates increased. They were
then asked to indicate whether changes in the
availability or cost of credit were in whole or in
part responsible for leading their firms to change
their sources of finance, reduce their inventories
or postpone or abandon plans for capital expendi-
ture, Similarly, corporations were told that in
1960-61 funds became more available and inter-
est rates decreased in Canada. They were then
asked whether these changes in the availability or
cost of credit were in whole or in part responsible
for leading their firms to change their sources of
finance, accelerate capital expenditures or imple-
ment new plans to purchase capital assets,

In succeeding sections of this Appendix, we
shall discuss the extent to which a survey of this
kind can be expected to yield accurate results. We
shall point out that to the extent that changes in
the cost and availability of funds have had effects
on other sectors of the economy, which in-turn
have affected corporate decisions, some problems
arise. In some cases, corporate executives have
anticipated these changes as ones which would
result from a change in monetary and debt policies
and have taken such indirect repercussions into
account. Other effects, particularly those working
through the exchange rate, may not have been
anticipated, and executives who have reacted to a
change in sales may fail to recognize that this
was a consequence of a change in interest rates

and the availability of credit.

There are many other problems encountered in
the use of the survey method, but there is a funda-
mental question which is quite independent of the
accuracy or inaccuracy of the particular answers
obtained in the Survey. This is the question of
whether monetary and debt policies exert their
influence over the economy through the cost and
availability of funds, or whether there are other
important channels of influence. If effects working
through these other channels are not reflected in
changes in the cost and availability of funds, then
the questions being asked in the Survey, even if
accurately answered, would not supply the mate-
rial necessary for an analysis of the response of
corporations to changes in monetary and debt
policies. Similarly, the ‘‘credit conditions’’ ap-
‘proach to monetary and debt policies put forward by
the Bank of Canada in its Brief and adopted by
the Commission in its Report, would be open to
question.

Two alternative approaches to monetary policy
—~one placing emphasis on the ‘‘quantity of
money’’ and the other on the ‘‘whole liquidity
position’’ — have sometimes been stated in a way
which suggests that there are important channels
of influerice other than those reflected in the cost
and availability of funds. Before comparing these
alternative ways of looking at monetary policy
with the credit conditions approach used in this
study, some comments will be offered on the
development of monetary theory. This will help to
put present controversies into perspective and,
incidentally, draw attention to the fact that the
belief that monetary changes have little effect on
prices or output or both, only received informed
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support in ten or fifteen years out of the last three
hundred.

Some Comments on the Development of Monetary
Theory

There are various ways in which the history of
monetary theory can be divided into periods. Any
such division is in part arbitrary and it could
equally well be argued that there is an underlying
unity throughout the whole development. For
present purposes, the last three centuries divide
most easily into three periods: the first, the peri-
od in the seventeenth and early eighteenth centu-
ries, representing the last stages of ‘“mercanti-
list’’ thought; the second, a period of almost two
centuries in which the classical quantity theory
of money dominated; and the third, a period extend-
ing from early in this century to the present when
attempts have been made to amend or replace the
classical theory,

The transition from mercantilism to the classi-
cal theory does not call for any extended comment.
In the seventeenth and early eighteenth centuries,
the view was widely held that changes in the
quantity of money would have a significant effect
on output, This “‘mercantilist’”” view gradually
gave way to the ‘‘classical’’ position that the
effect of changes in the quantity of money would
be felt on prices rather than on output. This differ-
ence reflected the fact that the classical econo-
mists assumed (often tacitly)that the economy had
a tendency to operate at full capacity — a view
which many of their predecessors did not share.

The classical assumption of a tendency to-
wards what we now call ‘‘full employment’’ per-
sisted throughout the nineteenth century. If demand
fell, prices were expected to decline and business-
men and their employees were expected to accept
rates of return appmpfiate to the new circumstances
and carry on their production, The notion that
aggregate demand might be persistently too low to
lead to full employment was quite foreign to their
thinking, For example, in his evidence to the
Royal Commission on Gold and Silver in 1888,
Alfred Marshall remarked: ‘I was very much
struck by observing that in some of the evidence
given to show that the fall of prices was doing

great harm, it was argued that we were suffering
from general over-production, a malady I contend
we cannot suffer from.,.””t

The economists of the nineteenth century had,
of course, a good deal to say about the fluctua-
tions in income and employment which occurred,
but given their assumptions about the nature of
the economic system, they were primarily inter-
ested in the way in which the system adapted over
the long run rather than the way it responded in
the short run to particular changes. This applied
to monetary changes as well as others. From
Ricardo to Marshall, the view was held that while
changes in the quantity of money would exercise a
short run influence over rates of interest, this was
a purely temporary effect and not worthy of much
attention, Rates of interest were determined by
the forces of productivity and thrift, with saving,
investment, output and employment all thought to
be independent of the quantity of money. The
following selections from the writings of the
nineteenth century economists convey some of the
flavour of classical thinking on the short and long
run effects of changes in the quantity of money.

““If, by the discovery of a new mine, by the
abuses of banking, or by any other cause, the
quantity of money be greatly increased, its
ultimate effect is to raise the prices of commod-
ities in proportion to the increased quaatity
of money; but there is probably always an
interval during which some effect is produced
on the rate of interest.”’
David Ricardo, Principles of Political
Economy, Ch, XXI,

““The rate of interest bears no necessary
relation to the quantity or value of money in
circulation, The permanent amount of the cir-
culating medium, whether great or small,
affects only prices; not the rate of interest, ...
But though the greater or lesser quantity of
money makes in itself no difference in the rate
of interest, a change from a less quantity of
money to a greater, or from a greater to a less,
may and does make a difference in it,”’

J.S. Mill, Principles of Political Economy,
(11, XX1m, 4).

1, Official Papers by Alfred Marshall, Published for the Royal
Economic Society by MacMillan And Co. Ltd., 1926, p. 91.




‘“My position is that the mean rate of discount
is governed by the mean rate of interest for
long loans; that again is determined by the
extent and the richness of the field for invest-
ment on the one hand, and on the other by the
amount of capital seeking investment. ... But
... what will be the result of a new disturb-
ance, viz, the influx of a good deal of bullion
into the City... it does increase the amount of
command over capital which is in the hands of
those whose business it is to lend to specula-
tive enterprise, Having this extra supply,
lenders lower still more the rate which they
charge for loans, and they keep on lowering it
till a point is reached at which the demand
will carry off the larger supply. When this has
been done, there is more capital in the hands
of speculative investors, who come on the
markets for goods as buyers, and so raise
prices,”’

Minutes of Evidence, The Royal Commission
on the Values of Gold and Silver (1887,
1888), Reprinted in Official Papers by
Alfred Marshall, p. 51.

The nineteenth-century view of these matters
was in the process of change at the turn of the
century and considerable strides were made in the
early decades of the twentieth century, notably by
economists in the United Kingdom and Sweden.
There was no sharp break with earlier thought, but
once the quantity theory of money stopped being a
broad generalization and was stated in precise
terms, questions began to be mised about the
validity of some of the assumptions and about the
process whereby changes in the quantity of money
had effects on the system. Many hands partici-
pated in the work, Marshall in England and Fisher
in the United States laid the foundations by formal-
izing the quantity theory, while Robertson,
Lavington, Hawtrey and Hicks in England, and
Wicksell, Lindahl, Myrdal, Ohlin and Lundberg in
Sweden made important contributions, The domi-
nant figure in the whole development was, however,
John Maynard Keynes whose Treatise on Money
(1930) marked the end of one period of develop-
ment, and whose General Theory of Employment,
Interest and Money (1936) started ia new period.
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It is important, however, to emphasize the extent
to which other economists contributed to the de-
velopments which occurred. There are deficiencies
in the Keynesian theory, and when these deficien-
cies are recognized there is a temptation to return
to something very close to the classical quantity
theory of money. But this amounts to turning one’s
back upon more than a half a century of develop-
ment in monetary theory, much of which would
have occurred if Keynes had never lived.

Perhaps the central feature of the development
which took place was a shift from attention to the
quantity of money alone to the effect of changes
in the quantity of money on interest rates and
through interest rates on the economy as a whole.
In short, attention turned to the process whereby
changes in the quantity of money had their effect
on the economy, and this brought to the fore the
cost and availability of funds. By the end of the
nineteen-twenties there was still little scep-
ticism concerning the power of money to in-
fluence economic activity and prices, in his
Treatise on Money (1930) Keynes was prepared to
impute much of the distress of the nineteen-
twenties in Britain to inappropriately high rates of
interest, and with the onset of what was to turn
out to be the Great Depression made the following
inaccurate forecast: ‘I am bold to predict, there-
fore, that to the economic historians of the future
the slump of 1930 may present itself as the death
struggle of the war-rates of interest and the re-
emergence of the pre-war rates.’’? He called for
expansionary measures and concluded: “Not until
deliberate and vigorous action has been taken
along such lines as these and has failed, need
we, in the light of the argument of this Treatise,
admit that the Banking system can not, on this
occasion, control the rate of investment and,
therefore, the level of prices.’”

During the years of economic disaster which
came between the Treatise (1930) and the General
Theory of Employment, Interest and Money (1936),
Keynes developed a new way of looking at these
issues, the influence of which still dominates
much current thinking on the subject. The provi-
sion of a new perspective which altered the way

2, J.M. Keynes, The Treatiav on Money, p. 384.
3, Ibid., p. 387.
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in which a whole generation of economists and
policy makers approached the question of how
output was determined was perhaps his greatest
contribution. For our present purposes, however,
we are primarily interested in the way in which
his views altered on the effect of changes in the
quantity of money, On this issue there were three
significant differences between the Keynesian
approach and much earlier thought, First, Keynes
took the view that money was held not only to
provide a means of making transactions, but also
to provide insurance against changes in the value
of financial assets, Second, he expressed an
empirical judgment that the rate of interest played
no significant part in determining the level of
saving and, third, another empirical judgment, that
changes in credit conditions of the kind likely to
be possible were unlikely to have a sufficiently
large effect on investment expenditure to provide
full employment.

The first of these propositions, the liquidity
preference theory of the demand for money, leads
to doubts about the ability of the monetary autho-
rity to achieve significant short-run reductions in
long-term rates of interest. The second proposi-
tion, arising out of Keynes’ belief that consump-
tion depended primarily on income, was implicit
or explicit in-much earlier thought, and reduces
the impact of any change in rates of interest. The
third proposition summed up in the sentence ‘‘it
seems likely that the fluctuations in the market
estimation of the marginal efficiency of capital ...
will be too great to be offset by any practicable
change in the rate of interest’’ (General Theory,
p. 164), suggests a further limitation on the effect
of monetary policy. The acceptance of any one of
these three propositions tends to reduce the antic-
ipated impact on the economy of changes in
monetary policy. The acceptance of all three can
easily lead to the view that “‘money does not
matter’’,

The battle between the traditional view and
the new approach went on during the late nineteen-
thirties and nineteen-forties, Monetary theory
tended to decline in importance and monetary
policy came to be regarded as a relatively ineffec-
tive instrument. During the post-war inflation, the
central banks of a number of countries were
virtually immobilized by decisions to maintain

pegged bond markets, This was partly the conse-
quence of forecasting errors, partly the result of
debt management concerns, but also reflected the
victory of the new ideas.

This proved to be a passing phase, With infla-
tion rather than deflation the issue of the day, the
view developed that some flexibility should be
restored to monetary policy. Partly as cause and
partly as effect, there was a concurrent restora-
tion of interest in monetary theory and many
questions which had been thought to be either
settled or uninteresting were re-opened. In f)artic-
ular, the quantity theory of money which in one
form or another had continued to be regarded as
useful by a number of older economists, obtained
a new lease of life through the work done by
Professor Milton Friedman and others.

The Modern Quantity Theory of Money

The central question which needs to be asked
here is whether modern quantity theorists hold
that changes in the quantity of money have effects
other than the effects taken into account in the
Keynesian or expenditure approach to the problem.
The economist using the expenditure approach will
prefer to work in terms of liquidity preference, the
propensity to consume and the marginal efficiency
of capital, and the quantity theorist in terms of
of money and velocity. If, however, both knew as
much as they needed to know about the relation-
ships they were using, would they in fact be follow-
ing an essentially similar line of reasoning to
reach a conclusion?

At present, the answer is not clear, An econo-
mist using the expenditure approach thinks of
changes in the quantity of money as affecting
credit conditions. If the central bank in a closed
economy increases the cash reserves of the bank-
ing system by purchasing assets or reducing
reserve requirements, the banks will extend loans
or buy financial assets from the public. In the
process this will, other things equal, lower inter-
est rates and increase the availability of credit,
The easing of credit conditions will, in tum,
encourage expenditure, In general, economists in
this tradition tend to argue that the expenditure
which will be affected is investment expenditure
by either business ot junior governments, and that




it is not to be expected that consumer expenditures
on goods and services other than housing will
respond to any marked extent., This is clearly an
empirical judgment and where, for example, sharp
changes in the credit conditions facing consumers
have led to significant reductions in their pur-
chases of durable goods, it has been obvious that
this generalization does not hold.

The same line of argument can be re-stated in
terms of portfolio balance. The fall in the yield
on financial assets resulting from an expansionary
monetary policy will make financial assets less
attractive to hold and correspondingly encourage
the assumption of new financial liabilities. This
will lead to an increased demand for real assets

and thus an increased flow of expenditure. The
assertion that consumer decisions on the holding
of real assets will not be significantly affected
by a change in the yield on financial assets
merely re-states the empirical judgment expressed
in the previous paragraph.

The nature of this empirical judgment can be
brought out more sharply within a broader frame-
work of reasoning., Over twenty years ago, Profes-
sor Harold Somers ¢ brought out clearly the four
rates of return goverming the decisions of individ-
uals. During any finite period, he argued, an
individual has at his disposal both his wealth and
his income. The alternatives open to him are the
holding of cash or securities, or expenditure on
consumption or the purchase of productive assets.
Securities provide rates of return which can be
summarized as the rate of return on a standard
security. Cash yields a subjective and immeasur-
able retum but one which is nevertheless real and
important. The rate of return on consumption
indicates the extra satisfaction expected from
consumption this year rather than next, while the
rate of return on production can be thought of as
the marginal efficiency of investment.

An increase in the quantity of money brought
about through the purchase of financial assets
from the public will lead to a fall in the yield on
financial assets and, through additions to the
stock of money in the hands of individuals, to a
fall in the subjective yield on money. With lower

4, In ‘‘Monetary Theory and the Theory of Interest', Readings
in the Theory of Income Distribution, American Economic
Asgsociation,
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yields on both money and financial assets, the
individual will be encouraged to increase expendi-
tures on both consumption and production. The
extent of the adjustment will depend upon the
extent of the fall in yields on money and financial
assets and the responsiveness of consumption and
production expenditure to changes in these yields.
Many Keynesian economists have held that while
expenditure on productive assets may well be
responsive, this is not the case with consumption,
particularly the consumption of non-durable goods
and services, and that changes in the yield on
financial assets may lead to no significant change
in consumption.

The above review helps to set the stage for an
analysis of the views of the modern quantity
theorists. So far, the work of this group has been
primarily directed toward establishing the rela-
tionship between the quantity of money and other
important economic variables, and only a begin-
ning has been made in explaining the way in
which changes in the quantity of money affect
expenditure, The principal target of the quantity
theorists to date has been the Keynesian conten-
tion that changes in the quantity of money affect
rates of interest, rates of interest affect invest-
ment and investment affects income and consump-
tion, Professor Friedman has described these
effects as the “‘credit’’ effects of changes in the
quantity of money and has gone on to argue that
changes in the quantity of money also have ‘‘mon-
etary’’ affects. It is not always clear what he
means by ‘‘monetary’’ effects. These are ‘‘the
effects on the stock of money as opposed to the
effects on recorded rates of interest and other
conditions in the credit market’’, but when he
searches for examples of factors which are missed
by concentration on the ‘“‘credit’’ effects, he cites
rates of return on consumer goods. It would
appear, therefore, that the ‘‘monetary’’ effects he
is talking about are ‘‘credit’ effects working
directly on consumption. A change in the quantity
of money resulting from a purchase of financial
assets from the public leads to an imbalance in
the portfolios of individuals. The yield on finan-
cial assets has fallen and before individuals have
fully adjusted their portfolios they have an excess
stock of money. They adjust their portfolios by
expenditure on a wide range of alternatives,
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including financial assets and goods and services.
Friedman has summarised his present position as
follows:$

‘““The process so briefly sketched can all be
described as operating through interest rates;
interest rates on marketable securities; inter-
est rates which connect, let us say, the price
of a building with the rents received from the
sale of its services; implicit interest rates
which connect the stock of durable goods
consumers own with the service of these dura-
ble goods that they can purchase each year;
and so on. But it is clear, first, that in order
to describe the process as operating through
interest rates, it is necessary to take into
account a much broader range of interest rates
than is usually done, and second, that the end
result need not be a change in interest rates at
all; it may be a change either in the general
level of prices or in output. An increased
amount of water may flow through a lake with-
out raising its level more than momentarily.”

There are several comments which can be
made on this summary. First, no argument is being
made that the effect of changes in the quantity of
money on business firms is other than through
changes in recorded market rates of interest and,
one might add, availability of credit. Friedman
has been anxious to show that the route from the
quantity of money to consumption does not proceed
through investment and has concentrated on
consumer decision making. Second, it is not clear
that the broader range of yields discussed in the
quotation is any more relevant for Friedman’s
analysis than for the expenditure approach. Knowl-
edge of the yields on real assets and changes in
these yields would be equally helpful for both, It
would appear that nothing more is being said than
that increases in the quantity of money lower the
yield on financial assets and the subjective yield
on money., Before any further steps are taken to
adjust the portfolio, the yield on real assets will
not have changed. The yield on a house of a
particular quality, i.e., the gross rent minus taxes,
repairs, maintenance, etc, will remain the same,
m Friedman and David Meiselman, *‘‘The Relative

Stability of Monetary Velocity and the Investment Multiplier,’’

published in Stabilization Policies, Commission on Maney
and Credit, p. 221,

as will the yield on consumer durables in terms of
the services they render. An automobile will
provide as many miles of comfortable driving, a
suit of clothes as many wearings and a washing
machine as many washings per year as before,
The yield on money and financial assets having
fallen relative to the yield on alternative assets,
the relevant question for both the quantity theorist
and the expenditure theorist is the extent to which
the demand for other assets is responsive to
changes in the rate of retum on financial assets,
i.e, market rates of interest and the subjective
yield on money.

Finally, it is noteworthy that in the last sen-
tence of Friedman’s summary there is an echo of
the classical quantity theory. Short-run changes in
interest rates occur when money is introduced
into the system but this leads to higher expendi-
ture and any interest rate effect may be temporary.
In the classical system, the result is a rise in
prices, in the modern version it leads to either a
rise in prices or in output.

The general conclusion to be drawn from this
examination of the modern quantity theory of
money is that the issue between this way of look-
ing at the economy and that of the expenditure
approach is not a theoretical one. The same
variables find a place in both types of analysis.
The central issue is the empirical one. What
effect will a change in credit conditions resulting
from a change in the quantity of money have on
expenditures?

The Whole Liquidity Position

A second way of looking at monetary policy,
which on the surface appears to differ from the
approach focussing on the cost and availability of
funds, is that which lays stress on the “whole
liquidity position’’, This way of looking at mone-
tary policy received a good deal of attention
through its use by the Radcliffe Committee and
was subsequently discussed further by the two
academic economists on the Committee: Professor
Sayers and Professor Cairncross. There has been
a good deal of controversy over this concept and
the comments which follow will be restricted to
any differences which exist between the ‘‘quantity




of money’’, the ‘‘whole liquidity position’’ and
the “‘credit conditions’’ approach to monetaty
policy.

The focussing of attention on the ‘“‘whole
liquidity position’’ is perhaps most simply regarded
as a reaction against the ‘‘quantity of money’’
approach. It is the quantity theory of money more
than anything else which is the target of criticism
by the Radcliffe Committee and in the later writ-
ings of Sayers and Caimcross. The following
excerpts from the Radcliffe Report indicate the
nature of this criticism:

‘“The volume of those assets of persons and
corporations which are regarded as ‘money’, in
the sense of immediately transferable purchas-
ing power, is seen by those who hold views
of this kind as a quantity which governs the
demand for real goods and services, capable of
instant use to finance expenditure and there-
fore of constituting a very powerful pressure
of demand, ... It is for this reason that some
experts consider that the central task of the
monetary authorities is to keep a tight control
on the supply of money ... Our view is differ-
ent. Though we do not regard the supply of
money as an unimportant quantity, we view it
as only part of the wider structure of liquidity
in the economy. It is the whole liquidity posi-
tion that is relevant to spending decisions,
and our interest in the supply of money is due
to its significance in the whole liguidity
picture.”” (388 and 389),

““The fact that spending is not limited by the
amount of money in existence is sometimes
argued by reference to the velocity of circula-
tion of money... We have not made use of this
concept because we cannot find any reason for
supposing, or any experience in monetary
history indicating, that there is any limit to
the velocity of circulation; it is a statistical
concept that tells us nothing directly of the
motivation that influences the level of total
demand. An analysis of liquidity, on the other
hand, directs attention to the behaviour and
decisions that do directly influence the level
of total demand.’’ (391).
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““In theory, monetary action may work upon
total demand by changing the interest incen-
tive; we believe that only very limited reliance
can be placed on this. More certainly, mone-
tary action works upon total demand by altering
the liguidity position of financial institutions
and of firms and people desiring to spend on
real resources; the supply of money is not the
critical factor, (397).

In his later writings, Professor Sayers has
frequently returned to the same point,

““‘If monetary policy is to be used at all, we

must make it operate on as broad a front as

possible; action on the supply of bank money

must be thought of as purely incidental to a

positive, aggressive, and far-reaching interest

rate policy,’’

The views expressed in the above comments
are all directed to the United Kingdom economy.
In his Wicksell Lectures, given after the publica-
tion of the Radcliffe Report, Professor Caimcross
laid stress on this point:

““Now there may be economies in which the
monetary authorities can, by exerting leverage
on the money supply, do all they want to do
with comparative ease, or in which the state
of liquidity is a simple function of the money
supply. Whatever may be true of those econo-
mies, the United Kingdom cannot be numbered
among them.”’ 7

There has been no lack of criticism by British
economists of the applicability of these conclu-
sions to the United Kingdom economy, but our
concern here is with their applicability to the
Canadian system. The general view expressed in
the Submission of the Bank of Canada and re-
flected in the Commission’s Report, is that the
authorities can, by and large, accomplish most of
what they want to accomplish by operations affect-
ing the cash reserves of the banks and hence the
supply of ‘‘money’’. It is equally clear, however,
that the authorities have not ruled out the use of
other methods. Debt management operations have
E_RTS—.—éayers, ‘‘Monetary Thought and Monetary Policy in

England’’, The Banker, 1960, p. 683,

7'A.K. Cairncross, Monetary Policy In a Mixed Economy,
Wicksell Lectures, Stockholm, 1960, page 13,
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from time to time been used to affect the structure
of credit conditions, while the change from a
flexible to a fixed bank rate has made possible
the use of this instrument as a means of influ-
encing expectations. Nevertheless, while these
other instruments can and have been used, and
while the authorities have elected to make credit
conditions rather than the money supply their
instrumental objective, the Canadian experience
does not suggest that the banking system and the
money supply play as subordinate a role as the
Radcliffe Committee suggested was the case in
the United Kingdom.

It is beyond the scope of this study to pursue
the question of whether the United Kingdom expe-
tience has in fact differed as sharply from that of
Canada as these differing interpretations would
suggest. Of direct concern here, however, is
another question: namely, whether in the notion of
the whole liquidity position effects are being
taken into account which are not reflected in the
cost and availability of credit.

The Radcliffe Committee described the effects
of monetary policy in the following terms:

‘... we may say that the monetary authorities

can theoretically influence the total level

of demand in two ways. First, by bringing
about a change in interest rates, the monetary
authorities can induce a change in the in-
centive to purchase capital goods ... and
so cause a change in actual spending on
labour and other means of production of
these goods.,. Secondly, the monetary au-
thorities can bring about a change in the
liquidity condition of financial institutions
and of business firms and people generally,
so that those wanting money to spend (wheth-
er for capital development or other purposes)
find it more (or less) difficult to get than it
was before. We may call the first effect the
interest incentive effect, and the second the
general liquidity effect. The contrast how-
ever is incomplete, for we shall argue that

movements in the rate of interest have a

central part to play in bringing about changes

in liquidity.”’ (385)

The interest incentive effect calls for little
comment. It is the direct effect on real expendi-
ture brought about by a change in interest rates.

Broadly speaking, the kind of evidence sought
by the Radcliffe Committee was similar to that
found in this study. There is perhaps one dif-
ference in concept. In discussing the interest
incentive effect, the Radcliffe Committee made
no mention of the effect on expenditure of a
change in the yield of financial assets owned
by non-financial corporations. Indeed, at one
point the suggestion is explicitly made that firms
which finance internally are unaffected by mone-

tary policy,

“‘It is, moreover, only when firms do wish to
taise money outside that they come within the
reach of monetary policy. If they can raise
all the funds they need out of their own
profits, their decisions on capital expenditure
will be governed not by Bank Rate or the
state of the new issue market, but by the
opportunities open to them and the return
they expect from their money.”” (317)

But a corporation which is not a borrower
may well be a lender, and if the yields on finan-
cial assets rise, this might be expected to have
some effect on corporate decisions to acquire
real assets. In the course of the present study, we
made an effort to assess the importance of this
particular channel of influence of monetary policy
and concluded that for changes in interest rates
of the kind we have experienced, this influence
was very small. To the extent, therefore, that
there is a conceptual difference between the
Radcliffe interest incentive effect and the cost
of funds effect used in this study, the practical
importance of the difference is fairly minor.

It is more difficult to compare what is referred
to in the Radcliffe Report as the ‘‘general liquid-
ity effect’’, and what we describe as the effects
resulting from changes in the availability of
funds. In attempting to discover what differences,
if any, exist between these two notions, we have
found it easier to state what we mean by the avail-
ability of funds and then see if any channels of
influence referred to by the Radcliffe Committee
are not included within the notion of availability.

Those who adopt the credit conditions ap-
proach to monetary and debt policies have a very
simple view of the place of the availability of




credit. If financial markets were characterized by
freely flexible interest rates, then any change in
credit conditions initiated or acquiesced in by the
authorities would be immediately reflected in
interest rates. If the move were in the direction
of restraint, credit would always be available to
all borrowers but only at higher rates than pre-
vailed before. But rates do not move freely,
partly because of legal restraints, partly because
of political decisions and partly because of insti-
tutional arrangements which preclude frequent
adjustments of prices in the face of changing
demand and supply. Thus the lending rates exist-
ing in some markets are an imperfect indicator of
credit conditions and additional knowledge is
required on the ease or difficulty of access to
funds in order to measure the change in credit
conditions which has occurred. The more alter-
native sources of funds there are, the more readily
borrowers shift from one to another, and the closer
competing sources are to each other in rates, then
the smaller the role which availability can play
even if the borrowing and lending rates of individ-
ual sources of funds are sticky. If the borrowing
and lending rates of individual sources of funds
are fairly flexible and there is a variety of sources,
then price rather than availability will tend to be
a fairly accurate measure of credit conditions,
and attempts to exercise restraint by limitations
on one or more sources will tend to be reflected
quickly in interest rates.

In the case of Canada, imperfections in the
financial system have been fairly important. Thus
when most lending rates in the financial system
have risen sharply, rates for some types of lend-
ing have failed to rise or risen only moderately
and as a result there have been some dramatic
changes in the availability of funds for particular
purposes or from particular institutions. The most
striking example of an effect of this kind has been
lending under the National Housing Act. As
interest rates in the rest of the system have risen,
there have been occasions when the N.H.A. lending
rate was left unchanged or raised only slightly,
and the increases in other rates made this type of
lending unattractive. Thus a dramatic decrease in
one important kind of mortgage lending could be
achieved as a result. of an imperfection in the
financial system. Similarly, if the general level
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of interest rates had become sufficiently high
with a 6% ceiling on bank lending rates, and if
the banks had aimed simply at maximizing short-
run profits, then with short and medium term
interest rates above 6% there would have been no
incentive for the banks to sell securities in order
to make loans at lower rates. A rise in interest
rates could, through this channel, thus limit the
availability of bank credit. These imperfections
result from political decisions or legal restraints;
but wherever there are lags in the adjustment of
borrowing and lending rates to changes in demand
and supply, the price of funds will not reflect
adequately the state of the market for such funds
and there will be differences in the ease or dif-
ficulty with which one can borrow at a given
interest rate.

There is an additional type of imperfection
which can influence the willingness of a financial
or a non-financial corporation to dispose of a
financial asset in order to purchase another
financial asset or a real asset. This arises from
the valuation procedures followed by many com-
panies, including insurance companies, trust
companies and chartered banks. If securities are
not carried at market value, then their sale at a
value below original cost or the figure at which
they are carried on the books may have conse-
quences for the balance sheet and income state-
ment in a particular year, and this may lead to a
reluctance to dispose of securities in order to
undertake new lending.

Most of the Radcliffe Committee’s discussion
of the ‘‘general liquidity effect’’ parallels the
above analysis of the concept of the availability
of funds. This is particularly the case in the
Committee’s opening remarks on the general
liquidity effect.

‘‘While the cost of borrowing money can only
affect total demand directly in the limited
manner referred to ... the monetary authot-
ities may bring to bear another influence
which can be altogether more peremptory.
This is the availability of funds to borrowers
through particular channels. An interest
charge will be one of a number of factors
weighed in the balance when an investment
decision is being made, and even a sharp
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change inthis item may easily be obscured by
other factors; but if the money for financing
the project cannot be got on any tolerable
terms at all, that is the end of the matter.”’
(387)

Similar comments are made in succeeding para-
graphs.
‘‘W}e have been concerned throughout with the
ease or difficulty encountered by spenders in
their efforts to raise money for the purpose
of spending on goods and services.”” (389)

Moteover, when the Committee, having dismissed
wide fluctuations in interest rates as a suitable
method of stabilizing the economy, cast around
for techniques for dealing with an emergency
situation, they recommended measures to affect
the availability of funds.

¢« ..if there does appear at any time a grave
threat of the situation getting seriously out
of hand, we advocate a combination of meas-
ures which can strike promptly and vigorously
at the central points of the financial system;
limitation of bank advances, of new capital
issues, and of hire purchase credit.’”’ (984)

In discussing the effects of changes in inter-
est rates on liquidity, the Committee placed a
good deal of reliance on imperfections in the
financial system.

‘““We have seen at a number of points ...
that a movement of rates of interest, quite
apart from any direct effect it may have on
the demand for investment goods, may have
appreciable effects on the behaviour of
various financial institutions. Provided that
it is not confined to the short end of the
market, a movement in interest rates implies
significant changes in the capital values of
many assets held by financial institutions. A
rise in rates makes some less willing to lend
because capital values have fallen and
others because their own interest rate struc-
ture is sticky.’’ (393)

The above selection of quotations suggests a
close similarity between the general liquidity
effect and what we refer to as the effects result-
ing from changes in the availability of funds.

The Radcliffe discussion of liquidity did, how-
ever, mystify many of the readers of the Report
and it may well be true that the notion of avail-
ability does not catch all the nuances of their
position. Insofar as reference is made to the
behaviour of financial institutions and other
lenders, availability probably covers the same
ground. To the extent that an increase in interest
rates exercises some inhibiting effect on lending
by financial institutions and others, this will be
reflected in a change in the availability of credit
from these lenders. Since in this study corpora-
tions have been asked to report on the way in
which they have responded to changes in the
availability of funds, as well as to changes in
interest rates, any direct effect should have been
taken into account. The effect on non-financial
corporations of changes in the value of their own
financial assets and the way in which this af-
fected their own spending on goods and services
was less adequately covered. In discussions of
the effects of interest rates on corporate deci-
sions, executives tarely referred to this channel
of influence. This is not surprising. The port-
folios of most non-financial corporations consist
of short-term assets, the prices of which are
affected to only a minor degree by changes in
interest rates of the kind we have experienced.
As far as direct effects on corporations are con-
cerned, therefore, we would conclude that the
channels of influence suggested by the liquidity
approach are either covered by our approach or
are of relatively minor importance.

The Credit Conditions Approach to Monetary and
Debt Policies

When the questions which formed the basis of
this study were first being discussed, they were
not considered as part of any particular approach
to monetary and debt policies but chosen simply
because they posed, in the most straightforward
way, the effects of these policies on corporations.
The view was taken that periods of so-called
‘‘tight money’’ were characterized by increases
in interest rates and restrictions on the avail-
ability of credit, and that periods of ‘‘easy money’’
by lower cost and more readily available funds. It
was these changes which were supposed to have




an impact on corporate decisions, and the simple
way to approach this problem was to assess the
extent to which corporations in fact responded to
changes of this kind.

It was later recognized that this way of looking
at the effects of monetary and debt policies fitted
directly into the ‘‘credit conditions’’ approach put
forward in the Submission of the Bank of Canada.
The Bank’s Submission looked to changes in the
cost, terms and availability of credit as an in-
dicator of financial conditions rather than to the
quantity of money or to the quantity of a more
broadly defined group of financial assets. There
was in the Submission, moreover, a recognition
that the authorities must accept responsibility
for the state of credit conditions since they have
the power to mitigate or reinforce any change in
credit conditions or alternatively can initiate a
change in credit conditions through their own
actions. It is these two elements —— first, the
contention that it is the cost and availability
of credit which is the appropriate instrumental
objective of the authorities, and, second, the
recognition that a change in credit conditions
must have been initiated or acquiesced in by
the authorities and therefore represents a change
in policy —— which together constitute the credit
conditions approach to monetary and debt policies.

Since an important role is accorded changes in
the supply of ‘“money’’ as a means of affecting
the cost and availability of credit, it may appear
to be a matter of indifference which is regarded
as the instrumental objective. As the Commis-
sion’s Report makes clear, however, this is not
the case. A strict adherence to the quantity of
money approach may lead to considerable short-
run difficulties if financial markets are temporarily
upset. If the authorities are unprepared to accept
responsibility for the crucial role they play in
determining the level and structure of interest
rates, changes can come very quickly with harm-
ful effects on the economy. Moreover, fixing
attention on credit conditions rather than the
quantity of money emphasizes the close con-
nection between monetary policy and debt manage-
ment and can lead to clearer thinking on the part
which can be played by debt operations which do
not affect the money supply as compared with
debt operations which do affect this magnitude.
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Critics of any new approach to a problem tend
to fall into two groups. One argues that the ap-
proach is wrong and the second suggests that it
does not represent a new way of looking at the
problem. There has been little discussion of the
credit conditions approach but some critics have
held that this way of looking at monetary and
debt policies is too broad and imprecise. It can
justly be argued that if one is working with a
magnitude such as the quantity of money defined
as including currency and bank deposits, it is
possible to be more precise. But this precision
may be more apparent than real if there is serious
doubt about the appropriate position of the dividing
line between deposits held in banks as opposed
to deposits held in other financial institutions or
the significance of the dividing line between
deposits and other related kinds of financial
assets. It is true that in assessing the state of
credit conditions one needs.not only a knowledge
of borrowing and lending rates in the system but
also a reasonably clear idea of the availability of
credit through a variety of channels. There is no
escaping the fact, however, that with market
imperfections the phenomenon being studied is
inherently complex. Moreover, if simplification is
required, it is not difficult to obtain rough approx-
imations of the changes in credit conditions which
are occurring by concentrating on a few key
interest rates and the availability of credit through
a few major channels.

There ismuch to be said, on the other hand, for
the position that the credit conditions approach is
not a new way of looking at monetary and debt
policies. Indeed, a strong case can be made that
this approach emerges directly from the main-
stream of monetary thought in the twentieth cen-
tury. It is worth pointing out, however, that there
is a good deal of evidence that the authorities in
many countries have not taken this view of their
responsibilities. In particular, it would appear that
at various times in recent years the authorities in
the United Kingdom, the United States and in
Canada have either expressed views or carried out
policies which suggest that their way of looking at
monetary and debt policies was somewhat at odds
with the credit conditions approach.

The Radcliffe Committee found an unwilling-
ness on the part of the authorities in the United
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Kingdom to accept responsibility for the movement

in long-term interest rates and to use these rates

as weapons of stabilization policy.
“In acting on interest rates, the authorities
have throughout concentrated on short rates,
and action has been primarily on Bank Rate...
There was reluctance to see any sharp rise
in long rates on account of the implications
for the cost of debt service; such rise in
long rates as higher short rates did cause
was at first regarded as a nuisance, not as a
means of disinflation.”” (428)

It was recognized that this view was changing, but
in their Report the Radcliffe Committee felt it
necessary to stress that the authorities must
consciously exercise a positive policy on both
long and short-term interest rates.

The position of the authorities in the United
States is harder to judge. In the past, however,
much of the writing and testimony of senior
officials of the Federal Reserve System has been
consistent with the following expression of views
taken from the 1961 edition of The Federal
Reserve System: Purposes and Functions.

‘‘While the course of interest rates is neces-
sarily influenced by reserve banking action,
monetary policy decisions are themselves
based primarily on judgment as to the flow
of bank ctedit and money that is appropriate
for the economy, and not on judgment as to
some level and pattern of interest rates that
is deemed to be appropriate. To the greatest
extent possible, the setting of interest rates
is left to the interplay of supply and demand
forces expressed in the credit and security
markets.”’ (p. 122)

In the case of Canada, the events of October,
1960, cited by the Commission in its discussion
of the differences between an approach which

concentrates on prices as‘ opposed to an approach
which concentrates on quantities, provides some
indication that the authorities in Canada have
not always subscribed to the credit conditions
approach to monetary and debt policies. It will
be recalled that during this period interest rates
were allowed to rise sharply on the eve of the
worst winter of unemployment in a generation,

There is thus no lack of evidence that even in
the principal English speaking countries, where
it might be expected that the credit conditions
approach would have had a natural home, this
has not always been the way in which the author-
ities have viewed their responsibilities.

Canclusion

We have now briefly reviewed three different
methods of approach to monetary policy. No
attempt has been made to be comprehensive in
the discussion of any of these approaches, and
those who seek a definitive treatment must look
elsewhere. Our purpose was a narrower one. This
Study was not explicitly based on the credit
conditions approach tomonetary and debt policies,
but in the event the kind of questions asked and
the evidence gathered fell naturally into this frame
of reference. It is a matter of some moment, there-
fore, to know whether other ways of looking at
monetary and debt policies take into account
effects which go unrecognized in the credit
conditions approach. In general, it would appear
that the credit conditions approach does take
into account the effects emphasized in the other
approaches, although there is a difference in
emphasis. Indeed, this difference in emphasis is
perhaps the central issue dividing these various
ways of looking at monetary and debt policies and
that issue can only be settled by empirical
research,




CHAPTER III

SOME PREVIOUS RESEARCH ON
THE EFFECTS OF MONETARY POLICY

It has been suggested above that at present
the central issues in the field of monetary policy
are empirical rather than theoretical, This chapter
provides a review of some of the survey research
carried out in the United Kingdom and the United
States over the last twenty-five years, The re-
search reviewed includes, for the United Kingdom,
the pro-war Oxford studies, the Radcliffe Commit-
tee evidence, and a study by the Oxford Institute
of Statistics; and for the United States, a paper
by Professor J.F, Ebersole and a survey carried
out by Professor Robert Eisner.

The Pre-War Oxford Studies

The first and perhaps best known enquiry into
the responsiveness of firms to changes in credit
conditions was the Oxford study of 1937, reported
in the Oxford Economic Papers in 1938, Meetings
were held at Oxford between members of the
Oxford Economists Research Group and a total of
thirty-seven businessmen representing a wide
range of manufacturers producing both capital and
consumer goods, as well as merchants and finan-
cial institutions. In addition, an accountant and
two American professors were consulted. Prior to
each meeting, a questionnaire was sent out to
indicate generally the type of question to be
asked. These questions and supplementary sub-
jects were as follows:

1) Is the rate at which you can borrow from the
bank an important consideration to you?
Has an alteration in the bank rate ever had
a material direct influence in inducing you

to expand or to contract your activities?
| |

2) Have you ever increased your stocks of raw
materials on account of a fall in the bank
rate?

3) Is the long-term rate of interest an impor-
tant factor in regard to policies of capital
extension? '

4) Do you ever postpone, or speed up, exten-
sions or renewals of plant because you
expect the costs of building or the price of
machinery to rise or fall?

5) Does it ever happen that the existence of
large undistributed profits induces busi-
nessmen to embark on capital extensions
which they would not have undertaken
otherwise? Conversely, does the desire to
maintain dividends out of reserves during a
.depression, or to maintain a liquid position,
sometimes act as an influence leading to
the postponement of plant renewal or desit-
able capital extensions?

These questions were supplemented in discus-
sion by many others and the following matters
were also considered:

1) The effect of short-term interest rates and
the banks’ lending policy on investments in
fixed plant or stock.

2) The effect of long-term interest rates on
investment in fixed plant.

3) The effects of expected price changes an
investment in stocks.

4) The effects of the state of demand for the
product on investment in fixed plant.
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5) The effects of abundance or scarcity of
liquid resources on investment in fixed
plant.

The results were summarized as follows:

1. ““There is almost universal agreement that
short-term rates of interest do not directly affect
investment either in stocks or in fixed capital.
The reason usually given for this is either that
the business does not borrow from the bank or
else that the effect of changes in the rate is too
small in comparison with the profit margin to make
any difference.’’!

2. ““The majority (of those interviewed) deny that
the long-term rate of interest affects investment
directly...’’?

3. ‘‘A considerable number of businesses seem
to relate their purchases of raw materials to
expected changes in their price or to expected
difficulties in obtaining delivery. Although this is
not a universal practice, and is denied by some
entrepreneurs, we may at least conclude that it is
of considerable importance.”

4., The firms interviewed expressed a wide diver-
gence of opinion and pratices conceming the role
of anticipated changes in capital construction

1 Three exceptions to the practically unanimous agreement
that short-term interest rates do not directly affect invest-
ment should be noted. First, one responder in the consump-
tion goods industry sald changes in bank rate might influence
the decision to purchase machinery, while another indicated
that a rise in bank rate might restrict inventories but a fall
would not lead to an increase in inventories, Second, some
merchants thought speculators buying in anticipation of
small price changes might be induced to increase purchases,
¢ ..8everal businessmen took the view that the psycholog-
ical effects of a change in bank rate are important, arguing
that there is a tendency to regard such changes as analo-
gous to a wesather report, and as indications of the probable
trend of trade, Merchants tended to stress this influence,
Some witnesses, moreover, asserted that the willingness of
the banks to lend, as distinct from the rate charged, was an
important consideration, and that this was liable to vary,”
(Oxtord Economic Papers, No. 1, Oct. 1938, p. 29 ‘‘Replies
to Questions on Effects of Interest Rates’’ by J.E. Meade
and P.W.S, Andrews,)

There were some exceptions, A consumption goods manu-
facturer suggested it might affect the installation of labour
saving devices; another consumption goods manufacturer
and & textile firm indicated that it would enter the cal-
culation of new investment; firms engaged in textiles, trans-
port, retail trade and finance, all suggested that long rates
were important but the how and why of this were not clearly
demonstrated. “*The majority who deny its importance give
as their reasons either that they do not need to borrow for
extensions or that it is too small an element in comparison
with depreciation, obsolescence, or the uncertainty of the
market for the product.’”’ (p. 29)

~

costs and the impact in turn on investment. The
interviewers concluded that this was an important
factor in studying ‘‘industrial investment as a
whole”’,

5. The impact on investment of the absence or
presence of liquid resources was a very mixed
picture, On the whole the interviewers concluded
that this was a consideration of importance.

The results which indicated that the decisions
of businessmen were only affected to a very limi-
ted extent by changes in credit conditions attrac-
ted a good deal of attention. It was rightly felt
that several able economists were unlikely to
bring away an erroneous impression. If these
results were questionable it could only be be-
cause the method itself was an inappropriate one
or the businessmen being questioned were aty pical
because of the economic conditions of the time or
the nature of the firms from which they came, In
fact, the sample was a biased one, As Henderson?
pointed out ‘‘the sample may be said to be biased
in one important respect. The majority of busi-
nessmen we have consulted represent prosperous
firms in a strong financial position’’, Further, the
fact that the interviews were carried out during a
long period of credit ease probably tended to bias
the results in the direction of unresponsiveness
to credit conditions. Moteover, the sample omitted
important sectors of the economy. One of the
participants in this study, Professor J.E. Meade,
commenting eleven years later wrote*: ‘‘What
seems to have been overlooked is the extent to
which our interviews were confined to risky
manufacturing or commercial business, where one
would expect the rate of interest to have the least
effect because the ‘‘risk premium’’ is everything,
Things may be very different in, e.g., housing,
railway electrification, etc. etc. and these may
account for a very large part of total investment,
Nor, reading through the answers again, does it
appear to me to be reasonable to conclude that
the direct and indirect (e.g. liquidity) effects of a
change in the rate of interest are negligible even
in the field which we did cover.”

3 H,D. Henderson (later Sir Hubert), ‘‘The Significance of the
Rate of Interest’’, Oxford Economic Papers, No. 1, Oct.
1938, pp. 8—9.

4 Oxford Studies in the Price Mechanism, Edited by T. Wilson
and P,W.S. Andrews, p, 4.




On the basis of the interest shown in this
pioneer study, P.W.S, Andrews (who participated
in the earlier project) undertook a questionnaire
survey in February 1939 of some 1,308 businesses
chosen mainly at random but with some special
supplements from a few industries not included in
the larger population,

The mail questionnaire which is reproduced
below was relatively easy to answer,

Have any of the following:

a) Bank Rate

b) Rate of Discount on Bills

c) The level of interest charges on bank over-
drafts

d) The facility with which bank overdrafts can
be obtained

e) Yield on Government securities

f) The facility with which you can raise new
capital from the public

ever affected:

i) Your decision to make, or to defer making,
expenditure on plant extensions?

ii) Your decision to make, or to defer making,
expenditures on maintenance and repairs?

iii) The size of your holdings of stocks?

On the basis of usable replies from 309 firms,
Andrews concluded ‘‘that 70-75% have not been
affected by the factors mentioned, and 25-29%
have been affected by the rates of interest and
facilities for borrowing mentioned in the question-
naire”’., On the face of it this would appear to
indicate a rather higher degree of responsiveness
to monetary policy than revealed in the interview
study. Andrews?® nonetheless was of the view that
the enquiry broadly confirmed the conclusions
reached earlier but pointed out the absence of
‘‘detailed probing and testing of the answers
supplied”’, Professor Sayers who also reviewed
the individual replies pointed out that he had
been able to find® ‘‘only about twenty cleasly
convincing cases of positive answers to our ques-
tions’’. He added that ‘‘thirty other cases seem to
me worth considering as ‘possibles’ ’’, Later

5 P,W.S. Andrews, ‘‘A Further Inquiry into the Effects of
Rates of Interest’’, Oxford Economic Papers, No. 3,
February 1940, pp. 33~73,

6 R.S. Sayers, ‘‘Business Men and the Terms of Borrowing”’,
Oxford Economic Papers, No,3, Februsry 1940, pp. 24-25,
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investigators have developed the same scepticism
about the degree of weight to be accorded replies
to complex questions of motivation appearing in a
mail questionnaire,

The Radcliffe Committee Evidence

The Radcliffe Committee did not conduct any
specific enquiry into the impact of changes in
credit conditions. Rather it relied on surveys
conducted by the Association of British Chambers
of Commerce (ABCC) and the Federation of
British Industries (FBI) plus the views of a
number of associations and some leading British
businessmen,

The ABCC undertook two mail surveys. The
first survey, conducted in October 1957 by the
Birmingham Chamber of Commerce, polled 3400
members of the local Chamber on the impact of
monetary policy in the period 1955 to mid-1957,
This survey yielded 610 usable replies. Several
questions were asked on turnover, bank overdrafts
and alternative sources of shart term advances.
The question of primarty interest here, however, is
the one which asked whether the firm had post-
poned expenditure on plant and equipment and, if so,
whether this was due to an increase in interest
rates on borrowed capital or other causes. Just
over 30% of those who responded indicated that
they had cancelled or postponed plans and around
a third of these or just under 12% of all firms
responding, attributed the postponement or cancel-
lation in whole or in part to increases in interest
rates on borrowed capital, Restrictions on hire
purchase or mortgage facilities were cited by over
7% of the firms (over 14% of firms with registered
capital under £10,000) and restrictions on lending
through the Capital Issues Committee by just over
4%.

The results of the Birmingham Survey can be
compared with those of the Federation of British
Industries’ survey which covered the same period.
The FBI sent questionnaires to 7,000 of its
members. Allowing for subsidiary companies they
estimated a maximum response of around 5,000,
and received replies from 1,595. The Federation
officers were reluctant to draw any strict statisti-
cal conclusion because the companies answering
‘‘were not necessarily a representative sample of
industry, nor was it possible to devise a system
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for weighting the results according to some measure
of the relative importance among the companies”.
(Memoranda of Evidence, Vol. 1, p. 114,) One
particular statistic did receive a good deal of
attention, In response to the gquestion ‘‘Was the
rise in Bank Rate from 3% to 4%% during January
and February 1955 a major factor in taking your
business decisions?’’ 179 firms or just under 12%
answered “‘yes’’ and 1347 or 88% answered ‘‘no’’.
Just over 16% of the firms responding indicated
that the difficulty of raising extra money outside
the firm (including both the cost of borrowing and
the administrative difficulties involved) had
caused them to decide to postpone fixed invest-
ment in the period covering the two financial
years ending in 1957,

The FBI survey result that just over 16% of
responding firms postponed capital expenditure
because of borrowing costs is not inconsistent with
the results of the Birmingham survey. Although
just under 12% of all firms responding to the
Birmingham survey attributed postponement or
cancellation to interest rates it will be recalled
that a further 7% cited restrictions on hire pur-
chase or mortgage facilities, To a limited extent,
therefore, the two surveys provide some support
for each other.

It is very difficult to compare these results
with the results of the second ABCC survey car-
ried out in March 1958 on the effect of the credit
squeeze between September 1957 and March 1958.
The ABCC sent out 16,000 questionnaires and re-
ceived 3,404 usable retums from 68 towns in Great
Britain, These replies were analyzed for the
ABCC by the National Bureau of Economic and
Social Research, In addition to a number of other
questions, the firms were asked whether since
September 1957 they had experienced (i) areduction
(other than seasonal) in turnover, (ii) a reduction
(other than seasonal) in stocks and/or work in
progress, (iii) reduced or (iv) postponed fixed in-
vestment projects. Of the responding firms 53%
reported a reduction in turnover, 37% a reduction
in stocks, 24% a reduction in fixed investment
projects and 32% a postponement of fixed invest-
ment projects. If the next question had been dif-
ferently worded it would be possible to estimate
the percentage of responding firms which attributed
a reduction or postponement of fixed investment to

the credit squeeze and this could be compared with
the results of the other two surveys. Unfortunately,
the next question listed a number of alternative
considerations affecting decisions and applied
them to the answers to all of the parts of the
previous question. Thus, while we know that 21%
of all responding firms felt that credit conditions
in some form or another affected their decisions,
the decisions referred to include the reduction of
turnover and stocks, as well as the reduction or
postponement of fixed investment projects.

In additionto the above surveys, the Radcliffe
Committee obtained some direct evidence in the
course of their hearings. Of particular interest
were the answers given by the directors of large
industrial companies on the effect of monetary
policy on their decisions. The following are some
extracts from the evidence bearing on the subject
of sensitivity to changes in monetary conditions.
The question numbers are indicated in brackets.

Lord Knollys, Chairman of Vickers Ltd., in
response to a question about whether his company
reviewed a specific project when interest rates
rose, replied: ‘“We did not review whether we
should go ahead with that particular programme at
all, because it was fundamentally right. Whatever
the rate of interest — well, nearly whatever—it
would not have affected us. It was a 15, 20, 25-
year programme, and over the years the rates of
interest would presumably roughly even themsel-
ves out. This applies to all our programmes., We
just looked at the issue at the last minute to see
whether the amount to be raised should be the
amount we originally thought of or a little less’’
(11308). Lord Harcourt, in summing up Vickers’
position, concluded” ...the rate of interest will
influence the timing of the raising of the capital
but will not influence your planning’’. Vickers’
Chaimman agreed (11323).

Sir Patrick Hennessy, Chairman of the Ford
Motor Co. Ltd., agreed that monetary circumstan-
ces have no immediate direct effect on investment
(11358) but that if demand is affected it might
have, over the short run, timing implications, The
following exchange between Professor Sayers and
Sir Patrick underlines this point. Professor
Sayers: ‘‘If there was an announcement of a major
switch in monetary policy in this country (exclud-
ing hire purchase terms) would that cause you to



alter your plans at all, thinking of this possible
change in the monetary policy as of the order of
those you have seen in the last five years?’’ —-
‘‘No. After all, they are temporary, are they not?”’
---‘“They have never been announced as tempo-
rary.”” --- ““That is how they have worked out.
Unless we are going to see the country in trouble
forever one assumes that these monetary policies
are not permanent... How can we therefore change
a long-term plan for them?’’ (11380-11381). This
suggestion of the temporary nature of existing
monetary policy was mentioned by several witnes-

ses.
Shell Oil use a rate of interest in calculating

which projects to undertake., This rate is varied
more or less in response to changes in monetary
conditions, Professor Cairncross asked: ““If rates
of interest were doubled, would not that affect the
decisions, and lead to some projects being rejec-
ted that previously had been accepted?’’ Lord
Godber (Chairman, Shell): ‘I should say not. I
should say the proportion of interest in the cost
of most of these projects is comparatively small.”’
Mr. Stephens (a Director of Shell): ‘‘It is purely an
internal calculation we make which does not have
very much, if any, bearing on the decision...”
(11543),

Several witnesses referred to and dismissed
the “availability problem. They had not experi-
enced a situation where they were unable to
proceed with projects because of a shortage of funds.

The witnesses also tended to confirm that
trade credit was sensitive to changes in monetary
policy. With these large firms, this usually took
the form of the extension of accounts receivable
for smaller businesses, One particular factor
mentioned - by most of those testifying was the
expectation of continued inflation which greatly
reduced the significance of changes in interest
rates at least of the magnitudes experienced
during the 1950s.

Summarizing the conclusions they derived from
the direct evidence and the survey results, the
Radcliffe Committee wrote as follows: ‘‘,..when
we confined our questions strictly to the direct
effect of interest rate changes in making business
men alter their decisions to buy or sell goods and
services, we were met by general scepticism.”
(Report, para. 451).
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The above paragraph in the Report is followed
by adiscussion of the exceptions to these general-
izations and includes evidence from some trade
associations that their members took changes in
interest rates into their planning, evidence from
some bankers on the apparent responsiveness of
some of their customers and some examples of
reduced expenditure by local authorities in re-
sponse to increases in interest rates.

On the evidence from the surveys they conclu-
ded: “‘The results of these questionnaires add up
to substantial evidence that a proportion, big
enough to be relevant to policy, of business firms
were vaguely discomforted by the changes in
monetary conditions in 1955-57, and especially in
September 1957; but we have not found sufficient
evidence to justify a conclusion that in the condi-
tions of the 1950s the rise in interest rates would
by itself have directly provoked a worthwhile
curtailment of demand. Nor did we hear any evi-
dence that the reductions in interest rates in
1953-54 directly stimulated any appreciable
increase in demand, although, analogously to
moves in the opposite direction, they may have
had some part in encouraging firms to think in
terms of expansion.’’ (Report, para, 453).

Oxford Institute of Statistics

The Oxford Institute of Statistics conducted an
interview survey’ of 876 small and medium-sized
firms between April and June 1956. The results
were reported in the Economic Journal of Septem-
ber 1957 by H.F. Lydall. Since the questions
asked in this survey were rather different than
those asked in the Birmingham and FBI question-
naires it is difficult to compare the results
directly, The firms in this group were asked the
following four questions directly bearing on the
responsiveness of expenditures on plant, equip-
ment and inventories to changes in credit condi-
tions:

1) Has the credit squeeze of the past twelve
months caused you to order less capital
equipment than you had originally intended?

7 The original list contained 1765 addresses; 223 were
eliminated because they could not be located or were
branches, subsidiaries, etc., 1542 were asked for an inter-

view, 955 provided answers, 79 were excluded for various
reasons and‘thua the final samplF contained 876 firms.
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2) Has it caused you to reduce your stock of
purchased materials or parts?

3) Is that mainly because the credit squeeze
has made it more difficult for you to raise
finance or because you are worried about
its effects on your customers?

4) Is that mainly because of the higher cost
due to the increased interest rate or be-
cause of the difficulty in raising loans?

In answer to question (1) 23% of this group of
small and medium-sized business firms had re-
vised theirfixed capital plans and 26% had cut their
stocks of materials and parts. It wasreported that
‘‘About half of the firms in each of these groups
(113 firms in all) had reacted to the Credit.
Squeeze in both ways, while 84 firms which had
reacted by ordering less equipment had not cut
their stocks and 107 firms which had cut their
stocks had not revised their orders for equipment.”
Thus 304 fims, or 35% of the total in the sample
had reacted in one way or the other to the credit
squeeze,

On the face of it, this would appear to indicate
a higher degree of responsiveness than shown by
either the Birmingham or the FBI survey which
involved the same period. To some extent this is
to be explained by the broad construction placed
on the phrase ‘‘credit squeeze’’, Of the 304 firms
which had responded by reducing fixed investment
or inventories, 141 said their main reason for
cutting was that they were worried about the
effect of the credit squeeze on their customers.
Only 131 attributed their reaction mainly to the
difficulty of raising finance, In short, only about
15% of the firms responding attributed the reduc-
tion in fixed investment or inventories to the
direct effect of the credit squeeze on themselves,
This is roughly the same order of magnitude as
the two earlier surveys.

The Ebersole Study of the Harvard Business
School Cases

A report® of a study of the influence of interest
rates on entrepreneurial decisions based upon the
cases in the files of the Harvard Graduate School
8 See J.F. Ebersole, ‘“The Influence of Interest Rates upon

. Entrepreneurial Decisions in Business — A Case Study’’,
Harvard Business Review, Autumn Number, 1938, pp. 35—39.

of Business Administration was made to the
American Economic Association in December
1937 by ].F. Ebersole. The cases had been col-
lected by trained investigators over a period of
around twenty years and at that time exceeded
13,000, The cases were filed under topic headings
and two samples were chosen which included
topics covering decisions which might be related
to interest rates.

In the first group of 16 topics some 93 out of
591 cases were found which involved entrepreneu-
rial decisions of business of a type in which
interest rates might have been a factor, In 63 of
these cases the interest rate or cost of capital
was not mentioned. Of the 30 cases in which the
interest rate was mentioned, there were 20 in
which it was not a factor contributing to the
decision, In the 10 remaining cases the interest
rate was recognized as a factor but, as Ebersole
pointed out: ‘‘Of the 10 cases in which the inter-
est rate was a factor, not one case was found in
which it was either the sole or the decisive
factor!””. A second group of topics yielded 1,637
cases and a sample of 166 was selected from this
group. Ebersole reported that ‘‘In none of the 166
was the interest rate mentioned’’,

On the basis of this evidence and a study of
the attention given to the subject in the teaching
of the Harvard Business School, Ebersole sugges-
ted that there was a strong presumption favouring
the following thesis:

‘“The interest rate is not viewed as an impor-
tant problem by business management; the
interest rate is seldom considered as a factor
in the entrepreneurial decisions of business to
expand or contract, and is a controlling factor
in a negligible number of instances’’,

The Eisner Survey

The interview study carried out by Robert
Eisner in 1951-52 and 1954-55 is one of the most
interesting of the American surveys which touch
upon the effects of credit conditions on capital
investment, The Eisner study represented one
phase of a large research project on ‘‘Expecta-
tions and Business Fluctuations’’ and Eisner’s
major purtpose was to gain information on the
determinants of capital expenditure, The coverage




was small, the survey being restricted to 14
manufacturing corporations in the Midwest and
Eastern United States. The treatment, however,
was highly intensive and Eisner’s report® is a

very full one,

Questions were asked on the sensitivity of the
firms to changes in credit conditions and the
results were as follows:

‘“The interviews suggested that the supply of
money capital was not a crucial determinant of
capital expenditures.’’ (27)

“*Questions directed at the role of the ‘‘interest
rate’” received almost uniformly negative response.
However, by the ‘‘interest rate’’ the business
respondent hardly conceives of the symbol of a
whole structure of capital costs to which the
theoretical economist has given so much attention.
Our interviews suggest the .need for fewer stereo-
typed questions in this area and more careful
probing along lines of capital coat relevant to the
firm’’, (27-28)

After expressing caution about the tentative
nature of the results Eisner concluded:

‘“...perhaps the one definite conclusion that this
writer may allow himself is the essentially negative
one that the interview technique cannot by its
nature, in an area of this kind, be definitive. It can
suggest ideas and theories, offer new insights into
relationships uncertainly grasped. But explanation
and prediction of economic variables must finally
receive confirmation in the operation of these
variables themselves, and not in the subjective
explanations of those who presume to control
them'’, (37)

Conclusion

It would be easy to write a highly critical
analysis of the research summarized above merely
by collecting in one place to critical comments of
the authors themselves., There would probably be
general agreement that the mail surveys have
purchased wide coverage at the expense of accu-
racy and depth, and that the interview studies

9 Robert Eisner, Determinante of Cepital Expenditures — An
Interview Study, University of Illinols Bulletin, 1956,
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have achieved accuracy and depth at the expense
of coverage. One exception is the Oxford Institude
Study which through the use of a team of inter-
viewers obtained a fairly high response rate for a
limited set of questions.

It is unfortunate that the pre-war Oxford inter-
view study and the Eisner survey were so limited
in scope and took place during a period when
monetary policy moved within a very narrow range.
With a wider group of firms in a different period,
they would probably have reached somewhat more
qualified conclusions,

It is also unfortunate that the Oxford mail
survey and the three mail surveys submitted to the
Radcliffe Committee were not supplemented by
follow-up interviews. This has led to speculation
about the characteristics of firms which failed to
respond and doubts about the interpretation of
particular questions by respondents.

In view of the uncomfortable nature of some of
the results and the limitations of this research, it
is not surprising that there has been a stream of
critical comment, Some critics have emphasized
the inadequacies of the existing surveys and
pointed out that reliable results were not to be
expected, The most effective way in which these
critics could have disposed of the results of
previous survey research would have been by
carrying out an interview study of wide coverage
and considerable depth which revealed that corpo-
rate decisions were highly responsive to changes
in credit conditions, To date no such survey has
appeared.

Other critics have concentrated their fire on
the method itself, They have asked whether this
technique can, in the nature of things, provide
reliable knowledge about the effectiveness of
monetary policy. This broader question will be
discussed after a description has been given of
the techniques used and the results obtained by
those carrying out the Commission survey.



THE PRESENT SURVEY

In designingand carryingout the present survey
we have profited from the experience of our prede-
cessors. It was clear from the outset that the most
carefully designed mail survey was open to
serious limitations. There are obvious difficulties
in obtaining accurate answers to complex ques-
tions of motivation by means of a mail enquiry and
limits to the amount of information one can expect
to obtain using this technique. This led us to
begin by placing the main emphasis on interviews.

The Initial Interviewing Programme

The immediate question which arose was
which firms should be interviewed. Since we were
attempting to discover the quantitative impact of
monetary and debt policies, and since there are
several corporations in this country which individ-
ually have annual capital expenditures which are
greater than the combined capital expenditures of
the 40,000 odd companies listed in Taxation
Statistics with assets under $100,000, it was
evident that a stratified sample was required. It
was therefore decided at the outset that an
attempt should be made to interview all of the
non-financial corporations in the country with
assets over $90 million and a stratified sample of
smaller firms,

Of the 83 firms with assets more than $90
million as of December 31, 1961, 79 were inter-
viewed personally, two mining corporations with
offices some distance from major centre were
questioned extensively through correspondence,
and there were only two firms with whom inter-
views could not be arranged. In the case of almost

CHAPTER IV

all of the firms interviewed, the co-operation went
much further than the granting of an interview.
The great interest shown and the assistance
given by corporate officers did much to enhance
the value of the study,

In view of the size of the task of questioning
these firms and others which were to be selected,
there was much to be said for the use of a team of
professional interviewers. This alternative was
not adopted and instead the interviewing was done
by economists. This had certain advantages. Most
economists begin with a natural bias in favour of
the price system and when they encounter, as they
commonly do, a lack of sensitivity to the cost and
availability of credit on the part of businessmen,
they are inclined to press rather hard in an effort
to detect any responsiveness which exists. This
provides no guarantee that they will bring to light
all the responsiveness which is present, When
a group of two or three economists interview a
group of two or three corporate officials for a
whole morning or afternoon and emerge from the
interview with the conclusion that the corpora-
tion’s decisions on the purchase of plant, equip-
ment and inventories have not been significantly
affected in the recent past by the cost and availa-
bility of credit, this does not necessarily mean
that there has been a total lack of responsive-
ness. The executives may not be fully informed or -
may not be able to remember or to disentangle the
major factors which played a part in their deci-
sions. Moreover, the economists may have failed
to ask all the appropriate subsidiary questions
arising out of the answers to some of the key
questions, If, however, the executives concerned
are well informed and if the economists carrying
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out the interview are alert to seize any opening
which indicates a possible avenue of influence for
the cost and availability of credit, then the
likelihood of an erroneous impression is rather
less than might be the case with professional
interviewers working from an entirely pre-deter-
mined set of elementary questions.

One of the limitations of some of the earlier
surveys was the lack of quantitative information
on the extent and timing of the response to mone-
tary policy. It is possible to gain a general
impression of the degree of responsiveness of the
corporate sector by the simple expedient of
counting ‘‘yes’’ and ‘‘no” answers to questions
but, as those responsible for earlier surveys have
pointed out, there are problems in aggregating the
results. In the present survey any firm which
indicated responsiveness to changes in the cost
and availability of credit was asked to identify
the particular projects which had been affected,
or, if the capital expenditure could not be readily
identified, executives were asked to estimate as
accurately as possible the amounts involved.
Firms were also asked to identify as accurately
as possible the date on which decisions were
made to reduce or increase expenditure on plant,
equipment or inventories in response to changes
in credit conditions. They were also asked to
estimate the period during which the initial
income and employment effects of the expenditure
would have occurred.

The pattern of the interviews of the large firms
followed fairly closely the questionnaire appear-
ing in Note 1 at the end of this appendix, with
the addition of the following question which was
used to open the interview:

1. When considering whether or not to make
new capital expenditures, most firms
require that a project promise a particular
rate of return or payback period, or per-
haps use different standards for different
types of capital expenditures.

(a) If you employ any such standards,
please state them as explicitly as
possible, and the types of projects
to which they apply.

(b) Have you changed any of your stand-
ards since 19507 If so, please give
the date and your reasons for making
the changes.

Sometimes a full hour would be devoted to an
extended discussion of the techniques used by the
firm in reaching decisions on capital expenditure,
This pemitted the interviewers to explore many of
the avenues through which a change in credit condi-
tions might influence these decisions. The next set
of questions led to a discussion of the way in
which the financial arrangements of the firm had
been altered in the light of changes in credit
conditions. A final judgment on the extent to
which the firm’s decisions on capital expenditure
had been influenced by credit conditions was not
therefore required until a good deal of preparatory
discussion had taken place,

The interviewing of this group of firms was
done by one, two or three of the Commission’s
economists acting as a team, with seven different
interviewers taking part in some interviews during
the course of the project. Continuity was provided
by using a uniform questionnaire as a basis for
all the interviews and by the presence of one staff
member, Mr. John F. Helliwell, at all but two of
the large firm interviews, The usual procedure
was to send a copy of the questionnaire to the
corporation several days before the scheduled
date of the interview. During the intervening
period, staff members would go over the financial
statements published by the firm since 1954 in
order to understand as much as possible of the
financial background and present situation of the
firm,

As the interviewing programme developed,
consideration was given to supplementing the
interviews with a mail survey. It was recognized
that the results of such a survey would need to be
treated with caution but if it were accompanied by
an extensive programme of follow-up interviews,
misleading impressions could be avoided. More-
over, as it became clear that many cases of
responsiveness were required if an impression of
the length of the lags in the system were to be
developed, it was important to find a way of being
brought into touch with firms which had responded
to changes in credit conditions.




The Pilot Mail Survey

The decision was then taken to run a pilot
survey. Although no great hopes were held for the
results, two versions of the questionnaire were
mailed in June, 1962 to two samples of firms
selected by the Business Finance Division of the
Dominion Bureau of Statistics. The sample was
chosen so that all major regions, size classes
and industrial groupings would be represented.
One group was sent a short questionnaire, Part
A, and the other group received in addition a form,
Part B, requesting some statistical information
from the firm’s records. The object of using the
split sample was to see whether the response
rate was materially reduced by a request for
statistical information requiring some analysis of
the firm’s accounts. In the event, the response rate
proved surprisirigly high for both questionnaires,
being 92% for the firms sent only Part A and 66%
for the firms sent both Part A and Part B. A
series of 13 follow-up interviews were then carried
out to assess the reliability of the questionnaire
answers. It was clear that the response rate to the
test questionnaires was encouraging, being high
enough to reduce the possibilities of non-response
bias. Moreover, while the respondents frequently
interpreted the questions in a different way than
the questioners intended, a good deal of useful
information was provided. It was decided, there-
fore, to press ahead with a more extensive mail
survey,

The Mail Survey

In order to gain as much information as possi-
ble without materially lowering the response rate,
the questionnaire was re-designed so asto
provide more information than Part A of the mail
test while still demanding less record-searching
than Part B of the pilot survey. The questionnaire
was also expanded to make reference to the mid-
1962 period of credit restraint. The final mail
questionnaire is shown in Note I at the end of this
appendix.

The questionnaire was, of course, intended to
be free of ‘‘leading ’’ questions, the emphasis
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being on obtaining a description in some detail of
changes actually made in corporate plans, If there
was to be any misunderstanding, it was thought
better to risk detecting reactions which did not
exist than to risk failing to find any actual re-
sponse, The respondent was asked therefore, to
reply affirmatively if changes in credit conditions
since 1954 had been *‘in whole or in part” respon-
sible for leading his firm to make one or several
of a number of itemized changes. The purposes of
listing numerous possible changes was to bring
to the executive’s mind reactions which he might
otherwise not have recalled, or not have attributed
to changes in credit conditions, The concomitant
danger, of course, was that a respondent would
indicate that a change was made even if it had
been made for reasons entirely independent of
changes in credit conditions. In the case of
Question 1, the danger was increased because
some of the sub-questions were some distance
down the page from the main reference to credit
conditions. The purpose of the questions dealing
with sources of funds was in part to provide back-
ground information useful as a check on the
subjective answers, and in part to discover what-
ever relationship there might be between sources
of funds and the effects of changes in credit
conditions,

Following the principle of covering the maxi-
mum amount of capital expenditures with a given
number of questionnaires, the mail . sample inclu-
ded all firms with assets over $5 million as at
December 31, 1961, and a stratified sample of
1065 smaller firms. Firms with assets over $90
million had estimated capital expenditures of
around $2 billion in 1959; those with assets of $5-
$90 million spent $1.2 billion; while corporations
with assets below $5 million and unincorporated
businesses made capital expenditures in 1959
totalling an estimated $800 million. The inter-
views with the largest firms and the full coverage
of the firms with assets over $5 million therefore
provided direct evidence about the tesponsiveness
of decision-makers responsible for over 75% of the
capital expenditure of non-financial companies..
The principle of covering as much expenditure as
possible was dropped for the firms under $5
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million in assets, as the survey was also intended
to provide evidence on the effects of monetary and
debt policies on firms of different sizes.

The original mailing to firms with assets over
$5 million was made on August 23, 1962 to a list
of 837 firms prepared by the Business Finance
Division of the Dominion Bureau of Statistics
with a covering letter from the Secretary of the
Commission to the President of the firm, Two
follow-up letters were sent to non-responders, one
in late September and another in November. As the
completed questionnaires came in, many firms in
this group were seen to have assets less than $5
million at December 31, 1961, The questionnaires
from such firms were put aside for separate consid-
eration, By January 1963, the Business Finance
Division had prepared a supplementary list of
firms thought to have assets over $5 million.
Questionnaires and follow-up letters were sent to
these firms. When the asset sizes of non-respond-
ers were finally established as closely as
possible, with firms owned more than 50% by other
Canadian corporations being consolidated with
their parents, there was a file of 698 names of
firms with assets over $5 million at the end of
1961; 586 or 84% of whom had completed and
returned the Commission’s questionnaire. One
hundred and seventeen of these firms were inter-
viewed,

The sample of firms with assets under $5
million was chosen on a random basis from four
size classes of firms on a list of all corporations
with assets over $25,000. The four size classes
were under $100,000 in assets at December 31,
1961; assets between $100,000 and $250,000;
between $250,000 and $1 million and between $1
million and $5 million. The number of firms chosen
in each size class was foughly equal to the number
of millions of dollars of capital expenditures made
in 1959 by firms listed in the Taxation Statistics
as being in that size class. The object of this
method of selection was to have each questionnaire
““represent” an equivalent amount of capital ex-
penditures so that the simple counting of responses

might retain some significance. This had the disad~

vantage that given the limited capital expenditures
by the smallest firms, only 108 questionnaires were
sent to this size group. ‘A total of 1065 question-
naires were sent out to the four size groups on

October 3, 1962. One follow-up letter was sent in
November and another in January, 1963. Letters

_ received from or on behalf of 24 firms indicated

that they were out of business, Thirty other firms
indicated that they had become, or had always
been, wholly owned subsidiaries of other Canadian
corporations. Eight firms had moved, leaving no
forwarding address. Of the remaining 1003 firms,
635 or 63% returned completed questionnaires. Of

_the 635 firms which completed the questionnaire,

89 or 14% were interviewed by staff members.

While these response rates were high, this
left just under 500 firms from whom no reply had
been received. There is always a justifiable
curiosity about the nature of the non-responders,
both on the part of those carrying out surveys and
those reaching a judgement about the accuracy of
the results. Frequently this leads to a good deal
of more or less idle speculation about the possi-
ble biases introduced. In order to avoid this, we
got in touch directly, either persaonally or by
telephone, with over 100 firms which had failed
to respond to the questionnaire. The amount of
information obtained from individual respondents
through this technique varied considerably but, as
will be indicated in our discussion of this group
in a later chapter, it laid to rest a number of
hypotheses which might have been developed
about these firms.

General Observations.

In succeeding chapters frequent reference
will be-made to the reservations and qualifica-
tions necessary in interpreting the results of
specific parts of the Survey. There are, however,
at least two general reservations which should be
stated at the outset: one concerning the indirect
effects of changes in credit conditions and the
other relating to the functions of the executives
who supplied the bulk of the information obtained,

As pointed out in Chapter II, the indirect
effects of changes in credit conditions lead to
some possibilities of ambiguity. Firms were told
that in 1956-57, 1959-60 and in mid-1962, funds
became less available in Canada and interest
rates increased. They were then asked whether
changes in the availability or cost of credit were
in whole or in part responsible for leading their
firms to change any of a number of financing and



expenditure policies. Similarly, they were told
that in 1961, and early 1962, funds became availa-
ble and interest rates decreased. They were then
asked if these changes in the availability or cost
of credit were in whole or in part responsible for
leading their firms to alter their financing or
expenditure policies.

It was apparent from follow-up interviews that
those answering the mail questionnaire frequently
indicated that a change of policy had occurred
when this was not in whole or in part the result
of changes in interest rates or the availability of
funds, but resulted from other considerations.
Throughout the programme of interviews care was
taken to ensure that the changes in corporate
policy being isolated were in fact related to
changes in the cost and availability of funds. In
short, the Survey was attempting to compare the
decisions which were made, with the decisions
which executives said would have been made in
the absence of a change in interest rates and the
availability of funds.

This technique might easily yield some under-
estimation of effects, particularly under the
flexible exchange system which prevailed for most
of the period relevant for the Survey, Changes in
interest rates and the availability of funds in
Canada had effects on the exchange rate and
through the exchange rate on the exports and
imports of goods and services. Similarly, changes
in credit conditions also directly affected con-
sumption, government expenditure and residential
construction. Thus through both international and
domestic channels, credit conditions had effects
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on the demand for goods and services provided by
corporations. Some of these effects, particularly
the assumed direct effects of credit conditions on
the firm’s customers, are taken into account by
corporation executives, Others, such as the
repercussions through the exchange rate, are not
explicitly taken into account, although knowledge
of the existence of effects of this kind may contrib-
ute to the general ‘‘climate’’ created by a change
in credit conditions. The effects which we set out
to identify were those taken into account by the
corporations, i.e. the direct effects on the corpo-
rations and the recognized effects on others which
influenced corporate decisions. An estimate of the
total effects of credit conditions on corporate
expenditure must make an additional allowance for
the unrecognized indirect effects.

The second general observation which should
be made concerns the background and professional
interests of the bulk of the executives who were
interviewed or who filled out mail questionnaires.
With some exceptions, the executives who have
supplied information have been the financial
officers of the corporation, i.e. those belonging to
the group within the corporation most closely
aware of changes in credit conditions and most
likely to stress responsiveness to changes in the
cost and availability of credit., Our experience
suggests that a broader sample of executives,

which included those primarily concerned with
production and sales, would have suggested less
responsiveness to changes in credit conditions.,
The results of the Survey should be read with this
in mind. -



CHAPTER V

MONETARY POLICY AND CORPORATE FINANCE

The results of the Survey can be presented in
a variety of ways. As indicated above, in the
large firm interviews we began our enquiries by
discussing the criteria used in reaching decisions
on investment on plant and equipment and at a
later time raised questions about the financial
adjustments which had' accompanied changes in
the cost and availability of funds., In the mail
questionnaire, on the other hand, questions on
financial adjustments to changes in credit condi-
tions preceded the questions dealing with changes
in investment decisions. There is some logic in
the latter order. The authorities exercise an
influence over the financial system and either
initiate or acquiesce in a change in credit condi-
tions, Some firms are so placed that changes in
the Canadian financial system have little or no
impact on their financial arrangements, This may
be because they are financing all their develop-
ment from their own cash flow, or because they
have access to ample funds from a foreign parent,
or for a variety of other reasons. If their financial
arrangements ‘are unaffected by changes in credit
conditions, it is unusual to find that their deci-
sions ‘on inventories, plant and equipment are
affected. Other firms are affected in their finan-
cial arrangements by changes in credit conditions
but by one means or another are able to make
financial adjustments without altering ‘‘real’”’
decisions, i.e. decisions on the purchase of

inventories, planf and equipment,

In other cases, changes in credit conditions
have an effect on the . financial arrangements of
the firm and in turn on decisions on investment in
inventories, plant and equipment. This is the
purpose of the change'in credit conditions and to

the extent that the actions of the authorities reach
through the financial system and the financial
arrangements of non-financial corporations to their
decisions on expenditure on real goods and
services, monetary and debt policies have effects
on aggregate demand. If these effects are so
distributed through time that they curtail corporate
expenditure on plant, equipment and inventories -
when there is excess aggregate demand and
encourage corporate expenditure when there is
inadequate aggregate demand, monetary and debt
policies contribute to the stabilization of the
economy. There are, however, several steps in
this process and in this chapter we shall concen-
trate on the way in which the actions of the author-
ities and their -effects on the financial system
impinge upon the financial arrangements of non-
financial corporations. The questionnaire replies
are summarized in Tables V-1 and V-2-at the end
of this chapter.

For the period covered by thé mail survey and
the interviews, interest rates and the availability
of credit changed several times. It might be
thought that these changes would follow a definite
pattern, but this has not been the case in recent
years in Canada. It might be expected, for exam-
ple, that when there is a change from credit ease
to credit restraint this would begin with a change
in short-term market rates leading with a lag to a
rise in long-term market rates and with a further
lag to increases in other lending and borrowing
rates and to limitations on the availability of
funds. This has some clain to be regarded as the
‘“‘normal’’ pattern, but it is to be expected that
if the initial change in short rates is a decisive
one the impact will be felt immediately in the
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long-term market, Moreover, there is no reason
why a change in the market for long-term securities
cannot on occasion precede a change in the
money market. If participants in the long market
foresee changes in the underlying forces and
anticipate the action which will likely be taken
by the central bank, there may be a change of
direction in the long market in advance of a
change in the money market, Further, even if
the change in the long market lags behind the
change in the short market, the swing in long
rates may be wider or narrower than previous

responses to a change in short rates would have
led one to expect. For example, long rates in
Canada fell very sharply in 1957 and rose in 1958
prior to the reversal in short rates.

A similar diversity of pattern is to be found in
changes in other lending and borrowing rates and
limitations on the availability of funds. There is
no fixed period in which other rates respond; the
lag in either direction varies to some extent from
period to period, Lags in changes in the restraints
on bank lending also vary with the direction of
changes in monetary policy and from period to
period. The chartered banks emerge from a period
of credit ease with a large portfolio of securities
and if the central bank restricts the increase in
cash reserves early in the expansion, the banks
respond to the increased demand for loans by
running off or selling part of their portfolio of
securities. This process may go on for as long as
a year with borrowers encountering increasing
limitations on the availability of bank credit. If,
on the other hand, the central bank restraint is
applied late in the expansion when the banks’
holdings of securities are already low, the respon-
se will be more rapid, Since banks do not have to
rebuild their portfolios before easing the availabi-
lity of credit when the process is reversed, it
might be expected that changes in the other
direction would be quite rapid. In fact, in recent
years borrowers have found that shifts in the
direction of credit ease have been faitly gradual.

A change in credit conditions will, of course,
have no effect on corporate decisions if firms are
not aware of the change. As pointed out in the
ptevious chapter, the officials with whom we dealt
most frequently were the financial officers of
corporations and they are generally quite sensiti-

ve to changes in financial markets. If, for exam-
ple, the first indicator of a change in direction in
monetary policy is a change in short term interest
rates, the financial officers of a high proportion of
the large and medium sized corporations in the
country are aware of the change in a matter of
hours. Virtually all large non-financial corpora-
tions and a significant proportion of smaller
companies are either borrowers or lenders in the
short term money market and follow market trends
closely. The financial officers of companies
which do not deal in the short term money market
are customers of financial institutions and often
follow developments in the financial press, Thus
changes in short-tem interest rates do not pass
unnoticed even though fims may rightly judge on
the basis of past experience that not too much
significance should be read into every week-to-
week change in the treasury bill rate.

If the change in short-term interest rates
persists, or if the initial change is a decisive
one, the effect will be felt in the market for long
term securities. Corporations planning new issues
are quickly made aware of any developments in
the bond market which will raise the price they
must pay in order to obtain accommodation.
Similarly, if rates fall even firms which do not
have an immediate need for funds may have the
favourable conditions drawn to their attention.
Other lending and borrowing rates, including the
prime rate on bank loans and the rate on mortga-
ges, can be expected to change although in some
cases there is a considerable lag, Changes in the
availability of credit, unless decisive or unless
affecting the firm directly, may not register as
quickly as changes in interest rates, although
financial officers tend to be sensitive to any
indications that money is becoming difficult to

obtain,
The financial officers are, of course, only one

element in the corporation, and while information
on the existing state of financial conditions may
be conveyed to other executives, it may have a
more limited impact on the thinking of those not
directly concerned with financial matters.In much
the same way, while changes in financial condi-
tions may have a considerable impact on financial
decisions, the effect on *“‘real’”’ decisions - i.e.
decisions affecting expenditure on plant, equip-
ment and inventories — may be much reduced. A




decision to switch from one source of funds to
another, or from one type of lending to another,
may well be dependent upon relative costs or
yields and little else. On the other hand, a deci-
sion to proceed or not to proceed with the construc-
tion of a plant or the purchase of equipment may
affect all divisions of the company and many
considerations, in addition to short run financial
conditions, will be taken into account,

This is not to suggest that the financial
arrangements of firms are always flexible, adapt-
able and characterized by a close attention to
short-run profit maximization while decision
making on the “‘real” side of the firms’ activities
is always inflexible, lacking in adaptability and
insensitive to profit considerations. In the case
of many firms, the financial officers operate under
fairly restrictive rules either self-imposed or
imposed from above, which are not always consis-
tent with obtaining the maximum benefit from the
financial resources of the company or minimizing
the burdens of barrowing, Thus opportunities for
switching from one financial asset to another or
from one source of funds to another are not always
taken, even when financial considerations would
dictate that such shifts be made. One the other
hand, examples will be cited below of firms which
have been far from insensitive in their ‘‘real”
decisions in response to changes in financial
conditions.

Nevertheless, as a general rule there is a
difference of degree which in many cases almost
amounts to a difference in kind, in the extent to
which the financial side of a firm’s activities
responds to a change in credit conditions as
compared with the ‘‘real’’ side. Indeed, in some
companies it is regarded as part of the function of
the financial officers to devise financial arrange-
ments which protect the firm from the consequen-
ces of short-term changes in financial conditions.
If, then, an uncomfortably high price for finance
or lack of availability of funds prevents the
operating divisions from carrying forward their
plans, this is sometimes regarded as evidence of
failure on the part of the financial officers. At
the same time, the influence rarely runs in only
one direction, While the cautious, calculative
approach of the financial officers may often lose
a battle to the enthusiasm of the marketing divi-

THE EFFECTS OF MONETARY POLICY-V 337

sion for sales or the manufacturing division for
technical improvements, financial considerations
necessarily have a continuing influence in an
organization which must realize profits in order to
survive. To the extent, therefore, that the views
of the financial officers are influenced by the
state of financial markets, this can exercise a
subtle but important influence over the capital
budgets and expenditure plans developed by
operating management.

As in the case of other corporate decisions, it
is often difficult to separate the specific respon-
ses to changes in monetary policy from other
developments which have taken place concurrent-
ly. During recent years, some major changes have
taken place in the financial system and to some
extent corporations have been responding to these
developments rather than reacting to particular
changes in monetary conditions. For example, the
expansion of the commercial paper market, the
spread of sale and leaseback arrangements for
the finance of commercial real estate and other
capital assets, the growth of equipment financing
arrangements, closer links with the capital
markets of other countries, and an expansion of
the lending activities of some financial interme-
diaries such as the Industrial Development Bank
have all been part of our recent financial history.
During the same period, there have been recurring
periods of credit ease and credit restraint. Some
developments in financial practices have come in
response to changes in credit conditions but have
tended to persist into succeeding periods when
credit conditions have altered in the opposite
direction., For example, during a period of credit
restraint, corporations may develop techniques for
reducing the level of their cash balances and
these techniques may continue to be used in
succeeding periods of credit ease. There are thus
difficulties in disentangling the specific effects
of changes in credit conditions from the effects of
other changes. Nevertheless, it is clear that the
financial arrangements of many fims have respond-
ed in a variety of ways to changes in credit
conditions in Canada,

(a) Borrowing Abroad

If interest rates rise and funds become less
available in Canada, and this either does not
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happen or happens to a lesser extent in other
countries, borrowing abroad will be a relatively
more attractive alternative than in the absence of
such a change. It might be expected, therefore,
that during periods of credit restraint some firms
which would otherwise seek funds in Canada will
go abroad. Similarly during periods of credit ease,
accommodation which might have been sought
abroad will be found in Canada. The following
example indicates the way in which a company’s
choice between the Canadian and American
markets is influenced by credit conditions in
Canada:

“In the spring of 1957, it was decided that we
would build a new plant.... The land was pur-
chased..., and architects were given the job of
making plans for a new building, which would cost
in the neighbourhood of three million dollars. In
the fall of ’57, our Treasurer from New York and
myself visited several financial institutions in
Toronto in an effort to raise this money, but found
practically the same answer in nearly every office,
that money was very tight and if we wanted that
amount we would have to pay a high interest rate.
We were quite agreeable to a mortgage at a reason-
able interest rate on which we could start payment
in a year or so and extend this over a ten or fifteen
year period, but we found that places that were will-
ing to take on such a loan did not want any payment
for some years in order that they could continue to
draw these high interest rates,

“It was decided that if financing conditions did
not improve by the time we needed the money we
would secure the money in the United States rather
than Canada, However, by the spring of 1958 money
was much easier and the Chartered Banks with
whom we had dealt... for many years agreed to lend
us one and a half million each to be taken down
as needed with the idea that we would reduce this
loan as much as possible within the next year,
... By December of 1958, we had borrowed $2,685,000
and by December of 1959, through reduction of
inventory and the sale of our plants ..., we had
reduced this loan to $1,200,000, It was then agreed
with the banks that we could pay for the balance
over a three year period and thus save us from
going into any long-term financing., The balance of
this loan was paid off in August of this year (1962),
but it does show how a project can be started and
if you do not have access to other money markets
you might have to delay your project until outside
finencing was more favourable.

““There was no question at any time that our credit
was not good enough for the loan, and our American
parent company was willing to guarantee any loan
which we made in Canada,”’

Other examples indicate the play of similar
forces:

A large shipping company, which occasionally

finds financing for ship construction in Canada,

was forced in late 1959 to go to New York to

secure ‘‘the amount of funds needed at reasonable
rates’’,

A manufacturing firm, a subsidiary of a European
parent, sought one and a half million dollars on
the Canadian market in early 1960 for expansion
of its production facilities, Funds were not avail-
able without a guarantee by the parent company.
The parent was unwilling to give such a guarantee
and the firm arranged borrowing in Switzerland
‘‘at rates lower than those prevailing in Canada’’,

‘““The shortage of bank money since mid-1962 has
made it necessary for us to go outside Canada to
obtain funds for short-term financing of certain oil
properties which we normally finance by production
loans in Canada’’, (An oil company)

In other cases, there was borrowing abroad but it
was less clearly identified with changes in credit
conditions in Canada.

“During the time of the building of the prairie
section of the Trans-Canada Pipeline (which was
government financed) we were restricted to bank
loans of $250,000 or under, so were unable to
modernize to meet the dump gas competition,
Purchase of new assets of $2,000,000 was made
in 1958, financing originally planned in the U.S.A,
later changed following increase of bank loan
limit of $1,000,000''. (A fuel company)

#$300,000 was borrowed outside Canada (in
1959-60) for plant extension, This was unsecured
and at a lower rate of interest than was obtainable
in Canada. These favourable conditions were the
reason for the loan rather than any specific changes
in monetary policy by the Canadian government'’,
(A clothing manufacturer).

In some cases, the links between the American
and Canadian capital markets are so close that
firms are largely unaffected directly by changes
in credit conditions which are restricted to this
country. This is notably the case with branches
or subsidiaries of American corporations but it
also applies in part to the subsidiaries of parents
in other countries and some Canadian-owned
firms,

The following replies to the mail questionnaire
were received from American oil and pipeline
corparations carrying out operations in Canada.

“We have never borrowed funds in Canada for our
Canadian operations, and during the period when




we were spending large sums for oil land acqui-
sitions and development, funds were provided by
transfer from the United States’’,

‘“The changes in availability of funds and interest
rates in Canada do not affect our planned capital
expenditures or financing policies, The............
Corporation is a Delaware, U.S,A,, corporation and
conducts petroleum producing and exploration
operations in Canada through a branch., It is not
involved in borrowing in Canada’’,

“‘This is to advise that the............. Company
is incorporated in the State of Delaware, U.S.A.,
and is wholly owned by U,S,A, corporations. All
funds for original and subsequent financing were
provided by the owners with U.S,A, dollars and
any future financing will probably be in the same
manner, "’ :

Much the same kind of response was received

from subsidiaries of many American companies:

““Since 1957 we have been required by our parent
company (U,S,) to borrow from them, However, in
the last few years we have not needed their help,”’
(Retail drug chain)

“Occasionally we borrow, mostly from U,S, banks,
on 90-day notes for inventory and accounts receiv-
able expansions, We borrow irrespective of current
interest rates., The notes are repaid during the
second half of the year. The financial policies of
the parent and subsidiary companies are influenced
more by the fiscal and monetary policies of the
U.S. Government.’’ (Clothing manufacturer)

... our company is not affected directly by increases
or decreases in interest rates, We do no outside
borrowing and invest surplus funds for short periods
regardless of interest rate levels. We are a wholly-
owned subsidiary of the United States ............
Company and all of our expansion has been financed
out of earnings or by temporary parent company
advances’’, (Minerals)

“Funds for capital expenditures and working
capital were provided by the parent company,
shares being issued to the amount of $7,000,000.
After the completion of our capital programme,
there was, of course, no capital expenditure pro-
gramme beyond that for jigs and fixtures for new
models, At times funds were transferred to us for
increased working capital and at others we trans-
ferred excess funds to the parent company. At no
time have we been dependent on Canadian financial
institutions for credit.’”” (Electrical equipment)

¢“Firm relies on advances from parent company,’’
(Forest products)

“‘Current fund requirements and capital funds are
supplied by our parent company. Current funds in
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excess of those required are remitted to our parent
company monthly.?’ (Rubber goods)

‘““Financing handled through parent company.”’
(Metal manufacturing)

““‘Our company is a wholly-owned subsidiary of
an American company, Capital expenditures budgeted
for and approved by parent company on a company-
wide basis and the availability of funds for the
entire company.’”’ (Food products)

‘‘Any funds required are borrowed through U,S,
parent company. We do not have a line of bank
credit established in Canada.’”’ (Clothing manu-

facturer)

‘‘No line of credit used at present time, Funds
obtained from parent company in the United States
when needed.”’ (Metal manufacturing)

Some American subsidiaries secure their
financing from the parent by postponing payment
for goods and services received. In the course of
the survey we have :encountered individual
accounts payable to American parents which have
gone as high as $40,000,000. Sometimes a combi-
nation of techniques is used. One oil company
reported that it had borrowed $20 million from its
parent and at the same time had an account paya-
ble to the parent which varied seasonally from
$15 million to $20 million.

Many English parent companies appear to
leave their subsidiaries more dependent upon their
own retained earnings and funds which they can
raise in Canada.

‘““The main point so far as we are concerned is
that our desire to expand is dictated not so much
by the cost of funds as by their availability and
the fairly limited choice of projects available in
the.............. manufacturing industry to a
company of our size, I think that normally a com-
pany such as ours, which is now part one of the six
largest .............. groups in the United King-
dom, would expect to finance its expansion by
means of permanent capital rather than by relatively
short-term bond issues, We are, however, as you
will realize, cut off from our group funds by exchange
restrictions and we therefore have to make our
way slowly by taking on one relatively small pro-
ject at a time with a view to building up capital
sources within the dollar area,” (Manufacturing)

Other subsidiaries of English companies
encounter fewer difficulties in obtaining finance:

““We can say generally that credit conditions in
Canada have not had any effect on our capital
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expenditures and financing policies, We are a
wholly-owned subsidiary of an English company
and our long-term financing has been provided by
our Parent Company. Short-term financing, when
necessary, has been from a line of credit with our
Canadian Bank.’’ (Textile manufacturer)

Given the high proportion of Canadian
corporations which are wholly or partly owned

abroad, it is clear that arrangements of the kind

illustrated above tend to reduce the direct impact
of changes in monetary policy on the expenditures
of a substantial portion of Canadian industry. As
might have been expected, Canadian owned corpo-
rations, particularly corporations lacking a current
flow of foreign exchange earnings, have been more
reluctant to turn to foreign markets, The exchange
risk of foreign-pay botrowing has weighed heavily
with many executives and even where the com-
bined effect of the interest differential and the
assumed exchange risk has made foreign borrow-
ing attractive, there seems to have been a reluc-
tance in many cases to assume obligations in a
foreign currency which are not hedged by earnings
in that currency. The alternative of going abroad
is, moreover, not readily open to smaller Canadian-
owned companies.

An analysis was made of 70 non-government
corporations with assets over $90 million to
determine the pattern of their financing. Of this
group of 70, twelve use the funds of a foreign
parent as their usual source of funds, while a
further six employ foreign capital markets as their
usual source of medium and long term funds, Of
the 37 firms which have not used any foreign
funds during the survey period, twelve have
relatively free access to funds from foreign
parents but have eithernotneeded new funds to any
extent or havebeen able to get sufficient funds in
Canada at acceptable rates. The other twenty-five
either did not borrow or have not considered
foreign capital markets to be an alternative source
of funds. The remaining fifteen of these 70 firms
borrow abroad intermittently and all have done so
at least once since 1954, Four of the fifteen firms
suggested that they borrowed more outside Canada
than they would have borrowed if credi* conditions
in Canada had remained easier,

Among the firms with assets less than $90
million there was a smaller proportion which

swiched to foreign sources of funds during one of
the periods when interest rates rose sharply in
Canada., About 2%% of all the firms surveyed by
mail indicated that they went outside Canada for
funds in 1959-60, the proportion being about three
times as large for firms with assets $5 - $90
million as for those in the small firm sample.

The foreign sources resorted to by Canadian
firms in times of credit restrictions included bond
markets, large financial institutions willing to
take up bond issues or make direct loans, associ-
ated companies, financial and non-financial insti-
tutions providing mortgage or sale and leaseback
funds and banks, The following examples indicate
the nature of this borrowing;

A food manufacturing company pointed out that
when from time to time interest rate differentials
have become large between the United States and
Canada the company borrowed short-term from United
States banks.

An oil company reported that it was ‘‘driven to the
U.S,” for funds in 1959, It was suggested that
there was no doubt that the timing of their borrow-
ing would have been different had the bank not
pressed them to reduce their large outstanding bank
loan,

A large international company pointed out that
even though the company follows a policy of
financing its activities in the countries where
operations are carried on, they are willing to
change their pattern of borrowing if ever credit
conditions become difficult in any one country.
Thus tight money in Canada and anticipated
changes in the exchange rate, have often led the
company to change its pattern of borrowing and
its handling of net receipts in foreign currencies.

High domestic borrowing rates were considered
by an oil company to be a factor leading the com-
pany during 1956 and 1959 to rely heavily on the
parent company through the intercompany trade
account, and in 1962 to borrow directly from the
parent company in the United States.

In many cases the foreign sources provided
funds on such advantageous terms that the firms
would have gone abroad for the funds even if
credit conditions in Canada had been much easier.

“In 1952 and 1953 debenture financing was
carried out in the United States because of sub-
stantial difference in interest rates in the two
countries and avoidance of underwriting com-
mission by direct placement.’”” (Pipe line)




A large metal producing company pointed out that
they usually borrowed from the United States
whenever they had a really large issue to float,
as the Canadian bond market is viewed as tradition-
ally thin for the obligations of any one corporation,
Perhaps if credit conditions had been easier in
1957 a small part of that year’s issue might have
been floated in Canada but it was the size of the
issue rather than the interest rates prevailing in
Canada which caused the company to arrange a
foreign issue,

The treasurer of a large oil firm stated that even
the largest Canadian insurance companies are
not willing to take more than a small fraction of a
major bond issue, thus forcing large companies
to go to U,S, firms willing to take all or at least
half of the bonds being sold,

‘“The shortage of bank money since mid-1962 has
made it necessary for us to go outside Canada to
obtain funds for short-term financing of certain oil
properties which we normally finance by production
loans in Canada,.'’ (Oil company)

¢Short term Canadian bank loans were converted
to long-term loans from United Kingdom in 1957,
The long term loans were converted, in large part,
to equity in 1958,’" (Oil company)

(b) Sale and Leaseback Arrangements.

The use of sale and leaseback arrangements
to finance retail outlets has expanded rapidly in
recent years, It provides a technique for attracting
funds from portfolio managers looking for an
attractive yield on a secure investment. It can be
thought of as a mo:tgage financing technique
which permits a company to borrow heavily
without the obligation appearing directly on its
balance sheet, The principal drawback of this
type of arrangement is the somewhat higher price
which must be paid for this method of financing
as opposed to the direct issue of debentures, On
occasion, however, firms which finance their
outlets in this way are able to drive hard bargains
and one specialist in the development of shopping
centres reported that some deals of this kind have
been described within his organization as “sale-
lossback’’ arrangements.

The survey results indicate that sale and
leaseback financing is frequently done abroad and
some complaints were made that Canadian institu-
tional investors were less interested in this type
of arrangement than they might have been, In the
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case of the retail outlets of the oil companies,
the source has been predominantly in the United
States including the endowment funds of some
American universities. Other retail outlets have
been financed in the United States but many other
sources have been tapped. We were told of one
retail outlet on the prairies financed by a Brazilian
using Italian funds. While this was unusual there
is a world market for such financing and Swiss,
German, Belgian and other soutces have been
indicated.

The following example of leaseback financingin-
dicates the motivation and nature of such borrowing;

A Canadian utility which made use of U,S, funds
for leaseback financing in 1959-60 and in late 1961
and 1962 (totalling $7 million) related this to the
high cost of such funds in Canada and to U.,S,
tax law provisions which made such holdings
attractive for Americans in high personal income
tax brackets, The U.S, funds were obtained at
5%% at a time when comparable funds in Canada
were priced at 6%% Since all lease payments are
fixed in terms of Canadian dollars, the company
undertook no exchange risk in using the foreign
funds,

In 1956 a large manufacturing company sold the
land on which its present building stands, and the
land and building adjacent, leasing back on a
long term basis, This was done in part to conserve
funds before the company went to the market, and
in part to reduce the size of the debt issue which
would have to be made,

(c) Trade Credit

Chapter II of the Commission’s Report noted
the rapid growth of trade credit in the period 1947 -
60 and in particular the substantial increases in
recent years ‘‘when highly competitive conditions
have forced corporations to extend more favourable
terms to their customers to attract and retain
business’. Here as elsewhere it is frequently
difficult to disentangle the changes in trade credit
which can be traced to changes in general credit
conditions and those which resulted from other
factors.

It has been suggested that the extension of
trade credit among firms in periods of higher
interest rates and less available credit from other
sources has the effect of equalizing financial
pressures by transferring funds from those firms
with relatively easy access to domestic and
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foreign capital markets to those whose sources of
funds are more restricted. To some extent this is
undoubtedly true, as indicated by the questionnai-
re responses referring to trade credit. Generally
speaking, the smaller independent firms have
fewer alternative sources of funds than do the
larger firms and might therefore be expected to
rely to a relatively greater extent on trade credit.
In response to the question ‘‘were changes in the
cost or availability of credit in whole or in part
responsible for leading your firm to ... obtain in
1959-60 mote trade credit from your suppliers?”’,
almost 11% of the firms with assets under $5
million answered ‘‘yes’’, compared to 5.3% of
respondents with assets between $5 and $90
million, The same pattern exists for 1956 and
1962, Although in most size groups there are more
respondents stating that they have given addition-
al trade credit than that they have obtained more,
the difference is most marked in the case of the
larger firms, For all size classes the uninterpreted
questionnaire data must be treated with reserva-
tions for interviews often disclosed that affirmative
answers indicated a recognition of a steady secu-
lar growth of receivables and payables rather than
a short term change related to changes in monetary
policy. Slightly less than half of the affirmative
trade credit responses followed up turned out to
be discoverably related to short run changes in
credit conditions, Of the 80 largest firms, 8
granted longer terms to some of their customers in
1959 and 1960, while a further 11 firms suggested
that during this and other periods of less available
credit their customers took longer to pay their
accounts despite attempts by the company to keep
collections current. The following examples are
typical:

The financial Vice President of a large primary
metal producer estimated that his company’'s volume
of overdue accounts increased by as much as 3%
in velue when interest rates rose more than ¥%%.
The company does not approve of this increase
and occasionally refuses to provide continued
supply to slower paying customers,

The Vice President of an oil company reported
that when banks are cutting their loans the corpo-
ration attempts to reduce trade credit. One device
used is to tell the sales department that dis-
counts on sales which normally are granted on 30
day terms, must be cut to 15 days. He reported
that these efforts were not always successful.

Other large firms make no change in their
credit arrangements and do not encounter signifi-
cant .additional pressure during periods of credit
restraint,

The Vice President of a manufacturing company
pointed out that their product is sold for cash
with notes received from the dealers the day of
delivery into their hands. Parts are sold on 15
days credit, with occasional payment lapses by
customers. The credit department does not allow
much freedom and tight money has not caused
noticeable pressure,

The Treasurer of a pipeline company pointed
out that accounts receivable do not vary with
credit conditions with payments being received
regularly,

A company producing alcoholic beverages
reported that the company sells only to the 10
provincial liquor control boards, credit being
granted on a 30 day basis,

Other large firms have responded to pressure for
increased trade credit during periods of restraint,
The following examples are typical:
A large retailer noted with some concern the large
increase in time payment accounts in 1960; an
increase unaccompanied by a commensurate in-
crease in sales, This increase was attributed to
the general tightness of credit in the economy,

A chemical company found that it was extending
extra credit to customers in times of credit restric-
tion, particularly to a large portion of its customers
in the textile industry, Even though interest was
charged, the average age of accounts receivable
increased noticeably during periods of credit
restraint,

A large metal manufecturing company indicated
that severe competition in the industry made the
question of policy in trade credit very difficult.
Normally this company sells on terms of 30 days
net, but as credit conditions tighten accounts re-
ceivable tend to lengthen. For example, in October,
1961 the average age of accounts receivable was
30-35 days compared to the average in October,
1962 of 46 days, The executive being interviewed
attributed part of this lengthening to the overdraft
restrictions implemented by the chartered banks
in September of 1962,

A food manufacturer with 10,000 customers said
that the average age of accounts receivable varied
with credit conditions. In October, 1962 this com-
pany had a $300,000 note with its bank attribut-
able mainly to the stretching out of the days out-
standing of accounts receivable from 40 to 44
days,




An electronics manufacturer indicated that on
the retail side of their business the average age
of accounts receivable tends to lengthen as credit
conditions tighten with 30 day accounts averaging
about 40-45 days., As credit conditions ease the
normal terms prevail again,

A metal manufacturing company found that it has,
of necessity, given more trade credit to some of
its customers during periods of tight money. In
most cases increased credit has not been explicitly
granted; it has simply been a case of the customers
being slow in making payments, It. was noted that
payments first became slower in 1956 and that
outstanding receivables have remained large ever
since,

In other cases large firms have experienced an
increase in trade credit granted but this has been
independent of changes in credit conditions.

The treasurer of a manufacturing company said that
his firm considers that they have been ‘“manoeuvred’’
into extending more trade credit than they should.
They often have to match the credit terms offered
by competitors if they are to keep their market
share, Credit was being provided which should
come from longer-term sources, One of the banks
had suggested to this company and others that
the competitive use of trade credit was depriving
the banks of their rightful business,

Some executives of a metal manufacturing company
said that their firm had become more lenient in
dealing with its customers' credit requirements,
but emphasized that this was because the market
for their metal had become a buyer’s market, Better
terms must be given when there is excess capacity
in the industry if the company is to maintain its
share of the market. In 1959 there was a coinci-
dence of tight credit conditions in Canada and
excess capacity in the industry. There were credit
demands by their customers but the amount of
credit extended by the company was largely deter-
mined by the amount of excess capacity they had.

In an interview with the President, Treasurer and
Comptroller of a general manufacturing company the
President pointed out that the extension of trade
credit had become a sales tool in the industry, This
was a development which he deplored. The Treasurer
was of the opinion that the amount of trade credit
provided by the Company did vary with credit
conditions, but thought these variations were
small compared with the large secular increase
which had taken place since credit had become
a competitive weapon,

Many of the firms with assets between $5 and
$90 million noticed their customers taking longer
to pay their accounts. Some of these firms transmit-
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ted the pressure to their suppliers by taking more
trade credit; but on balance more than twice as
many firms with assets $5—$90 million gave more
trade credit to suppliers or customers than took
additional credit by obtaining advances from
customers or delaying payment to suppliers. For
example, the raw uncorrected data from the mail
survey shows 12,7% of responders giving more
trade credit in 1962 while only 5.3% suggest that
they took more in that year.

Among firms with assets under $5 million, a
considerably higher proportion either give or take
more trade credit when interest rates rise and
credit is less available. Moreover, the percentage
has been rising in successive periods of restraint.
Uncorrected mail survey data indicate that the
number of firms giving more trade credit has risen
from 10.2% in 1956 to 20.6% in 1962 while those
reporting that they take more credit rose from
10,2% to 15.1%. As indicated above these percent-
ages require substantial downward correction as
less than half of the firms later interviewed
related their changes to a tightening of credit.
The following examples indicate how subsequent
interviews altered the interpretation put upon
answers to the mail survey.

The Secretary of a knitting mill reported on his
company’s questionnaire that the firm had restricted
the granting of trade credit in 1962 as a result,
in whole or in part, of changes in the availability
or cost of funds. In the subsequent Interview, it
turned out that trade credit had been restricted
by the Secretary from his arrival in February 1962,

The Treasurer of a food manufacturing company
indicated in his firm’s questionnaire that they
had allowed some customers to have more credit
than usual in 1959-60 and 1962, In the subsequent
interview, he pointed out that trade credit was a
relatively minor problem since 97% of the com-
"pany’ s business was with supermarkets,

A mining corporation had reported an increase
in trade credit granted during periods of restraint,
but in the subsequent interview it turned out that
98% of the firm’s output was exported and customers
were unaffected by Canadian credit conditions.

A small wholesaler indicated that his company
had restricted the granting of trade credit in 1962
in response to general credit conditions, but in
the subsequent interview it turned out that many
customers were put on a weekly payment basis
in March 1962 when year-end figures showed
accounts receivable to be high,
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The following firms indicated that they had
taken more trade credit and had either given no
additional credit or had a mixed pattern of beha-
viour on the credit-granting side of the business.

A small manufacturing company reported that they

often relied upon their suppliers for credit but

more ingenious methods are used when the pressure

on bank loans increases, In both 1959 and 1962

they restricted the granting of trade credit con-

siderably, although their reductions were intended
to reduce bad debts as much as anything else,

An importing company reported that in 1959 it
got in touch with its English suppliers and ex-
tended payment terms from the usual 30 days on
sight draft to 120 days. This lasted for about a
year in 1954, The same happened in 1962, but by
January 1963 the terms were back to normal. At
the same time the company cut out some customers
in order to keep accounts current, These were
small retailers who made up about 1% of their
customers, Some good customers were given help;
10-18% being given extended credit up to 120 days
instead of the regular 15-day credit period.

A large processing company reported that when
‘‘the scramble for funds’’ developed in the fall
of 1959, they approached their bankers for an
increase in their line of credit, Due to a variety
of circumstances, the bank would only allow an
additional $1 million. They then entered the com-
mercial paper market where they received the
balance of the funds required. At the same time,
they took full advantage of the maximum terms
offered by their suppliers., Previously, they had
paid invoices weeks in advance of the due date.

The following firms, which were all interviewed,
indicated that they gave more trade credit during
periods of restraint, although they did not take
additional credit,

A Firm manufacturing heating products find they have
to take up the slack because of the trade financ-
ing of the small contractors who are their major
customers. ‘‘Our furnace dealers have nothing.
We scream more when credit gets tighter, but in
many cases are forced to extend more credit in
gome cases in order to obtain the business. The
overall effect on our accounts receivable is prob-
ably not dramatic.’”” They pointed out that their
customers were at a disadvantage in that they
could only borrow on their accounts receivable
as compared with manufacturers who can assign
their inventories.

A manufacturer of consumer durables pointed
out that about one-third of the company’s output
is handled by dealers. When credit conditions
tighten, there is a definite tendency for the average

age of accounts to lengthen., They try to hold the
line, but they are forced by competitors to grant
additional credit. The company does not attempt
to pressitheir own suppliers; all bills are paid
promptly and in time to benefit from any discounts
offered,

A manufacturer of specialized building equipment
pointed out that their accounts receivable tend
to lengthen when credit conditions tighten, despite
the company’s efforts to establish some sort of
‘‘guaranteed payments arrangements’’. Their posi-~
tion in the field is such that they can and do
threaten to withdraw their personnel from instal-
lation jobs if the customer falls too far behind in
progress payments, In late 1962 the company’s
accounts were averaging 64 days compared with
52 days in late 1961,

A building materials company reported that their
accounts in August, 1962 averaged 37.9 days
compared with 34.7 days at the same date a year
earlier, The increase in accounts receivable was
financed through working capital and bank loans.

The information shown in Chart I indicates
how trade credit extended in a particular industry
responded to changes in credit conditions. The
chart shows that for a substantial group of firms
reporting regularly on their accounts receivable,
from wholesaling of plumbing and heating equip-
ment to contractors, retailers and industrial firms,
there has been a sharp rise over the period 1955-
1962, Superimposed on this upward trend in
accounts receivable is a cyclical pattern quite
closely related to changes in the treasury bill rate
plotted on the chart. The accounts receivable data
shows the average number of days sales outstand-
ing for the reporting firms, adjusted to remove
seasonal components and with random fluctuations
smoothed out. The relationship between the
treasury bill rate and the extension of trade credit
by a selected group of wholesalers is clearer
between 1955 and 1959 than thereafter. For the
period 1960-1962, the reductions in the treasury
bill rate are matched only by a slackening in the
rate of increase in days sales outstanding, while
the increase in treasury bill rates in 1962 is
accompanied by an increase in the amount of trade
credit extended., From the nature of the question-
naire and interview evidence, it appears that this
pattern of trade credit experience of a group of
wholesalers is not untypical of that of firms in
several industries,
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CHART 1

COMPARISON OF TREASURY BILL RATE AND TRADE RECEIVABLES
OF PLUMBING AND HEATING WHOLESALERS
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(d) Restricting Dividends

One way of conserving cash when funds are
not easily forthcoming from the usual external
sources is to keep dividend payments below what
they would otherwise have been. 10% of firms
under $5 million, and 6% of those over, suggested
that ‘they restricted the payment of dividends
during 1959-60, Interviews indicated, however,
that in almost all of these cases the decisions
taken on dividends were independent of the cost
or availability of funds, ‘The following examples
are typical.

1959 1960 1961 1962

The Vice-President of a small manufacturing
company indicated on the firm’s questionnaire
that the payment of dividends had been restricted
in 1962 as a result of changes in the availability
or cost of funds, In the subsequent interview,
he pointed out that 1962 was the first year in which
the company had net earnings for dividends and
it was thought best to plough them back.

The President of an importing firm hed indicated
that the payment of dividends had been restricted
in each of the periods of credit restraint. When
interviewed, he indicated that no dividends had
been paid since 1956 and there had thus been no
change from periods of credit ease to periods of
credit restraint. !
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The Secretary Treasurer of a hardware company
had shown a restriction in the payment of dividends
for 1962. In the subsequent interview, he pointed
out that the 1962 dividend was skipped because
earnings were low, and that there was no tie-in
with general credit conditions,

Of the few firms which did reduce their
dividends in part because of lessened availability
of credit most were small, fairly closely held
companies or wholly owned subsidiaries. The
larger firms with widely traded stock often explain-
ed that they did not feel themselves free to
teduce dividends except under exceptional circum-
stances and thus could not treat dividends as a
variable which could be adjusted to current cash
requirements, The following two examples indicate
the nature of the decisions taken.

The President and Vice-President of a utility were

interviewed and questioned on the positive answer

they had given to the question on the restriction
of dividends in 1959-60. They reported that the
company’s shortage of cash in 1959 led them to

speed up the collection of receivables and also
to postpone. the declaration of a dividend increase.

The President of a foreign-controlled manufacturing
company indicated a considerable measure of
responsiveness to changes in credit conditions
on his firm’s questionnaire. The firm had borrowed
abroad in 1957 and 1959 and had issued shares in
early 1960 partly because of the thinness of the
market for borrowing in early 1960. The preferred
dividend was passed in May 1962 to ease their
cash position and was subsequently paid at the
end of the year,

(e) Commercial Paper Market

One of the most important financial changes in
recent years has been the development of the
commercial paper market. Statistics on the growth
of this market are presented elsewhere in this
volume and indicate the rate at which it has
grown. Some. firms have resorted to the issuance
of commercial paper when funds have been difficult
to obtain from usual sources, but the most frequent-
ly cited reason for entering the market has been
the opportunity presented to borrow funds at rates
significantly lower than bank lending rates. The
following examples show how the commercial
paper market has been used either as a substitute

for other sources of funds during periods of
restraint or how connections with this market have
been -established in order to avoid difficulties in
future periods of restraint.

A large food manufacturing company in the midst
of a major expansion in 1959 found that a com-
bination of higher than anticipated construction
costs, involuntary inventory accumulation and a
price war forced them to seek additional credit of
$5 million, Their banker would ordinarily have
supplied the necessary funds, since the total amount
needed was below previous borrowing, On this
occasion, the bank, citing their own tight cash
position as the reason, granted a loan of .$1 million
instead of the $5 million requested, The company
then turned to the commercial paper market where
they obtained the necessary funds without difficulty,
This company has subsequently become a large
lender in the commercial paper market,

An engineering contracting firm, normally a heavy
bank borrower, entered the market in early 1962 to
‘‘take advantage of the lower interest rates,?’
This action was taken despite active discourage-
ment by their bank and they subsequently withdrew
from the market in order to maintain good relations
with their bank. In mid-1962, however, they re-
turned to the market with the full consent of the
bank and to date (Autumn 1962) have been borrow-
ing at the rate of $5—$7 million in the commercial
paper market,

A milling company entered the commercial paper
market in 1959 and at present the company is
authorized to borrow up to $6 million in the market,
Their borrowing in this market has varied between
$1 million and $6 million at rates from 2%% to 5%

An integrated oil company, which in 1959-60
borrowed over $1 million from a trust company at
6%% due to bank tightness, subsequently became
a borrower on the short-term paper market to avoid
a repetition of earlier difficulties.

Other firms reduce their commercial paper
borrowings and increase their bank borrowing
when the spread narrows between rates far bank
loans and short-term paper rates.

A textile company seeking to secure short-term
funds at the least cost, entered the commercial
paper market in mid-1960 and participated in this
-market until mid-1962 when the differential be-
. tween the short-term market rate and the bank lend-
ing rate was no longer significant. They borrowed
around $3.5 million from May 1960 to the end of the
year, around $5 million in 1961, and $1.5 million
in early 1962, According to their calculations, the
interest saving effected in 1961 was $18,000,




A large retailer shifted from the short-term
market to the banks during the tight money periods
of 1956 and 1959, During these periods the rates
in the short-term market rose sharply and the com-
pany turned to the banks for a large part of their
financing, : s

A large manufacturing company reported t}_lat'in
times of relatively easy credit and low interest
rates, as in the early 1950's, the company tended
to issue its own commercial paper, finding this
method about 1%4% cheaper than borrowing from the
bank, Credit conditions such as those existing
in August 1962 meant that rates on commercial
paper similar to that issued by the company were
only %% to %% lower than the bank borrowing rate.
The company therefore tends to borrow from the
bank and if in need of temporary finance under
credit conditions like those of August 1962, would
probably use the bank rather then the short term
paper market. Even though the bank has on oc-
casion suggested that the company free its line
of bank credit, and even though the company wishes
to avoid ‘‘embarrassing'’ the bank, the opinion was
expressed that the company expected to find no
difficulty in getting the necessary line of credit
from the bank,

In some of the above examples, firms have
clearly been anxious to maintain good relations
with their banks when they make use of the short-
term paper market. In some cases, this means that
close calculations are not made of the savings
which can be effected but fairly arbitrary divi-
sions are made between bank borrowing and
commercial paper borrowing,

A manufacturing company indicated that l{pwever
attractive the rates in the short-term money market,
the company always borrows 50 per cent of its
short-term funds from the bank to reward the bank
for maintaining a line of credit, which the company
views almost as a condition of its paper being
acceptable in the short-term market,

(f) Debt and Equity

One of the possible financial reactions to
credit restraint listed on the questionnaire was
the decision to issue share capital rather than
bonds or other fixed interest obligations. This
was included to take into account the fact that in
part of the periods 1955-57 and 1958-59 the prices
of equities were rising when the prices of bonds
were falling, In these circumstances, corporations
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might have found themselves able to issue equi-
ties when bond markets were relatively unattrac-
tive, In 1962 there was a major decline in the stock
market just priorto the measures taken to increase
interest rates and therefore both the stock and
bonds markets were depressed during the same
period.

In the case of corporations whose shares are
not traded, the infusion of new equity capital by
the owners provides an alternative source of
funds during a period when external borrowing
conditions are unfavourable,

In the event the questionnaire and interview
evidence indicates that a relatively small fraction
of both public and private corporations issued
equities to avoid high interest rates in 1956,
1959 and 1962. Among the firms with over $5
million in assets, 2% suggested that the issu-
ance of equities in 1959-60 was related to the
prevailing high interest rates, while 1%% of the
respondents in the small firm sample gave a simi-
lar response, When the positive responders were
interviewed, it was found that very few cases
could be found where a clear-cut decision had
been taken to issue equities as a substitute for
borrowed funds' because of high interest rates.
The following cases are at least partial exceptions.

The President of a medium-sized manufacturing
firm pointed out that their decision to issue addi-
tional share capital in 1960 was influenced by the
thinness of the market for borrowing in early 1960,

The President of a utility which had offered
rights issues ineachofthe recent periods of tight
money reported that it was more than a coincidence
that the company had used this method of financing
in the years during which conditions in the bond
market were particularly difficult. The company
has a general financing rule that funded debt should
not provide more than 50% of total long-term financ-
ing., Their policy is to issue equity frequently
enough so that in any given year the company’s
equity to debt ratio is large enough to allow them
to adopt whichever kind .of outside financing is
more advantageous in that particular year.

~The Treasurer of one large company reported that
in 1958, when they had a need for substantial
quantities of outside funds, they were faced with a
bond market which did not seem receptive to their
issues, They found that the market was thin and
their needs were large. These two reasons, coupled
with the bullish stock market at that time, induced
them to make a rights issue. Since they anticipated
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that the difficulties of raising new funds would
not be less in 1959 than in 1958, they made the
issue a large one, This helped to take care of their
needs in 1959, but since they judged that funds
were unavailable on feasible terms in 1959 they
made some cuts in capital expenditure in that
year.

Some firms whichissued bonds in 1956-57 attempted
to obtain lower rates by attaching conversion
privileges, thus taking some advantage of the
relatively more buoyant conditions in the equities
market.,
The Treasurer of a large primary processing firm
noted that convertible debentures were relatively
more advantageous than non-convertible debentures
in periods of tight money., The high interest rates
prevailing in 1956 were in part responsible for
the issuance of convertible debentures rather than
non-convertible fixed debt, He went on to say that
when ordinary bond rates were as low as 4%, the
company would not consider using convertible
debentures as it did not ‘wish to water down its
equity more than necessary.

The choice between debt and equity was discussed
with the financial officers of a number of equity-
issuing corporations and their analysis of the
determinents of this choice helps to provide an
explanation of the relatively small degree of
switching from bonds to equities as a source of
funds when interest rates rise in the short run.
The view commonly held was that equity finance
was considerably more expensive than debt finance,
but there was an unwillingness to issue debt
beyond the extent dictated by their own standards
of an appropriate debt-equity ratio or that sug-
gested to them by their financial advisors,
The chief financial officer of a company which
was redeeming preferred shares during the
nineteen<£ifties pointed out that they made a series
of rights issues during that period in order to allow
the equity to debt ratio to be maintained. He
pointed out that even though the issuance of rights
is considered to be a far more expensive source of
finance than bonds, the company does not hesitate
to issue them whenever more equity is required to
balance the ratio, Since there is a limit to the
size of a rights issue which can be made at any
one time, the company will often make rights
issues in the years immediately preceding the
periods of heavy capital expenditures, so that
over-heavy use will not have to be made of the bond

market or capital market in the year that the big
expenditures are incurred.

The President of two associated companies
pointed out that these companies used the
discounted cash flow technique for evaluating
major projects, and added: ‘‘The D,C,F., method.
is applied on an after-tax basis and compared
with the cost of capital. The cost of capital is
based, for............ .., on a capital structure
of 70% debt and 30% equity, and in.......cc000ee,
on 60% debt and 40% equity., Debt is considered
to be about 3%, on an after-tax basis, and a return
on equity of 15% is deemed desirable. An allow-
ance is made for non-return projects of about one
and one-half percentage points, This gives a
minimum rate of return of about 12% for...........
cesscessssvsseis at the present time consider-
ing whether its minimum return should be slightly
lower”, In the interview it was pointed out that
to date the rate of return within the company for
which 12% was the goal, was 7%-8% on equity
after tax,

The Treasurer of a company which had a rights
issue in 1956 pointed out that their decision to
obtain funds through the issue of equities rather
than bonds was not taken because interest. rates
were too high but because an increase in the funded
debt of the company at that time would have raised
the debt-equity ratio above the level considered
proper by the firm’s management, The fact that a
high proportion of this issue was taken by the
firm's parent in the United States was considered
to be a natural consequence of the high proportion
of the firm’s equity held by the parent rather than
a recourse to foreign sources of funds during a
period of tight money in Canadas

Other Financial Changes in Response to Credit
Restraint

Borrowing abroad, the use of sale and leaseback
financing, an expansion in trade credit, reductions
in dividends, resot to the commercial paper
market and the issue of equities rather than fixed
interest obligations, are only some of the finan-
cial changes which have been made in response to
credit restraint, The following examples indicate
the nature of other changes in financial amange-
ments which have been made in response to
tighter credit conditions.

“‘Unable to arrange satisfactory long-term financ-

ing at or near bank rates, Had to arrange 7-year

debt ($350,000 in 1962) with finance company at
10%*’. (Metal manufacturing)

“In 1960 we tried, unsuccessfully, to _borrow
$200,000 from our bankers, We were eventually




able to raise that amount by the issue and sale
of 7% First (Closed) Mortgage Sinking Fund Bonds.'’
(Mining)

““Through an indication of some tightness by our
Bankers in 1950, we sold all of our buildings and
re-leased, Amount involved apbroximately
$1,000,000.’" (Automotive supplies)

‘‘Obtained personal loans of $35,000 in 1959 and
1960, (Shoe retailing chain)

¢ ... the Trade has contracts awarded to it as
much as 8 months in advance, Due to the current
influx of school contracts. the volume had taken
a significant increase. The sudden decrease of
available funds (1962) was felt in the area of:
(a) Bank Financing—none available to finance
increased receivables;
(b) Customers—delayed payments causing an even
greater burden on receivables,
The result is that funds are not available for
acquisitions of significant capital assets. In
addition, the strain is so severe that cash dis-
counts could possibly be lost., The industry had
too narrow a Profit Margin to forego cash discounts,
No action can be taken to remedy the situation.’’
(Contractor)

‘‘Made personal and family funds available (1957,
1959, 1962)... Our bank credit is to the greatest
extent used to finance our accounts receivable
which in September of each year amount usually
to over half a million dollars. In past five years
the average terms taken by our retail customers
have increased from 35 days to 55 days {our terms
are net 30 days), This is either due to limitation
of bank credit being given to our retail customers
or due to their reduced liquidity, Our borrawing
power must be reserved to take care of thissituation.
If we could borrow against our plant and machinery,
which has an appraisal value of $500,000 plus -- say
$300,000 on a serial basis for 10 years at 1% over
the bank rate without incurring excessive ‘‘under-
writer’’ charges — much could be done.”” (Knit
goods)

The Financial Response to Credit Ease

In the mail survey, firms were told that ‘‘In
1961 and early 1962 funds became more available
and interest rates decreased in Canada”. They
were then asked: ‘“Were these changes in the
availability or cost of credit in whole or in part
responsible for leading your firm to: (a) Change
your sources of external finance? (b) Accelerate
your capital expenditure programme? (c) Implement
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new plans to purchase capital assets? Relatively
few firms responded to this question in the mail
survey and few cases were found among the firms
interviewed which indicated a positive response
to credit ease in this or other periods., The follow-
ing examples of changes in financial arrange-
ments in response to easier credit conditions in
1961-62 are drawn from the mail survey and the
interviews,

“Through the use of short-term promissory notes,
free funds of other industrial companies have been
employed at advantageous -interest rates in lieu
of current bank borrowing.’’ (Industrial materials)

““Borrowed more heavily from ‘‘street’’ at lower
rates than from Bank,’”’ (Construction materials)

‘‘More short-term money at less than bank rates,'’
(Food)

“During the early part of 1962, when consider-
ably more  credit was available at a reasonable
rate, we were able to undertake new short-term
financing in the amount of $3% million at 6%.
Because institutions had funds available at that
time and it was possible to borrow at a reasonable
rate of .interest, we ‘decided to’ proceed with a
debenture issue for the purpose of financing the
purchase of one of our manufacturing facilities
which had previously been leased from our parent
(U.K.) company, Approximately 60% of the total
amount was used to finance this purchase, and the
balance was applied in reduction of bank:-indebted-
ness,”’ (Appliance manufacturer)

“Part of short term funds for our subsidiary were
obtained from commercial paper market, Also in
part prompted our subsidiary to obtain long-term
funds to improve financial structure.’’ (Machinery)

““Availed ourselves of short-term market.”” (Hard-
ware)

‘‘Larger use of bank credit,”’ (Machinery)

‘A Canadian bond issue was sold in spring 1962
to repay a U.S. bond issue made in 1957 and matur-
ing in December 1962."" (Power)

‘‘Short term borrowing from chartered banks was
decreased in favour of commercial paper.’’ (Grain)

“To obtain portion of borrowing requirements in the
short term money market previously obtained from
our bankers.’’ (Engineering)

““Partial change from Bank Demand Loans to short
term commercial loans.’”” (Appliance manufacturer)

“Bond issue December 1961 to consolidate capital
and pay off existing .indebtedness, $15,000,000,’’
(Milling company) ‘
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¢‘Debentures were issued in the amount of

- $5,500,000 to eliminate short term bank indebted-
ness, bank term loans and former debentures and
to supply approximately $1,500,000 additional
funds,.'’ (Construction materials)

CONCLUDING COMMENT

This brief review of the financial responses
of corporations to changes in credit conditions
provides little more than an introduction to the

subject, The main putpose of the corporate survey
was to isolate the effects of credit conditions on
expenditure on goods and services, and the
information gathered on financial reactions,
although necessary and important, was a by-
product of the process. Much work remains to be
done in this area, and with new statistical data
on the horizon, the use of a combination of
research techniques should yield in the future a
thorough treatment of issues which are merely
touched upon in this chapter.
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CHAPTER VI

CREDIT CONDITIONS AND CORPORATE
EXPENDITURE ON PLANT AND EQUIPMENT

In the preceding chapter some indications
have been given of the way in which the financial
arrangements of corporations have responded to
changes-in the financial system. So many inter-
esting questions arise in explaining the way in
which financial institutions respond to the
actions of the authorities and the way in which
the financial arrangements of individuals, cor-
porations and governments respond to changes
in the financial system that it is easy to fall
into the trap of believing that this is what
monetary and debt policies are all about. Up to
a point there is something in this view, To the
extent that monetary and debt policies are
directed towards altering the flow of capital
across international borders and thus to. affecte
ing the exchange rate or the exchange reserves
or both, the financial responses to changes in
these policies are of prime importance, To the
extent, however, that monetary and debt policies
are used to exercise a direct effect on the level
of expenditure on goods and services then the
repercussions in the financial system and in the
financial arrangements of individuals, corpora-
tions and governments are merely intermediate
steps. The crucial step occuts on the borderline
between the financial system and the ‘“‘real”’
economic system where decisions-on expenditure
on goods and services are or are not affected by
changes in financial conditions. There has often
been a surprising lack of interest in this last
crucial step among those concerned with mone-
tary matters and casual judgments on this issue
have been added to very close and careful
analyses of the responsiveness of parts of the
financial system to the actions of the authorities.

Anyone who attempts to disentangle the ef-
fects of credit conditions from all the other
influences bearing on capital expenditure on
plant and equipment can sympathize with those
who have shied away from this question. There
is a certain neatness and regularity in the way
in which parts of the financial system respond
to the actions of the authorities, Moreover,
there is a constant and rapid feedback of infor-
mation and the authorities by trial and error, or
what is more reassuringly described as ‘‘suc-
cessive approximation’’, may frequently be able
to bring about the adjustments in credit condi-
tions they seek, There is little neatness and
regularity, however, on the border between the
financial system and the ‘‘real’’ system. Fine
adjustments of the financial system may not
lead to any discemible response in the real
system. Major changes in credit conditions do
have effects on expenditure, but both the change
in credit conditions and the resulting effects on
expenditure are normally spread over a consider-
able period., In any one economic expansion
there is generally only time for one major tral,
and if that happens to be an error then monetary
and debt policies as far as that expansion is
concerned will have impeded rather than con-
tributed to the achievement of the objectives of
policy.

This suggests a certain bluntness and crudity
in monetary and debt policies when viewed in
terms of their effects on expenditure, and this
is also a characteristic of the distribution of
their impact among firms. There is strong evi-
dence that the capital expenditures of many
firms are unaffected directly by short run changes
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Theory of Employment Interest and Money was

as follows:
¢ ., I define the marginal efficiency of capital as
being equal to that rate of discount which would
make the present value of the series of annuities
given by the returns expected from the capital
asset during its life just equal to its supply
price.’” (p. 135)

If S is defined as the supply price of the plant,
equipment, associated working capital and other
expenses of the project, the Q's represent the
gains to the company arising out of the invest-
ment and r is the rate of discount which equates
the present value of the Q’s with S, then

R AP
(1) (14 (1+)° (1+0)n

If S, the current supply price of the capital
asset is known and estimates are available for
the Q’s, then it is possible to solve for r, the
marginal efficiency of the capital asset,

If there is sufficient information available
about the range of investment opportunities open
to a firm, an investment demand schedule can
be built up showing the increasing amount of
investment a fim is prepared to make the lower
the minimum rate of return it is prepared to
accept, If the minimum rate of return is a high
one, then the amount of capital investment the
firm is prepared to make will be small. As the
required rate of return falls, a larger investment
programme becomes feasible; thus the invest-
ment demand schedule can be expected to be
downward-sloping to the right.

What then is the likely shape of the supply
curve of funds to firms? In Keynes’ analysis the
supply curve was taken to be a horizontal line
with the intercept equal to the current rate of
interest. The intersection of this supply curve
and the investment demand schedule determined
the level of investment, As Keynes put it:

¢““Now it is obvious that the actual rate of current
investment will be pushed to the point where there
is no longer any class of capital asset of which the
marginal efficiency exceeds the current rate of in-
terest. In other words, the rate of investment will
be pushed to the point on the investment demand
schedule where the marginal efficiency of capital
in general is equal to the market rate of interest.’’

Keynes was well aware of some of the simpli-
fications he was making, and qualifications to
this way of describing both the investment
demand schedule and the supply of funds can
be found elsewhere in the General Theory. Over
the years it has become widely recognized that
many firms regard the supply of funds to them as
increasing in cost as additional amounts are
obtained. If the amount required is small, this
can be provided from internally generated funds,
and for a variety of reasons firms may regard
these funds as relatively inexpensive, If a firm
needs to finance externally, it may choose sev-
eral sources and several types of borrowing
instruments, For limited amounts it may be able
to use bank finance or issue debt instruments,
but if its extemal needs are heavy it may need
to raise additional equity capital in order to
maintain what it or its financial advisers con-
sider to be an appropriate debt-equity ratio. It
may find, therefore, that the more funds it needs
to raise extemally, the more it has to rely on
relatively expensive sources, For many firms,
the supply schedule of funds for investment is
thus upward-sloping to the right.

After this brief digression on the way in
which the demand and supply schedules of in-
vestment are derived, we can return to the
central thread of the discussion. As pointed out
above, a fimm will be insensitive to changes in
credit conditions, either because it fails to take
into account increases in the general cost of
funds, i.e. fails to shift the supply curve, or
because its investment demand schedule is
perfectly inelastic over the relevant range. We
shall first discuss the reasons for insensitivity
on the supply side and then discuss some of
the evidence indicating the reasons for lack of
responsiveness on the side of demand,

Insensitivity on the Supply Side

The simplest explanation for insensitivity to
changes in the cost and availability of funds
would be that such changes had passed unnoticed
by many firms., The methods used in carrying out
this survey were not well-designed to test this
point, but the general impression we obtained
is that reflected in the analysis of the previous
chapter, Small and temporary changes in the




in credit conditions. These firms have had
plans for the purchase of plant and equipment
prepared prior to a period of credit restraint,
They have made no changes in these plans and
have carried them through to completion despite
the change in credit conditions. In other cases
the -evidence is almost equally clear that capital
expenditures have been altered by a change in
credit conditions, Plans have been made, but a
rise in interest rates or the inability to obtain
funds on an acceptable basis has led to a
curtailment in expenditure which can be iden-
tified as to amount and timing, In some other
cases the position is much less clear, Changes
in plans have occurred, but there have been
many factors at work. General credit conditions
have played some part in the decisions, but
their exact importance is in doubt,

A detailed discussion of the distribution of
the effects of monetary and debt policies on
fims in particular industdes, located in partic-
ular regions, of various size classes and dif-
ferent countries of ownership will be provided
in the next chapter, In the present chapter we
shall discuss the reasons for lack of response,
provide some evidence of the changes in credit
conditions which fims said would be necessary
to elicit a response, indicate the nature of the
positive responses to changes in credit condi-
tions and describe the way in which the evidence
was used to indicate the aggregate response in
a particular period.

Insensitivity to Changes in Credit Conditions

The economists who took part in this survey
at first found the insensitivity of many firms to
changes in credit conditions puzzling and even
exasperating. Many readers of this report will
probably share this reaction. After all, we live
under a price system and unless the units of
that system respond to price changes, the sys-
tem will not function, The prce of funds is an
important price and if an increase or decrease
in this price fails to lead to changes in. the
decisions of corporations, the marginal adjust~
ments one anticipates in the operation of a
price system are not occurring, As we became
more feamiliar with the way in which firms
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reached decisions on capital investment, it
became easier to understand why this kind of
insensitivity existed and why a limited response
was not inconsistent with other evidence on the
way in which a price system operates.

The factors contributing to insensitivity to
shortrun changes in credit conditions (and these
are the changes which were assessed in this -
survey) can perhaps be most easily illustrated
by using an over-simplified framework within
which the decision to carry out a capital ex-
penditure is made to depend upon a balance
between expected revenues and expected costs.
This, in effect, converts the problem into a
demand and supply problem, the investment
demand schedule being constructed by adding
together all the capital expenditures for a stated
period which promise a rate of return equal to or
higher than a particular rate, and the supply
schedule representing the marginal cost of funds
(for varying amounts) made available to the firm
during the same stated period. Changes in credit
conditions initiated or acquiesced in by the
authorities are in the first instance designed to
bring about avertical shiftin the supply schedule
of funds. If this in fact occurs and the invest=
ment demand schedule is downward-sloping to
the right, a reduction in capital investment will
occur. If a reduction in investment does not take
place, this must mean that either the fim does
not make any adjustment in its estimate of the
cost of funds or, if such a shift occurs, the in-
vestment demand schedule over the relevant
range is perfectly inelastic, We have encountered
many cases which can be classified in one or
the other of these categories, but before review-
ing this evidence some general observations
are in order on the derivation of the demand and
supply schedules relevant to investment de-
cisions, ’

The investment demand schedule encountered
in most discussions of the effects on investment
of changes in interest rates and the availability
of credit derives from Keynes’ concept of the
marginal efficiency of capital. This was an
adaptation (and for some purposes a less ade-
quate form) of a device which had been used by
earlier economists in the analysis of investment.
Keynes’ definition of the concept in The General
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ditection of restraint may well pass unnoticed
or attract little attention, but decisive changes,
such as those of 1956-57, 1959-60 and 1962, do
have an impact on corporate executives, partic-
ularly on the financial officers. It is less easy
to offer evidence on movements in the direction
of credit ease, As indicated earlier, the two
periods of credit ease, 1957-58 and 1961-62,
which fell within the period covered by the
survey, were temporary and only partial reversals
of previous periods of restraint and do not
provide reliable guidance to the effects of
changes which are more decisive.

If firms were aware of decisive shifts in the
direction of restraint, why was there frequently
an apparent disregard of these changes when
fims considered their own cost of funds? One
reason frequently given by fimns was that they
did not borrow extemally, This, however, is a
reason which was queried. Most the firms which
were not borrowers were net lenders and if
higher yields could be obtained from financial
assets, this meant a rise in the opportunity cost
of funds for expenditures on plant and equipment.
It was found that while in some cases the rela-
tionship between the earnings which could be
obtained from the fim’s portfolio of financial
assets and the anticipated returns on invest-
ment in plant and equipment played some part
in decisions, the effects of credit conditions
through this channel appeared to be very weak.
Many executives stressed that they were running
a producing company and not a financial insti-
tution. The following examples are typical:

In an interview with the Treasurer and Assistant

Treasurer of a large utility there was some dis-~

cussion as to whether the low return on invested

_capital (about 5%) would cause them to be more

tempted than other firms to invest in financial

assets during periods of high interest rates. The

Treasurer was emphatic the company was a

and not a financial institution and that changes

in the relative rates of return on plant and equip-
ment and financial assets could not induce the

company to defer capital expenditures in favour
of purchasing financial assets.

The Vice-President Finance of a large primary
processing firm wrote as follows: ‘‘Although the
Company’s capital expenditures for many years
have been well below the internal generation of
funds, it has never been a policy on the part of

the Company to keep capital expenditures within
such a limit, since it is believed funds could be
readily raised from outside sources if required.
However, market rates of interest do not have any
direct bearing upon the Company's capital pro-
gramme. The Company appears to be one whose
capital expenditure programme is generally designed
independently of conditions existing in financial
markets.’”” This company has on occasion borrowed
substantial amounts from its bank and from the
market, It was suggested that if market rates of
interest became very high indeed (in the neigh-
bourhood of 9% or 10%) the opportunity cost of
funds employed in financial markets would become
close enough to the net return earned on assets
employed in their primary ‘operations that the
company would seriously consider employing their
funds in financial markets rather than under-
taking certain projects.

Other fims were less explicit in discussing
the relationship between the rate of return on
plant and equipment and the rate on financial
assets but clearly were of the view that their
lack of reliance on the market for funds meant
that changes in general credit conditions had no
direct effect on them,

The Vice-President of a large Canadian subsi-
diary of an American firm pointed out that they
had & good deal of autonomy in reaching deci-
sions on capital expenditure. He suggested that
that since the company had had no external debt
since 1956 changes in credit conditions had not
affected them. The Company’s policy of paying
only small dividends to its parent has left the
firm with a flow of cash from internal sources
large enough to finance all normal capital ex-
penditure and permit loans to other enterprises.
Individual divisions of the company are given a
good deal of freedom in reaching decisions on
capital expenditures under $50,000 and heads of
divisions are in part judged on the trend of profit-
ability in their divisions. The cost of funds plays
no part, however, in the profit calculations of
individual divisions and changes in credit condi-
tions are unlikely to have any effect other than
through influencing sales. It was thought that
there were some customers whose purchases of
some goods were deferred during periods of tight
credit, but he doubted whether such influences
could be considered significant.

‘'Afl capital expenditures paid out of current
or accumulated earnings, the cost or supply of
external funds has not been a factor.’’

¢‘We have sufficient capital to take care of any
possible capital expenditures we have in mind so
that we are not depending on outside financing.’




The President of an oil company pointed out that
the company’s expenditure had never been af-
fected by Canadian credit conditions. The firm
obtains all of its funds by internal generation or
by advances from the parent company. At the
moment they are currently generating more cash
than they require and it is being used to reduce
the balance of the loan from the parent company.

A manufacturing and distributing company reported
as follows: *“The determining factor with regard to
our company is the availability of funds to our U.S.
Parent --ee-ee—ee Co. During the last 10 years our

~ Parent Co. has had adequate funds and therefore
as long as we could show a reasonable rate of
return for the funds we requested, the cost of funds
in Canada was of little consequence, "

Many companies considered that the question-
naire was entirely ifrelevant since they financed
internally. The following examples are typical:

The comptroller of a manufacturing company

indicated N.A. or nil to all questions on the
response of the firm to credit restraint or credit
ease and indicated in several places that the
explanation of their answers was that their
‘“financing is done from internally-generated
funds,”’

The Treasurer of a manufacturing company pointed
out that the cost of funds did not eater into his
company’s calculations because ‘‘we use mainly
internally generated funds.’”’ Aside from major
plant expansions it is company policy to spend
only about one half of the annual depreciation
allowance,

For firms which borrow externally there are
a number of reasons why a change in the cost
and availability of funds may have a much
reduced impact on the relevant cost of funds to
the firm, A good deal of the previous chapter
was devoted to a discussion of the way in which
the financial arrangements of firms are altered
in response to a change in credit conditions,
and it is evident that in many cases this is done
to minimize the impact of general changes in
interest rates and the availability of funds., A
corporation which shifts its borrowing to the
United States as a result of an increase in
Canadian interest rates has partially insulated
itself from the change. A similar dampening of
the effects of monetary policy occurs when fims
are successful in avoiding limitations on the
availability of credit from one source by reliance
on another, A company which cannot obtain
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additional credit from a bank but succeeds in in-
creasing the amount of trade credit it receives
from its suppliers, can prevent the change in the
availability of one type of credit from affecting
its investment decisions. The evidence summa-
rized in the previous chapter indicates some of
the ways in which fims seek an escape route
from limitations on the availability of credit
from any one source of finance,

Even though firms finance extemally, they
may do so for only a part of the funds they
require for a particular project. In most circum-
stances, firms finance their expenditures from a
variety of sources, including retained earnings,
equity issues and both long and short-term debt,
Even if a change in interest rates does not
cause the firm to alter the relative amounts
of various types of funds used, a given change
in the rate of interest on one type of security
will not lead to the same proportional change in
the weighted cost of funds. If account is taken
of the firm's ability to alter its finance mix,
a change in the cost of one type of funds will
have an even smaller influence on the weighted
costs of funds relevant for reaching a decision
on a particular project.

Fims may limit the impact of monetary policy
on the cost of their funds by shifting sources of
finance and this impact may also be much reduced
by the way in which firns time their borrowing,
It has often been suggested that interest rates
are not important in the assessment of short-
lived projects, but can play a major role in the
case of long-lived projects, If all investment
projects were financed by selling bonds at the
time the investment decision is made equal in
amount to the cost of the project and equal in
maturity to the life of the project, then a change
in interest rates might be expected to have a
greater impact on long-lived than on short-lived
investments. But in general, long-lived projects
are subject to a greater influence from changes
in interest rates only to the extent that the tim-
ing, size and maturity of the fim’s debt issues
are tied to the characteristics of specific
projects. A firm may have planned a long-lived
project which is going to be put in place in the
succeeding year or year and a half and may have
decided to finance the whole project by long-
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term borrowing of an equivalent amount. If there
is then a sharp increase in long-tem interest
rates and the decision on the method of financing
remains unchanged, the full impact of the in-
crease in long-term interest rates is transmitted
to the cost of funds relevant for reaching a
decision on the project, This may not lead to
a change in plans, but if there is insensitivity
it is not due to a lack of response on the supply
side,

Usually the situation is rather different than
this, A fimn may have planned to finance its
investment programme at least in part by issuing
long temm bonds and may then be faced with a
sharp increase in long-term interest rates, If the
executives of the company believe this increase
in long-temm interest rates will be temporary they
will tend to shift away from long-term financing
with more reliance being placed on temporary
accommodation. Thus instead of a shift in long-
term interest rates leading to a rise in interest
costs for the whole life of long-lived projects,
in some cases it may only affect interest costs
for a period of less than a year, In such cases
the shift in the relevant cost of funds for evalu-
ating projects is a very minor one, The following
examples illustrate this point.

The Vice-President and Treasurer of a large

primary processing firm pointed out that a change

in the prevailing market rate of interest was less
likely than a change of a similar size in most
other expenses to cause a capital expenditure
decision to be altered. This is because the
interest cost which should be considered is that
which will prevail throughout the lifetime of the
asset in question, while the company considers
that in the light of the way interest rates are
presently used as a means of controlling the
economy, current interest rates are unreliable indi-
cators of the rates which will exist in the future.
This uncertainty about the future level of interest
rates is particularly noticeable in the long term;
but it is only in the long term that interest rates
have a noticeable effect on the rate of return
which a project is anticipated to produce. Thus
current changes in the market rate of interest are

not considered to be of great importance in the
making of capital expenditure decisions.

The Comptroller of a primary producing company
pointed out that the rate of return which a capital
expenditure is expected to produce has not been
altered in their firm in response to changes in
market rates of interest. This practice was ex-

plained ‘in the following terms: ‘‘Any change which
we can foresee (in interest rates) is going to be a
short range change when compared to the life of
the project.’”” It was suggested that changes in
interest rates had some effects on attitudes but
the quantitative importance of this was described
as usually negligible. It was also pointed out that
“if rates changed (upwards) by 1%, and we ex-
pected them to change back, we would put off
long-term borrowing and would finance capital
expenditures by using short term funds.”

We have analyzed some of the reasons why
changes in market rates of interest may not have
marked effects on the supply price of funds rele-
vant for reaching investment decisions within
many firms. We now turn to a consideration of
some of the factors leading to insensitivity on
the side of demand,

Insensitivity on the Demand Side

If the supply price of funds relevant for
reaching decisions on investment projects rarely
changed in response to changes in market rates
of interest we could conclude that monetary
policy has no direct effects on investment with-
out knowing anything about the nature of the
demand for investment, But this is far from
being the case., Our survey showed clearly that
there are many firms for whom at least the tem-
porary costs of finance change when credit con-
ditions change. For some firms, the implicit
cost of new outside funds has from time to-time
become very high indeed because of limits on
the quantities of funds available to them from
the sources of finance of which they are aware,
For other firms a rise in interest rates has meant
at least a temporary increase in interest pay-
ments or a rise in the opportunity cost of funds
invested in security portfolios., An analysis of
the effects of credit conditions on the expend-
itures of these fims requires an examination of
the elasticity of the schedule of the marginal
efficiency of investment,

Our research confirmed some of the general-
izations commonly made about the elasticity of
investment demand and some reference will be
made to these broad considerations in the suc-
ceeding section on uncertainty and insensitivity.
Our work in addition suggested some additional
points which have not been emphasized in the
past. We are interested in knowing how sensitive



the volume of investment is to changes in the
discount rateused (either explicitly or implicitly)
in reaching decisions on proposed expenditures,
Let us suppose, for example, that a change in
credit conditions raises the discount rate appro-
priate for evaluating costs and revenues ex-
pected in the near future but does not affect
expectations about the availability and cost of
funds beyond a limited future period. Such a
change would encourage the postponement of
projects whose early cash requirements were
high and whose expected retum would not suffer
from postponement., The projects which would
not be postponed would be those whose rate of
return would be seriously affected by delay.

Projects which fall into this class include
those projects which are partially complete, In
most of the firms studied, the postponement of
the final outlays on a project which was almost
completed would considerably affect the ex-
pected rate of returmn, On the mail questionnaire,
firns were asked the following question: *‘If
increases in the cost of extemal funds or re-
strictions on their availability have not led you
to decrease your planned capital expenditures,
is this because,.,”” They were then provided
with five alternatives, one of which was: “‘you
were committed to expenditures programmes
already under way’’, A number of fims in the
1221 who replied did not answer this question
and many firms selected several of the alter~
natives, It is noteworthy, however,. that 153 of
them indicated that a commitment of expenditures
programmes already under way had been a reason
for the absence of an effect,

A second group of projects whose rates of
return would be seriously affected by delay are
projects required to meet current changes in
competitive positions, These projects, some-
times referred to by officials as ‘‘must’’ projects,
are required to make changes in the quality or
amount of output to accommodate to a change in
market requirements, The implicit rates of return
on these projects are often thought to be so
high (generally in terms of the profits which
would be lost if the expenditures were not made)
that fimns do not make even a rough calculation
of these rates,
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A third group of projects are those which fall
well within the investment capacity of the fim,
the curtailment of which would lead to under-
utilization of the firm’s engineering and co-
ordinating staff, Officials in some firms sug-
gested that the opportunity cost of a certain
minimum level of outlays is quite low. Most
fims hesitate to reduce their engineering and
construction staff, since the process of building
up such a staff is long and expensive, If the
staff is on hand there is much to be said for
keeping a reasonably steady flow of work going
forward. Similarly, it may be difficult in the
short run to bring about a major increase in in-
vestment outlays with existing engineering
personnel and it may be difficult to find trained
and experienced staff to operate the new facilities.

The elasticity of the investment demand of a
particular fim will depend in part on the relative
importance for that firm of the various. types of
projects described above, . In many fims inter-
viewed, officials emphasized the importance of
the projects whose implicit rates of return are
so sensitive to the passage of time that they
could not be delayed, There was only one class
of expenditures about which there was general
agreement that there was some short-term flex-
ibility. Many fimns have some freedom to alter,
at very slight cost, the amount of modemization
and certain maintenance expenditures from one
period to the next, but there were said to be
limits on the number of years for which expend-
itures of this kind could be postponed.

It is perhaps worth emphasizing that some of
the factors contributing to the short-run inelas-
ticity of investment demand would not exercise
a very significant influence over the long run,
If credit conditions change and it is anticipated
that this represents a new plateau or valley for
interest rates which is likely to persist, fims
have time for adjustment and are not in the
position of having to consider the consequences
of curtailing a project which is already under
way. Similarly, over the long run firms can ad-
just the size of their engineering and co-ordi-
nating staff and adjust to a much higher or much
lower level of investment than they have had in
the past.
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Uncertainty and Sensitivity

Thete is an air of precision about the above
discussion of investment which is frequently
not to be found in the real world, Corporate
executives in recent years have been exposed
to a constant stream of advice urging the adop-
tion of improved methods of appraising capital
projects, and this had led to a burgeoning of
formal calculations, This is a healthy develop-
ment and much more will no doubt be done in
this direction in the future. It remains true, how-
ever, that the quantitative data which go into
such formal calculations are frequently subject
to wide margins of error and this is recognized
by those making investment decisions,

The President and Secretary-Treasurer of a large
processing firm were interviewed and pointed out
that the firm had used several methods to assess
investment proposals and had come in the end to
use ‘“‘rough rules of thumhb.’’ In the application of
all these methods, the project was charged with
the current bank rate of interest for all periods
where the cash flow was negative, and several
different interest retes were used to discount the
positive cash flows. In one method, the projects
own rate of return was used (that which would
equate revenues and costs), a second uses the
average rate of return on the company’s earnings
assets, while a third uses the bank borrowing
rate. All three methods have been tried, and the
results have been found to be roughly equivalent.
Al] three have been virtually abandoned, however,
as ‘‘the methods were more sophisticated than the
data’; the estinates of sales volume and prices
being necessarily too uncertuin ‘‘to justify the use
of sophisticated procedures.’’

In many other cases, no formal calculations
are made and executives rely on broad judge-
ments to decide on the feasibility of particular
projects., Sincein either case decisions frequently
tend to be made on a rather rough and ready
basis, these decisions are insensitive to any
change in circumstances which is not regarded
as of major importance, A temporary and limited
rise or fall in market interest rates or a change
in the availability of credit which does not
impinge directly on the fim is often regarded
as a change of relatively minor importance,

While not all of this type of insensitivity
arises from uncertainty, this is a major deter-
minant, Some sentences in Keynes’ General
Theory convey the flavour of the problem con-

fronting those making decisions on capital
projects.

‘“The outstanding fact is the extreme precarious-
ness of the basis of knowledge on which our
estimates of prospective yield have to be made.
Our knowledge of the factors which will govern the
yield of an investment some years hence is usually
very slight and often negligible ... (p. 149). Most,
probably of our decisions to do something positive,
the full consequences of which will be drawn out
over many days to come, can only be taken as a
result of animal spirits — of a spontaneous urge
to action rather than inaction, and not as the out-
come of a weighted average of quantitative pro-
babilities. Enterprise only pretends to itself to be
mainly actuated by the statements in its own
prospectus, however candid and sincere. Only a
little more than an expedition to the South Pole,
is it based on an exact calculation of benefits
to come.” (pp. 161-162).

This puts the point rather too strongly, but it is
clear that in many industries both the costs and
yields of projects are subject to wide variations
depending upon circumstances, Faced with this
uncertainty, corporate executives tend to protect
themselves with arbitrarily determined safety
margins which are wide enough to swallow up
the effect of limited changes in credit conditions.
The following example is typical of the way in
which a firm which is prepared to adjust its
financial arrangements accords little weight
to change in credit conditions when assessing a
capital project.
In an interview with the executives of a large
mining corporation, several examples were given
of the way in which the company had re-arranged
its financial affairs in response to changes in
Canadian credit conditions, On occasion they
had borrowed from American and British banks and
they had gone abroad with a bond issue when the
Canadian market could not provide the funds they
required. At no point, however, had a change in
the cost of funds led them to postpone or abandon
a project. The Vice-President and Treasurer
described their insensitivity in the following
terms: ¢‘If we were making tea cosies or table
napkins, it might be a different matter, but if a
deal we are contemplating would be affected by a

2% change in borrowing costs we would have no bu-
siness contemplating it in the first place,’’

An essentially similar point was made by
executives in firms which require a high rate of
return from projects,




The Comptroller-Treasurer-of a manufacturing com-
pany with an American parent pointed out that the
firm seeks a return of 30% before taxes on its
capital expenditure. The company does not in-
clude the cost of funds in its calculations since
‘‘the required return is so high that any conceiv-
able change in the cost of funds would have no
effect on the outcome.’’

The Vice-President Finance of a manufacturing
and engineering company said they look for a
20% return before tax (charging interest and de-
preciation), He said that he would not want to say
that interest rates were not an important factor,
but they were secondary. A major change in the
majority of cases would not prevent the making
of a previously approved capital expenditure,
He suggested that if rates moved within the range
of 3%% to 81%%, they were not likely to have a
major impact.

This does not exhaust the topic of unrespon-
siveness to monetary policy, but enough has
been said to indicate some of the factors which
tend to blunt the cutting edge of the instrument,
Indeed, after being exposed to this long catalogue,
the reader is likely to ask what, if anything,
will lead corporations such as those described
above to respond to a change in monetary policy.
We made an attempt to answer this question,

Hypothetical Changes in Monetary Policy Re-
quired to Secure a Response

Firms which had not reported any respon-
-siveness.in their capital expenditures to changes
in the direction of restraint were asked the
following question:

“If past increases in the cost of funds have not
been great enough to decrease your planned
capital expenditures, would you indicate below,
if possible, how large an increase in the cost of
funds would have to occur before the size or
timing of your capital expenditures would be
affected.”’

There was a sharp difference between this
question and others which formed part of the
questionnaire. Elsewhere we had restricted our-
selves to questions which could be answered
by direct reference to the experience of the
executive, Here we were asking for an opinion
on how circumstances would have to alter before
a certain reaction would result,
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We had many doubts about this hypothetical
question at the early stages of our inquiry, and
these doubts increased as we proceeded with
our work. The more obvious it became that it
was extremely difficult to obtain accurate infor-
mation on events which had occurred, the clearer
it became that limited weight should be accorded
answers to a question about an event which had
not occurred. This was recognized by the exec-
utives themselves. Many refused to answer the
question while some who did answer warned that
limited reliance should be placed upon their
statements. The following examples indicate the
nature of these replies,

‘“Impossible to determine —— other factors might-
operate to offset the higher cost of funds.”

“Not possible to indicate, as other factors would
be involved. Each situation would be considered
as it arose.”

““This is a difficult question to answer as it would
be directly affected by prevailing business condi-
tions. In a good year we would be better prepared
to assume a substantial interest expense than in
a year of low profits.’’

“It is impossible to answer this question cate-
gorically.., earning power of proposed projects
is considered in relation to other criteria, such
as degree of risk and alternative courses of action.
To illustrate, a decision to construct a refinery
might be influenced by pressing requirements for
supply, or by a desire to conform with govem-
mental wishes. Construction of service stations
might be influenced by programmes of competitors.
Cost of funds is only one of many aspects determi-
ning the size and timing of capital expenditures,’’

Many executives did provide answers which
ranged all the way from assertions that any
further increase in the cost of funds would cause
a curtailment of expenditure, to statements that
substantial changes would be required before
the firm would be affected. The following ex-
amples indicate the range of the answers.

‘“Any increase above present maximum bank
rates of 6% would undoubtedly result in post-
ponement of some capital expenditures. During
company’s expansion in the past years, capital
funds were required to purchase new equipment.
It is anticipated that future capital funds will,
to a large extent, be for replacement of old equip-
ment. The cost of funds will consequently play
a greater role in determining the pay-back period
of replacement.’?
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“‘Consider bank money at over 6% and mortgage
money at over 7% will decrease construction work
very seriously in Canada as it is now (1962) being
felt through Bank of Canada restriction against
loaning money on real estate.”’

“It was very close to the point where we would
consider curtailing expenditures.?’

“Since our capital expenditures are based on ab-
solute necessity or quick payoff, normally a very
large increase in cost of funds would be necessary
to affect them. At least a 50% increase from
present high rates.”’

““To isolate the interest factor from the many other
relevant factors involved in determining whether
or not a capital expenditure should be made, is
to place too much emphasis on this one factor as
opposed to other factors to be considered at a
particular time., Normal capital expenditures would
not be affected unless the cost of external funds
increased substantially.”’

*‘Generally speaking, the anticipated return on
investment, related to proposed capital expendi-
tures, is substantially higher than the actual
cost of funds required. Therefore, the actual rate
to be paid at any given time has very little direct
effect on the decision as to whether or not to
proceed. Theoretically, then, a large increase in
the cost of funds would have to occur before it
would be uneconomical to proceed with a capital
expenditure, Because your paragraph refers to
timing, however, it should be pointed out that a
nominal increase will have an effect from a
timing point of view because major capital ex-
penditures are planned on a fairly long cycle,
and it is possible to plan the acquisition of funds
when the cost of funds are relatively low without
interfering with the long-term expansion program.
This is done either by borrowing temporarily on a
short-term basis from a bank, or delaying the
acquisition of capital equipment -- or a mix-
ture of both. This factor is considered only in
relationship to long-term debt or share capital
and not to short-term financing as from a bank.
Changes in interest on bank loans have had no
effect in our planning.’’

While' many of the teplies to this question
were interesting and revealing, we are now of
the view that these answers cannot be brought
together and expected to provide reliable infor-
mation on the likely effects of a widening of the
range of variation of credit conditions.

We did find that this question provoked a
good deal of useful discussion in the interviews.

It came after an analysis had been made of the

way in which the corporation had in fact altered
or not altered its behaviour as a consequence of
past changes in credit conditions and frequently
led to some general reflections on the reasons
why the effects were as small as they had tumed
out to be, Sometimes the answers brought out
considerations which the question was not
designed to elicit, For example, the executives
of a number of large intemnational corporations
carrying on business in Canada responded to
this question by emphasizing the limited extent
to which changes in Canadian credit conditions
would affect their activities.

Several executives of a large metal producing
company with holdings in many countries were
asked what increases in the cost of funds during
195657 and 1959-60 would have been necessary
in order to change the company’s capital ex-
penditures. They emphasized again what they had
indicated earlier in the interview, that the com-
pany’s sources of funds are so diverse and flexible
that interest rate or credit availability changes
in any one country, unless accompanied by parallel
changes in several other countries, are unlikel

to affect the company’s operations. :

The Vice-President Finance of a Iai'ge subsidiary
of an American company indicated that the parent
would never allow them to get into such a tight
financial position that funds were not available
for desirable projects. He thus concluded that
the company’s capital expenditure program would
never be conditioned to any great extent by condi-
tions existing in the Canadian capital market.

The Vice-President Finance of a large interna-
tional company indicated that even though the
company follows a policy of financing its acti-
vities in the countries where operations are
carried on, they are willing to change their
pattern of borrowing if ever credit conditions
become difficult in any one country. Thus monetary
_policy in any one country in which the company
operates is not likely to affect either the total
level of the company’s expenditures or the ex-
penditures they make in a particular -country.

Other reactions from executives beinginterviewed
were of considerable interest,

The Vice-President Finance of a large metal
producing company began by warning the inter-
viewers of the speculative nature of his answer
and suggested that longterm interest rates
between 5% and 6% were considered by the com-
pany to be part of the normal course of events,
while a rise in interest rates much above 6% would




probably lead the company to revise rather care-
fully any plans involving outside borrowing at
that rate. He noted that perhaps the most signi-
ficant part of his answer to the question was the
fact that he had never explicitly considered before
what reactions there would be within the company
to sharp increases in interest rates to levels much
above those existing at the present time.

The Vice-President Finance of a large utility
pointed out that in their view monetary conditions
were considered to have a considerable-effect on
the total demand for goods and services. Thus,
while a number of factors contributed to relative
insensitivity on the part of this firm to short-run
changes in credit conditions, they felt that major
changes extending over longer periods would,
through effects on the economy, influence their
investment., As they put it: ‘It does seem to us,
however, that monetary conditions have con-
siderable effects on the total demand for goods
and ‘service. If this is so, an easier monetary
climate in the period since 1956 would have
resulted in a more active period of economic
growth. If post—1956 growth had matched that
in the pre—1956 period, there is little doubt in
our mind that the company would have
been compelled to make appreciably greater
outlays for construction purposes.”’

The Vice-President of a large manufacturing
company with many years of experience in
Canadian industry summarized his views on the
effects of monetary policy in the following terms:
High interest rates and restrictions upon avail-
ability of credit are seldom, if ever, capable of
having direct effects on the expansion plans of
large, well fixed corporations. Their flow of
internally generated funds is usually great
enough, and the number of available sources
of external funds large enough so that finance
can always be obtained for a profitable project.
Small firms, on the other hand, particularly those
in secondary industries, may be forced to cut their
expansion plans because of credit restrictions. If
the credit restrictions force cut-backs in the plans
of enough of these small firms, there will be a re-
sultant change in the demand for the product of
the large fimms, assuming that the large firms
produce for the domestic market. It is only in this
indirect way that monetary policy impinges upon
the actions of Canada’s largest primary producers,
He later remarked that in his opinion interest
rates higher than 7% (beyond the normal range of
experience) would lead his company to keep capi-
tal expenditures within the limits dictated by the
generation of cash from internal sources.
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‘Positive Responses to Changes in Credit Con-
ditions

The evidence we have collected relating to
the effects of changes in credit conditions since
1955 is consistent with the general view that a
change in credit conditions has to be substantial .
before it affects a large proportion of the capital
expenditures of corporations. At any one time,
however, there are some corporations whose
capital expenditure and financing plans are such
that a short-run change in credit conditions of
the kind which we have experienced since 1955
may cause a change in the amount of capital
expenditure undertaken, Of the 1221 fims
surveyed by mail, 13.5% indicated that they had
postponed or abandoned capital expenditures in
one or more of the periods of credit restraint
1956-57, 195960, or 1962, as aresult of increases
in interest rates and restrictions on the avail-
ability of funds. The number indicating effects
in any one period was substantially smaller,
being 4.8% in 1956-57, 8.0% in 1959-60 and
9.8% in 1962."' When these positive answers were
later queried in interviews, it turned out that
from twosthirds to three-quarters of the postpone-
ments or abandonments reported for any one year
were not. attributable to changes in general
credit conditions, The following examples are
typical, )

The PreQident of an electrical equipment 'firm

indicated on the company’s mail questionnaire

the postponement of $35,000 worth of machinery
and equipment. In the subsequent interview he
pointed out that this had resulted from a short-
age of capital arising from the withdrawal of
funds’ by two U.S. parents and was in no way
connected with changes in credit conditions.

The Sécretary-Treasurer of a slaughter house
reported’ on his’ company’s questionnaire that
‘“the firm had postponed ‘the building of a rendering
plant costing $220,000 as a result of credit re-
straint in 1962. A cooler building costing $150,000
was listed as having been abandoned for the same
reason. In the subsequent interview he pointed out
that. the rendering plant was postponed because
the company did not want to borrow any more at a
time when the major expenditures in the cooler

1 Interviews disclosed that one of the main reasons why the
proportion of firms affected appears to rise in more recent
perioda of credit restraint is that the officlals interviewed
often have access only to information about Investment
plans in recent years. . i B
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building were being made. In fact, the cooler
plant was built in 1962, and the rendering plant
postponed because the company wished to rely on
internally generated funds. Conditions in financial
markets were not a factor.

A dealer selling foreign automobiles reported a
postponement of a building extension of $30,000 in
1962. In subsequent questioning he pointed out
that the capital project mentioned in the ques-
tionnaire was not affected by the cost of money
but by the devaluation of the Canadian dollar,
which changed the gross margin of operations.

The Treasurer of a small printing firm reported an
abandonment of plans for the purchase of an $8,000
printing machine as a result of changes in the
availability or cost of credit in 1962. In the sub-
sequent interview it was discovered that the plan
fell through in early 1962 before credit restrictions
were imposed. There was a choice between in-
vesting surplus cash in securities or buying the
new machine.

The President of a printing company had indicated
a postponement of machinery installation in 1962
to the amount of $220,000. This was shown on the
original questionnaire as attributable to changes
in interest rates or the availability of funds. In
the subsequent interview it was indicated that
the company had arranged firm financing and was
thus unaffected by credit conditions. They had,
however, been influenced by devaluation and the
import surcharges. The effect was explained as
follows: ‘‘Whereas equipment purchases were made
from the U.S. in 1961 in the amount of $100,000 at
a 3% discount, further equipment plans in the
amount of $250,000 were postponed because of
the devaluation of the Canadian dollar in June,
1962, and increased import duties. Above would
have increased our cost by:

Difference in dollar exchange .. 11%
Increased duty o 5%
16%

Above everything else, the feeling of economic
uncertainty even more than the availability of
funds or increased costs made us postpone plans
for further growth.”’

In the case of some fims which had indicated

a positive response in their capital expenditure
programs to changes in credit conditions, sub-
sequent interviews provided a partial verification
of their answers.

The President of a small metal working company
indicated the postponement of expansion estimated
to cost $200-$300,000, The Industrial Develop-
ment Bank and a chartered bank were both ap-

proached and were favourable., Sales declined,
however, and the outlook for the construction
industry looked poorer. The project was shelved.
The company supplies primarily for industrial
construction and the poor present and prospective
sales led to the deferral. The President added that
if what they say in the papers is true, that construc-
tion is affected by tight credit, then tight money
was a factor.

A general contracting firm reported a development
project postponed in 1962, In the subsequent
interview, it tumed out that the postponement
resulted from an inability to obtain the necessary
financing but that this had occurred in February
1962, and therefore preceded the change in credit
conditions in June. In mid-1962. there were no
projects reaching the final discussion stage in
part because the company knew that funds would
not be available,

The general manager of a small manufacturing
company reported a postponement of capital ex-
penditures during each of the three periods of
restraint. In subsequent questioning it turned out
that he had not been considering expansion in
the earlier periods and so actual expenditures
were not postponed. In 1959 the company was
just starting to grow and capital was not in
immediately short supply. In 1962 he would have
liked to start manufacturing a new item and the
principal deterrent was lack of capital. The ex-
penditure required was perhaps $25-$35,000.
Much of the effect of restriction was on his own
thinking, which he said was definitely affected
by the current tightness in the early part of the
summer, As a result, he did not apply for an I.D.B.
loan, thinking his chances of getting it to be too
small and being conditioned by the prevailing
mood to the extent of having doubts about the
project itself. In the judgement of the interviewer,
the project can be classified as one postponed in
1962, although it is not certain that it would have
gone forward if credit had not been tightened.

The interviews of a third group of firms,
numbering in total slightly less than one-third
of those giving affimative answers, indicated
that these firms had in fact postponed or aban~
doned expenditure in roughly the amounts implied
in the questionnaire answers, and that these
chenges in plans had been brought about by
changes in credit conditions. The following are
examples drawn from this group of firms, and
others will be found classified by industry in
Chapter VII.

A manufacturing firm reported that a decision was
taken in mid—1954 to plan the construction of more




modern production facilities on a new site. The
project, which took about two years to plan, was
estimated to cost $5 million. Coincident with the
drawing up of plans, the management explored the
possibility of raising the necessary funds. They
were assured by members of the Board from the
financial community that no difficulties would be
encountered. In May, 1956 a Board meeting was
held ostensibly to give final approval to the
borrowing of funds and the commencemert of
construction. This meeting broke up without any
final decision being taken when the Board mem-
bers from the financial community announced that
in view of the ‘‘clamp down on credit’’ they felt
the company could not raise $5 million. The
project was postponed and never revived in the
same form. The management expressed the view
that this decision ‘‘has- adversely affected our
growth pattern to this date.’’

A textile company reported that it depends to a
large extent on bank financing for the capital
projects which it undertakes to ‘‘keep abreast of
technological change.’’ In 1956—57 and 1959—60,
this company postponed for about eighteen months
some $250,000 of capital expenditure. The
President of the company described their policy
in the following terms: ‘‘We endeavour to spend
as much as possible on replacing equipment and
at times when credit is restricted our programme
is decreased. In other - words, when credit is
restricted, we cannot modernize as quickly as we
desire. In our own situation, we therefore put the
limitation of credit first and cost of credit
second.”’

The Treasurer of a large retailing firm reported
that his company abandoned a $150,000 project
when the bank froze its line of credit in August
1959. He pointed out that the company, being
unable to obtain funds, took the necessary steps
to postpone construction and when they were later
able to obtdin credit the opportunity to undertake
the project had been lost.

A textile company which is -heavily dependent
on bank borrowing for both working capital and
long-term funds, reported that it seldom ‘‘consi-
ders a major capital expenditure which our bank
feels inadvisable.’’ During periods of credit
restraint the company has been ‘‘discouraged”
from making capital outlays. In 1959 they would
have spent an additional $250,000 had the bank
been willing to advance the funds.

A manufacturing company with a long history of
successful operation and conservative management
was required until recently to support another
less profitable division of its parent company.
The drain on their internally generated funds
strained their previously ‘‘excellent’’ relation
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with the bank upon which they had traditionally
been dependent for any extra.funds needed for
capital expenditure., Inability to obtain sufficient
bank credit in gpite of a switch in banks led to the
postponement of some $250,000 of capital expendi-
ture for warehousing in 1960 and again in 1961, In
the fall of 1961 the company’s relations with the
bank improved when the losing divisions was
closed out. When the company approached their
bank in July, 1962 for the funds to construct the
previously postponed warehouses, they were
told that a further delay would be necessary ‘‘in
view of the current austerity programme,?’’

A shipping company proposing to start construc-
tion of an $8 million vessel arranged early in
1962 to borrow: $4-$4% million from their bank to
cover that part of the construction costs which
the company anticipated wouldnot be available from
internal sources. Before construction began in
the summer of 1962 with scheduled completion in
1963, the internal generation of funds fell off
sharply and credit conditions tightened. The
company, after reviewing the situation, decided
to proceed by seeking additioral temporary accom-
modation from their bank. They were informed
orally by their bank that not only were no addi-
tional funds available but that the original authori-
zation was withdrawn., This project was then
postponed until the spring or summer of 1963,
Two clothing firms which were visited had not as
yet tried to obtain additional accommodation at
at their banks in the summer of 1962 but thought
it likely that they would be refused One firm
(under $1 million) was and is still contemplating
a move to a new plant involving an expenditure
of the order of $50,000, but is partly inhibited
from making the move because of its expectation
that the bank will fail to provide the finance. The
second firm ($1-$5 million) which manufactures
clothing and also operates retail outlets, stated
that the company would only undertake one of
the two $1,000,000 projects currently being
examined because they feel sure that they would
be turned down by the bank even though the com-
pany has previously borrowed even larger amounts
when credit conditions were easier.

The President of a small metal making firm re-
ported the postponement of investment in plant
and equipment in 1962. In the subsequent returns,
he pointed out that they started this expansion
in May 1962, to be financed by the existing line
of credit. He reported that in June the bank cut
this line of credit and the expansion was stopped
except for the equipment which was already
ordered. They resumed the project in November,
although their financing was still uncertain.

A paper manufacturing company, hampered for
several years by a shortage of productive capacity,



366 ROYAL COMMISSION ON BANKING AND FINANCE

postponed in 1959 a proposed $8 million outlay for
a new paper machine. This decision was based
on the sharp rise in interest rates in that year
which made the cost prohibitive in relation to the
anticipated pay-back period and the desired 10%
net return on investment. The company sought
an alternative solution to its problem during the
period of easier credit conditions in the latter
part of 1960 and 1961. The failure to secure a
satisfactory solution led the company to consider
reviving their earlier proposal. In the fall of 1962
the project is being postponed from one monthly
board meeting to the next because of the "‘price
of money.’”” The directors are concerned over
the anticipated cost of borrowing $4-5 million,
feeling that “614% is too high.’’ The Treasurer
stated that *‘if rates were to fall to, say, 5% we
would be encouraged to start construction im-
mediately.”’

The directors of a firm manufacturing construc-
tion materials decided in June 1962 to postpone
for at least a year a 14—18 month expansion pro-
gramme estimated to cost $6—$8 million. This
decision was attributed to several factors: the
rise in interest rates; the fall in the level of
equity prices; and the unsettled outlook in the
construction industry. In the interview, the
Secretary of the company tended to place major
emphasis onthe economicprospects of the industry.

It is frequently suggested that it is restrice
tions on the availability of credit rather than
increases in interest rates which affects expend-
iture. Our evidence suggests that this certainly
tends to be the case among the smaller fimms but
that the relative importance of restrictions on
availability diminishes with size, Almost three-
quarters of the verified 1959 postponements for
firms with assets under $5 million could be
attributed to restrictions on bank lines of credit.
Among firms with assets $5~$90 million, about
half of the postponements were due to the un-
availability of bank loans and considerably less
than half to therise in interest rates, The largest
firns with assets over $90 million usually have
access to funds from a variety of sources and
are thus not significantly affected by the avail-
ability of credit from any one source,

As in the case of credit restraint, interviews
often showed that credit ease in 1961-62 did not
have the importance that positive mail question-
naire answers seemed to indicate, It was partic-
ularly common for the mail survey answers to the
questions dealing with the effects on capital

expenditure of credit restraint and credit ease
to stand or fall together. The cases in which
credit ease was reported and verified to have
played a role in spending decisions were almost
all related to the availability of bank credit, The
following are typical of the verified responses
to credit ease,

¢ ..the availability of a loan from I.D. Bank
allowed us to pay our suppliers, who had helped
keep us going for several years, and purchase
the new equipment needed. We borrowed $18,000,
paid suppliers about $8,000, paid balance of old
mortgage $1,000, and bought equipment brought
forward two years for about $9,000.'’

A textile company reported additions to equip-
ment and the establishment of a new product as a
result of easier credit conditions in 1961 and
early 1962. In the subsequent interview, the
President suggested that the availability of
credit did not provide the impetus for new pro-
jects to be undertaken but was merely a neces-
sary condition for such expenditures to be made.

The Secretary-Treasurer of a construction com-
pany indicated on the firm’s mail questionnaire
that changes in the availability and cost of credit
in 1961 and esarly 1962 were in whole or in part
responsible for leading his firm to implement new
plans to purchase capital assets, in this case to
spend $500,000 on development land. In the sub-
sequent interview, he confirmed that easier
credit conditions had induced the company to enter
into a contract to purchase a piece of land for
approximately $500,000. To date (September,
1962), payments of approximately $70,000 had
been paid, while no construction expenditure
had been made. The company’s idea was to build
$5—-$6 million worth of buildings on the site,
leasing them for long periods to industrial firms.
In September, 1962, credit conditions were such
that the company is keeping up its payments on
the land without commencing construction activity.

Estimating the Effects of Monetary Policy

In view of our sense of the inadequacy of the
information on which we have had to base our
estimates of the effects of monetary and debt
policies, it would be convenient if we could treat
these estimates as merely an incidental by-product
of our study. This is not, however, the way in
which we apptoached this survey, nor is it our
present view that such estimates are of limited
importance. The careful reader of the Submission
of the Bank of Canada will find in it many of the
generalizations on corporate financial adjustments




and capital expenditure changes which have
emerged from our inquiry. There is, it is true, a
lack of concreteness on these matters in the
Bank’s Submission, and the reader is not left with
a vivid impression of the way in which the system
responds. From our point of view, however, the
principal deficiency in the Bank’s analysis of the
effects of credit conditions, and for that matter
the principal deficiency of most treatments of
this topic, is the absence of any sericus attempt
to attach orders of magnitude to the effects being
analyzed. Such orders of magnitude need not be
precise in order to be helpful, But if those who
express judgments on the effectiveness of mone-
tary policy fail to indicate what they consider to
be a reasonable quantitative test of effectiveness,
and fail to show the extent to which they think
that this test has been met, the debate on these
matters tends to be sterile.

It was the desire to avoid this kind of sterility
which led to the attempt to draw to"gether the
effects of credit conditions on all parts of the
economy for the period 1958—60. The selection of
this period rather than any other was dictated by
circumstances. The 1955-57 boom was becoming
too remote for reliable information to be obtained,
and the brief period of restraint in 1962 was not
only an unusual one but came after some of the
evidence for the estimates had already been col-
lected. While the period 195860 has some defi-
ciencies, it was characterised by a vigorous use
of both monetary and debt policies used in tandem
with a flexible exchange rate. If the effects were
quite limited, therefore, it was not because these
instruments had not been used.

Given the very small proportion of firms af-
fected, it was to be expected that our estimates
of the effects of changes in credit conditions in
1958—60 would necessarily be based on a limited
number of cases. This is not a source of embar-
rassement as far as firms with assets over $90
million are concerned. Here we carried. out, what
amounted to a census and estimated that capital
expenditures by firms of this size in the peak
three-quarters of the 1959-60 expansion were
$20-25 million lower than they would have been
had credit conditions not changed significantly
during the period. This suggests a greater degree
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of precision than is perhaps justified, and it is
worth emphasizing that if one very large firm had
not been affected in ‘a major way, this estimate
would have been much smaller. It should be added
that the 1962 experience indicates that while
most large firms are unaffected, there will be
scattered exceptions, some of which are in ab-
solute terms fairly significant.

Our estimate of the effects of monetary and
debt policies in 1959-60 on the capital expend-
itures of non-financial corporations under $90
million in assets and unincorporated enterprises
(other than agriculture), is $30—~40 million. This
too suggests a greater degree of precision than is
perhaps justified in view of the extent to which
we had to rely on samples and indirect evidence
for judgments on the effects on smaller corpora-
tions and unincorporated enterprises. [t will be
recalled that an attempt was made to reach all
finns with $5-90 million in assets. Given the
high. response rate to the mail questionnaite and
the number of interviews carried out with firms
which did or did not reply to the questionnaire,
our.coverage of this group was fairly adequate.

In the case of firms with assets under $5 mil-
lion and unincorporated businesses, we were
dealing either with small samples or relying on
indirect evidence. In either case we were left with
the uneasy feeling that judgments had to be made
of the effects on many firms on the basis of very
limited evidence. In the case of corporations,
this was particularly true of firms with assets
under $250,000 where our sample was very small.
Some comfort can, however, be derived from the
fact that the total capital expenditures of these
corporations are sufficiently small to make even a
major change in the judgments reached lead to a
relatively minor effect on the estimates as a
whole. The capital expenditures of unincorporated
businesses, other than farms, were discussed in
a series of interviews with bank managers, equip-
ment manufacturers and other suppliers of credit
to sole proprietors and partnerships.

In addition to the estimates covering non-
financial corporations and unincorporated busi-
nesses, we collected evidence on the effects on
sectors of the economy not covered in other Com-
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mission studies. The capital expenditures of
farmers were discussed with farm credit spe-
cialists in banks, farm machinery firms and
provincial governments in the major farming areas,
with officials of the Farm Credit Corporation, and
the administrators of the Farm Improvement Loan
Act. In addition, there were several responses
from incorporated farms included in the sample
survey and discussions were held with officials of
many corporations carrying on business with
farmers. Sales of farm equipment financed by the
machinery companies did not appear to be much
affected by changes in credit conditions. The
evidence on the results of changes in the avail-
ability of Farm Improvement Loans is somewhat
more mixed. Although most bankers interviewed
were of the view that the availability of Farm
Improvement Loans did not alter with changes in
credit conditions, we found evidence that some
expenditures on plant expansion and inventories
were postponed because of the effects which
actual or anticipated reductions in Farm Improve-
ment Loan approvals during late 1959 and early
1960 were expected to have on the demand by
farmers for buildings, machinery and equipment.
In the event the demand for farm equipment re-
mained stronger than was anticipated by the firms
which postponed capital expenditures, and the
postponed expenditures were eventually carried
out in 1960.

The capital expenditures in the Finance,
Insurance and Real Estate industries comprise
outlays by firms in these industries on premises
for their own use as well as facilities which are
subsequently leased to other firms. Interviews
were held with officers of property development
firms, banks and insurance companies, and sec-
ondary evidence obtained from other firms involved
as prospective tenants in property development.
There wete several cases found in which the
timing of construction of shopping centres, apart-
ments and office building developments were
affected by changes in credit conditions. The
evidence obtained from the .general managers of
chartered banks indicated little response to
changes in credit conditions in decisions taken
on the establishment of new branches or in the
renovation of existing premises.

Capital expenditures on hospitals were ana-
lyzed by means of correspondence and conversation
with senior health officials in the provincial and
federal governments. There was no evidence found
that any hospital construction had been postponed
in 1959-60 because of the change in credit con-
ditions, although there possibly was some alter-
ation in spending ‘because of credit restraint in’
1962.

The remaining types of expenditure included in
gross business fixed capital formation including
universities, private schools and churches were
not examined in detail. The scattered evidence we
gathered indicated that there was little likelihood
that changes in credit conditions had had signifi-
cant effects on these types of capital outlays.

In a study of this kind, one is never satisfied
that enough has been done to provide adequate
coverage of spending decisions. Our experience
in conducting the survey, however, suggests to
us that coverage is not the main difficulty affect-
ing the accuracy of our results. As we proceeded
with our work, whether in the analysis of the
largest spenders, where our coverage was virtually
complete, or in those areas where our samples
were small or our evidence rather scattered, we
rarely encountered situations in which an addi-
tional block of interviews or further indirect
evidence substantially altered the picture which
was emerging. While, therefore, we would have
welcomed an opportunity to push further in partic-
ular areas, and would not have been unprepared to
find evidence which led to some revision of our
conclusions, our experience at several stages of
the inquiry did not suggest that our results would
have been altered in a major way by a further
extension of the survey.

If our conclusions are wrong, it is more likely
that the error arises from the method we used to
attack the problem and the way in which the meth-
od was applied. We have our doubts about both.
Under ideal conditions, when clear records are
available on what was planned prior to a period of
a change in credit conditions and where it can be
shown that these plans were carried through or
altered in a particular way as a direct result of
the change in credit conditions, then one is tempt-




ed to say that this method is as precise, if not
more precise, than any alternative. Frequently,
however, the conditions are not ideal. Precise
information may not be available within the firm,
or time and resources are inadequate to permit an
analysis in depth to obtain precise information.
When this is the case, one is left in doubt as to
whether an accurate assessment has been made
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of all the direct effects on corporations. Given
sufficient resources, time and care, some of these
difficulties could be overcome, but some are
inherent in this method of obtaining information.
The results summarized above should, therefore,
be viewed as an invitation for further work in
determining the effects of monetary and debt
policies on the economy.




CHAPTER VI

THE DISTRIBUTION OF THE EFFECTS

OF MONETARY POLICY

The evidence summarized in the previous
chapter suggests that the effects on capital
‘expenditure of short-run changes in credit condi-
tions over the range we have experienced in the
last decade in Canada have in the aggregate been
quite limited. It might appear, therefore, that the
question of how these effects are distributed is
a matter of limited importance. After all, those
who have been most concemed with the fact
that monetary and debt policies are highly dis-
criminatory in their effects have generally held
that these instruments are quite powerful and
therefore capable of doing great harm to partic-
ular size classes of fims or particular sectors
of the economy. Our previous analysis suggests,
however, that unless the effects we have found
are highly concentrated in particular industries,
or size classes of firms, or firms with particular
types of ownership or located in a particular re-
gion of the country, it is unlikely that a strong
case can be made that particular groups have
been seriously injured by short run changes in
credit conditions.

This is in fact the general conclusion we
shall reach, but is is nevertheless of consider
able interest to see how the effects are distrib-
uted, The differences detected by this type of
analysis contribute to a fuller understanding of
the way in which credit coriditions impinge on
the economy. Motreover, circumstances might per-
mit a more vigorous use of monetary and debt
policies in the future. If, for example, the range
of variation of credit. conditions in the United
States widened substantially, Canadian monetary
and debt policies might have to be used with
greater vigour than in the past. If this were the
case, it would be important to know what dif-

ferential effects could be anticipated. We shall
begin with a review of inter-industry differences,
followed by an analysis of the effects on firms
of different sizes, ownership and regional loca-
tion.
(1) Inter-Industry Differences in the Effects of
Monetary Policy
Table VII-1 shows the breakdown of question-

_naire responses by industries and the industrial

groupings will be considered briefly in the order
in which they appear in the table.

(a) Food and Beverages

In the aggregate, and by size classes, the
effects of changes in credit conditions on firms
in this industry appear to have been marginally
less than in other industries. The firms in this
industry do not have any characteristic pattem
of finance, and if they are differentiated at all
from other industries, the distinction lies in the
fact that their output goes mostly to the domes-
tic consumption market. The relative stability of
the consumer demand for food and beverage
products was reflected in the fewness of capital
expenditure postponements traceable to demand
effects.

Officials of a large food firm were asked whether

there was any possible relationship between

changes in credit conditions and the sales of

their products, ‘‘We are not selling refrigera-

tors you know’’ replied an official; ‘‘even in the

most depressed areas our sales remain very
stable,??

One food producing firm which did postpone a
project because of anticipated demand shifts was
largely influenced by management’s involvement
in real estate development.
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The company cancelled a substantial expansion
and modemization plan in the spring of 1962,
substituting renovation expenditures one-quarter
as large. The firm could have obtained funds on
its own lines of credit to go ahead with the ex-
pansion, but chose not to do so because they
thought that the restrictive measures of June
1962 would have a substantial effect upon the
general level of economic activity. By the end
of 1962, the executives had discovered that the
effects of the credit conditions on their sales
had not been as great as anticipated, and con-
cluded at that time they would have been better
off had they gone ahead with the expansion as
originally planned.

(b) Forestry, and Wood and Paper Products
" The overall survey figures for this industry
show an average degree of responsiveness, but
the averaging process obscures the significant
differences between the insensitivity of the larger
pulp and paper and integrated forest product
tirms with large cash flows and the much greater
responsiveness of the smaller sawmills and log-
ging operators with limited sources of finance.
Even among the smaller fims there is a distinc-
tion to be drawn between those which sell all
their output to one large firm (and are largely
financed by their major customer) and those
which are entirely independent, relying primarily
upon credit from banks and equipment suppliers.
The Commission’s sample of fimms in this indus-
try (100 in all) was not large enough for these
distinctions to be statistically significant among
the firms directly surveyed, but interview evi-
dence tended to confirm the tendencies indicated
by the questionnaire answers. There was not one
of the nine forest industry firms with assets above
$90 million, four of whom are controlled abroad,
whose questionnaire indicated any capital expen-
diture postponement for 1959-60, while the only
affirmative answer to question 1(e) from the
thirty-four firms between $5-90 million was the
following;
A forest products firm reported in its questionnaire
answers a postponement of capital expenditure
of $1.25 million in 1962. This led to a follow-up
interview. Part of the postponement of expenditure
represented an expansion in one of the finishing
plants. This was a large project and was first
brought forward towards the end of 1961. Given
the relatively high level of the company’s bank

loan at the time, and the fact that the company
had only recently doubled its capacity in this
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line, it was decided to defer the project for six
months. In July 1962 the project was considered
once again, and was once again deferred, prima-
rily for the reason mentioneéd above, but also
because of increases in interest rates and the
general tightening of credit conditions. The
official questioned was ‘‘not sure’’ whether the
expansion would have taken place in 1962 had
credit conditions not become less stringent, but
he was sure that more restrictive credit conditions
had ‘‘put the cap on it'’, This company also
postponed an outlay of $300,000 for the purchase
of new trucks, track loaders and truck loaders in
mid-1962 and credit conditions were said to be a
factor, A third item of expenditure postponed was
$150,000 for maintenance, repairs and moderniza-
tion of the company’s logging camp, an item of
a type which can be postponed relatively easily
whenever the company feels the need to trim its
capital expenditure programme. It was pointed
out that it had been the coincidence of a very
large capital expenditure programme with restric-
tive monetary conditions which had led credit
conditions to be in part responsible for the post-
ponement of significant expenditures. During
periods of more normal rates of expansion, the
company would be less likely to consider changes
in credit conditions as a major factor condition-
ing capital expenditures. Even in the present
circumstances the company feels confident that
their bank would be willing to provide financing
for an extended capital expenditure programme.

(c) Textile Industry

63% of the surveyed fims in the textilein-
dustry have had outstanding bank loans, as com-
pared to 47% of all other firms surveyed. These
loans are primarily intended for the finance of
inventory, as the textile industry’s share of bank
tem loans is far less than their share of all
other types of bank loan. It is therefore not sur-
prising that the proportion of textile firms stat-
ing that they reduced inventories in 195960 be-
cause of the change in credit conditions was
significantly greater than the corresponding
proportion of firms of similar size in other in-
dustries. Changes in capital expenditures were
not greater in the textile industry than in others,
prmarily because the relatively slow growth and
declining profits in the industry have not led to
large capital expenditures even in times of rel-
atively easy credit, The poor profits in this in-
dustry have placed many fimms in this industry in
the position of being unable at any time to ob-
tain the capital they1 require.



374 ROYAL COMMISSION ON BANKING AND FINANCE

A project of approximately $3,000,000 is ready
to be implemented which has been deferred
several years until it could be financed through
internal sources and available bank credit. At
the time (1959) borrowing by way of bonds and
debentures was too costly and issue of share capi-
tal was not attractive in view of the depressed
state of the industry. This project involves the
rehabilitation of a yarn mill. In view of the fact
that our industry is generally known to be a low-
return business, anything that increases the cost
of capital projects is critical.”’

Thus several of the firms alleging post-
ponements in 1959-60 were found on interview to
have been equally unable to extend their borrow-
ings during periods of generally easier credit.
Since so many of the firms in this industry are
operating continually at the limit of their author-
ized lines of bank credit, the bank manager’s
opinion becomes a more important element in
capital expenditure and inventory decisions.

One company has no long-term debts, but carries

an average bank overdraft of $3-4 million, an

amount two-thirds as great as the total owner’s

equity in the company. The firm maintains a

close and friendly relationship with their bank

and seldom undertakes major capital expenditures
which the bank feels to be inadvisable. Thus,
during periods of credit restriction, the company
has been discouraged from making new capital
expenditures, while the company’s line of credit
has been extended during periods of credit ease.

The president suggested that in 1959 the company

might have spent as much as $% million or more

on new equipment had the bank been more able to
provide increased credit. '

The implication was ‘clear in this case and
in others like it that the availability of bank
credit has an important bearing on capital ex-
penditures in this industry, even though the vol-
ume of term loans to textile fimns is relatively
small.

(d) Mining, Smelting, Metal and Mineral Products

The response of this industry group is close
to average, and the chief characteristic of its
fims’ financial structure, as revealed by the
questionnaire, is that significantly fewer firms
in this group have used bank credit, bonds, or
term loans during the survey period. The chief
reason for this is the inclusion of a considerable

number of mining firms, many of whom use share
capital and retained eamings as their only sour-
ces of finance. Many of these firms are so re-
moved from the capital market that the Commis-
sion’s questionnaire seemed quite irrelevant.

“Our company represents an old established gold
mine and has not required financing for many years
and capital expenditures have been financed out
of current earnings. Therefore we have not been
affected directly by any changes in the banks’
financial policies.”’

“Our company is a mining, holding and explora-
tion company and in recent years has been financed
entirely from its own cash assets and the
income return on its principal holdings. Therefore,
our type of company would not be applicable for
your survey purposes.’’

““Considerable thought has been given to the
form and the conclusion developed that it would
not apply in our particular case. At present our
Canadian plant is not operating as a producing
unit but devoting its energies to the development
of a mining property. While this has involved an
expense of approximately $30 million, it has not
been dependent upon nor particularly influenced
by the cost or availability of Canadian funds.
Financing for this development work has been
obtained from our profits or credit from our United
States operations.”’

Some of these firms were unconcemed be-
cause their cash flows from successful claims
were adequate to finance whatever new projects
could be found (this was particularly true of the
larger companies).

“Actunlly as the enclosed balance sheet shows,

the company has had sufficient funds to finance

large capital projects without resorting to raising
additional capital.”’

Many of the firms stated that their operations
were not financed with borrowed funds,
‘“The Company’s activities have not been directly
influenced by the availability and cost of credit.
The expenditures have been financed from the
proceeds of share issues. For these reasons a
good many of the questions on the form did not
appear to be applicable to our operations.”

Other firms, while pointing out that equity
issues were their principal source of external
funds, drew attention to the relationship they
observed between credit conditions and the ease
of selling shares.




‘“Sale of shares, our principal source of financing,
is adversely affected by credit restriction in
direct proportion to the severity thereof. Therefore
our expenditures were decreased in the years of
restriction stated in this questionnaire, to a far
greater amount than the actual postponed programme
contemplated\and set out herein, ??

The industry group as a whole containslarge
integrated mining and smelting firms, and firms
of all sizes manufacturing metal and mineral
products. Thus it is that the financial structure
and nature of response of the purely mining ven-
tures are obscured in the totals of questionnaire
answers.

(e) Other Manufacturing

The firms in this group submitted question-
naire responses as varied as the competitive
situations in which they operate. Since no clear
industrial pattermn emerges from the answers, no

discussion is necessary on the basis of an in-
dustrial breakdown.

(f) Petroleum
Capital expenditures in this industry are
large, centralized and mainly made by foreign-
owned companies. Of the $385 million spent in
1959, over two thirds was spent by firms with
assets over $90 million, and about 90% by firms
controlled outside Canada. The major spenders
are the large integrated oil companies, whose
capital expenditures have in general not been
affected by credit conditions in Canada. Situations
have apparently arisen, however, when relatively
unattractive conditions in Canadian financial mat-
kets have combined with declining sales expec-
tations to cause some restrictions to be put on
capital expenditures.
An integrated oil company wishing to stretch out
the use of funds obtained in 1958 and avoid addi-
tional borrowing in 1959 because ‘‘funds werenot
available on feasible terms’’, reduced its capital
expenditure programme in 1958 and 1959. The
precise amounts involved were not made available
but apparently some 10% was cut off planned
expenditures on exploration and development and

some 20% off the service station construction
programme. This amounted to around $5 million.

Another integrated oil company suggested that
the tightening of financial conditions in 1959-
60 and in mid-1962 led the company to restrict
their capital expenditures to those which could be
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financed by internal funds or moderate increases
in accounts payable to their parent company.
Specific projects were not cut but upper limits
were set on the amounts which various depart-
ments were authorized to spend for capital pur-
poses. It was suggested that if domestic credit
conditions had been easier perhaps an additional
$2 million would have been added to the 1959
capital budget but this was described as a ques-
tionable estimate.

A third integrated oil company indicated that tire
experience of 1959-60 had led the company to
cut capital expenditures at the first aign of
economic difficulties which might require a tight-
ening of credit conditions. In 1962 capital expen-
diture programme of $4.6 million drawn up in the
fall of 1961 proceeded more or less regularly
until February 1962 when the Treasurer ‘‘felt
that things were not going too well” and ine
structed those responsible for capital expenditures
to ‘“go slow’”, In May the capital budget was
reduced largely from a downward revision in the
service station construction programme. The
exploration department budget was also reduced
by more than 10% The size of the total cut was
$2.6 million. The Treasurer has also indicated to
each division the total amount of funds likely
to be available for capital expenditures in 1963.

In most of the instances the companies had
relatively low cost alternative sources of funds
in other countries, so that it is difficult to
establish with certainty the importance of
Canadian credit conditions to the decisions
which were made. Other major companies have
switched their sources of finance when credit
conditions tightened in Canada, without making
any changes in their capital expenditures,

A large producing firm found that bank tightness
in 1959 had forced them to arrange a large short-
term credit with a U.S. bank prior to making a
market issue in the United States. Despite the
strength of these financial pressures, officials
could not recollect any changes in the capital
expenditure programme.

The smaller firms in the industry are pri-
marily engaged in exploration and production,
relying to a limited extent on bond issues and
chartered bank production loans, but principally
on equity issues and retained eamings, often
collaborating with several other firms in the
development of new wells or fields. Some of
these firms have found credit conditions to be
of some importance in their decisions.




376 ROYAL COMMISSION ON BANKING AND FINANCE

One medium-sized producing firm has found that

their purchases of reserves and producing proper- '

ties have from time to time been affected by the
availability of bank credit. They suggested in a
letter accompanying their questionnaire that re-
strictions on the length of time for which the
banks were prepared to extend production loans
were at least partly responsible for the firm’s
occasional financing difficulties.

In the fall of 1959 a medium-sized producing firm
had to go to a New York insurance company for
funds to finance a $3 million development drill-
ing programme. The only security which they could
provide was oil and gas property, and they found
that this was not adequate for Canadian banks
and insurance companies in the latter half of
1959,

Another producing firm reported in its question-
naire that ‘‘The shortage of bank money since
mid-1962 made it necessary for us to go outside
Canada to obtain funds for short-term financing
of certain oil properties which we normally finance
by production loans in Canada.’’

Some of the firms in the oil industry have
insulated their spending plans from financial
pressures in Canada by raising funds in advance
of needs.

‘“Since incorporation of the company in 1952, we
have endeavoured to arrange financing at times
when money was available at reasonable rates
rather than for specific projects. This philosophy
has been adopted mainly because of the nature of
our industry when large amounts are needed imme-
diately after major discoveries, which makes it
extremely difficult to forecast the extent of capital
expenditures in any given year. We have not yet
been in the position of having to borrow or com-
plete development at any time other than the time
we have been able to choose with due regard to
availability and cost of borrowed money.’’

Because of the high degree of foreign owner-
ship in the industry, it is far more common for
the smaller firns to be insulated from Canadian
financial markets by dint of using only funds
obtained from parent companies in the United
States.

One oil company reported that it ‘‘operates in

Canada as a branch office with credit and financ-

ing requirements met as needed by advances from
our home office.’’

““The changes in availability of funds and interest
rates in Canada do not affect our planned capital
expenditures or financing policies. ............
corporation is a U.S.A. corporation and conducts

petroleum producing and exploration operations in
Canada through a branch. It is not involved in
borrowing funds from Canada.’’

‘“We do not borrow. Any requirement for funds in
excess of cash generated by operations is met by
interest-free advances from parent company.’’

““For a number of years we have been investing in
Canada for the purpose of exploring for and de-
veloping crude reserves. On balance, our capital
expenditure has exceeded the revenues from sale
of oil and the deficiency has been made up by
converting U.S, dollars into Canadian dollars.
Since interest rates in the U.S. have been lower
then in Canada, it has been more advantageous
to borrow in the U.S. when funds had to be obtain-
ed through this medium. However, if a reversal in
the interest rate relationship should occur, we
would give serious consideration to borrowing in
Canada.’’ This company went on to add: ‘“Changes
in interest rates have not had a material in-
fluence on our investment decisions in Canada.We
are much more concerned with the long-range out-
look in regard to the maintenance of sound fiscal
policies which will assure orderly economic
growth, equitable taxation, stable exchange rates,
freedom from exchange controls, and other condi-
tions that are conducive to the initiation of sub-
stantial capital investments.®’

In the aggregate, the direct expenditure
effects of changes in credit conditions on ex-
penditures in this industry have been affected
slightly less than those in other industries in
terms either of the number of fims affected or
the volume of postponed investment.

(g) Utilities
There are two important ways in which regu-

lated utilities typically differ from other corpo-

rations in ways relevant to the effects of credit
conditions:

(1) Public utilities make heavy capital expendi-
tures on long-lasting assets financed in
large measure by new issues of securities.

(2) Public utility revenues are regulated so as
not to exceed an approved retum on a cer-
tain body of assets or on net equity.

Utilities in 1959 accounted for $1.5 billion (or

38%) of the $4 billion of capital expenditure

covered by the survey. ‘

The survey evidence indicates that capital
expenditures by utilities have been more fre-
quently affected by changes in credit conditions



than those of similar-sized fims in other indus-
tries. The extent of changes in capital expendi-
tures in late 1959 and early 1960 by firms with
over $90 million in assets is comprised more than
90% by postponements by utilities. Thisto some
extent is due to the large size and heavy capital
expenditures by utilities in 1959, as more than
$1.2 billion of the $1.5 billion of capital expen-
diture by utilities in 1959 was made by corpora-
tions with assets over $90 million. Even on a
firm-for-firm basis, however, utilities have shown
themselves to be more often affected. On the
other hand, the capital expenditures made by
utilities are so large that the total value of
postponed and abandoned projects is a smaller
fraction of the planned capital expenditures of
utilities than is the value of postponements by
all other firms as a fraction of their capital ex-
penditure.

Within the utility area, the number of fims
is so small that it is difficult to know whether

Electric Power
Railways
Telephone

Oil and Gas Pipelines and Gas
Distribution

Air transport

Motor transport, Water
Transport and Services,
Warehousing, Broad-
casting and grain
elevators

Expenditures on toll bridges and highways, munice
ipal transit, water and gas systems, federal
broadcasting and telegraphs and certain other

Expenditures by
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inter-industry differences of response are due
to intrinsic differences between the various
utility industries or to the financial or manage-
ment characteristics of certain firms. The two
utility industries which evidenced a slightly
greater degree of responsiveness were the elec-
tric power and telephone industries whether
responsiveness is measured in terms of the num-
ber of firms affected or the value of projects
postponed. These industries are among the
most capital intensive of utilities (having high
ratios of fixed assets to sales) although the
differences among the various utilities are rela-
tively minor. It does not appear that the electric
power and telephone industries are much more
reliant upon regular extemal borrowing than are
the other utilities, although utilities as a group
are much more dependent upon new debt and
equity issues than are other industries.

The capital expenditures made by public
utilities in 1959 are shown in Table VII-1.

TABLE VII — 2
1959 Capital Expenditures

Expenditures by

privately owned government owned Total
utilities utilities
(millions) (millions) (millions)

1620 350.6 5126
135.6 214,2 349.8
275.3 45.5 320.8
124,7 124,7

7.8 612 69.0
139.7 139.7
845,1 67L5 1516.6

unsurveyed govemment expenditures have been
removed and the ownership is as at December,
1961.

ture in 1959 with railways combined with air,
motor and water transport in order to avoid reveal-
ing the identity of the firms.

Electric Power
The basic determinant of capital expendi.

tures in most utility industries, and that men-
tioned most frequently by officials interviewed,
is the need to provide the service demanded

The utility industries will be examined in
order of the size of their total capital expendi-
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within the company’s service area. Particularly
in the case of electric power, decision makers
are of one mind about the nature of the impera-
tive which govems their capital expenditures.

One utiiity president commenced the interview
by emphasizing the utility’s basic purpose — to
supply power in whatever quantities are demanded
— noting that this basic service requirement, when
considered in conjunction with the high costof
carrying unused facilities, explained why there
was very little flexibility in the utility’s capital
expenditure programme.

““The timing of our capital expenditures does not
hinge on the suitability of the expected retum,
nor on the cost or availability of money. We are
obligated to provide additional facilities as the
demand for power arises.’’

“‘Being a public utllity, irrespective of the condi-
tions of the money market, we have no choice but
to meet customers’ demand.”’

Although there is no doubt about the unanim-
ity of power utility officials in their analysis
of the general determination of their capital
expenditures, there were some slight differences
of view about the extent to which marginal
adjustments could be made to a spending pro-
gramme.

One official suggested that the following types of

expenditure might in some cases be postponed

without affecting the generating capacity of the
system: (1) line replacement, (2) expenditures on
the communications system linking up the various

parts of the power company’s service area, (3)

improvements to concrete dams, (4) expenditures

on: new transmission towers and substations.

He -suggested that from 4% — 6% of the company’s

current capital budget was for items of this type

which could be postponed without affecting in the
short run the company’s ability to provide a given
amount of power.

Given a large programme of capital expen-
ditures, - requiring fairly heavy -borrowing, and
fundamentally determined in 'size by a service
demand which must be met, how are these ex-
penditures affected by short-run changes in
credit -conditions?: There are two important and
distinct ways.in which effects may come about.
On the one hand, changes in interest rates may
alter the economic balance between different
methods of producing the same power output.

On the other hand, unattractive conditions in
financial markets, as evidenced by low bond
or equity prices and high interest rates on short-
term funds, may lead a utility to postpone the
issuance of long temn securities, and possibly
to postpone capital expenditures as well.

(i) Interest rates and the techniques of power
production
Interest rates are an important element in the
comparison of alternative power projects, since
interest is such an important element of the
total operating and carrying cost of generation
and transmission facilities, and since there are
often alternative methods involving significantly
different amounts of capital. There are, however,
very definite limits to the importance of interest
rates in these decisions. Officials in most elec-
tric utilities stated that in the light of the re-
quirements of a balanced generation system and
the orderly development of the most favourable
power sources, there seldom, if ever, arose
situations where.a change of 2% in the interest
cost factor would alter the balance between
thermal and hydro powetr generation. The same
was largely true of decisions regarding trans-
mission facilities, although interviews dis-
closed some cases where interest rates had
played a part:
The construction of a high voltage transmission
tine was compared with the cost of providing
temporary power by diesel generation. Using a 6%
rate for comparison, the carrying costs ‘on the
cgpita.l value of the transmission line were greater
than the costs of operating the diesel generators,
and the construction of the line was therefore
postponed. Had a lower rate been used for
comparison, the transmission line would have
seemed more advantageous, and might well have
been constructed. This example was presented as
an exception to the general rule that changes in
interest rates over normal ranges have not been
responsible for changing the capital intensity of
the utility’s operations.

The considerations of system balance and
availability of new sites primarily affect the
possible extent of longer run changes in the
ratio of capital to output. There is another limi-
tation, perhaps motre important in the short run,
which was described in an interview:




The executives suggested that perhaps the most
_important restriction on the use of monetary policy
to affect the choice between thermal and hydro
power generation is the extremely long lag between
decisions to build hydro projects and the actual
expenditures on construction. This long lag has a
double effect. On the one hand, it forces the man-
agement to base its choice between thermal
and hydro on their anticipations about the interest
rates which will exist at the time borrowing is
necessary to finance construction rather than on
the interest rate existing in the market at the
present time. On the other hand, once the deci-
sion has been made to build, there is very little
freedom to alter the amount of capital expenditures
which must be made in any one year: thus a change
in interest during the construction period will
change the total cost of the project without chang-
ing the size or timing of the capital outlay made.
(Construction lead times were estimated at 3
years for thermal projects and as much as 8 years
for hydro projects).

The long lags between expenditure decisions
and the related borrowings were described by
executives in several other utilities as the rea-
son why atbitrary or seldom varied rates are
used when various projects are compared.

A hydro utility uses a 5% interest rate when
assessing projects, having some years ago
decided that they were unable to predict interest
rates five years in the future.

The survey evidence indicated that a change
in interest rates did play an important role in at
least .one choice between hydro and thermal
power generation since 1954, but the weight of the
total evidence suggests that the nature of the
projects and the related decision-making proce-
dures is such that short-run changes in interest
rates are very seldom likely to have similar
effects.

(ii) Changes in capital expenditures related to

conditions in financial markets

The major effects of changes in credit con-
ditions on utility expenditures have taken place
because of decisions to avoid additicnal borrow-
ing under prevailing market conditions. Since the
aim of such measures is usually to keepilong-
term borrowing to a minimum while awaiting more
propitious market conditions, they usually in-
volve a package of financial and capital expen-
diture changes.
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The treasurer of a utility noted that the credit
shake-up of August 1959 led to an economy drive
within the company. Reserve fund investments
were liquidated in order to make necessary capi-
tal expenditures, and a large amount of postpone-
able items were deferred to subsequent years.

A utility official interviewed in mid-July 1962
noted that a planned expenditure of $300,000
for the construction of a branch office had just
been postponed pending the easing of conditions
in the capital market. In addition to trimming
its capital budgets in times of financial stringency,
the utility also tends to draw heavily on its line
of 'bank credit while waiting for an auspicious
time to launch a bond issue.

Facing increasing interest rates in the late spring
of 1962, another utility cut the size of a planned
bond issue by 25%, covering most of the difference
by short-term borrowing, but also postponing a
capital expenditure programme and deferring
an extension of trade credit. The net reduction
of capital expenditures in 1962 was approximately
$350,000.

The reason for the avoidance of borrowing
and related postponement of expenditure was
usually related to the anticipation that interest
rates were likely to go down within a fairly short
space of time. In some cases the decision to
trim expenditures in order to reduce cash require-
ments was made by the management of the
utility, while in the case of publicly owned util-
ities the measures were often initiated by gov-
ernment officials anxious to keep total pro-
vincial borrowings as low as possible. Several
electric utilities expressed a willingness to
borrow at current market rates whenever funds
were required, being of the view that borrowing
costs would tend to average out over time, and
that the regulatory authority would consider their
borrowing costs when setting power rates.

Telephones - :

The chief difference between the telephone
industry and other capital intensive utilities is
that there appears to be more freedom in the
scheduling of the capital expenditures which
must be made to provide a certain level of serv-
ice. This is because ‘‘the product of the tele-
phone industry has more than one dimension,
and these dimensions are to some -extent
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substitutable for each other.””’ When the volume
of telephone calls increases, or the demand for
the installation of new stations grows, a tele-
phone company can choose one of a number of
methods of meeting these increased demands,
Some officials state that the telephone com-
pany would have no choice but to increase
its facilities as fast as the demand increased,
while others suggest that the increased demands
oould be met, at least temporarily, by changing
one of the less obvious of the dimensions of the
company’s service. More toll calls could be
put through a given toll-switching facility in a
given day, for example, by occasionally making
customers wait a few seconds longer before their
call is put through. '

In addition to this flexibility in capital ex-
penditures provided by a telephone company’s
limited freedom to set the standard of service
which it will provide, there is some freedom also
in deciding the amount of maintenance and re-
pair expenditures which will be made in any
one year. This latter freedom is, of course, one
which is shared with any spending authority
responsible for maintaining in service a body
of fixed assets whose use lives are not rigidly
set by technological factors. These two types
of freedom which a telephone utility has in
setting the level of its capital expenditures
are related, as a sustained reduction of
replacement expenditures will in time affect the
level of service in the same way as will a policy
of increasing the load factors on existing cir-
cuits rather than building new circuits when
demand increases.

Telephone utilities, especially those under
private ownership, feel obligated to provide a
level of service whose more obvious dimensions
do not change.

“For a telephone company service is of prime
importance and we feel that we cannot afford to
maintain other than high service standards — the
leeway here is very slight with respect to either
the amount or quality of service provided. With
this limited flexibility, at a given level of demand
monetary conditions would not have much effect
on our capital spending,’’

1 Clark, Paul G., “Investment in the Telephone Industry®’’,
in Leontief, ed., Studies In the Structure of the American
Economy, 0.U.P,, 1956, p, 261.

There was some evidence also that the
amount of freedom in scheduling expenditures is
decreasing.

The vice-president of a large telephone system
suggested that his company’s freedom to schedule
capital expenditures would be less in the future
than in the past, now that the system is almost
entirely converted to automatic equipment. He
suggested that there would remain a substantial
number of expenditures each year (perhaps one-
third of total capital expenditures) on renewals of
outside plant, placing equipment underground,
direct distance dialling conversions, and new
administrative buildings, which can to some ex-
tent be scheduled in the light of the current state
of corporate eamings and liquidity.

Within their limited scope for adjusting ex-
penditures, several telephone utilities have
altered their capital expenditures in part be-
cause of changes in credit conditions. For pro-
vincially owned systems the adjustments have
been non-existent at the management level and
negligible at the provincial level. The changes
in the expenditure plans of privately-owned
telephone systems have been related more to
changes in estimates of system demand and
eamnings than to changes in borrowing condi-
tions, although interest rates were stated to be
a contributing factor. Current eamings apparent-
ly affect planned capital expenditures because
of their effect on the value of the company’s
shares. Two examples may be given:

The Board of one utility examines proposed cap-
ital expenditure programmes in the light of
current and prospective earnings. If the current
or prospective earnings are ‘‘inadequate’’, then
the capital expenditures programme is reduced.
“‘Inadequate’’ earnings are those which are ‘‘not
sufficient to support the obtaining of the amount
of money required to finance the proposed capital
expenditure programme.’® The Board feels that
whenever eamings are below a certain (but unde-
fined) level, there are definite limits to the
amount of capital which the company can expect
to get from the capital market during that year.
The capital expenditure programme is then trim-
med ‘‘to the point where it can be successfully
financed given the company’s current eamings
position and the state of the capital market’’. To
the limited extent that calculations are made of
the effect of proposed expenditures on current
earnings, it would seem that the company’s budget
paring procedures are such as to cut heavily
expenditures on assets with long use lives and




more particularly on those whose early years of
operation are unprofitable. Most of the items
which are cut out are those apparently whose
effect on current earnings position cannot be
easily determined, or at any rate is not determined.
The items include such things as office equip-
ment, replacement of motor vehicles, the building
of supply centres, and some line replacement.

““We are, of course, concerned with maintaining
and increasing our eamings to ensure that the
funds that we shall have to raise will continue
to be forthcoming and at reasonable terms. Ob-
viously, the state of general financial conditions
can also help. If the stock market is generally
buoyant, then we can obtain a better price for our
issues,”’

It would appear that the relative importance
of current eamings as a determinant of capital
expenditures will vary with general conditions
in the equity market, which in tum will be in
some measure related to credit conditions
generally, If eamings are considered low,
the reduction of capital expenditures eases
the situation by reducing the current require-
ments for external funds. For similar reasons,
capital expenditures may be kept as low
as possible when bortowing conditions are
difficult.

Since the telephone industry is a regulated
utility, there are obvious limits to the capital
expenditure adjustments which can advanta-

geously be made.
¢, .. the requirement for us to undertake heavy
capital spending remains whether our earnings
improve or not and whether or not the money mar-
kets are favourable, Only to a very limited degree
are we able to advance or defer security issues
to take advantage of current conditions., In the
event that capital costs rose to the point where
they could not be offset by economies in other
directions, then our earnings and hence our abili-

ty to pay dividends and raise further capital
would be impaired and we would be forced to

apply for an increase in rates. The re-pricing of

regulated services is not an automatic process.”’

Since the regulating authorities apparently
all consider either directly or indirectly the in-
terest costs of the telephone companies when
they are setting rates,.it is probably the dan-
gers and difficulties attached to rate increase
applicationis which cause some companies to
adjust their expenditures at times rather than
pay current rates on whatever extemal funds
~would otherwise be required. In total, the
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adjustments made by the various telephone
companies in the last quarter of 1959 and
the first two quarters of 1960 because of the
change in credit conditions probably did not
exceed 2% of 1959 capital expenditures by tele-
phone utilities.

Oil and Gas Pipelines and Gas Distribution

The companies in this industry may operate
either as common carriers or as buyers, trans-
porters, and sellers of oil or gas; in either case
their operations are more capital intensive than
any others but those of hydro-electric power com-
panies. The pipelines have a life expectancy
of about thirty years and are financed primarily
by long-term debt. (All the 25 fims surveyed
have long-term debt outstanding, while more
than one-half also use bank credit to some
‘extent.) For the firms operating as common
carriers, interest on funded debt is easily the
largest expense item. It might therefore be
supposed that the profits on pipeline operation,
and the incentives to undertake new projects,
would vary considerably in response to changes
in long-term interest rates. In addition to the
general importance of interest rates on total
costs, there are some particular areas where
the level of interest rates might be supposed
to play a role in setting the timing of ex-
penditures, Pipeline companies, particularly
gas distribution companies, have a certain
element of freedom in deciding when to extend
their service to new areas, and there is occa-
sionally a choice between expansion of capac-
ity by either adding pumping stations or by
expending more capital and looping the line.

Our evidence indicates that none of the fims
in the industry have altered materially their
capital expenditures during any one year because
of changes in credit conditions. None of the
seven large firms interviewed had altered their
spending at all, while only one of the 19 smaller
firms surveyed (all but one were over $5 million)
indicated a more selective approach to new proj-
ects when interest rates are high.

One of the reasons for this lack of response
is easy to spot. Excluding the two large gas
distribution companies, all of the major pipe-
lines have relied heavily on U.S. funds for their
expansion. Two of them stated that the larger
gap between U.S, and Canadian long-term ratesin
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1959-60 led to a slightly increased use of U.S.
funds, while all indicated that only the larger
U.S. market oould provide enough funds, on
reasonable terms, for major pipeline development.
Among the smaller firms, many have borrowed in
the U.S., and four indicated that the interest
rates of 1959-60 or 1962 were responsible for
additional funds being obtained in the U.S.
The impact of changes in Canadian credit con-
ditions is further reduced by the use of bank
loans to finance construction until long-term
rates are at a satisfactorily low level.

Beyond this general insulation from Canadian
credit conditions, it was found that changes in
interest rates and the availability of funds were
of little importance in the planning of capital
expenditures (except for one small gas distrib-
utor who spoke of a chronic shortage of long-
term debt funds for small utilities).

A general reason for insensitivity is the
fewness of major capital expenditure decisions,
and the extent to which the timing of a project
is dictated by non-financial circumstances. An
interview report paraphrases the general phi-
losophy behind the decisions.

As gas reserves build up in one area, and a po-
tential market builds up in another, there is,
under contemporary conditions of fuel cost and
supply, a large and growing financial incentive
to build pipelines from supply areas to market
areas. Thus, although high interest costs may
appear to make a pipeline operation temporarily
unprofitable, the long-run prospects for profitable
operation. are frequently great enough (and uncer-
tain enough) that the combined prospect of refund-
ing at more favourable rates and taking advantage
of growing market demand is great enough to
remove any delaying influence that temporarily
high interest rates might otherwise have.

There are also particular reasons why dif-
ferent firms in the industry have not adjusted
their expenditures at all when credit conditions
have changed. Four separate explanations serve
to describe, either directly or indirectly, all the
major pipeline companies. -

One large pipeline operating as a common carrier

has its rates set so as to produce a 7%% retum

~on total assets employed. There are limited pro-

- visions for renegotiation of charges should costs

vary materially. Although,  under this system,

changes in borrowing rates affect dramatically
the retum on equity in new projects, the company

continues to accept all new contracts whenever
they become available. They operate on the pre-
sumption that as long as borrowing rates move
around an average which is less than 6%% or so,
the average retum on new projects will continue
to be acceptable. Interest rates would only affect
planning if they moved out of the 4-6%4% range and
were expected to remain in the new range for
some time. In such a case, if the rates were
sabove 6%%, the company would ask for approval
to charge higher rates.

Another large pipeline handles the problem slight-
ly differently, negotiating each purchase and seles
contract at prices which will produce a net retum
on assets 2% higher than the current cost of long-
term funds. The company is willing to accept all
contracts which can be negotiated on this basis.
The company uses foreign funds on occasion to
keep borrowing costs and contract prices as low
as possible. Even though an increase in interest
rates of 1% might cause a change in the sale price
of 3% or more, the company executives doubted
whether interest rate changes of the size expe-
rienced in the 1950’s would have any effect on the
number of contracts undertaken.

A number of pipelines carry gas or oil for con-
sumer-owners, companies who have shares in the
pipeline and use it for transporting their products.
These consuming companies decide how much gas
or crude they need delivered in a particular pe-
riod, and the capacity is provided. Changes in
interest rates, and the resultant changes in trans-
mission costs, have apparently had no effect on
the demand estimates made by the consumer-
owners.

The gas distribution companies surveyed have
not altered their expenditures, in part because
many of their projects involve the provision of
gas to new houses in their service area, and
in part because they tend to use average rather
than current interest rates when making feasibility
studies. When credit restrictions reduce the num-
ber of housing starts and hence the number of new
houses hooked up, one company attempts to coun-

_ terbalance, with apparent success, this reduction
in capital expenditures by increasing the amount
of effort expended in persuading the owners of
older homes to switch to gas heating,

Rail, Air, Motor Transport and Other Utilities

These other utilities are so diverse in their
nature and operations that as a group their re-
sponsiveness to changes in credit conditions
does not differ noticeably from the average of
all surveyed firms. Among these utilities, dif-
ferences in response seem .to be related more to
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the financial strength of the firm than to the

value of their fixed assets. For example, the

following is from an interview with one of the

most capital intensive of transport utilities:
The vice-president of a large transportation util-
ity described at length the restrictions placed on
the company’s freedom of purchase by technical
innovation and competitive pressures, which com-
bined to force the company to purchase a certain
volume of the latest equipment. He suggested that
using a differing volume of equipment to provide
the same service would so increase the average
cost of transport that changes in interest rates
less than 2% or 3% could have no effect on the
optimum pattern of capital expenditure.

Even in cases where interest rates are con-
sidered a more important element of project
assessment, recent changes have not in them-
selves led to changes in the number of approved
projects.

A major transportation utility subjects 60% of its
capital expenditure proposals to rate of returm
calculations, and requires that projects produce
an average annual return approximately equal to
.current borrowing costs plus 6% to cover depre-
ciation and taxes. Study of budget cuts which
have been made in recent years indicates that the
projects at the margin of capital expenditures
budget are in general not those on which explicit
rate of return calculations have been made. An
official described this state of affaire as one
which was to be expected, since subordinate
officials are unlikely to recommend rate of return
projects unless the return which they promise is
well .above the accepted minimum. By the time
the higher decision-making level is reached, the
return on the remaining projects is high enough
that they are safely inside the margin of accepta-
bility,

The executives of some heavily capital in-
tensive transport utilities went to considerable
lengths to emphasize the lack of responsiveness
of their firms to short-run changes in credit
conditions.

The Treasurer and Assistant Treasurer of one very

large transportation utility pointed out that their

_company had not altered its capital expenditure
programme because of credit conditions. This was
not due to any inflexibility in their plans for
capital expenditure. When earnings weakened in
1957 the company had no hesitation in cutting
back its capital expenditure programme ‘but while
this coincided with a tight cash position and
difficulties of borrowing, they emphasized that

general credit conditions were not a factor,
Similarly, when it was urged that the low rate
of return realized by this company on its invested
capital might cause them to be tempted, in periods
of high interest rates, to make portfolio invest-
ments rather than direct investments in plant and
equipment, the Treasurer was emphatic that the
company was not a financlal institution and
changes in the relative rates of return of invests
ment in plant and equipment and finance paper
could not induce the company to defer capital
expenditure in favour of making more profitable
use of liquid assets.

Summary

In summary, the survey of utilities disclosed
little evidence that short-run changes in interest
rates similar to those which have taken place
since 1954 have affected the type or value of
fixed assets which utilities with easily available
funds were willing to purchase. However, since
utilities borrow frequently in order to finance
their heavy purchases of fixed assets, there
were a considerable number of cases where
large capital expenditure programmes coincided
with difficult borrowing conditions. In such cir-
cumstances, firms often took steps to conserve
funds so -as to reduce as much as possible the
amounts which had to be borrowed under condi-
tions thought to be temporarily adverse.

(h) Commercial Services
The provision of commercial services is pre-
dominated by small corporations, partnerships,
and proprietorships. As the Commission’s direct
survey was restricted to a sample of corpora-
tions, less than one-half of the $203 million of
1959 capital expenditures were made by the cor-
porations from which the Commission’s survey
sample was drawn. The financial structure of the
smaller service enterprises is similar to that of
small business generally, and will be commented
upon in a subsequent section. Among the larger
firms in the service industry are those leasing
machinery and equipment to other business fimms.
One such firm analyzed the effects of the 1959-
60 credit conditions as follows:
_“‘Changes in credit policy during this period had
the effect of restricting the amount of business we

could do to that which could be financed by our
cash flow... Operations at that time were financed
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by shareholders’ equity and bank loans,...
and the credit restrictions then current hastened
the steps taken to become a public company and
seek additional funds from the investing public...
In our business we cannot say from experience
that a restriction of bank lending causes people
to seek our service as a means of solving their
difficulties. We find that there is as much or
possibly more demand for our services when
bank credit is normal or expanding,?*’

This would appear to indicate that the de-
mand for some types of leasing depends on
incentives other than the non-availability of
borrowed funds. Evidence was received to indi-
cate that demand for some other types of leased
equipment is related to credit conditions.

In general, with the chief exception of the
equipment leasing firms, the capital expenditures
in this industry are relatively minor, consisting
mainly of office and automotive equipment and
apparently not subject to significant alterations
because of changes in credit conditions.

(i) Construction Industry

There was considerable evidence received that
capital expenditures in this industry have been
directly affected by credit conditions. The capital
expenditures made by firms in this industry include
purchases of machinery, equipment, and build-
ings for their own use, as well as their con-
struction, as owners, of other buildings which
might subsequently be sold. The questionnaires
mentioned a considerable number of postpone-
ments which tumed out on interview to be related
to expectations about the long run competitive
situation in the industry rather than short run
changes in the availability and cost of credit.
Sometimes construction firms were able to pro-
vide evidence of cases in which building proj-
ects had to their knowledge been postponed
through failure to obtain interim construction
credits or mortgage funds during a period of
restriction. Several firms spoke of changes in
anticipated construction demand having some
effect on the volume of capital expenditures
made by the construction firm itself.

‘“One of the first agencies to reduce loans for

housing is the private mortgage company. This

throws a greater number of loans to CMHC, but

they become more selective, particularly regard-
ing loans in small towns, We can point out many

specific instances where individuals have post-
poned or cancelled house orderts because of re-
duction in NHA loans. To go ahead the customers
must therefore put up more money and pay higher
interest rates for a mortgage.’?

¢‘Most recently our contracting department was a
successful bidder on an addition to a Legion.
The cost was to be $100,000 — $60.000 to come
from a mortgage arranged earlier, By the time the
drawings and bids were completed, the money
was no longer available. This job may later go
ahead, but this is a simple example of actual
slowdowns caused by lack of credit.”?

“Period of tight money definitely reduces volume
of construction work available. This consequently
would reduce any capital expenditure planned or
required to maintain or expand our equipment.’’

Other firms were unable to get funds for proj-
ects which they wished to undertake on their
own account, ot for equipment needed to bid for
contracts:

“This company borrows money in the form of
mortgages on speculative homes. Nearly all
homes are sold in the fiscal period, hence the
relatively low amount of capital expenditures
shown on balance sheets at year end. When NHA
money is restricted our speculative and contract
bidding is obviously curtailed and in order to
continue building we must take conventional
mortgages, use our bank credit or use internal
funds,’’

“We hope, like most other firms, to extend our
7olume, relying on bank support to provide work-
ing capital and some equipment. In 1959 we had
the opportunity to bid, with the strong possibility
that our bids would be accepted, on two large
contracts, each of which was expected to produce
an attractive profit. But since the bank was un-
willing to provide the support necessary for: us
to buy the equipment which the projects required,
we were unable to submit bids.’’ The company
had discussions with its bank at this time (the
late summer of 1959), and the bankers were un-
willing to extend the company’s line of credit
enough to allow the necessary equipment to be
purchased without impairing the working capital
required to carry on with the company’s other
projects. The company’s bankers were apparently
of the opinion that the projects were worthy of
support, but the funds just were not available
at that time. ““This year (1962) we are having to
turn down many attractive contracts because we
just cannot finance them,’’ At present there are
apparently at least four substantial projects
(ranging in value from $% million to $4 million)



the company cannot undertake because the bank
is unwilling to provide the interim financing for
the construction. The bank had agreed in June to
provide interim financing for a large construction
project. The following week the austerity meas-
ures were announced, and the bank withdrew
its support. The firm felt that the bank’s refusal
was the kiss of death for the project, and did not
make any direct attempt to obtain interim financ-
ing from other sources.

The executives agreed that their inclination to
buy new equipment in 1962 had been reduced to
some extent by the austerity programme curtail-
ment of govemment expenditures, but both were
of the opinion that more equipment would have
been bought if funds were available, even in the
light of the current level of anticipated demand.

In times of easier credit, the effects noted
above were to some extent reversed, although
there were relatively few instances recorded in
the questionnaires and interview reports.

‘“We have purchased a considerable amount of
fixed assets in 1962, This we feel is due to the
increased volume of work made available by others
undertaking building programmes. These under-
takings by others were probably influenced by
the availability of credit.”?

One third of the construction firms said they
were unaffected because they relied only on
intemal sources, while others had not been
affected by variations in the supply of external
funds.

‘‘Basically — financed by retained profits — mort-
gage loans from lending institutions — at no time
has there been any lack of funds,’? -

In total the 1959 capital expenditures by
firns in the construction industry were $145
million, 90% of which was on machinery and
equipment. The total effects of . changes in
credit conditions on these expenditures for the
last quarter of 1959 and the first half of 1960
might be 5%, taking some account of the equip-
ment which was not bought because of the volume
of contracts was lower than anticipated.

(§) Trade

This industry, like the service industries, is
comprised of many small business units, although
in trade there are also several very large enter-
prises. The capital expenditures in this industry
were in large measure (pethaps 80% of $363
million) made by 30,000 corporations, about
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$75 million being spent in1959 by the approx-

imately 200,000 unincorporated business units.

Credit conditions influence wholesale or retail

companies by:

(i) Affecting the availability of working capital,
and thus the firms’ ability to expand.

‘‘Every time credit was suddenly curtailed, we
went ‘shopping’ to other banks. But this was, of
course, just the time when they were unable to
meet the demands of their present customers, so
we just had to earn a name for ‘slow pay’ with
suppliers and at times lose distribution of valu=
able lines due to our inability to pay promptly.’’

A senior executive of a small chain of retail
stores reported as follows: ‘‘Our experience has
been that in the three major periods of tight
money as a government policy, we were notified
by our bank that a review of accommodations
would be necessary and even though no formal
change in the line of credit would be made, we
were urged to reduce our demands on this line
and it was clearly inferred that should this not
prove effective formal reduction would be nec-
essary. The result of the policy was, therefore,
that we should immediately reduce our current
purchases and attempt to live off our inventories.?’

A small wholesale lumber dealer wrote: ‘‘The
volume of business we can do is substantially
determined by the availability of bank credit
This was felt most severely during the 1956-57
period when we were forced to sharply restrict
our sales to those customers who did not normally
pay in a very prompt manner. Since over 50% of
our sales are exported, this not only restricted
our activity, but also curtailed the inflow of
foreign exchange.'’

(ii) Affecting the availability of term loans or
mortgage funds for the purchase of new
premises.,

A small chain of retail clothing stores was ex-
panding rapidly and opening new branches at the
time credit was restricted in 1959, and found
themselves unable to get an extension of their
$200,000 line of credit, even though they had
$1 million of accounts receivable to pledge as
collateral. The Treasurer remarked: ‘It is emaz-
ing what $100,000 of bank credit means—if you
don’t have it when you need it.’”’ The company
found that there was little money available even
for factoring of accounts receivable. They managed
to engineer one sale and leaseback, but it was
not done soon enough to prevent large inventory
cuts and a halt in the expansion programme. The
company looks upon the major effect of the 1959
credit restrictions as being due to the unhappy
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coincidence of tight credit and a major expansion
programme. Even though they think such a coinci-
dence is not likely to happen again, they are
now much more wary in planning and making capi-
tal expenditures,

(iii) Affecting the anticipated sales volume, and
thus the firm’s willingness to undertake
expansion. This effect was especially
noticeable in the case of firms supplying
the construction and equipment industries.

¢“The availablility or otherwise of credit has had
a marked effect on our customers and consequent-
ly on our profits from which we finance all capi-
tal expenditures.?’

It would be very difficult to show that any of
our capital expenditure postponements had been
directly due to credit conditions. Credit condi-
tions affect us, by affecting our sales; in 1956-57,
credit conditions (and other factors) reduced our
sales to the point where we did not expect our
profits to be large enough to justify expansions.
It has been company practice for several years to
use net earnings minus dividends as an upper
1limit on the total of capital expenditures in any
one year. Anything which changes our sales is
therefore likely to affect our capital expenditures
as well.?* Most of the company’s sales are earth-
moving and road-building equipment, and the
Treasurer considers these sales to be quite
variable in response to changes in credit condi-
tions.

A farm implement manufacturer decided in the
fall of 1959 to make minor additions to their
present plant rather than spend $300,000 on a
new plant, even though their banker was willing
to provide the necessary funds. The manager
explained that ¢‘*The reason for this is that our
bank manager edvised us that due to restriction
of credit, our customers would not be able to pur-
chase farm equipment. Therefore we saw no rea-

son to expand to produce goods which our customers
would not be able to buy.”

(2) Effects on Small and Large Business Com-

pared

There are some difficulties in using data
from the Survey to draw conclusions about the
relative capital expenditure effects of changes
in credit conditions on firms of various sizes.
As indicated earlier, the survey was intended
to provide a census of all firms with assets over
$5 million and a sample of smaller corporations
was drawn at random by the Department of Na-

tional Revenue and the Dominion Bureau of
Statistics, Thus the possibility of sampling
error arises in the case of the smaller fims. In
addition, the surveyed firms $5-90 million include
only firms not more than 50% owned by an-
other active Canadian corporation, an attempt
being made to have majority-owned subsidiaries
consolidated in the questionnaire completed by
the senior operating company in the group. The
small firm sample, on the other hand, was cho-
sen randomly from a sample of active corpora-
tions, only those firms being removed which
were to the knowledge of the D.B.S. wholly
owned by other Canadian corporations. Although
the nature of the ownership of many of these
firms has been established, many of the remain-
ing firms may be subsidiaries of domestic or
foreign corporations.

In addition to this element of doubt about the
“‘effective size’’ of some of the firms in the
small sample, there is some difficulty in cata-
loguing the answers of the non-responders,
many of whom were interviewed by telephone at
a later date. Differences in the administrative
structure of larger firms as compared with smal-
ler may be responsible for the significantly
lower response rate from small firms as well
as the apparently greater margin of error in the
questionnaires completed by smaller fims. The
fact that answers from smaller firms were slight-
ly less likely than answers by larger firms to be
supported by interview evidence provides some
indication that financial terms and markets are
less familiar to executives of smaller fims,
and thus that a questionnaire requiring some
degree of familiarity with the financial system
might fail to provide a reliable measure of the
effects of credit conditions on decisions by
smaller fims. Finally, the number of completed
questionnaires received from the firms in the
smallest size classes was too small to give
an accurate indication of the reaction of the
smallest firms even under the assumption
that the questionnaire answers were equally
reliable guides to the responsiveness of firms
of different size classes. Thus, although efforts
were made to design a questionnaire which would
be equally applicable to firms of all sizes, and
the sample was stratified to provide known cover-
age of all size classes, the final results of the




questionnaire survey are relatively weak with
respect to the smaller fimms.

In an effort to obtain the maximum amount of
corroborative evidence to supplement the ques-
tionnaire data dealing with small firms, the
Commission’s research staff made other efforts
to assess the relative frequency and magnitude
of the effects of credit conditions on firms of
various sizes. In several regions of the country,
officials of trade associations and development
boards of various types were interviewed and
asked for references to small firms (below $5
million in assets, and thus not assured of receiv-
ing a questionnaire) which had in the past decade
been affected by changes in the cost or avail-
ability of credit. In a similar way, bank managers
were interviewed in various parts of the country
in an attempt to derive from them an assessment
of the number and characteristics of the firms
who were not able to get, during periods of re-
stricted credit, the bank accommodation they
might have expected to get during periods of
lower interest rates and more plentiful bank
reserves. Finally, the C.M.A. questionnaire
answers dealing with the availability of bank
credit in 1956 and 1962 were gone over to glean
any references to capital expenditure postpone-
ments related to difficulty in securing bank
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loans. These supplementary sources of informa-
tion were not used as the basis for the Commis-
sion’s estimate, but they provided a valuable
and much needed check on its accuracy.

The unverified questionnaire data indicate
that a higher proportion of firms under $5 million
in assets postponed capital expenditures in
1959-60 than did firms in the $5-$90 million
category. The proportion was 10.0% of all re-
spondents in the under $5 million category as
compared with 5.8% of the firms $5-$90 million,
and, if all known subsidiaries of Canadian and
foreign corporations are removed, 11.1% for the
small firms and 7.7% for the large. If these per-
centages are adjusted for the proportions of
postponements which were indicated by interview
evidence to be not related to a change in credit
conditions, the percentage of all small firms
drops to 3.0% as compared to 2.3% for the firms
$5-$90 million in assets. If the subsidiary fims
are removed from both groups, the percentage of
small firms rises to 3.0% and that of large firm
to 3.2%. Taking the last comparison as the one
which is most meaningful as an indicator of the
effect of size on responsiveness, this difference
is not a significant one. Tables VII-3, VII-4
and VII-5 provide a more detailed breakdown.

TABLE VII-3

FIRMS UNDER $5 MILLION
Analysis by Size Group

Under $250,000—
$100,000 $100—-250,000 $1 million $1~5 million Total
Total Number of Firms Replying 58 96 252 229 635
Total Number of Firms Interviewed 9 15 38 27 89
A I VI]A I v A I v A I v A I v
Postponed or Abandoned
Capital Expenditures:
195657 1|1]0 9| 411115 11 2 (11 5 1 36 | 21 4
1959—-60 51411 |15 8| 2 |22 16 |5 | 22 |12 4 64 | 40 | 12
1962 6| 4|0 (14| 91 |33 |19 |2 |24 |11 3 77 | 43 6
Any Year 10| 7|1 4117|102 |42 (24 {7 |34 |15 7 |103 | 56 | 17

A = Number of firms giving a positive answer to the questionnaire,

I = Number of above firms subsequently interviewed.

V = Of the interviewed firms, the number whose answers were partially or wholly verified.



388 ROYAL COMMISSION ON BANKING AND FINANCE

TABLE VII-4

FIRMS OVER $3 MILLION
Analysis by Size Group

$5 —~ $10 $10 —~ $15

$14 — $25 1325 — $50($50 — $90 Size

million million million miltion | million | Unknown Total
Total number of Firms Replying 223 90 95 109 51 18 586
Total number of Firms Interviewed 36 19 22 23 16 1 117

Al  VIAILI |V

ATl V]A|T|(V]AJT|V]IAJI|V]|A]]I | V

Postponed or Abandoned
Capital Expenditures:

1956-59 |11 |10 |1 (4 {4
1959—-60 (17 |16 (4[5 |3
1962 (22 |18 (43 |2

Any Year |28 |24 |7 |8|6

N O =

4(11/{0|1|0|0|2(|2|1(0|0|0]|22]|17 3
6|/4|2|3|2|1|3(3|3(0|0|0(34)28 |11
8(6|(4{5|4[2(5{5(4|0{0|0[43!35 |14
12|8|6]7}5(3]|7]7}6[0/0}0]62]|50 (24

A = Number of firms giving a positive answer to the questionnalire,

I = Number of above firms subsequently interviewed.

V = Of the interviewed firms, the number whose answers were partially or wholly verified,

If consideration is given to the size of proj-
ects postponed rather than to the proportion of
firms making postponements, the effects of
changes in credit conditions appear to be greater
on the smaller firms. The reason for this is the
relatively smaller fraction of small firms making
significant capital expenditures in any given
year. Thus for those smaller firms affected, the
postponed capital expenditures tend to be a
larger fraction of their annual capital expendi-
tures than is the case for larger firms.

A further proposition is that firms with assets
below $100,000 and above $5 million make pro-
portionally fewer and smaller demands on bank
credit than firms between these sizes, and
therefore, other things being equal, firms with
assets between $100,000 and $5 million are more
likely to have their expenditure affected when
there are restrictions placed on the availability
of bank credit. Of course, the mere use of bank
credit in certain amounts is not necessarily an
accurate guide to the extent of reliance upon it.
Thus the Canadian Manufacturers’ Association
questionnaire retums indicated a larger fraction
of respondents with sales under $250,000 having
had difficulty in obtaining desired bank credit in
1956 and 1959 than of firms with sales $250,000
to $1 million. Nevertheless, there appeared a
certain weight of evidence indicating that many

fims with assets below $100,000 (and often
firms much larger) relied entirely on retained
eamings and loans or investments from one or a
small group of shareholders.
The owner of a small (under $100,000 in assets)
deiry wrote as follows: ‘I have not completed
the questionnaire because it does not apply. This
is a small, privately-owned business, financed
originally in 1947 — family only - there has been
no subsequent financing. To date, operating costs
and capital expenditures have been met from
general revenue.’’,

“Our company is a rather small, privately-owned
company having sufficient cash in the bank for
our need and also an additional reserve invested
in govemnment bonds. Fortunately this condition
has existed for many years, with the result that
we have not found it necessary to seek credit;
therefore, you will appreciate we are not in any
position to supply any information on the matter
of credit with which we have never been familiar,?’

‘‘All our financing has been done intemally and
we have never gone into the market for money.
We have not established a line of credit with our
bank since we have always maintained sufficient
cash to handle our operations. We do not conteme
plate any change in this policy in the foreseeable
future. We might add that the only effect this tight
money situation has had on our operations has
been the slow-up in collections from our custome-
ers. As a result, we have been possibly somewhat
more lenient during tight money situations on
collections.’’




Indications were received from questionnaires
and bank interviews that loans under the Small
Business Loans Act and from the Industrial
Development Bank were often available, partic-
ularly in the 1962 period of credit tightness, to
finance the capital expenditures of the smallest
businesses.

“One branch manager of a chartered bank could

recall only three projects in 1959 of a type which

would have been approved before the restrictions
were in force, Of these three projects, all involv-

ing capital expenditures, none was delayed a

significant length of time by the failure to obtain

bank financing of ed-equate proportions. One px;oj-
ect was financed entirely by the LD.B. The
second was financed temporarily by the Bank
on the understanding that the LD.B. would pro-
vide long-term financing as soom as construction
was completed; while the third received temporary
financing from the LD.B. until long-term financ-
ing was arranged from a large American supplier.

From somewhat larger firms there came more
frequent comments that the lending attitude of
the chartered banks was the chief determinant
of expansion decisijons.

‘“Our plans were affected in the years 1959-61 and
1960-62, in 1959 and 1961by our inability toincrease
our bank loans to cover our expanding business. In
1962 with the tremendous extension in business
we were unable to get required bank loans, which
in tum made us lean more heavily on our suppliers
than at any time in our history... to sum up what
I am probably saying,.........when you need a
cure for a cold that is not readily available and
by the time the cold is over the cure is not re-
quired. Medium sized business with a staff of
employees between 100 and 150 with annual
sales of $1.5 to $2.5 million is a forgotten entity
in our economy, It seems that all eyes are con-
tinually turned to the problems of firms below
and above this size and it becomes increasingly
impossible for this size industry to survive...’’
The interview disclosed that ever since 1956
the company has not been able to get the credit
desired, The company’s situation is not just one
of a firm chronically short of funds, as there have
been definite cyclical fluctuations in both direc-
tions in their ability to borrow funds.

A construction company got more contracts than
usual in 1962 but, because of the tight money,
the bank would do little to help finance their
expanding business, When the bank manager
came into the firm’s office to negotiate in June
of 1962 for the annual negotiating of the firm’s
line of credit, he brought in his hand a copy of
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that day’é newspaper annduncing the austerity
programme. ‘‘This’® remarked the Treasurer,
““was a bad bit of luck’’. In view of subsequent
pressures on the company’s line of bank credit,
no capital expenditures could be contemplated
during 1962.

Few firms with assets below $5 million find
themselves able to make market issues of stock
or bonds and those who do may be on the margin
of the market and therefore least likely to find
willing purchasers in times of high interest
rates. Some of these firms are able to draw on
funds from foreign sources.

‘A small manufacturing company required $500,000
additional capital in the spring of 1960. Toronto
brokers proposed convertible debentures and
common shares as altematives. The brokers
collected seven offers from within Canada and
two from the United States., None of the Canadian
offers matched in price either of the American
offers and the Canadian offers all involved a
much larger transfer of shares. The U.S. deal
was consummated early in 1961.

Those who have suggested that monetary
and debt policies can be expected to have &
greater effect on small firms than on large have
frequently based their case on the difference in
the range of altemative sources of finance open
to large firms as opposed to small, and the
greater bargaining strength of the large firms in
dealing with financial institutions. They have
suggested that in the unlikely event that a bank
is unwilling to make available credit to a large
customer who wants it, such a customer can
usually turmn to other domestic or foreign finan-
cial institutions or arrange for a market issue
in either Canada or some other country. Bargain-
ing strength and access to a variety of alterna-
tive sources of finance are related, but it is
frequently suggested that fear of losing the
good will of a major account rather than concern
for the loss of a particular piece of business
will be a factor in the relations between a finan-
cial institution and a large customer. It is argued
that, on the other hand, the small customer is in
a much weaker bargaining position in dealing
with any one financial institution and is further
handicapped by the limited altermatives which
are open to him if he cannot obtain accommoda-
tion from his usual sources.
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Much of the evidence which we have col-
lected is consistent with this view, Most large
firms are in a strong bargaining position when
dealing with financial institutions, and if their
lines of credit are reduced this frequently hap-
pens because they permit it to happen rather
than because they have no choice. Moreover, if
accommodation is not readily available from one
source, they frequently have altemative sources
in Canada and elsewhere, where they can obtain
credit at little extra cost, Thus, in general, it is
true that when large firms respond to a change
in credit conditions it is not because they can-
not obtain credit on acceptable terms but rather
that a rise in interest rates and the general
changes anticipated in the business climate
suggests the need for caution. In general, small
firms are not in as favourable a bargaining posi-
tion when dealing with a bank or other financial
institution and being too small to make use of
market issues in Canada or abroad are much
more dependent on the availability of credit
from institutions or, in the form of trade credit,
from other non-financial corporations. Thus it
can be said that small firms are potentially in
a position to be affected to a much greater extent
than large firms by a change in credit conditions
which includes restriction on the availability
of credit in addition to changes in interest rates.

This potential effect is a matter of consider-
able importance, The principal barrier which
exists to widening the range of credit conditions
in Canada is the effect of interest differentials
on intemational capital flows. If, for example,
Canadian long-term interest rates became much
higher or much lower than those prevailing in
the United States, the level of capital flows
under normal circumstances might become very
large indeed. It was pointed out in the Commis-
sion’s Report that one temporary avenue of escape
from experiencing the full impact of a change
in credit conditions on interest rates was through
the use of specific limitations on particular
types of credit. To the extent that such controls
affected availability with a dampened effect on
interest rates, they would bear particularly
heavily on smaller fimms. Indeed, the very pur-
pose of such controls would be to affect bor-
rowers who did not have ready access to foreign
sources of funds and thus to achieve a restric-

tive effect without excessive intemational capi-
tal flows. The more perfect the market, the more
readily changes in credit conditions will be
transmitted to interest rates and the more quickly
capital flows will respond to any divergence
between the monetary and debt policies followed
in Canada and those followed abroad, particu-
larly. in the United States. If, therefore, a deci-
sion were to be taken in the future to use mone-
tary and debt policies with greater vigour than
in the past and with wider swings than those
characteristic of the United States, the methods
used would probably have to be of a kind which
affected firms without foreign sources of funds,
i.e. smaller firms without foreign parents.

While we have found that a higher proportion
of expenditure of smaller firns was affected by
recent changes in Canadian credit conditions
than was the case for larger firms, we have not
found that a higher proportion of smaller firms
by number were affected. As suggested above,
the evidence for this is rather weak and not too
much reliance can be placed upon it. There are,
however, several reasons why a sharp difference
in the effects on small and large firms might not
emerge. As has been indicated above, there are
many exceptions to the general rule that small
firns are more vulnerable to change in credit
conditions than large firms. Many such firms
are financed inteinally and in the case of the
smallest firms their financial needs can fre-
quently be met from the personal resources of
the owners, In the case of firms which do not
fall into this category, it is worth remembering
that in recent periods of tight money the char-
tered banks have had a specific policy of avoid-
ing undue restrictions on small borrowers and
this had probably had the effect of evening out
the pressure on fims of different sizes. It is
worth adding that the results of the survey were
not sharply at odds with other information which
we and other members of the staff of the Commis-
sion were able to collect on the effects of credit
conditions on small business.

In summary, our results for 1959-60 do not
suggest that a higher proportion of small firms
as opposed to large firms was affected by credit
restraint, although a higher proportion of expend-
iture by small firms was affected. We would
stress, however, that the evidence for this




view is not of the best and, as pointed out in
earlier paragraphs, we do not think that this
result is of any great significance as a guide
to the future if there were significant differences
in the mix of interest rates and availability
which made up a change in credit conditions.

(3) The Effects of Changes in Credit Conditions
on Firms with Non-Resident Ownership.

For the purposes of analyzing the possible
differences of effects of monetary policy on firms
controlled inside Canada as compared to those
controlled abroad, an attempt was made in Table
VII-5 to classify the respondent firns according
to country of majority ownership.

The classification was somewhat rough,
particularly in the smaller size classes where
less information was available, but it was close
enough to.reveal dominant trends in the question-
naire responses.

So far as both number of firms and value of
investment are concemed, the foreign controlled
firms are most important in the larger asset size
classes, and in the ‘‘petroleum’’ and ‘‘other
manufacturing’’ industrial grouping. Of the 83
firmswith the assets above $90 million, approxi-
mately 47% are controlled outside Canada, 18%
are govemment-owned utilities, and the rest are
corporations controlled in Canada. Of the 586
respondent fimms with assets between $5 and
$90 million, 47% are controlled outside Canada.
The corresponding figure for the small fim
sample is 18%. The sources of finance and types
of organization of firms controlled outside
Canada vary within large ranges, but in the
aggregate they differ markedly enough from those
of domestically controlled firms that monetary
policy might be expected to affect their actions
in different ways. The clearest indication of the
difference in the effects of Canadian credit
conditions on firms controlled abroad is to be
found in the comments in letters and question-
naires. A selection of the comments is produced
below: :

¢, ..i1s a wholly-owned subsidiary of — (U.S.) ...

the financlal policies of the parent and subside

iary companies are influenced more by the fis-
cal and monetary policies of the U,S. govemn-
ment. "’

¢Since we are a subsidiary of an American com-

pany, all our records are maintained at our head

office in the United States.*’
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‘“As — is a wholly-owned subsidiary of — (U.S.),
we do not feel that our answers to your question-
naire would assist you. Our financial transactions
are mostly done through our parent company...”’

‘“The — Co. is a small firm with the parent com-
pany in England. ...all financial arrangements
are managed by the parent company.?’!’

“In view of the fact that this company relies
exclusively upon its own and its parent’s sources
of finance, the questions asked would not be
applicable to our operations. !

Our company is a wholly-owned subsidiary of—
(U.S.) end as such we are not allowed to have
bank loans, and in the past we have had no prob-
lem in financing. We are a small to medium sized
company and we should state, however, that if we
were not in this favourable position we would
have found it extremely hard to finance any capi-
tal expenditures during the current government’s
austerity period,’?

‘“This company, although directed and operated
entirely by Canadians is a wholly-owned sub-
sidiary of ~ a U.S. corporation. Under terms of a
revolving bank credit agreement, negotiated sevs
eral years ago by our parent company, subsidiaries
may not borrow but rather are financed out on this
agreement. As a result of this situation, changes
in credit conditions in Canada do not have a
direct effect on the operations of this company
and our ability to negotiate loans through inter-
company channels depends more closely on con-
ditions affecting the credit of our parent.?

““If bank lending rates were. over 6%, we would
borrow from the parent company in the U.S.??

‘Not permitted by our parent to borrow. A cove
enant by our parent to insurance companies
restricts borrowing by subsidiaries. However, in
the last few years we have not needed their
help, i.e. 1961 and 1962.”

Since there were many comments of the above
type made either in explanation of not completing
a questionnaire or in amplification of question-
naire answers, it is clear that many subsidiairies
are not directly affected by Canadian credit con-
ditions. This provides the most obvious expla-
nation of the fact that for fims with assets
$5-$90 million only 4% of 'foreign subsidiaries
stated that the change in credit conditions in
1959-60 affected their capital expenditure plans
as compared to 7.4% of similar sized firms con-
trolled in Canada. The proportion of subsidiaries
affected by credit conditions is therefore signif-
icantly lower than that of independent Canadian
fims; it is as highas it is because there. are
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many subsidiaries, both large and small, whose
parents expect them to finance their activities
by retained earnings and borrowings in Canada.
In general this was more likely to be the case
for subsidiaries of British and European firms than
for firms with U.S. parents. The answers given to
question 2 by firms whose capital expenditures
were not affected by Canadian credit conditions
provide the best measure of the number of sub-

sidiaries which rely upon Canadian financial
markets. Among these firms with assets $5-$90

million, whose capital expenditures were not
affected by credit conditions during any of the
three periods mentioned in the questionnaire,
45% of the Canadian controlled firms stated that
it was because they relied only on internal
sources of finance or advances from associated
companies, while 64% of subsidiaries provided
the same answer. A similar indicationis provided
by the answers to question 8 dealing with the
fims’ soutces of funds which showed that 63%
of Canadian controlled respondents $5-$30 ‘mil-
lion had borrowed on a bank line of credit on
occasion between 1955 and 1962, as compared
to 39% of firms controlled abroad. If a division
is made between Canadian firms the majority
of whose shareholders are non-residents indivi-
duals, and firms whose majority shareholder is a
non-resident corporation, the subsidiary fims can
be seen torely less on Canadian sources of finance
than do the firms controlled by non-resident indi-
viduals,

In general, the parent-subsidiary relationship
provides for the subsidiary company sources of
finance equal in scope and depth to those open
to a much larger independent firm. This in itself
would tend to provide for subsidiary firms ways
of avoiding direct effects of changes in credit
conditions. Subsidiaries of Canadian firms
(which were completely excluded from the $5-
$90 million group for the purposes of analysis,
and partially excluded from the small firm
sample) would, of course, share this insulation
with subsidiaries of foreign corporations. Sub-
sidiaries of foreign corporations, however, have
even greater insulation, which they share to
some extent with other firms controlled abroad,
from credit conditions in Canada in that the
funds to which they have residual access are
obtained in foreign markets not directly affected
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by interest rates in Canada. In view of the
mixed evidence regarding the relative ease with
which small and large firms can obtain funds
when credit conditions change, this latter reason
is perhaps the more important factor explaining
the lesser effects of changes in credit condi-
tions on foreign subsidiaries.

(4) Regional Differences in the Effects of

Monetary Policy

One of the chief bars to the effective meas-
urement of the geographical distribution of
the effects of monetary policy is the widespread
nature of the operations of many Canadian firms.
In addition, the nature of the markets for capital
and goods in Canada are such that the locations
of the head offices of corporations are not likely
to be distributed regionally in the same way
as are their operations. Since the location of
fims for the purpose of the Commission’s survey
was taken to be the same as the location of its
head office, the data in this section refers to
the geographical distribution of corporate head
offices rather than their operations or capital
expenditures. This is of more importance for
the larger firms than the smaller. Thus the evi-
dence from the 83 largest fimms gives very little
information about regional differences in the
effects of cyclical changes in credit condition,
while that from the fims with assets $5$90
million is somewhat better.

If there are regional differences in effects
which are due to more than a chance distribu-
tion of events or the geographical location of
natural resources, they must be due in some
way to differences in sources of finance or rela-
tionships with financial institutions. Question-
naires were received from several regions sug-
gesting that firms outside the larger financial
and industrial centres are unable to get funds
on as good terms as similar firms operating
closer to financial centres. Such opinions are dif-
ficult to evaluate, since firms outside the major
industrial areas are necessarily operating in a
different environment, which in turn must affect
the attractiveness of the firm for investors and
lending institutions. The object of the Commis-
sion survey was not to evaluate relative ease of
access of similar firms in different regions to
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sources of long and short-term funds, but to
measure. the relative effects of changes in credit
conditions of fims in different geographical

locations.
The chief difficulty in testing for regional

differences is the small numbers of fims in
some regions. Since the small firm sample was
chosen on a random basis, and the firms above
$5 million tend to be predominantly in Ontario
and Quebec, the number of completed question-
naires from some regions is too small to be a
reliable sample. The distribution by region
is shown in Table VII-6. If proportions of firms
stating capital expenditure postponements in
1959 are used as the measure of responsiveness,
and if the questionnaire responses are not ad-
justed to account for interview evidence, all the
provinces except Ontario and Quebec are above
the national average, with Ontario being further
below the average than Quebec, British Columbia
with an indicated response of 17.9% compared
to an average for the rest of Canada of 7.2%, is
the only region where the difference is signif-
icant. If an alleged postponement in any of the
three periods is taken as a measure, Saskatche-
wan and B.C. are significantly above the aver-

age of other provinces. If the interview evidence
is taken into account, the differences lose most
of their significance. The responsiveness of
inventory investment follows approximately the
same pattemn.

The reasons for greater responsiveness may
include, as some respondents suggest, the better
access of firms in some regions to altemative
sources of funds, firms in the regions with less
well developed financial markets being more
likely to be without altemative sources of funds
when funds become less available.

A response from a retail chain in the Maritimes
contained this comment: ‘‘We endeavour to pro-
cure capital by debenture issues and first mort-
gage bonds for our building and expansion pro-
gramme. We find it very hard to get financial

institutions in the cities of Montreal and Toronto,
who are deriving a great amount of their income

from the Maritimes, to invest in the aforemen-
tioned Maritime securities, and we are obliged
to pay at least %4 or 1% more for funds. We have
been told by most of the insurance companies in
Canada that we have canvassed that they can
find enough places to invest their money which
are domiciled in the provinces of Ontario and
Quebec. As these companies are much closer
to their head office, they are able to keep funds
under better scrutiny. !’

TABLE VII-6

ALL FIRMS RESPONDING TO THE MAIL SURVEY
Analysis by Region

Meri- Saska- Outside
Ontario Quebec times Manitoba tchewan Alberta B.C. Canada Total_
Total number of
Firmms Replying 561 313 43 53 27 103 106 15 1221
Total number of
Firms Interviewed 83 63 s 13 1 19 22 1] 206
All]JV]|AlJLI|IV]|A|TI|V|A|TI}jV]|A]JI|V]A|I]|V|A|LI]|V]|AJI| V]| A I11lvVv
Postponed or Abandoned
Capital Expenditures:—
1956-57 15|13; 1|14/ 8|/ 1) 21 |0|2|1]|]1}]2|0|O0]| 8] 6/1)|15( 9] 3{0] 0|0 | S8} 38| 7
1959-60 32|25|11|{24|15| 3| 5|3 |3]|5|5]2|3|1|]0]|10] 6/0|19|13] 4|0| O] O] 98| 68]23
1962 4830 9({29|21| 3| 4|2 | 2|S5}|S|1|7j1]0|12] 7]2]|16]|21] 3|0]| 0| O |120] 78|20
_Any year 64|43|19141126/ 6 | 6|3 | 3|8 | 7| 3|7|1]0])|15{10|/3|24|16{ 6[ 0] O] O |165}106 |41
Reduced Inventories:
1956~57 41|/14| s|20j12] 2| 3|1 |1|1|1|1|1|o|loO}| 9| 4/0]|14] 8] 2]0]|] 0| O | 89] 40|11
195960 77(25| S5|33j21| 2|52 |(2|3{2|1]/3|0]|]0|11] 5{0(23|12] 4(0| O] O |155| 67 {14
1962 88|28| 9|44|27| 3 | 4|1 | 1|6 |S5|2({4]|0|0|213] 7j0)19|12| 4j0|j OO0 |178] 80|19
Any year 112|35|11|{57133| 45|21 2|6 | S]] 2]14]0)0115] 7|0 27|15 4|0 O O |226] 97|23

A = Number of firms giving a positive answer to the questionnaire,

I = Number of above firms subsequently interviewed,

V = Of the interviewed firms, the number whose answers were partially or wholly verified.



The small sample of Maritime firms surveyed
was supplemented by a series of interviews with
a broad cross-section of firms. The impression
was gained from both questionnaires and inter-
views that the relatively minor (in both absolute
and proportionate terms) effects of monetary
policy in this area cannot be traced so much to
good connections with financial markets as to
a stable population of fims with a relatively
low rate.of growth. In these circumstances, a
large fraction of all fims is not likely to find
credit unavailable. Interviews disclosed a num-
ber of such situations.

A family firm, over 100 years old, operating in

the Maritimes, has based its capital expenditure

planning for some decades on the philosophy that

a steady and balanced growth is better than a

growth which proceeds in fits and starts in re-

sponse to periodic changes In business prospects
or credit conditions. This philosophy originally
induced the company to undertake considerable
expmgion during the depression of the early

1920's, and the proven profitability of that expansion

had led the company to continue graduate expansion

even when conditions are temporarily adverse.

A small family wholesaling firm in Nova Scotia
has expanded steadily for many years, financing
growth by means of bank loans and retained
earnings. The company has never asked for more
bank credit than it has been able to obtain, or
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has never altered capital expenditure plans be-
cause of changes in the cost or availability of
‘credit. When asked a more general question about
the effects of credit restrictions on business in
Nova Scotia, the executives were unable to draw
from their years of experience any instance in
which it has come to their notice that the capital
expenditure plans of any regular commercial
enterprise has been significantly affected by
changes in the cost or availability of external
funds.

If it is true, as the above information sug-
gests, that there are relatively more fimms with
low rates of growth in some regions than in
others, it is obvious that the use of proportions
of fims affected as guide to the distribution of
expenditure effects is not advisable. Unfortun-
ately, the survey data referring to actual post-
ponements is too slight to be used for compari-
sons of this kind.

Another reason for regional distribution of
effects may be the geographical pattem of in-
dustry. The response in Alberta is relatively
low in part because of the large number of
foreign financed oil firms. In British Columbia
the response may be high because of the exis-
tence of a substantial number of small indepen-
dent units in the forest industry,



CHAPTER Vil

INVENTORY INVESTMENT, INTEREST RATES AND
THE AVAILABILITY OF CREDIT

Most of those who have held that monetaty
policy exercises a considerable influenceover
corporate investment have looked for the main
effect in expenditure on plant and equipment.
There are exceptions, of whom Sir Ralph Hawtrey
is the outstanding example. In his memorandum
to the Committee on the Working of the- Monetary
System, Sir Ralph argued along the following
lines: - » A

‘“Even when a rise in the short-term rate of in-

terest, and its reactions on the investment market

require 'a re-consideration of the calculations
previously made, a capital enterprise cannot be
postponed without heavy loss after a certain stage
in the proceedings have been reached.... The cost
of temporary borrowing has therefore very little
effect upbn the action of those embarking on
capital enterprises..... On the other hand, borrow-
ing for the purchase of materials for use inproduc-
tion is bound to be sensitive to the terms of
borrowing, ”’

(Memoranda of Evidence, Volume IO, p. 118,

para. 24-26)

Over the decades in which this position has
been put forward, few have become converted to
the view that it is-changes in inventories which
provide the main effect realized from changes in
credit conditions.

The evidence from the Survey indicates that
the interest rate component of credit conditions
usually has very little effect on investment in
inventories, In the course of the interviews with
large firms, executives were asked for an expla-
nation of the procedures used in establishing
and achieving inventory targets. The following
examples have been selected to indicate the role
of interest rates in-inventory level determination
in various industries,

A large primary metal producer has feed inven-
tories of raw materials which are established as a
small percentage of forecasted sales, Most raw
materials and supplies are not stocked until
specific orders are received. Inventory levels are
set in terms of physical volume, and no compute-
tions are made of the costs of carrying inventory.

A large o0il company keeps inventory stocks
adequate to fill anticipated demands, and keeps
one month’s additional supply as a buffer. In some
periods the size of the buffer stock changes but
this has never been because of changes in the
cost of carrying inventory.

In a large food firm, changes in the market rate of
interest play no part in the control of inventory.
The operating manager responsible for inventory
control (who is judged on the basis of his divi-
sional profit) is charged a flat 6% for the money
he uses, a rate which has not been changed for
30 years,

A retail chain store reported that if ever inven-
tory limits are set for departments they are phrased
in terms of the number of weeks supply of an item
which the department is allowed to keep on hand.
The company makes no computation of the cost of
carrying inventory and pointed out: ‘‘Having
regard to our continuous, strong and organized
drive to keep inventories to a minimum, interest
rates are not a factor in our decisions’’,

A primary metal producing firm indicated that the
desired size of finished goods inventories is set
as a result of a top management decision. Once
the desired level of production had been set by
top management, the operating staff set the inven-
tory levels of raw materials required to service
the chosen production level. These decisions are
made ‘in part on the basis of a discounted cash
flow analysis of the relative direct costs of
producing at a steady rate end maintaining large
and fluctuating inventories, or maintaining a more
variable level of production and a lower average
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level of inventory. Throughout these inventory and
operating level decisions, which are essential to
the company’s operations, there is no explicit
consideration given to changes in the costs of
external borrowing,

A manufacturing firm reported that inventory
levels are adequate only to maintain the flow of
production, in most items amounting to no more
than a day’s or a few days’ production. Insurance
against a failure of continuous supply of materials
and parts is provided by arranging for altemative
sources, The costs of carrying inventory are con-
siderable (handling, storage space and capital
employed) but they are not measured. No consider-
ation is given to the cost of funds.

Officials of a large firm with $90 million of inven-
tory stated that high interest rates acted as a spur
inducing the company to keep inventory levels as
low as possible, but denied that changes in in-
terest rates caused any change in their view of
the most desirable inventory level to be main-
tained. One reason for this is the apparently
incalculable nature of the increase in the value
of their product arising from longer periods of
storage.

A manufacturing company which stated that in-
terest rates are not explicitly considered when
inventory levels are set went on to say: ‘If we
think there is going to be a period of restricted
credit, which will affect sales, we will attempt to
cut our inventory’’.

The vice-president of a manufacturing firm said
that his compeny’s inventory carrying costs figure
was approximately 16% per annum. It was company
practice to indicate to the operating departments
that the inventory carrying figure is approximately
20% per snnum. Neither of these rates is altered
when market rates of interest change. The im-
pression was given that the producing departments
are made aware only of the need to keep inventory
low, and not of any changes that may take place
in financial markets.

The firms described above, and all but a very
few of the whole group of firms with assets over
$90 million, do not take account of changes in
interest rates when setting inventory target
levels. In the two cases studied where short run
changes in interest rates find their way into
inventory level calculations (the current bank
lending rates is used), the executives inter-
viewed could not think of any situations where
past changes in interest rates had been large
enough to swing an inventory decision. Several
of the largest firms have adopted inventory con-

trol systems in the past decade employing elec-
tronic computers in the setting of inventory
levels. In some cases the executives interviewed
were aware of the existence of the control sys-
tems, but not of the precise nature of the data
used in the inventory level calculations. In those
cases where they were familiar with the system,
the computer programme either did not involve a
specific interest rate, or used one which rep-
resented an average cost of funds which was not
subject to alteration with movements in market
rates of interest,

It is therefore quite clear from the Commis-
sion’s survey that the largest firms do not
explicitly consider short run changes in interest
rates when setting inventory levels. The ex-
planations of this ignoring of market rates of
interest are generally the same as those con-
sidered in Chapter VI for the use of arbitrary
interest rates or relatively fixed irterest rates in
the calculation of the profijtability of capital
expenditures. In addition, there is apparently an
important respect in which the inventory invest-
ment decision is different from the' capital
expenditure decision ina way that makes interest
rates less relevant for inventory level-setting.
Many executives spoke of the cost of carmrying
inventory as being important costs, and gave
indications that there was a continual awareness
of the opportunity cost of funds tied up in inven-
tories. But in order that changes in interest rates
have an effect on the irventory target levels, it
is necessary not only that the costs of carrying
inventory be known, but that they be in
some sense balanced against the gains in
revenue from carrying more ihdventory or the
loss of revenue from carrying less. If such
a balanciig cannot be made, there are no
grounds for deciding what changes in inven-
tory target levels could or should be made
when interest rates change by any given amount.
It was the contention of almost all the executives
interviewed that the benefits of carrying different
amounts of inventory were not quantifiable in
such a way as to make possible a balancing of
costs and revenues. Except for certain raw
material stocks whose levels depend upon antic-
ipated shortages or price level shifts, the in-
ventories of manufacturers were said in most
part to be dictated by the technological require-




ments of the production process. The trading
concems, on the other hand, were aware of a
greater freedom of choice in setting inventory
levels but emphasized that the adequacy of most
inventories could be measured precisely only in
relation to turnover,

The foregoing analysis of the role of interest
rates in inventory decisions is derived from inter-
views with large firms. The results of the mail
survey of firms under $90 million in assets
initially appeared to indicdte a much. higher
response of inventories to changes in credit
conditions. 12.9% of all firms with assets under
$90 million completing questionnaires stated
that changes in interest .rates and availability
of credit had in whole or in part been responsible
for inventory reduction in 1959-60, while 18.6%
of the same firms indicated that they had reduced
inventories during at least one of the three
periods of credit restraint since 1954. For the
various size groups the indicated response was
roughly similar in 1956 and 1959, but signifi-
cantly greater for the smaller firms in 1962, Of
the firms completing the questionnaire indicating
inventory changes in any of the three periods,
100 were subsequently interviewed. The inter-
view evidence indicated that changes in credit
conditions had been responsible for inventory
level changes in only 25 of these cases. When
firms giving positive responses were asked what
their inventory policy would have been had in-
terest rates been lower and credit more readily
available, most replied to the effect that prudent
management would have led to a reduction of
inventories even if credit conditions had been
much easier. The following examples indicate
the typical explanations received in follow-up
interviews which led to a re-interpretation of the
questionnaire answers,

An executive of a retail store which indicated a

reduction in inventories due in whole or in part to

changes in credit conditions in 1962 was sub-

.sequently interviewed He explained that in the

last half of 1961 the company’s inventory began

to ‘‘get out of hand’’. The pressure has been on
since, but the timing and extent of the ‘‘push’ on
inventories was not affected by the general state

of credit conditions. Suppliers had not requested
that inventories be reduced.

The General Manager of a plumbing and heating
firn answered ‘‘yes’’ to the inventory reduction

THE EFFECTS OF MONETARY POLICY—VII 399

question for all of the three periods of restraint.
In subsequent questioning he pointed out that the
company is continually working to keep its inven-
tory free of leftover items. He was not sure that a
larger inventory would increase net income enough
to pay the company’s costs. Inventory policy does
not change with changes in credit conditions.

The President of an automotive supplies company
indicated on his questionnaire that inventories
had been reduced in 1959-60 and 1962. His ques-
tionnaire also showed a large bank loan madein
1959-60. In the subsequent interview he pointed
out that the bank asked the company to keep in-
ventories low when the large loan was outstand-
ing. Inventories were cut in 1959 and pressure
has been kept on them continuously since. The
company’s inventories are only of parts which are
being made to order so that no risk is involved,

The Treasurer of a metal working shop had in-
dicated a reduction in inventories in all three
periods of restraint, In the subsequent interview
he pointed out that there were excessive inven-
tories built up in the late 1940’s as a reaction to
wartime shortages. He said that inventory pres-
sures follow stock taking and changes in .sales
and profits. He argued that monetary policy *‘should
influence our inventory policy but in fact it does
not'’. In his view tighter credit should affect in-
ventory policy because it is likely to cause
changes in sales.

The President of a manufacturing company in-
dicated that reductions in inventories had occurred
in 1959-60 and in mid-1962 in whole or in part in
response to changes in credit conditions. In the
subsequent interview he pointed out that inven-
tories had come down regularly over the past three
years. The cuts had coincided in part with the
period of tight bank credit. The interviewer judged
that the answer for 1959 was verified but not that
for 1962.

The Secretary-Treasurer of a manufacturing com-
pany indicated a reduction in inventories in 1962
in response to changes in interest rates and avail-
ability of credit in mid-1962. When questioned
directly he pointed out that in 1961 and through
the spring of 1962 the company was re-organized.
Management consultants showed how inventory
could be reduced and the cuts were made. The
efforts were started in the early part of 1962 and
reductions totalling $100,000 were effected before
the end of the year.

The Secretary-Treasurer of a chemical company
indicated on the compeany'’s questionnaire that
inventories had been reduced in 1962 in response
to changes in credit conditions. In the interview
which followed he pointed out that there had been
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a large seasonal carryover of inventories in 1961
and the decision was made to cut inventories.
One product which had been bought in bulk before
the end of navigation in 1961 was sold during
1962, thus causing a large reduction in inventories
in 1962. These inventory reductions were a matter
of company policy rather than a reflection of credit
conditions in Canada. He pointed out that he
always ‘‘hammers’’ inventory managers to keep
stocks low and the vigour with which he ‘‘ham-
mers’” does not vary with changes in credit con-
ditions.

The Treasurer of a pulp and paper company in-
dicated on the company’s questionnaire that
inventories had been reduced in 1959-60 and 1962
in response to changes in credit conditions. When
questioned directly he pointed out that much of
the company’s business is for special order and
inventories are thus irrelevant. Raw materials are
" kept “as low as possible, consistent with the flow
of production’’. Far more can be gained from more
efficient handling thaen from saving on the cost of
funds, Sales service is the important determinant.
He added, ‘‘l blitz inventories once a year, come

hell or high water?’’,

Other firms which had given a positive
response to the inventory question turned out on
closer inquiry to have made reductions in re-
sponse to changes in credit conditions. These
responses fell into two broad categories, Some
firms had reduced their inventories as a direct
result of higher interest rates and limitations on
the availability of credit. Other firms changed
their inventories in response to changes in
anticipated demand related to the change in
credit conditions or were affected by changes in
the general ‘“climate’’ of business they expected
to be brought about by a rise in interest rates or
limitations on the availability of credit.

The following examples indicate the nature
of the response of firms directly affected by
credit restraint. It will be noticed that in some

Ry

cases changes in credit conditions were only
one element in the forces at work.

The Treasurer of an engineering firm reported that
in 1956-57 and in 1962 they had been spproached
by their bankers to reduce their line of credit and
that the company had adjusted by cutting their
inventory. The President disagreed that the banks
had in fact determined company policy and sug-
gested that an excess inventory problem had
developed and a reduction would have been
undertaken anyway.
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A firm in the communications industry wrote as
follows: ‘A decision to withdraw from certain
activities, thereby reducing inventories, was
made in 1959-60 to free capital for anew venture.....
because of the difficulties of raising money at
reasonable rates. The process of review of capital
employed has been continuous throughout the
three periods (of restraint), however, because of
the high level of the company’s borrowings and
the attendant high charge for interest. We are
particularly conscious of the cost of marginal
money employed.’’

The President of an electrical goods manufacturing
company reported that inventories were cut in
early 1960 from $4 million to $3.2 million. This
was in part because business had been slack but
also because there were rumours about that bank
{ines of credit might be reduced or that at least
they would not be increased The reduction was
in old stocks which were cleaned out and in some
cases scrapped. Other reductions were made in
the number of lines carried. In 1961 business
volume increased, credit became easier -and in-
ventories grew once again to their earlier size
and more.

A manufacturing and subecontracting firm which
had indicated a reduction in inventories due to
changes in credit conditions, explained their
position in the following terms. When supply con-
ditions are good the company keeps low inven-
tories. But some items must be manufactured and
parts carried on hand. In tight money periods, the
base inventory is maintained but the company will
operate ‘‘very dangerously’’ not buying anything
unless it absolutely is necessary. There are
certain essential cash drains, and these must be
paid before inventories can be built up or payables
paid off.

The President of a lighting equipment fim in-
dicated a reduction of inventories in all three
periods of restraint. In subsequent questioning he
pointed out that interest rates are included in the
calculations of the cost of inventory at prime rate
but they are not varied for changes in prime rate
of less than one per cent.

A company which manufactures cheese indicated
that in their business they must carry substantial
inventories. They watch the cost of carrying in-
ventories very ‘closely. Interest is charged at the
current prime rate and adjusted for each % of 1%
movement in that rate. In broad terms, however,
the level of their inventories is a function of the
previous year’s sales which are projected a year
ahead and revised quarterly.

The General Manager of a small manufacturing
company reported that they had varied their inven-



tories in response to credit conditions. He pointed
out that there is about ‘‘$10,000 of flex in inven-
tories’. The cost of using this ‘““flex’’ is substan-
tial but incalculable,

The Secretary of a clothing company indicated on’

the firm’s questionnaire that inventories have
been under constant pressure but that the bank’s
request in June, 1962 for the company to keep its
loan at a reduced figure was undoubtedly respon-
sible for some of the vigour of the current (1962)
attack on inventories. Similar pressures were ap-
plied to current expenses. In the earlier periods
of restraint the company’s cash position was
stronger and the bank’s pressure less strong,

A manufacturer who had reported a reduction in
inventories in all three periods pointed out that
inventories are restricted as much as possible.
He added, ‘‘however, if we don’t have enough in-
ventory to provide service our customers will go
to the United States. Customers shy away from
suppliers who can’t keep adequate inventories.?’
The interviewer concluded that this was a case
of a firm which appeared to be chronically short
of capital. They have been unable to repay direc
tors’ loans and had borrowed from suppliers. There
did, however, appear .to be additional periodic

pressure on inventories associated with credit -

restraint and the answers were judged to be
accurate.

The Treasurer of an oil company reported on the
company’s questionnaire that inventories had
been reduced in all three periods. In the subsequent
interview it appeared that changes had indeed
taken .place in all three periods of restraint. The
inventories in question were made up of surface
equipment and used pipe. When interest rates were
high the company was more anxious to dispose of
this old equipment while they tended to hold on to
it when financial pressures were slight.

An importing company reported that they curtailed
inventories in all three periods of credit restraint.
They said that they could reduce about 20% and
found that they needed to reduce in each period
in an effort to conserve the credit available to
them They reduced inventories by ordering more
often but said that they were limits to what could
be done as most of their suppliers were in England
and shipments must be arranged some time in
advance.

The Executive Vice President of a large pro-
cessing firm indicated on the company’s question-
naire that a reduction in inventories had occurred
in 1962 in response to the change in credit con-
ditions in that year. In the subsequent interview
he pointed out that the company instinctively re=-
sponds to rising interest rates by cutting inven-
| tories where possible. The steps taken in 1962
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would result in cuts of $500,000 to $1 million.
Their line of credit is ample and they have never
been approached to cut their line of credit. In fact
one bank inan attemptto get;some of the company’s
business voluntarily established a $ 10 million line
of credit which has never been used

The Vice President of a small manufacturing com-
pany gave an explanation of his positive answers
to the inventory reduction question in the follow-
ing terms. The company had had a ceiling put on
its line of credit in periods of tight money and
had made inventory adjustments ‘‘in sympathy’’.
The net effect was judged to be small.

The above examples all refer to firms which
reported reductions in their inventories as a
direct result of credit restraint. Other firms were
influenced in their inventory decisions by the
anticipated effects on their customers or on the
economy as a whole of changes in credit con-
ditions. The following examples indicate the
nature of this kind of reaction.

The administrative manager of a small drug com-
pany reported a reduction in inventories in 1962.
Their inventory was. cut from $250,000 to $200,000
between June ‘and August 1962. These were de-
scribed as the result of ‘‘scare effects’’ as the
moves were made by persons not usually involved
in obtaining or managing finances.

A garment manufacturer reported on his question-
naire areduction in inventories in all three periods
of restraint. He opened the interview by remarking
‘‘we get so many forms in here we just fill them
‘in without worrying too much about what we 'say’’.
On his inventory policy he had the following to
say. ‘‘Our general attitude is somewhat casual.
When money gets tight we tend to look closely at
them and can cut as much as 10% out of work in
progress and finished goods inventories.’’ The
interviewer judged that declines had occurred
primerily as a result of the psychological effects
of credit restraint.

The Treasurer of a large m'anufacturing company
described the company’s inventory target levels
as being set in accordance with tumover standards
and thus directly related to anticipated sales.
The cost of funds is not a factor, If however, “‘we
think there is going to be a period of restrictive
credit which will affect sales, we will attempt to
cut inventories.’ Although 1959 had been a good
year, and 1960 was expected on general grounds
to be as good again, the credit restriction in the
summer of 1959 were considered likely (particu-
larly the restriction on the bank borrowing of
finance companies) to affect 1960 s‘ales seriously,
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Consequently, it was decided to cut inventories,
and about $6 million was cut out of inventories
between December 1959 and March 1960. On the
whole the company’s view of the effect of the
restriction on sales proved to be mistaken, and it
was necessary to work to full capacity during the
late spring and summer of 1960 in order to satisfy
demand. The Treasurer suggested that a cut of $3
miilion would have been more appropriate.

“The Secretary and Treasurer of a large wood
products firm explained his positive answers to
the inventory reduction question in the following
terms. ‘‘As money becomes tight, it probably hits
our customers, when banks ask them to cut inven-
tories,. The customers delay payments on their
accounts payable in their effort to increase cash
flow. We try not to extend extra credit and we try
also to reduce our own. inventories.®

The examples. cited above indicate that in a
number of cases inventories are responsive to
credit restraint. Such cases are exceptions
rather than the general rule and most small
companies follow the same practices as the
larger firms analyzed earlier. The following
examples are typical.

A mining company reported that they normally
carry about $500,000 in inventories, mostly con-
sisting of raw materials. If inventories double
prodnction is cut, but on the whole inventories
are a function of sales rather then any costs
associated with carrying them. Interest costs do
not influence inventory decisions although inven-
tories in excess of $500,000 involve the use of
bank credit.

A construction materials firm reported that the
company had used a mechanical inventory control
system since 1958 designed to alter inventories
in response to changes in sales prospects. The
data processing for this control is not completely
self-regulating but nearly so. In preparing the
computer’s programme the following steps were
taken:

(1) A careful analysis was made of sales over
‘the last five years with all special sales
eliminated.

(2) The trend in sales was reviewed

(3) The figures thus produced were reviewed
by the company’s regional managers who
are responsible for inventories.

The programme automatically indicates how much
and when to produce. The data used in the pro-
gramme are adjusted monthly on the basis ‘of the
sales forecast. It is company policy to have 30
days supply on hand and production is geared to
take care of seasonal fluctuations insales. The fact

that it takes 30 days from raw material to finished
product is reflected in the programme. Interest
costs are not included in the programme and the
Treasurer concluded that a “fairly substantial’’
rise in interest rates would be necessary before
changes were made in existing inventory policy.
The introduction of the new system led to a
significant reduction in inventories.

A manufacturer of tires and tubes reported that
the company’s inventory policy could be described
as a “flying by the seat of the pants’’ operation.
No interest costs are imputed to the carrying of
inventories and they are adjusted mainly on the
basis of sales projections.

An engineering company reported that inventories
are adjusted monthly in response of changes in
estimated sales. No interest factor is introduced
into the calculation. '

A clothing manufacturer reported that inventories
are not adjusted in response to changes in credit
conditions. The company attempts to even out
production of its various operations by means of
inventory accumulation and if necessary the
products are disposed of at cut prices. The Presi-
dent argued that this procedure was preferable to
cutting production since this means a loss of staff.

The Treasurer of an electronics firm pointed out
that they are not nomally affected by changes in
bank charges in reaching decisions on inventories
He added: “‘we probably should be because of the
size of our overdraft but the fact of the matter is
that we are not’’.

Inventory Adjustment in Response to Credit Ease

There were no questions included in the mail
questionnaire relating specifically to inventory
adjustments in response to easier credit condi-
tions in 1961 and 1962 and no supplementary
comments were received in the mail survey
relating to inventory expansion in response to a
lowering of interest rates or increased avail-
ability of credit. This question was put in a
number of the interviews, in particular to those
firms which had indicated that they had made
special efforts to reduce inventories. in times of
high interest rates and reduced availability of
credit. It was found that most firms which had
““inventory blitzes’’ or changed their inventory
control procedures during a period of credit
restraint . found themselves as well off with the
reduced inventory even when credit became more
easily available. Thus many of the adjustments



were once-for-all changes not reversed in sub-
sequent periods of lower interest rates and easier
credit availability. The following examples are

typical.,

The Treasurer of a manufacturing company pointed
out that ihventory policy since the difficulties of
1959 had been devoted towards reductions, partly
to reduce interest charges but mainly as a result
of ‘‘stronger management’’.

A paint manufacturer pointed out that the company
had adopted a new inventory control system. This
was largely ‘‘a part of a management spruce up’’
but it began in 1956-57. This step was taken
partly because inventories were too high in rela-
tion to sales volume and partly in an effort to
save interest charges. It was indicated that en-
thusiasm for inventory cuts is partly the result of
changes in credit conditions. During the past
fiscal year the company estimates that it has
saved some $120,000 in bank interest charges
and that the effect on sales of inventory cuts
indicates no significant loss.

The Treasurer of a manufacturing company pointed
out that their inventory control system came in in
1959 when credit became tight. Once the system
had been installed there was no incentive to in-
crease inventories when funds became easter.

The President of a utility indicated that shortage
of cash in 1959 had led the company to examine
inventory levels closely, and led to a reduction of
25% in the volume of materials on hand. The in-
ventory control procedures had not been relaxed
since that time although he suggested that some
slight additional cuts in inventory levels might be
made should the need arise.

While in most cases it was suggested that
inventory levels did not respond to an easing of
credit conditions, there were some executives
who indicated that inventories were unintention-
ally allowed to build up between periods of
ccredit tightness, and other cases whete an
explicit balance between cartying costs and
order costs counselled anincrease in inventory
levels during periods of relatively low short-term
interest rates,

A clothing manufacturer stated that his company
varied inventories by as much as 10% ($150,000)
on response to changes in credit conditions. Since
they know the difference between their normal
price and the price they would have to pay a jobber
for cloth if they ran short, they were in a position
to assess in a rough way the cost to themselves
from such a course of action.

THE EFFECTS OF MONETARY POLICY—VIII 403

The President of a utility said that his own atti-
tude towards inventory control varies noticeably
from time to time in accordance with changes in
monetary conditions, When funds are tight he
takes a special interest in monthly inventory con-
trol figures and quarterly inventory statement.
This pressure is relaxed somewhat during periods
of easier credit, thus allowing a tightening of the
company’s inventory control procedures at the
beginning of each period of credit restrictions, He
pointed out that the restrictive measures of June,
1962 which had taken place ten days prior to the
interview would likely lead to a critical evalu-
ation of inventory levels at the July management
meeting,

Conclusion

As in the case of expenditure on plant and
equipment the pattern which emerges is a mixed
one. The evidence summarized above includes
reactions of a widely differing kind, In general,
short run changes in interest rates do not play a
significant role in altering inventory policy but
there are a few exceptional cases where they do.
Some firms respond to restrictions on the avail-
ability of credit by curtailing inventories but do
not reverse this policy in subsequent periods of
ease. In a few cases, however, there is a reversal
when interest rates decline and funds become
more readily available. In general, most firms do
not anticipate a change in business conditions
when money tightens or, if they do, may not take
any explicit action on inventories as a result. In
some cases, however, either explicit effects on
customers or a general feeling that business as
a whole will be affected lead to defensive
reductions of inventories. As in the case of
plant. and equipment expenditures the question
is not whether inventories are or are not affected
by changes in credit conditions but rather the
question of how much and when.

With the exception of afew firms in one or
more periods of restraint, it appears that inventory
adjustments have been quite limited in response
to recent changes in credit conditions. Sirice we
have virtually complete coverage of all firms
with assets over $90 million the responsiveness
which was detected represented all that could
be found for this group. Since we also have a
very large sample of all firms with assets be-
tween $5 million and $80 million the firms which
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indicated some degree of responsiveness are not
representative of a vast group of unsurveyed
firms but represent a high proportion of all the
respongiveness which likely existed. In the case
of firms with assets under $5 million, the ex-
amples of responsiveness are representative of
a much larger number of individual instances,

It is very difficult to estimate orders of
magnitude in this area. As will be clear from the
evidence summarized above there are a few cases,
in particular the $6 million reduction of the large
manufacturing producer in the first quarter of
1960, which were stated in precise terms and
dated. In other cases, it was impossible to get
any firm evidence on amounts although the
direction of the change appeared to be clear. In
some cases it appeared that the amounts invelved
were vety small. For the period 1959-60 it was
estimated that the reductions in the last quarter
of 1959 and the fitst two quarters of 1960 were

of the order of $10-25 million but this is only a
quantified impression of the sum over the economy
of a single large item, a few smaller ones and
many minor changes of unknown size, It is worth
recalling that it requires a thousand cases of
inventory reductions of $10,000 to lead to a $10
million reduction in total inventories. We did not
find any single spectacular example of inventory
reduction in either of the other two periods of
restraint, The 1956-57 episode was sufficiently
far away to dim memories and this is one reason
why examples from the 1962 experience tend to
predominate. There is little evidence of signifs
icant additions to inventories resulting from an
easing of credit conditions but some cases have
been found where a change of this kind is ex-
plicit and there are no doubt many other where
relaxation of pressure led to unintentional
increases.



CHAPTER IX

THE LAGS IN THE EFFECTS OF MONETARY POLICY

In the earlier chapters frequent reference has
been made to the time at which changes in ex-
penditure were initiated in response to monetary
policy. The main emphasis, however, has been
placed on the extent of the response. In this
chapter an attempt will be made to gather together
some of the evidence now at hand on the lags in
the effects of monetary policy.

A recognition of the problems of lags in the
tesponse of the economy to changes in monetary
or any other policy is by no means new. For
example, in a passage in the Treatise on Money
(1930) in which he expressed considerable
optimism about the response of the economy to
changes in monetary policy, Keynes specifically
drew attention to this issue,

“Willingness to invest more or less in manufac-
turing plant is not likely to be very sensitive to
small changes in bank rate, But the quantity of
new fixed capital required by industry is relatively
trifling even at the best times, and is not a big
factor in the situation. Almost the whole capital
of the world is represented by buildings, transport
and public utilities; and the sensitiveness of
these activities even to small changes in the long-
term rate of interest, though with an appreciable
time lag, is surely considerable.

(J.M. Keynes, Treatise on Money, VII, p. 364.

Our italics)

For much of the period following 1930 there
was only a limited interest in the problem of

lags in monetary policy. This was understandable.

During the depressed ’thirties, many leading
countries adopted policies of cheap money and
retained these policies throughout the remainder
of the nineteen-thirties and nineteen-forties.
With the policy instruments set in one direction,
the lags in the response to monetary policy were

not a problem. For example, the high unemploy-
ment existing in the Canadian economy in 1939
could not be imputed to tight money in 1939, or
for that matter totight money in any of the preced-
ing four or five years, but rather to the fact that
the degree of credit ease which had existed for
some years was not sufficiently powerful in its
effects to provide a major stimulus to the economy.
Similarly, the problem in the early post-war
years was not the result of a lagin the response
to'credit restraint, but rather that credit restraint
had not been applied at all. Indeed, it was not
until a flexible monetary policy was restored in
the nineteen-fifties that the setting was provided
in which the problems of the lags in monetary
policy could become important. With reversals
of policy taking place every two or three years,
it became a matter of considerable importance
whether changes in monetary policy came soon
or late after a change in economic conditions,
and whether the response of expenditure and em-
ployment came soon or late after a change in
monetary policy. If the authorities were slow to
act and the economy slow to respond, changes
in monetary policy could have the effect of
widening the range over which the economy
fluctuated. It therefore became a matter of some
urgency to find out how early in a period of
expansion or contraction the authorities could
judge the likely developments in economic con-
ditions and take action, and how long it took
expenditure and employment to respond to such
changes in policy.

We shall be concerned here with lags in the
effects of monetary policy following decisions
taken by the authorities. In the Commission’s
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Report an analysis is made of the problem of
timing encountered by the authorities. There the
question is raised as to whether actions by the
authorities, which after the event turn out to
have been taken late, are best described as
tesulting from a “‘lag’” in the response of the
authorities to past changes in the economy, or
whether delay can be more correctly attributed
to uncertainty about future developments. We
shall begin by examining the lags between
changes in the investment plans of corporations
and resulting changes in income and employment.

There are a number of ways of obtaining in-
formation about the length of the lags between
change in investment plans and actual outlays.
One obvious way is to ask firms to estimate the
time normally taken to carry out the various
steps in the process of investment. For example,
in the case of investment in industrial plant,
firms can be asked how long it takes from the
start of the drawing of plans to the start of con-
struction, or how long it takes from the first
decision to build to the start of construction,
and how long it takes from the start of construc-
tion to completion. Similar questions can be
asked relating to the purchase of machinery end
its production or to the purchase and production
of any asset. The following are some examples
of the kind of information which was obtained
from interviews,

A retailer described the timetable for the con-
struction of a large retail outlet as follows:

1 January, 19A — Preliminary decision made
to build in a particular town,

2 May, 19A — Approval given to the expend-
itures required, on the basis of preliminary
engineering forecasts.

3. September, 19A — Initial drawings prepared
and approved.

4, May, 19B — Construction started.

5. March, 19C — Project completed and opened.

It was suggested that the planning and engineer-
ing time on this project could have been reduced
by about six months if there had been any partic-
ular reason for doing so. Any further reduction in
the planning time or in the construction period,
for a store of this size, would involve substantial
extra costs. Two years is regarded as the min-
imum time required for the gestation and construc-
tion of a major project.

The time schedule of decisions and outlays for
the annual capital expenditures of a large pipeline
operator is as follows:
July, 19A — Sales estimates for 19C prepared.
September, 19A — Capital cost estimates
prepared and letters of intent sent to manufac-
turers of equipment. At this time the equipment
manufacturers start to make equipment in
anticipation of the orders they hope to get.
December, 19A — Construction specifications
published and sent to suppliers. Approval of
sales estimates and prices sought from the
regulatory authority.
January, 19B — Equipment contracts signed.
January — April, 19B — Construction design
completed.
April, 19B - Bids received and contracts
awarded for construction,
April, 19B — Regulatory authority’s approval
obtained for construction plans and terms of
sale,
May, 19B — On site construction starts.
October, 19B - Construction completed and
facilities available for use.

In the fall of year 19A, one firm’s economists
make an appraisal of the economic outlook, and
make e general estimate of the capacity required
to meet the estimated demand in year 19C. These
forecasts are subject to approval at a higher level,
and are then forwarded to the separate departments
for the estimation of the corresponding 19C ex-
penditures for each department. These detailed
estimates would be prepared by June of 19B and
epproved by senior management. Board approval
would follow in October or November of 19B At
the beginning of 19C, a priority list of the proposed
capital expenditures would be drawn up, the most
favourable expenditures being undertaken imme=
diately. The remainder of the projects would not
be undertaken until mid-year approval was granted.
In this way the company leaves itself some flex-
ibility to adjust expenditures during the year.
Thu3 although the amount of capital expenditures
to be made in the last half of 19C is established
in principle in the fall of 194, implying a long lag,
there is a considerable amount of flexibility left
in the expenditure programme for the company to
make eony necessary adjustments indicated by
changes in sales expectations.

An official in a large oil company estimated that
it takes six months to plan and eighteen months
to build a new refinery; and six months to plan
and six to build a gas processing plant; while
service stations of the simpler types can be built
with little planning and a two-month construction
period.

Following a datable increase in sales expectations,
another oil company took six months to design



and approve an addition to capacity, and nine
months to construct the facilities. This was thought
to be a typical lag pattern for normal projects,
with more complex projects such as an entire new
refinery taking substantially longer.

A distillery executive suggested that their projects
take six months in the planning and decision
stages and six months in construction, with
certain variations depending on the type of con-
struction,

A pulp and paper manufacturer gave an example
of the kind of lags in his industry between an
apparent change in business conditions and the
construction of new facilities. In September of one
year, the sales expectations for one of the com-
pany’s products increased considerably. By
February of the following year, plans had been
drawn up and an expenditure of three million had
been approved. The construction took a further
12-14 months. The construction time was less for
this project than in many other cases because it
involved the expansion of old facilities rather
than the construction of a completely new plant.
There is more uniformity "in the length of time
which passes between a change in business con-
ditions and the first major expenditures on new
facilities. The decision and planning period is
usually between six and nine months in length.

The above examples indicate clearly that +
time lags between spending decisions and actual
outlays vary widely depending upon the type of
project. If such information is to be of use in
estimating a lag pattern suitable for describing
aggregate investment, one must discover not
only the typical time. pattern of outlays for the
various types of project, but also find a reliable
measure of the relative importance of various
types of projects in the aggregate investment of
particular years,

Alternative ways of aggregating this kind of
information are illustrated by the work of Thomas
Mayer (‘‘The Inflexibility of Monetary Policy’’,
The Review of Economics and Statistics, 1958),
and Shirley Almon (‘“The Distributed Lag be-
tween Capital Appropriations and Expenditures?”,
Unpublished Paper). Mayer gathered information
by questionnaire on the typical lags in invest-
ment expenditure, Miss Almon based her analysis
entirely on aggregate data for appropriations and

capital outlays. She examined quarterly data

(obtained by the National Industrial Conference
Boatd from 60% of the 1000 largest manufacturing
firms in the United States) of appropriations and
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capital outlays to see which time pattern of out-
lays provided the best fit to the appropriations
data. The appropriations in a particular quarter
are taken to represent decisions to spend, and
the best-fitting distribution of outlays over the
following quarters is taken to be the typical lag
pattern. In view of the doubtful nature of much
of the quarterly appropriations and outlay data,
her results must be treated with some care, but
they are nevertheless of considerable interest.
For all manufacturing, she suggests that 15% of
appropriations are spent during the first half
year, 45% in a year, 77% during the first six
quarters and 92% within two years.

Both the direct estimate and statistical
inference approaches to lags in the investment
process establish some general bench marks
which are very helpful, and it is hoped that
further work along these lines will go forward.
A major shortcoming of this kind of information
for assessing the effects of monetary policy is
that the lag pattern which emerges does not
relate specifically to changes which arise from
monetary policy. Since in such cases firms are
accommodating themselves to a change in ex-
ternal conditions, adjustments in plans and out-
lays tend to be made as soon as possible after
the change in external conditions. Moreover, the
particular projects affected are unlikely to form
a representative sample of all projects and
averages derived for the whole of investment
may well be somewhat misleading when applied
to the part of investment affected by changes in
credit conditions. We therefore .concentrated on
determining as accurately as possible how long
the lags had been for changes in expenditure
which had in factoccurred in response to changes
in monetary and debt policies. The following
examples illustrate the kind of information ob-
tained.

A metal products firm started in mid-1954 to plan
a $5 million expansion, By May, 1956 they had
reached the stage of arranging financing. At a
Board meeting that month, it was decided on the
basis of the advice of two investment dealers on
the Board that the money could not be currently
raised on the market. The expansion was post-

pqned. The construction would have begun in mid-
1956 and would have been completed in two years.

The Board of Directors of a paper company had
tentatively approved a plan to purchase an addi-
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tional paper-making machine, but the sharp rise in
interest rates in 1959 ‘‘made the cost prohibitive’’,
In 1962 the project came up for consideration
again but the directors were concerned over the
anticipated interest rate (61%%) on some $4-$5
million which they would have to borrow. It was
estimated that the employment effects would ex-
tend over a period of two-and-a-half years, Part of
the work on new buildings could have been carried
out within a few months, but the construction of
the machine would have been spread over a much
longer period and might well have taken place in
another country.

A company which approached its bank in July,
1962 for funds to construct some previously post-
poned warehouses was told that a further delay
would be necessary ‘‘in view of the austerity
programme.’’ These warehouses would have been
constructed in the summer and fall of 1962.

In early 1961, a construction materials company
decided to double the capacity of one of its re-
gional plants. In May, 1962 plans were publicly
announced for a $6-$8 million extension to start
in mid-1962. The high interest rates and poor con-
ditions in equity markets in June, 1962 led the
firm to postpone construction for at least a year.
It was estimated that the construction would have
been spread over a period of 14-18 months,

A small wood working firm might have spent
$1000 more on modernization during the calendar
year 1959 if additional bank credit had been avail-
able during the latter half of the year.

A forest products firm revised its 1962 budget in
July, 1962 and deferred a $300,000 modernization
project for nine months and $150,000 of mainte-
nance expenditures for a year or more. The out-
lays would otherwise have taken place in the last
half of 1962.

A construction firm postponed the purchase of
$200,000 of new equipment when it was unahble to
get bank accommodation in the late summer of
1959. The equipment would have been purchased
in the fall and winter of 1959.

A machinery firm decided in the fall of 1959 that
credit restraint would reduce demand for their
product and postponed a $300,000 extension which
would have been completed by the spring of 1960.

A metal products firm found credit tight in 1959-
60 and postponed possibly $20,000 of machinery
purchases from 1959 and 1960 until 196 L

A small machinery firm was in financial difficulties
in 1959. Their bank withdrew support completely
in June, 1959, and the company went into receiver-
ship. Some capital expenditures would have been
made in the latter half of the year had further
credit been obtained.

A small manufacturing firm hoped to spend $75-
$100,000 on modemization during the calendar
year 1962. The ‘‘tight money talk’’ of May and
June, 1962 discouraged them from even applying
for the necessary loan from their bank.

In mid-1960, a utility shifted $2-$2%% million of
expenditure on distribution facilities from the
period September, 1960 to September, 1962 to a
subsequent period not starting before September,
1962. Credit conditions played a small part in its
decision.

A utility made several changes in June, 1962 in
the financing &and spending plans which had
previously been approved as part of the 1962
budget. The aggregate effect of all the changes
was to decrease capital expenditures in 1962 by
$550,000, by $750,000 in 1963, and increase out-
lays by $625 million in 1964 and $675 million in
1965.

A small manufacturing company was planning a
$90-$100,000 extension to be constructed in the
fall of 1959. The firm’s bankers showed reluctance
in September, 1959 to advance the funds and the
project was shelved.

A medium-sized power utility had approved in the
fall of 1958 expenditures during 1959 of $250,000
on 6-8 smaller projects for system improvement.
In mid-1959, the revenue estimates for the latter
half of the year were revised downwards and the
firm appeared to be approaching its borrowing
limit, The $250,000 of expenditure was shifted
over into the 1960 and 1961 budgets.

A construction materials firm postponed the pur-
chase of cars and trucks in 1962. The amount
involved was around $80-$100,000 and the pur-
chases would have been made in the 1962 model
year.

If we had found many examples of the effects
of credit restraint in the three periods, and had
been able to date accurately both the direct and
indirect effects on employment and output, these
data could have been used to measure with some
precision the lags in the effects on expenditure
which are directly relevant. It is, however, very
difficult to generalize from the limited number of
cases with which we have had to work, and
neither the amount nor the accuracy of the data
permit any meaningful comparison of the average
lag characteristic of each period of restraint.
Our evidence, for what it is worth, indicates
that the effects of credit restraint are spread
over a wide period, ranging from a few weeks to
several years, and suggests that at least six to




nine months is. probably required to encompass
a major proportion of the effects on output and
employment.

The problems raised by the lags between
decisions and expenditures are in part dependent
upon the extent to which these lags must be
added to other lags, in particular added to lags
between action on the part of the authorities and
the response of the financial system. As pointed
out in the Commission’s Report, the lags within
the financial system depend on the decisiveness
with which the authorities act. If, as at the time
of the exchange crisis of 1962, they act with
great vigour, the lag between an initiative on
the part of the authorities and a major change
in credit conditions is very short indeed. If, on
the other hand, the authorities choose to act
gradually, a period of 6-9 months or more may
elapse before there has been a major increase
in interest rates or noticeable restraints on the
availability of credit. This would not raise a
serious problem of timing if it could be expected
that the initial steps in the direction of credit
restraint led - immediately to changes in expend-
iture decisions and consequential effects in
succeeding periods. If, however, it is the case
that the early months of a change in monetary
policy in the direction of restraint are ordinarily
taken up in bringing the financial system to the
point where it begins to exert a restraining in-
fluence on expenditure, then expenditure lags
must be added to the lags within the financial
system.

Our evidence on this issue should perhaps
be viewed with some suspicion, In the question-
naire and in the interviews we set the stage by
sketching in the periods of credit restraint, and
when the timing of a particular postponement
bore little relationship to the changes in credit
conditions it was queried very carefully. We
found little evidence, however, which suggested
that the kind of minor changes in credit condi-
tions characteristic of the early months of a
period of restraint exercised any significant
influence over expenditure. On the other hand,
there was evidence of a clustering of effects in
periods when credit conditions had been tightened
considerably. We would conclude, therefore, that
in many cases the lags within the financial
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system and the lags in expenditure must be
added to determine the likely timing of the re-
sponse of corporate expenditure to changes in
monetary and debt policies.

The lags in-the effects of an easing of credit
conditions differ in one important respect from
those  characteristic of credit restraint. The
difference arises primarily in those cases where
it is the availability of credit rather than interest
rates which affects the firm’s willingness to
spend. When a firm faces a quantitative restric-
tion on its borrowings, it is often under imme-
diate pressure to conserve funds, and the response
follows fairly quickly. When, on the other hand,
there are significant increases in the amount of
funds which a firm could borrow from its usual
sources, that fact may not become quickly known
to firms unless they have shortly before been
aware of quantitative restrictions. Aside from
this variable lag before firms become aware of
a change in credit conditions it is likely that
the actual lag between a change in financing
plans and a change in outlays is likely to be
longer in the case of ease than in the case of
tightness. If a firm decides to borrow less money,
then expenditure must be cut to match. If a firm
decides to borrow more to finance - investment
expenditure, it is not under immediate pressure
to spend. It is worth of note, however, that a
significant proportion of the firms affected by
credit ease were in fact the same firms which
had been affected by prior credit restraint. In
these cases, it was found that the lags between
the decision to undertake a project and the
actual outlays were similar to the lags associ-
ated with the postponement.

Conclusion:

We have suggested that in studying the lags
in the effects of monetary policy there is some-
thing to be said for going beyond the structural
characteristics of the system to study the
specific lags to specific changes in policy.
There are dangers in adopting this approach.
There may be significant changes from period
to period in the types of capital expenditure
affected. This is obviously the case for the
economy as a whole. The drastic changes in
availability arising from the system of lending
under the National Housing Act have led from
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time to time to major effects on housing expend-
iture. Lending can change very rapidly in the
area of housing and significant effects on ex-
- penditure can occur in a matter of weeks. Thus
the fact that in 1957-58 changes in N.H.A. lend-
ing were part of the shift in the direction of
credit ease meant that the effects of credit ease
on the economy as a whole were much larger and
much earlier than they would have been other-
wise. Within any sector of the economy similar
differences. could arise, particularly if there are
changes in the structure of credit conditions
from one period of restraint or ease to another.
If, for example, the authorities adopt policies
in one period designed to curtail the availability
of credit with a dampened effect on interest
rates; they will probably affect a different size
class of corporation and may affect different
types of capital expenditure than if they had
followed a policy of more general restraint.
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Similarly, if there is a change in the structure
and practices of the financial system, such that
availability effects are reduced and interest
rates play a more important role, this might be
expected to have some influence on the lags
which could be anticipated. There is thus no
simple answer which can be expected to offer
precise guidance to future policy.

This is not to say that it is useless to try
to extend our present knowledge. If enough could
be known about the structure of credit conditions
in a particular period and enough known about
the size of and lags in the effects characteristic
of the sectors which would be affected. by this
structure of credit conditions, a judgment could
be made about the timing of the aggregate effects.
Something of this kind can alteady be done in a
very rough way but fuller and more detailed
knowledge is required before the existing range
of uncertainty can be narrowed.




CHAPTER X

CREDIT CONDITIONS AND THE NON-RESPONDERS
TO THE MAIL SURVEY

Enough has been written in the preceding
chapters to indicate the limited reliance which
can be placed on the replies to the mail ques-
tionnaire. With question after question, it was
found that there was a tendency to indicate a
positive response when a change had been made,
even when that decision was quite unrelated to
general changes in credit conditions. Thus
shifts in financing or reductions in expenditure,
which resulted from the special circumstances
of the firm or the level of demand for the products
of a particular industry, were reported as positive
responses to general changes in the cost and
availability of credit, even when they were quite
independent of such general changes. Further,
in a very few cases it was found that while a
negative response had been given to a particular
question in the mail survey, -the subsequent in-
terview questioning brought ‘to light changes
which were at least partly related to general
changes in credit conditions.

If negative answers should on occasion have
been positive, and positive answers should very
frequently have been negative, it might appear
that the mail questionnaire was of little use. As
pointed out earlier, this was not the case. The
mail survey brought us into touch with a sample
of firms which had experienced some impact from
monetary and debt policies and this. permitted
us to locate and interview those firms which
were most likely to have something interesting
to report, Moreover, since the negative responses
to questions were in general fairly accurate, the
mail survey widened the coverage of the inter-
view programme and made it possible to draw
some broadly based quantitative conclusions.

While the response rate was high for a survey
of this kind, there were around 500 firms for
whom a completed questionnaire had not been
received. As soon as we began to draw con-
clusions  based on the interviews and the mail
survey, this group of firms became a source of
embarrassment. Perhaps almost all of the firms
which had failed to reply had regarded the
survey as irrelevant because they had been
entirely unaffected by changes in credit condi-
tions. If this were the case, we were in danger
of over-stating the effects of changes in credit
conditions on firms with assets under $90
million. Alternatively, perhaps a number of the
non-responding firms had been so adversely
affected by changes in credit conditions that
they were on the verge of bankruptcy and had no
time to answer questionnaires. One businessman
on receiving our questionnaire wrote: ‘‘I don’t
believe a physician should conduct a psycho-
logical study over a patient who is bleeding to
death...”” Perhaps many of the firms which had
failed to reply were in this position, and we
might therefore be underestimating the effects
on firms in the size groups which were incom-
pletely covered by interviews. Idle speculation
of this kind clearly led nowhere, but since these
firms had already failed to respond to the original
questionnaire and two follow-up letters, there
was little point in further efforts along that line.
The decision was taken to contact a number of
these firms by telephone and either arrange for
a personal interview or gather as much informa-
tion as possible on the telephone. For reasons
of economy, this was done for most non-respond-
ing firms in Toronto, Montreal and Vancouver
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and for a few firms in the areas neighbouring
these metropolitan areas.

It turned out that some firms had indeed
failed to reply to the questionnaire because
they had been unaffected and felt that little
purpose would be served by responding.

The Secretary-Treasurer of a manufacturing company

jointly owned by companies in the United Kingdom

and Canada, responded as follows: *‘I remember it.1

did not throw it out. Actually, we havenot borrowed

from a bank in years and I did not think we could

contribute to your survey.’’ The company had not
carried out much capital expenditure in recent
years, but they did add to plant end equipment in

1956-57 and 1959. The firm has not been affected

directly by tight money but ‘‘tight money has very

definitely reduced the volume of business.’’ In-
terest rates have never had any direct effect on
the level of inventory, In recent years the company

has had a substantial portfolio of securities. Of a

total of over a million dollars, in December, 1962,

more than half was invested in short-term govern-

ments, about a fifth in medium and long-term

governments extending from 1968-77, about a

tenth in preferred shares, and a tenth on deposit

with a trust company.

The Treasurer of a wholesaling compeany was
contacted by telephone and replied: ¢‘I don't seem
to remember seeing it.’* They later sent forward a
completed questionnaire, pointing out that as a
wholesaler their capital expenditures were of a
minor nature and their behaviour had been unaf-
fected by credit conditions.

The owner of a small company which acted as a
manufacturers’ agent responded as follows: “Yes,
1 remember seeing it, but (1) we are too small;
(2) we don't owe any money; and (3) we don’t
borrow from the bank.’”” He pointed out that they
do not carry any stock and employ only two people.
They have their own money and keep enough cash
on hand. They had never been affected by credit
conditions.

The owner of a customs brokerage firm replied to
a telephone query in the following terms: ‘I turned
this over to my auditor. I don’t do very much of
this technical end of it.”’ The compeany has no
warehouse, no merchandise and no equipment. The
fixed assets are limited to office fumiture. The
firm represents different importers, pays the duty
and sends a bill for its services. They borrow
from the banks but they are bonded by the Govern-
ment and are responsible for any commitment.
They never encounter any difficulty with the bank
since the bank is well protected.

Other firms had not been entirely unaffected but
did not feel that the questionnaire was well
designed for their company.

The President of an automotive sales firm said
that he felt that ‘‘the questionnaire was designed
for big business.’” He added “We didn’t think our
experience was relevant.’”’ It is a small, privately-
owned company which uses bank funds to carry
inventories. They found their sales limited in
1959 but they didn’t change their capital expend-
itures. Their inventories were reduced because of

the lower sales but not because they could not’

obtain funds.

The President of a British-owned subsidiary in
the machinery industry said: ‘‘I remember seeing
it. The reason for not replying is that we are a
small company. We have had growing pains. The
accountant is so busy he does not lmow which
way is up. We have had a couple of other survey
things he has not had time to do.” He pointed out
that their parent company has been in a good posi-
tion to borrow money in England and there has
therefore been little need to borrow money at this
end. The only influence of tight money might have
been psychological. Credit conditions exercise a
“gubtle influence’’. The parent may feel that the
Canadian company should hold in when money is
tight.- The President was not able to give any
specific examples of this effect. He did say, how-
ever, that the company had noticed a definite
effect on trade credit. In 1959 they had their worst
year for bankruptcy. The parent company extended
terms depending on the Canadian company’s needs.

The Vice-President of an American-owned elec-
tronics manufacturing firm in answer to a question
on their_ failure to respond to the survey, said:
t'we wondered why on earth you would single us
out. We have ten employees and are struggling to
get by. This was one straw too many —-— D.B.S.
drives us mad.”” They have only been going for a
few years. When asked about tight money in 1962
he said ‘‘We practically went under’, Sales were
slow, credit was tight, and money was slow com-
ing in. They bought parts from their parent and
this tided them over. They have not approached
the Industrial Development Bank as yet but they
are thinking of doing so.

A grain broker who had been sent a questionnaire
and had not replied, said: ‘‘In our case we do not
qualify for a reply, We are not borrowing any
money or granting eny credit. I looked over the
questions and they are so far over our head...”’

The Secretary Treasurer of an American-owned
canning company said: ‘‘I didn’t feel that we had
anything to contribute. We are owned and operated
from the U.S Tight money has been no problem.
They guaranteed our borrowing and changes in
Canadian monetary policy did not affect us.”’ They
are owned by a very wealthy company and the only

effect they have noticed of monetary policy is that

when the prime rate went to 6% the American




parent said they had idle money in the U.S. and
sent it up without interest. Their accounts receiv-
able do not fluctuate to any measurable extent,

An executive of a small construction materials
firm said: ‘‘We didn’t think our information would
be of use. We are a private company with no out-
side financing.’ They have carried out capital
projects in the last few years and have never post-
poned because of credit conditions. They have
never altered inventories in response to credit
conditions. They very seldom borrow from the
bank. They have noticed that in the last year or
two it has been more difficult to collect from
creditors and up to a point they are prepared to
help them.

The Comptroller of a retail distribution chain,
when asked what had happened to their question-
naire, said: ‘‘We have used banking facilities to
such a small extent that a number of questions
could not be answered —— practically nothing
applies.”” He went on to point out that retained
profits have provided the funds they have required
for expansion. They have tripled their volume in
the last twelve years to around $3 million. They
have not been affected by bank credit, although
they do discount paper at the bank. In deciding
the level of inventories, they work on an inventory
turn ratio and expect at least four turns a year.
The cost of money was said not to influence them
to any great extent. They do not hoard merchan-
dise, and adopt a ‘‘business point of view rather
than cost of money.’’

Some firms which failed to reply to the mail
questionnaire wrote to say that they had merged,
‘discontinued operations, or gone bankrupt and
were not in a position to supply information. In
one case, the bankruptcy was attributed to the
state of credit conditions but on closer examina-~
tion this turned out to be a doubtful case. It is
quite possible that some of the other cases for
which no detailed information could be obtained
would fall into the category of firms which had
failed because of general limitations on the
availability of credit,
The Chairman of the Board of a development com-
pany wrote: ‘‘Please be advised that the said
company is presently under the Creditors
Arrangemeént Act. We trust that you will concur
that in view of this situation, the questions heréin
are not particularly relevant and the questionnaire
is retumed herewith.’’

A letter received on December 10, 1962 from a
firm in a resource industry, read in part as
follows: ¢ was liquidated on July 31 of
this year. Much of the information requested is
not readily available.’’
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Responding to the French language questionnaire,
a firm in Quebec wrote as follows: ‘‘We regret
not being about to give you the information re-
quested for the reason that all our forestry opera-
tions have been suspended since November, 1960.
But we believe it is necessary to give you the
reasons for our decision. Our companyis a fumily
business which in normal times has a turnover of
about $350,000 a year, with an investment of about
$250,000. To operate our business, we have to
obtain the financial help of the chartered banks,
that is to say short term loans guaranteed by the
directors of the company. These loans are neces-
sary in order to take care of the processing of the
raw material until it is ready for the market in a
period of 6 — 12 months.

“Since 1957, the market for sawing lumber has
been subject to a decline in prices; on the other
hand, there has been a continuous increase in
wages, machinery, etc.,, and added to these dif-
ficulties the banking restrictions on credit for
this type of operation; necessary credit has been
almost impossible to obtain.

‘‘We do not consider ourselves obligated to assume
all the risks for this type of operation, in order
to create employment from which the whole com-
munity benefits, under the present conditions of
the market for sawing lumber.

“I underline these problems which have affected

our company in the last few years and which

surely have caused serious trouble to a number of

small employers like us.” ‘
(Our translation)

The Treasurer of 8 mining company reported that
the company had been in a state of flux. They had
been in a state of receivership and now had
passed into bankruptcy. He said that the with-
drawal of credit in 1959 had been what led to the
receivership, and when in 1962 the shareholders
had tried to borrow to pay off the bondholders,
money was again tight. When he described the
details of the company’s birth and collapse,
however, it was much less clear that general
credit conditions had had a great deal to do with
the problem. They got into difficulties very soon
after their establishment in themid-’fifties, and
when they were unable to meet their interest pay-
ments in early 1959 resorted to panic financing,
borrowing $1 million at an annual rate of 25% The
company went into receivership when the bank was
unwilling to renew a loan in the spring of 1959,
The bank loan was repaid within a matter of
months. On further reflection, the Treasurer could
not recall whether any mention had been made of
the state of credit conditions and didn’t think
that the bank’s decision could be attributed to
tight money. He did think, however, that if they
had been able to hang on for another six months
in- 1959 they might have been able to stay solvent.
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Many firms had failed to respond for reasons
unconnected with the effect of credit conditions

on

the company.

An executive of a small drug company said: ‘1
remember seeing it. I sent it on to our auditors.
I was under the impression that they had answered
it, but apparently they didn’t.’’ While their firm is
classified- as manufacturing, he pointed out that
they were restricted to sales, with four men on the
road and two in the office., He was doubtful that
credit conditions had affected them, although in
1962 the bank was unprepared to increase their
loan. They were tumed down by the Industrial
Development Bank who said that they would help
if he were interested in building a plant or buying
machinery, but otherwise not. He is now factoring
his accounts and has been doing so for the last
four months at 1% a month on almost all of his
accounts receivable.

The owner of a small office machinery rental
company said: ‘‘I do remember seeing it — we have
moved and I can’t find it now.’’ He pointed out
that he was not affected by bouts of tight money
but had found lack of finance a problem. They are
a small company which rents typewriters and
adding machines; they are privately owned and
have a small bank loan, In 1962 they tried for an
increase in their. loan to $4000 but were only
allowed $3450. They then made an arrangement
with the companies which supply them with office
equipment to pay 1/12 of the outstanding balance
plus interest at 6% per annum. This replaced ar-
rangements of 30-60-90 days formerly and has
been very helpful. He also pointed out that he has
found the cut-off of overdraft facilities has made
bank accommodation more expensive,

The President of a retail ladies’ wear company,
with fifty employees in one large unit, said: “I
remember seeing it — pressure of time prevented
us from answering.”” When asked a number of
questions drawn from the questionnaire, he pointed
out that they had ‘‘no bearing on this company’’,
They have rarely been called upon to borrow and
have always been able to get it when they want it.
They have liquid assets to pledge with the bank.
Some of these securities are long-term govem-
ments. They don’t notice any particular trade
credit difficulties. Their cash business is about
90% of their total business, with only 10% done
on credit. They rent their premises.

An executive of a wholly-owned U.S. subsidiary
engaged in the processing of furs, said: “I do
recall it — I sent it to our President in the U.S
and I guess he overlooked it.”” They have several
hundred employees but do not carry out much capi-
tal expenditure -- around $25,000 a year. ‘‘We
never postpone capital expenditure because of
credit conditions. Don’t borrow from the bank but

finance ourselves ... Cheap money would not make
any difference to the company.’’ They hold no
inventory except chemicals.

The President of a small retail firm in response
to a telephone inquiry said: ‘‘At the time reports
were sent in to us, we were semi-closed while we
were changing our business. I could have filled
it in, but I worked for 39 nights in a row rearrang-
ing the business.’’ The firm found that there was
too much competition in the line of ladies’ wear
they were selling and had converted to another
line. They tried to borrow from their bank in 1963
without success. They applied to the Industrial
Development Bank but could not wait for the loan
to be processed. As a result, they borrowed from
the immediate family and converted their stores.

The ‘Treasurer of a company distributing fine
papers and book binding supplies, when queried on
the telephone about the questionnaire, replied as
follows: *‘It went off to the accounting department.
1 have some recollection of it.?’ It was pointed out
that the firm had a policy of trying to cut down on
inventories when credit conditions tightened, It
was also noticed that when credit tightened, cus-
tomers wanted extended terms. The company
responds to this pressure by trying to get more
credit from its suppliers. Sometimes as much as
$300—~$400,000 is obtained in this way.

The President of a private manufacturing company
with around $1 million in assets said that the
questionnaire had been handed over to someone,
but the company had moved offices. They had not
been influenced by credit conditions. The com-
pany was sold in 1962 because the sons had gone
elsewhere and there was no successor to take
over,

An executive of a small, privately owned manufac-
turing company explained their lack of response
in the following terms: ‘‘We are a small company;
our office staff is overloaded and we have not the
human possibility to do it. There are too many b
statistics in Canada.’’ The company was described
as being badly undercapitalized. They switched
banks in 1961 after being tumed down when seek-
ing more working capital. They have borrowed
from the Industrial Development Bank and have
outstanding mortgage bonds. They felt that credit
conditions were easier in 1963 than in 1962 bat
could not be specific about any postponements
which could be directly related to credit condi-
tions. They made a private arrangement with a
pension fund in 1962 for $130,000 which was
spent in that year. They had difficulty repaying
the Industrial Development Bank but found the
I.D.B. unwilling to allow them to postpone pay-
ments. They have found their customers much
affected by the change in overdraft arrangements,
It was also pointed out that ‘‘when the Bank of




Canada announces a panx rate increase, the money
stops coming in from the customers.’’

The owner of a small textile company who isa U,S,
citizen but a Canadian resident, replied to a tele-
phone query as follows: ‘This company is not
large enough to have a full office staff, The only
way you get a report is if I sit down and complete
it myself and I am too busy.’” He was critical of
the banking system in Ceanada and compared it
with what he judged to be the greater competitive-
ness of the banking system in the United States.
He pointed out that the rate of interest was not
important as far as business expansion was con-
cerned, and that 1% one way or the other did not
make a difference,

An executive in a ship repairing firm responded
as follows when asked why a questionnaire had
not been returned: “Oh yes, I started on it but
we had one executive off for four months and
another had a heart attack, and that is why we
are so far behind.”’ He began by pointing out that
their firm had felt absolutely no effect from
changes in credit conditions. They have a limit
on their line of credit of $200,000 and have
never used it. Credit conditions have never influ-
‘enced their decision in any shape or form. They
have surplus funds which are lent to bond dealers,
He did, however, point out that credit conditions
had affected their customers and when there is a
shortage of money people tend to hold off on re-
pairs, Moreover, he went on to point out that
collections were very slow in 1963 as compared
with the past.

An executive of a wood manufacturing company,
when asked why the company had not returned its
questionnaire, said: “We happened to be swamp ed
with work. One of the principals hasn’t been well
and we had to put aside things not of absolute
urgency.’”” The company has been using chartered
bank credit under section 88 and the Industrial
Development Bank for capital purposes, They felt
the effects of tight money in 1957. The company
changed chartered banks in that year and has
wre comfortable relations since. They noticed
the effects in 1959 but not in 1962. In 1959 the
company shelved plans to purchase timber rights
and couldn’t undertake propositions to finance
small loggers. They missed opportunities as a
consequence. It was reported that their inventories
were affected in 1957 but not in 1959,

The President of a construction company said
that the questionnaire had been passed on to the
accountant with instructions to complete it and
mail it in. He was prepared to have it completed
and retumed immediately. When asked how their
firm had responded to periods of higher interest
rates and limited availability of credit, he said
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that their own arrangements had not been af-
fected at all. *‘‘We have not required all the line
of credit we have. I have a feeling that people
who were in good shape did not have trouble. ”’
When, however, he was questionned on the effects
of credit conditions on those purchasing the
services of his. company, he pointed out that they
may have had two or three projects involving per-
haps $1 million each, which might have been
affected. He felt that the shopping centre developer
who had financing arrangements tentatively set
up, might have been affected. He recalled one
shopping centre under way in a Western city in
1959. The owner had to get a mortgage and finally
had to pay 8%% even though he had a first-class
tenant. He had to pay since the construction was
already under way.

The President of a retail outlet said: *I haven’t
had a chance to do it. We get so many government
questionnaires around here.’”’ He pointed out that
their firm did not have to rely on bank credit. Their
retained eamnings are the major source of funds
and they never use bank credit to any great extent.’
Accounts receivable have gone down since they
instituted a series of credit checks two years ago.

An executive of a small metal manufacturing com-
pany said: ‘‘We have 80—100 hours of forms re-
quired by the D.B.S. which we have yet to fill in.”’
This executive had begun to answer the question-
naire and had half finished it when he found a
spot where some research was required and put it
aside, The only effects on the firm of general
credit conditions were described as indirect *‘if
there have been any effects at all’’, They noticed
the tightening in 1962 more than earlier and
found it necessary to negotiate a line of credit, A
couple of times they found it necessary to exceed
their line of credit, but only for short periods, They
have noticed that accounts with a tendency to
slowness, particularly tradesmen &eaung with
consumers, are likely to be paid even more slowly
when credit becomes tighter, The executive could
not recall any specific cases where the company’s
customers had been unable to obtain funds for
construction,

- The comptroller of a wholly owned subsidiary
answering a telephone inquiry in April, 1963, said
that the questionnaire had not been returned “‘be-
cause of lack of time.’”” He added: ‘‘In priority
it is behind the labour survey report which was
due last July. One of our troubles here is that we
always have ten jobs to do at once.’”” Their only
source of long-term funds is the parent .company
which supplies all the funds necessary for ac-
quiring new enterprises. The local line of bank
credit and the inter-company account are used to
finance current operations. Neither the avail-
ability nor the cost of local bank credit have
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affected the company’s expenditure. Since loans
from the parent company are interest-free, there
is no financial advantage to the Canadian compa-
ny in using local bank credit. Their accounts re-
ceivable tend to remain a fairly constant propor-
tion of total sales, indicating that collections
do not depend upon credit conditions.

The President of a textile company, on being
asked what happened to the questionnaire, replied:
““We get so many similar questionnaires that we
put them aside until we have more time to con-
sider them, or they may be put straight into the
wastebasket. We are too busy making hose to
answer questionnaires.’” He reported that the
firm had enjoyed favourable bank relations and
had never postponed capital expenditures for
lack of funds. The firm encounters some difficulty
in collecting accounts. The firm itself always
takes purchase discounts. Some of the firm’s
customers are small and unsound financially; the
greater proportion are solid retailers, although all
the customers take an extra 30 or 60 days to pay
under the present competitive situation in the
trade,

The office manager of a logging company said
that the questionnaire was not completed due to
the pressure of other work. The company buys all
its equipment with cash, and while they have a
long standing credit with the bank, they never
approach the limit The company is associated
with some smaller logging contractors who have
to be supported by the company. The company
guarantees two lines of credit. Their accounts
receivable are mainly with large firms on regular
terms.

An executive of a small metal manufacturing com-
pany said that he remembered the questionnaire
and the reason for not replying was that the
“office was upside down recently and we are
way behind in our work.’ They rent their plant
and their equipment is limited to punch presses.
They have six Canadian shareholders who own
the company, and while they borrowed from a
bank in their early days, the business now entirely
finances itself. Their business is a seasonal one,
since they manufacture a consumers’ good used
in winter. Their staff varies from five to thirty-
five, the high coming between September and
February. It is difficult to judge what inventory
to hold since their sales depend on the weather.
Their decision on inventories are not influenced
by interest rates or-credit availability.

The Comptroller of a metal manufacturing com-
pany said that the ¢‘‘whole management had
changed over at the end of the year’* and no one
was available who could discuss the past expe-
rience. The company had spent little on capital
equipment in the last five years and as far as

could be determined .there had been no bank
difficulties.

The Executive Vice-President of a real estate
development company said he had seen the
questionnaire and passed it on for completion.
He assumed it was ‘‘probably still in the works
getting done.”” : This company does some of its
own construction, but most of it is done by out-
side companies. They examine the feasibility of
a property, arrange financing, etc. Changes of
interest rates of % of 1%, or % of 1%, cuts into
the return, but this is not as significant as
whether you can get the property leased. On the
other hand, the general availability of credit
determines whether interim financing is available.
In mid-1962, the availability of mortgage money
had resulted in some postponement, but he was
not able to be explicit. In his view, housing was
more likely to be adversely affected by a change
in credit conditions than industrial construction,
since there is more of a margin in the latter. In
industrial construction, the important thing is to
find good clients. If the client is good, then if
the mortgage rate is 6%% or 7%% the rental can
be adjusted. If you have a weak client, you
always have trouble. If a bank is not available
for the interim financing, the money can be found
at higher rates from a finance company. In his
view, industrial construction is affected by tight
credit because the companies for whom they are
building properties do not want to go ahead. Their
clients have to put in equipment, working capital,
etc. Under tight credit conditions they sometimes
cannot get their banks to go ahead. He was not
able to cite specific examples but this view was
based on his experience in the field.

The Treasurer and Comptroller of a manufacturing
company began by saying: ‘‘I can’t seem to recall
it. We have had quite a lot of trouble re-locating
personnel.’”” He was apparently shuffling through
his papers as he spoke, however, and added:
‘‘Here it is, in a pile of papers.”” During the
course of an extended telephone conversation,
he discussed at some length the portfolio manage-
ment practices of the company. They have $13-$14
million in short-term investments, At times they
have held securities of up to 5 years maturity,
but last year all their funds were invested in swap
deposits. They found they could get a higher return
on swaps than on treasury bills. The Treasurer went
on to say: ‘‘We might have done as well in commer~
cial paper but we were not willing to take it.?? At
one time they held provincial issues but found
that they were more volatile than Canada’s and
it was sometimes very hard to get their principal
back in periods of fluctuating rates. He added:
«J.osses show up like a sore thumb.’”’ His ex-
perience suggested that when money got tight, it
became quite noticeable in the collection ;of



accounts. He felt that during such periods there
was a tendency for the small businessmen to lean
on the large fellows. They noticed that the situa-
tion was particularly bad when the banks eliminated
overdrafts. They have a subsidiary, but they have
not Increased their advances to them in periods of
credit tightness. Their subsidiary has a line of
credit- with a bank. He pointed out that it might
seem strange that a company with surplus funds
should have its subsidiary borrow from the bank
but he explained that any other c:)urse.might, get
complicated. The cost and availability of.credit
has had no effects on their plans to acquire\\plant
and equipment. Since they have not been short of
cash, there has been no effect there or on
inventories.

Some of the firms which failed to teply were
not able to give any information on their reasons,
since the executive queried could not remember
having seen the questionnaire.

A The owner of a small contracting firm, in response
to a telephone query, said that he didn’t recall
seeing the questionnaire, He went on to describe
the company which had assets of around $200,000.
Their purchase of equipment had not been affected
by credit conditions. *‘Interest rates don’t bother
us. Another %% or 1% does not influence us at alL ’*
On their equipment they are permitted 30% on the
declining balance and can get half back in two
years. They only buy equipment when they see
enough work. The life of the equipment is around
10,000 hours; it can then be rebuilt at 30% of
original cost and is good for another 10,000 hours.
He had investigated the possibility of using a
finance company to finance his equipment and
found they were prepared to lend him $250,000
but found that they wanted too high a. rate. Their’
bank looked after them during the last period of
tight money. He pointed out that at the moment
(spring 1963) they had a project ready to go. ‘It
is a $2 million apartment building, and if a Life
company does not come through with the finance
for it, we will not proceed and the company will
not get the sub-contract. ’’

The President of a firm manufacturing sports

clothing responded to a telephone inquiry in the

following terms: *‘It could have gone to the book-
keeper and not come forward to the President.”” He
added: ‘““We have never had any problems with the
bank, although we rely on them quite a bit.”” They
make very little capital expenditure and their
inventories are not influenced by bank credit.

The office manager of a small firm manufacturing
Christmas decorations said: ‘I don’t recall
seeing it. Sometimes they are thrown out. [ don’t
always get the mail.”” This firm does not make
any capital expenditure and rents its space. They
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hire around thirty émployees during the season
from August to November, when they are in produc-
tion, They do not hold inventories of raw mate-
rials, but buy as needed. They produce the product
and sell it as quickly as possible. They rely on
internally generated funds and bank borrowing, If
they have a good season this will carry them for
a couple of years, They have never had any dif-
ficulty borrowing at the bank,

The President of a radio station, in response to
an inquiry about their questionnaire, said: *‘So
much stuff goes over my desk in a day that I
don’t remember all of it.”” The company is owned
in the United States and borrows nothing in
Canada. They pay' cash for everything, and, with
the exception of cars, do not lease anything, They
think it is more profitable to own their own things
and only lease their cars for service reasons.

The owmer of a lady’s dress shop said she might
have received the questionnaire but if so she did
not have it around any more. She was not interested
in the survey and was too busy to answer ques-
tions, She uses bank credit occasionally but has
never found it unavailable when she wanted it

In a few isolated cases, an explicit decision
was taken not to answer the questionnaire.

An executive of a company which was wholly
owned by a British corporation said that it was
not their policy to make available numbers of the
kind we sought.

The Treasurer of a firm oflbuilding contractors said
that the questionnaire was received and put be.
fore the executive committee to decide if an answer
should be sent. The decision was taken not to
respond. This company has been reluctant to
give out information, They were formerly a
Canadian company but in the mid-’fifties had the
choice of remaining a Canadian private company
or becoming a wholly owned subsidiary of an
American corporation, They decided to go in
‘‘with the New York crowd’’ and have since
been in a position to bid on very large jobs. In
the early days of the amalgamation, the parent
guaranteed their bank loan, but in recent years
this has not been necessary. They have never
relied on any outside source of finance other
than the bank. They have no funded debt and
have never dealt with finance companies, equip-
ment suppliers, etc. The Treasurer could not
recall any case in which changes in credit condi-
tions had in whole or in part influenced their
decision or led them to postpone or abandon the
purchase of any equipment. They own a'substantial
amount of equipment which they purchase as re-
quired for jobs, attempting as far as possible to
purchase general purpose equipment which can be
used on other jobs, It might have been the case
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that the company failed to bid on some jobbecause
of an unwillingness to purchase the equipment,
but no such incident had ever come to the atten-
tion of the Treasurer. In 1962 they were heavily
committed in one of the metropolitan areas and
in the North. They have never encountered any
difficulty from the bank. Their line of credit has
been arranged for twelve-month periods and has
been ample. When they have funds on hand they
hold Treasury Bills or bank deposit receipts. The
company only holds heavy inventories of parts
and supplies if they are operating in the bush and
would lose equipment time if there were failures.
Their decisions on holding inventories are un-
affected by changes in credit conditions. Since
they deal with large customers such as govemn-
ments or big companies, their problems in the
area of trade credit do not turn on failures to pay
but rather on the practice of the ‘‘hold-back.’’
Owners hold back 15% of the value of the job
until completion so that suppliers and others
will be sure of getting paid by the contractor.
This practice means that contractors have to have
extra finance to take care of their current expenses.

The Executive Vice-President of a firm in the
mining industry controlled from the United States,
said: “We do not like to file questionnaires unless
it is mandatory or unless we feel it will help the
general picture.”” They have done no outside
financing for fifteen years, Their accounts re-
ceivable have not been affected, except in a
minor way. Most of their sales are to large in-
dustrial firms on annual contracts.

Conclusion

In the course of this concluding investigation,
we contacted over one hundred firms and were
able to get some information from 100 of them.
It was evident that a significant number of exec-
utives failed to respond to the survey because
their companies had not been affected in any
significant way by changes in credit conditions
and they therefore felt that they had nothing to
contribute. At the same time, there were a few
firms which had gone out of business, and this

might have been related to changes in credit
conditions. In one of the cases cited in the body
of the chapter, it was suggested that credit
conditions had played some part in the bank-
ruptcy which occurred. Of the firms from which
we were able to obtain information, we would
judge that if these companies had responded to
the mail survey and had been subsequently
interviewed, three of the firms would have been
classified as ones which had curtailed capital
expenditure in 1959-60. This 3% response rate
can be compared with the 3% rate found for all
firms with assets under $5 million and 2.3% for
firms with assets between $5 and $90 million.
For 1956-57 we found three firms which would
probably have been classified as verified
responders, and for 1962 three, of which one
was doubtful. Since one of these firms was
affected in two periods, we would estimate that
out of this group of 100 firms not completing a
questionnaire, 7 or 8 companies would probably
have been classified as verified responders in
one or more periods, a somewhat higher percent-
age than the 5.2% we found for the firms which
replied to the mail survey.

It is difficult to judge whether this difference
is a significant one, arising as it does from a
somewhat greater responsiveness in 1956-57 and
based as it is on arbitrary judgements which
often had to be made on the basis of a brief
telephone conversation. We were impressed with
the essential similarity in the degree of respon-
siveness of firms which did not reply, as com-
pared with firms which did supply completed
questionnaires. Given the very close relation-
ship of the verified responses for 1958-60 for
the two groups of firms, we would conclude that
a higher response rate to the mail survey and a
correspondingly larger interview programme for
responding firms would probably not have led to
results which differed in any significant way
from our existing results.




CORPORATIONS AND

CHAPTER XI

THE FOREIGN EXCHANGE MARKET

The Survey was primarily concemed with the
direct effects of monetary and debt policies on
corporations. It was clearly also a matter of
considerable interest to know the extent and
timing of the response of corporations to changes
in exchange rate policy., This involved not
only a knowledge of the way in which corpora-
tions carried out their foreign exchange trans-
actions, but also called for a quantitative analy-
sis of the way in which corporate output was
affected by changes in the exchange rate. We
experimented with some questions on the latter
issue and obtained some useful results, It be-
came clear, however, that the analysis of these
effects would call for a full-scale inquiry in
depth. In view of the heavy demands we were
already making upon corporations and the diffi-
culty of mounting another major survey while
the success of the existing survey was still in
doubt, we did not press ahead on this front.
‘While our own inquiries did not go very far, we
have some confidence that a major investigation
using the techniques of economic arithmetic and
econometrics in combination with the survey
method would yield interesting results. This is
a fruitful area for future research.

While our investigation .of the effects of
exchange rate policy was a limited one}, we did
include the following question in the form sent
to corporations:

““The Commission is interested in obtaining

information on the decisions made by participants

in the foreign exchange market. Please describe
briefly the practices you follow as a buyer or
seller of foreign currencies.?’

The useable answers to this question fell into
three broad classes, and the distribution as
between two size classes is shown in Table
XI-1.

We shall first describe and illustrate the replies
to this question obtained in the mail syrvey and
then discuss some of the information obtained
in the interviews.

The Mail Survey

While we discussed foreign exchange prac-
tices with corporate executives during follow-
up interviews, we did not select firms for inter-
views in temms of their response to this question.
Most of the examples drawn from the mail survey
are thus derived from unintempreted data and
should be treated with some reservation.

TABLE XI-1

Foreign Exchange Practices

Percentage Distribution of Replies

Occasional
Always use or Frequent Always use
Assets of Firm the spot F‘orwqard the Forward Total
market Transactions Market
Under $10 million.e..veeerecseceenenneens 76% 6% 18% 100%
$10 million and oVer . .vveveviennnennnnns 51% 10% 39% 100%
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(a) Firms with under $10 million in assets

In general, there is a noticeable difference
in the behaviour of small and large firms in the
foreign exchange market. Many smal! firms have
no dealings in the market at all and either failed
to answer the question or indicated that they
had nothing to report. As indicated in Table X-1,
a high proportion of small firms deal in the spot
market only. The following examples are typical.

A food manufacturer with assets of around $1.5

million reported: ‘‘Purchase foreign currencies

through Bank to cover requirements on a day-to-
day basis.”’

A manufacturing company with assets of just
under $2 million reported: ‘‘Our Company pur-
chases $400-$500,000 foreign currency per year.
We purchase currency when we make payment to
our supplier, which is 30 days after receipt of
invoice.’’

A furniture manufacturer with assets of just under
$1 million answered as follows:‘‘We buy approx-
imately $100,000 in U.S. funds each year in
order to pay for invoices from U.S. suppliers of
lumber, veneer, hardware and tools. The proce-
dure is simply to buy currency at the Royal Bank
of Canada in..seecess.. at current rate as re-
quired.’’

A hardware manufacturer with assets of just
over $3 million reported: ‘‘We buy foreign ex-
change, largely N.Y. funds, to the extent of over
$1,000,000 per year, as required to settle our
accounts. We do not deal in futures.’’

A metal manufacturing company with assets of
just under $400,000 reported: ‘‘We do not hedge,
buy or sell futures. We buy foreign funds only
when the foreign account becomes due.’’

A small paper company with assets of under
$250,000 answered as follows: ‘‘We have very
little dealings on the Foreign Exchange Market.
When importing raw materials we just buy Ameri-
can dollars or English pounds, as the case may
be, at the time the amount is due.’’

An equipment manufacturer with assets of just
over $300,000 reported: ‘‘We purchase foreign
exchange only to pay for materials and equipment
bought outside of Canada. The amounts are small
and we purchase the exchange at the time the
payments are due.’’

Other firms could be classified almost as
clearly as dealers in the forward market. In some
cases, the practice of dealing in futures was
altered with the adoption of a fixed rate for the
Canadian dollar.

¢t _.as to the Foreign Exchange, I would report that
our dealings have been largely confined to the
purchase of futures to cover proposed foreign
purchases, largely U.S.A. We have been told by
two separate chartered banks that ‘‘speculation
is frowned upon by the bank'’.'’

“QOur sales proceeds in U.S. dollars and British
pounds are normally sold ahead through commer-
cial banks. The forward selling period is nor-
mally 60 to 120 days.'’ '

“Buy sterling futures to cover raw material pur-
chases.’’

““Buy New York futures to cover raw material and
machinery purchases,’’

““We buy regularly from the United Kingdom and
pay in Sterling. We usually contract with out bank
for Sterling futures, equal in amount to about one
month’s purchases. We try to maintain our position
in Sterling futures at a reasonably uniform level
by contracting for new futures as we reduce our
old futures at the time of remitting.”’

**We have, over the years, made fairly substantial
purchases of sterling up to a maximum of about
$150,000 in 1956=-57. When there was -a floating
rate for the Canadian dollar it was our practice
to make forward contracts, but since the estab-
lishment of a fixed rate, we have not done so,
and we now (October 1962) have a liability of
$130,000 payable in Sterling over a period of
18 months which is not covered.”’ :

Those firms which deal exclusively in the
spot market or do not adapt their forward pur-
chases or sales to their future receipt or obliga-
tions, may unwittingly be ‘‘speculating’’ in the
sense that they are taking uncovered positions
in foreign exchange. If sales are being made
considerably ahead of payments and the pay-
ment is to be made in a foreign currency, then a
company can only protect itself against a pos-
sible \change in the exchange rate by a forward
sale of the foreign currency. If the company
follows a rigid rule of dealing exclusively in
the spot market, then during the period between
sale and payment it has placed itself in the
position of speculating on the future of the
exchange rate. Similarly, a company which does
not adapt its dealings in the forward market to
changing amounts of sale or changing terms of
payment will be placing itself in a speculative
position. Such firms are not usually called
“speculators’” — this term being reserved for




those who explicitly take a view of likely
changes in markets and adapt their behaviour
in the light of this view,

Many fims indicated that on occasion they
altered their behaviour in the foreign exchange
market from time to time, and some of them made
it clear that this was done in the light of their
view of ‘market prospects.

A wood manufacturing company with assets of
around $25 million answered as follows: ‘‘We
have on occasion sold U,S. receivables ahead
for periods ranging from three to seven months;
however, our regular practice is to sell foreign
"exchange on the market on day of receipt,”

A small manufacturing company with assets of
around $250,000 reported: ‘‘Commitments mostly
U.S, dollars, From time to time we have purchased
futures to cover future commitments,’’

A drug company with assets of under $500,000
answered in the following terms: ‘‘Buy through
banks as needed. Only rarely purchase in antici-
pation of requirements,?’’

A men’s clothing manufacturer with assets of just
under $1 million reported: ‘‘Buy sterling as re-
quired to meet cloth invoices, Only twice have we
bought futures in last 10-year period,?’’

A manufacturing company with just under $300,000
in assets reported: ‘‘Will buy futures to cover
expected imports if situation seems advanta-
geous,”’

A textile company with assets of just over $3
million answered as follows: ‘‘We sell foreign
exchange for smaller amounts, say up to $10,000,
on a current basis, unless amounts are larger
when we may sell forward, We buy foreign ex-
change to pay for raw materials and new machin-
ery, etc, on future contracts, depending on our
judgement of the foreign exchange market at the
time. "’

An importing company with assets just under $5
million described their foreign practices in the
following terms: ‘‘Foreign currency, mainly
Deutsche marks, is purchased wheg required and
when rate of exchange appears favourable, Fluc-
tuations of the latter are closely observed and
favourable rates influence the amount of purchase,
Forward purchases are made occasionally,”’

Some small firms were more precise in dating
the periods in which they altered their behaviour
and in describing their reasons for doing so.

A firm manufacturing and wholesaling wood prode
ucts, with assets of $1.5 million, answered in
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the following terms: ‘‘Since 1957 we bought fu-
tures repeatedly, as we wanted to be protected
against devaluation of Canadian dollars towards
our obligation pertinent to imports from the U,S. A,
We convert U,S,A, dollars for our Exports to the
U.S,A, currently into Canadian dollars,?’

A construction company with assets of just under
$2 million reported: “‘We purchased and held
U.S. funds only once (December 1960) when we
suspected a drop in the Canadian dollar value —
because we had surplus cash available to do so.
Normally we purchase U,S, funds to pay our cur-
rent accounts when due, paying the going rate of
the day’’,

A retailer with assets of just under $300,000
answered as follows: ‘‘The company is a buyer of
foreign currencies, Last year (1961) we decided
to buy futures.., We discontinued this practice
when the government came out this June with the
austerity program and the Canadian dollar remained
fm "

A manufacturing company with assets of just
over $5 million answered the question as follows:
‘““Foreign currencies, chiefly U.S. dollars, are
purchased at regular monthly intervals to pay
liabilities to that country as they fall due. Only
once has the company bought its requirements
ahead of the date required: this was in June,
1962, when our needs for the next six months (of
approximately $1,000,000) were purchased in
advance, due to the potential hazard of a fur-
ther devaluation of the Canadian dollar,’’

An importing company with assets of just under
$500,000 answered as follows: ‘‘Up until 1962
foreign exchange purchased as required for imme-
diate disbursement at current rate. In 1962 futures
were purchased,’?

(b) Firms with assets over $10 million

While the proportion of larger firms dealing
exclusively on the spot market is lower than in
the case of smaller fims, over half of the replies
which could be classified fell into this group.
The following examples are typical.

“Foreign exchange sold on déy received to the

Bank offering the best rate on a competitive

basis,” (A mining firm; asset size $15-$20
million)

‘‘Seller only — our practice is to sell foreign
currencies at rate prevailing on date received.?’?
(A newsprint firm; asset size $10-$15 million)

‘‘Foreign exchange is purchased ‘spot’ on the
local market as required for operations,?’ (A food
manufacturing firm; asset size $15-$20 million)
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t¢All exchange transactions have been on a spot
basis.’’ (A drug company; asset size $10-$15
million)

‘‘As a buyer only for normal operations and capital
expenditures. Do not deal in futures.’’ (A manu-
facturing company; asset size $10-$15 million)

“This company regularly purchases U.S, dollars
to pay its inter-company account owed to its U,S,
parent., The transactions are consummated at
market rates when the company has generated
sufficient funds to make payment, There is no
attempt to deal in futures, or hedges, or specu-
late in any manner.’”” (A metal manufacturing
company; asset size $40-$50 million)

Some larger fims deal exclusively in the
The following examples are

typical.

“Forward sales of U,S. funds against forecasted
sales.”” (A pulp and paper company; asset size
$25-$30 million)

“‘Most of our foreign sales are in terms of U.S,
or £ It is our practice to hedge these transactions
throu@ the use of foreign exchange futures
through the medium of our various Canadian
banks.’”” (A grain company; asset size $25-$30
million)

As exporters of Canadian grain, we are sellers of
foreign currency. As grain sales are consummated,
we sell foreign exchange futures to cover the
conversion to dollars Canadian at the time of
payment.’”’ (A grain company; asset size $35-$50
million)

© ¢We cover all purchases and sales in foreign cur-

rencies with ‘futures’ in the currency involved.
We have dealt in futures in U.S, dollars, French
francs, German Deutsche marks and Danish
krones.?”’ (A machinery firm; asset size $15-$20
million)

‘“Generally, practice has been to obtain cover-
age against fluctuations on specific sales con-
tracts where a rate of exchange had to be used
in calculating price to customer.’’ (A manufactur-
ing company; asset size $35-$40 million)

Some of the larger firms usually deal in the

spot market but on occasion buy futures.

“Buy and sell on current market. Occasionally
buy or sell futures if decision to buy or sell has
been based on current rate of exchange. Longest
period for either would be 90 days.’’ (A primary
processing firm; asset size $25-30 million)

““We are a seller of foreign exchange since a sub-
stantial part of our company’s output is exported

outside Canada. While at times we have hedged
by selling futures at the time of invoicing and
liquidation on collection, currently we are selling
foreign exchange on date of receipt.”” (A logging
and lumber firm; asset size $20-$25 million)

“Normally purchases of foreign currency are made
through the bank as and when required to pay
trade payables. Occasionally purchases of futures
are made in order to protect our position where
foreign currency is involved.’”’ (A manufacturing
company; asset size $20-$25 million)

“‘Our only foreign exchange transactions have been
simply for the purpose of paying foréign suppliers
principally U.S, and some British. We have occa-
sionally bought futures but usually we have pur-
chased foreign exchange as needed. Our exchange
requirements for this purpose generally run be-
tween $800,000 and $1,000,000 per month.” (A
manufacturing company; asset size $10-15 million)

Some fims typically operate in the spot

market but switch to the forward market when
unusually large amounts are involved.

“Usually purchase foreign currencies as required,
For large capital items we purchase forward con-
tracts, Usually we deposit U,S. funds received
into U,S. bank account, Other foreign currencies
are sold through Canadian banks.’’ (A textile
company; asset size $40-$50 million).

““We buy or sell foreign exchange as needed or
accumulated, At present we have an unusually
large amount of business which will be peid for
in U.S, funds, and we have protected ourselves
by selling futures,’”” (A machinery company -
asset size $20-25 million)

“We regularly sell approximately $400,000 per
month of U.S. funds through the. Bank. On rare
occasions during the past ten years, we have
sold forward for periods up to six months. On one
occasion, we purchased forward for payments
schedules on major capital equipment projects.,’’
(A pulp and paper company — asset size $40-
50 million)

“As a buyer: We operate a U,S, fund bank
account and usually purchase enough once each
month to -satisfy our requirements, We occasion-
ally defer purchase for a few days (never more
than a week) waiting for a favourable rate,
Other foreign exchange, mainly sterling, is pur-
chased on the day we have to make payment.

As a seller: U.S. funds received are deposited in
our U.S. fund bank account, They are usually
less than our requirements of U.S, funds,

Other foreign currencies are converted to Cana-
dian dollars as received,




. Occasionally (about once in a year or two) if we
have a large amount of foreign funds which we
expect to receive, we will sell futures to protect
ourselves from a change in the rate,’’ (A textile
firm — asset size $30-$40 million)

Some firms adapt their behaviour on the spot
market in the light of their expectation of foreign
exchange movements.

‘‘Most of production is sold by associated com-

peny as agent. Normally it converts funds as

received, but occasionally defers exchange if
the Canadian doller appears weak,’’ (A ni'ming
company — asset size $20-$25 million)

‘“‘Normally sell foreign currencies as received,
However if Canadian dollar eppears weak can
occasionally delay conversion,’’ (A refining com-
pany - asset size $15-$20 million)

Other firms adapt their behaviour on the for-
ward market in the light of expected movements

in rates.
*Usually sell forward exchange but this depends
on cost of discounting. If foreign funds seem
likely to improve may delay hedging for a short
time.’? (A primary processing firm — asset size.
$40-$50 million)

The Interview Evidence

The interviews provided an opportunity to go
into the answers to the question on foreign ex-
change in greater depth. It is still the case,
however, that the answers are very broad and
general. In cases where corporations operating
under the flexible exchange rate system had a
rigid policy of dealing exclusively in the spot
market, or had a fixed set of rules for operating
in the forward market and did not vary their
behaviour in either market in the light of expected
exchange ‘rate movements, little would have
been gained by further investigation. In other
cases, under the flexible rate system firms took
a view of likely developments in the exchange
market and adapted their behaviour in the light
of the view. Only an extensive inquiry making
use of detailed records of the company’s foreign
exchange transactions and drawing on the detail-
ed experience of the relevant executives could
have provided a reasonably complete understand-
ing of the practices followed. The following
examples should be read with this reservation
in mind.
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The executives of some fims indicated that
they dealt exclusively in the spot market and
made no attempt to take a view of likely devel-
opments in the market, -

The Vice President-Treasurer of a utility pointed
out that his company had no earnings in foreign
currencies’ but had an annual requirement of $3%
million U.S. to cover interest, dividends and sink-
ing fund payments, The U.S, funds necessary to
cover these payments are purchased on a spot
basis, as the Treasurer considers such a policy
to be easier to defend in front of the Board of
Directors. He pointed out that he was not anxious
to put himself in the position of having to ex-
plain to the Board of Directors why, for example,
he had purchased $2 million U,S, six months in
advance of requirements during a period when the
Canadian dollar continued to strengthen,

The Comptroller and Assistant Treasurer of a firm
with subsdiaries in the United States pointed out
that the company required a certain amount of
foreign exchange for the purchase of equipment
in the United States, The company often has its
U.S, subsidiaries buy the equipment, subtracting
the amount paid from the balance owed by the
subsidiary to the parent on the inter-company
account, Any transactions they cannot offset are
made on a spot basis. As the Assistant Treasurer
put it, ‘‘We don’t speculate ~ nor do we attempt
to prevent speculation by hedging.’” The company
will occasionally attempt to speculate on future
price movements of commodities and recently
bought a two years supply of one of their raw
materials in advance of a price change.

A large complex firm with a net inflow of $60
million U,S, per year has a policy of not dealing
in the forward market., The company receives
payments for its sales between the 1§th and 30th
of every month, and it makes regular daily trans-
fers from U,S, to Canadian dollars in the latter
half of every month, Some of the affiliated com-
panies did occasionally use futures prior to their
association with this firm, but the policy of uni-
form spot purchases was adopted when they
became affiliates.

The Vice President Finance of a large manufac-
turing company pointed out that the company re-
quires $70-$80 million a year in U,S. currency.
The monthly requirements for U.S, funds are
esﬁmated and purchases are staggered fairly
evenly throughout the month. The company does
vary, its pﬁrchases from day to day in accordance
with their view of future shifts in rates.

The executives of some large firms who did
not attempt to take a view of the market in the
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days of the flexible exchange rate indicated that
they had made a deliberate choice to operate
in this way after a careful .analysis of the alter-
natives.
The Treasurer of a primary producing firm with
large earnings in U,S, dollars said that it was a
matter of company policy under normal conditions
to convert U,S, dollars at the time of receipt.
When it was suggested that an alternative policy
might be more profitable, they asked their bank
to fly in its foreign exchange specialist from
Head Office, and the executives of the company
questioned him closely, The executives were not
convinced that anything significant could be
gained by altering their policy and continued to
dispose of foreign exchange at the time of receipt,

In one important case, operations in the spot
market were usually carried out in a fairly regu-
lar way and a special effort was made during the
crisis period of 1962 to follow a policy which
the company felt would meet with the approval
of the authorities.
A large primary producing company with very
heavy earnings of U.,S, dollars makes & practice
of selling spot in daily amounts of equal size,
The company sometimes sells U,S, dollars a few
days ahead when there is a rate advantage in
doing so. During the period of the exchange crisis
a record was kept of the foreign exchange trans-
actions of the company and a copy sent to the
authorities to make clear the fact that the com-
pany had not been taking a position in U.S, dol-
lars during the period.

Some firms made a usual practice of dispos-
ing of foreign exchange in the spot market at the
time of receipt, but altered this practice in
1962.

‘In an interview with the President and Treasurer
of a large primary producing company, they point-
ed out that the firm had substantial earnings in
U.S. funds, almost $50 million per year, of which
about $15 million was required for debt service
and other payments in the United States. The
balance, $35 million, istransferred into Canadian
funds as soon as the foreign currency is received,
and is not sold forward, The only time the com-
pany took a view on foreign exchange was in
1962 when funds generated from an issue in the
United States were kept in U.S, dollars until
they were needed for expenditures in Canada,

Some large firms had a regular pattern of
operating in the forward market and did not
attempt to forecast exchange rate movements.

A large company with an American parent reported
that they always held two months cover on re-
quirements of U.S, dollars and sterling. They
formerly held three months cover, but decided
three years ago that two months cover was cheaper
and provided a long enough time to change prices
to pass on the changed cost of imports.

The Vice President Finance of a large manufac-
turing company indicated that they followed the
general policy of covering their foreign commit-
ments. There have, however, been intervals when
the company has taken up positions in the ex-
change market indicating that it thought the
existing rate either unnaturally high or unnaturally
low, The usual company procedure between 1953
and 1959 was to speculate against the Canadian
dollar whenever it was at a substantial premium
but not to speculate in its favour when it got
close to par.,

The Treasurer of a large retailing firm pointed
out that the company always hedges to some

extent its purchases of goods from foreign coun-
tries. They normally have forward cover for
approximately three months’ purchases, although
at times this cover is allowed to drop as low
as two months’ purchases and has been as
high as six months’ purchases, Throughout the
nineteen-fifties the size of the company’s forward
cover was allowed to vary constantly in response
to changes in the company’s expectations of
future movements in the exchange rate, During
most of 1962 the company maintained about three
months’ forward cover, which was augmented in
May by the purchase of $2 million U,S, These
funds were still being employed in the short term
money market in New York in October when this
interview was carried out, This purchase of spot
U.S. dollars was made at a time when the company
felt the need to cover requirements for U,S, funds
while at the same time considering that the cost
of forwards was excessive,

When operating under the flexible exchange
rate system, the executives of many large fims
altered their purchases or sales of either spot or
forward exchange in the light of their views of
expected exchange rate changes. This behaviour
took a variety of forms.

Some firms ordinarily bought in the spot
market as required, but on occasion covered
their requirements if they anticipated a move-
ment in the rate,

A large retailing company in general fills its
requirements for U,S, dollars by buying spot,
although occasionally they may cover as much
as two months purchases when they feel a shift
in the value of the Canadian dollar is inevitable,




Other firms ordinarily covered their require-

ments for foreign exchange but altered the extent
of this cover when they anticipated shifts in the
rate.

A company with no purchases or sales in foreign
markets reported that it only required foreign ex-
change for the payment of dividends amounting
each year to $1.2 million. They follow the prac-
tice of buying the U,S, funds necessary for divi-
dends up to six months ahead of the dividend date
and invest the cash in the U.S. money market.
The company’s practice is to buy the funds re-
quired in fairly regular amounts during this six-
month period. The extent to which they buy ahead
depends on their view of likely movements in
the exchange rate and in general they follow their
bank’s advice in these matters,

The behaviour of a significant proportion of

large firms cannot be classified simply. During

the
to

flexible exchange rate period they attempted
take a view of future exchange rate move-

ments and operated in both the spot and forward
markets in the light of this view. In most cases

the

executives concemed were interviewed

shortly after the establishment of the fixed rate
and had not settled on a new course of action.

The Vice President of a large manufacturing firm
pointed out that the company had significant sales
in the United States but that these sales are not
large enough to provide an offset for the com-
pany’s purchase requirements of U,S., funds,
Annual purchases in the United States amount to
U.S. $30-35 million, while sales to that country
are approximately one-third of this amount. The
company thus has an annual net requirement of
about U,S, $22 million, They keep a U.S. dollar
balance in a New York bank the size of which
varies with the company’s expéctations about
future movements in the exchange rate, but which
is intended in general to be large enough to cover
one month’s payment requirements in U,S, funds,
In early 1960, shortly after a large bond issue
had been floated, the company put some of its
excess funds to work in New York in order to take
advantage of the higher interest rates and capital
gains available there, This large transfer of
funds to New York amounted to a forward pur-
chase of funds for a company with net annual
requirements for U.S, currency. Inflated holdings
of U.S. funds in 1960 allowed the company to
have a reduced cost of U,S, funds for that year,
Likewise, in early June 1961 the company in-
creased its New York balance to $12 million,
four times its usual size, in anticipation of future
declines in the value of the Canadian dol{ar.
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Such declines did in fact take place and the com-
pany was once again able to obtain its U,S, funds
at a lower cost,

The Treasurer of a large company pointed out that
they required about $4 million per month of U,S,
funds in order to meet their requirements. In June,
1962 their forward position was about $10 million
and this position in the past had been as high as
$60-70 million. Throughout the period from the
end of 1960 the company had consistently main-
tained a forward position, in the expectation that
the Canadian dollar would not go any higher.
This reasoning was also behind the company’s
decision to redeem notes payable in U,S, dollars
a year in advance of maturity, In doing so, they
made substantial savings on their purchases of
U.S, funds, The purchase of forward exchange was
described as a relatively new practice for the
company, most exchange purchases being made
on a spot basis prior to 1960,

The Vice President of a large company reported
that they buy approximately $50 million U.S. per
year. The firm takes' an active position in the

. exchange market and buys up to six months sup-
" ply of futures whenever their expectations are

that the Canadian dollar will weaken within the
next half year, During the period when the ex-
change rate was floating, the Vice President
would buy futures in quantity whenever the Cana-
dian dollar went as high as $1.04 U.S. and would
buy spot whenever the rate:came close to par, In
the past year and a helf, the company has been
quite heavily hedged, It was estimated that the
firm made nearly $500,000 in 1961 buying U.S.
dollar futures, In 1960 the profits made on $10
million in futures bought early in the year was
balanced by the loss on $8 million in futures
bought in June at a rate of $1.09!% Canadian per
U.S. dollar,

The Vice President and Treasurer of alarge manu-
facturing company indicated that the company
had an annual requirement of around $4 million
U.S, per year, Throughout the nineteen-fifties
the company followed & policy of hedging when-
ever they thought the Canadien dollar was more
likely to move down than up, and not covering
their requirements for foreign currency when the
Canadian dollarlooked as though it would strenght-
en. These procedures were followed even though
in the Treasurer’s opinion it was not part of
his function to make money on the foreign ex-
change market. The company covered extensively
in the early months of 1962 but have ceased to do
so since the fixed exchange rate was established,

The Vice President and Treasurer of a large
manufacturing company indicated that with imports
of around $75 million as compared with exports of
about one-fifth of this amount, they had large




426

ROYAL COMMISSION ON BANKING AND FINANCE

U.S. dollar requirements. They hedged these net
U.S. dollar requirements intermittently in the
period 1953-57, depending upon their view of
rate movements, Towards the end of 1957, when
they were hedging regularly, they found that the
hedging was more expensive than dealing on the
spot market, and they switched to spot purchases
until hints of devaluation in November 1960. A
three to six months hedge was maintained from
then until June 1962. Since then, all purchases
have been spot.

Following an interview in which the question on
foreign exchange practices was discussed, the
Vice President Finance of a large primary produc-
ing company submitted the following information
on their policy, ‘‘Since more than half of our sales
are to U,S, customers in U.S, dollars and most of
our expenditures are in Canadian funds, we are a
heavy seller of U.S, dollars, We are also a seller
of Sterling received in the United Kingdom mar-
ket, Our policy is a flexible one in that we sell
U.S. dollars on a spot basis from day to day or
on a future basis in anticipation of receipts, or a
combination of both, depending upon the best
judgement of management of the future trend of
the exchange rate, In order to obtain what is
considered to be the most favourable rate, we rely
upon day to day advice and forecasts from banks
and financial advisers and upon published infor-
mation from the Government and other sources,
Until recently we sold Sterling for Canadian

dollars on a spot basis as received., We now
(August, 1962) sell Sterling on a future basis for
delivery when Sterling is expected tobe collected,

Conclusion
The evidence summarized in this chapter
was a by-product of the Survey. If we had carried
out a full-scale inquiry on the foreign exchange
market behaviour of corporations, we would have
placed much more stress on quantitative results
and would have probed much more deeply into
the practices of individual fims. As in the case
of the analysis of the effects of monetary poli-
cy, we would have taken advantage of the fact
that a limited number of very large firms are of
critical importance in the market and that an
understanding of behaviour of these companies
would carry one a good deal of the way to an
understanding of the foreign exchange market.
The broadly indicative evidence we did
gather is of some interest as an illustration of
the way in which firms conducted their foreign
exchange transactions under a relatively settled
flexible exchange rate system, and how their
behaviour was affected by the events of 1960-
1962.




CONCLUSION

No attempt will be made here to summarize
the evidence marshalled in the previous chapters.
Where possible we have attempted to draw con-

clusions as we went along, and these conclu-
sions are best left close to the evidence on
which they are based. This may be, however an
appropriate place to offer some concluding obser-
vations.

Perhaps the first point to be made is that it is
important to recognize that the question of the
effectiveness of monetary and debt policies is a
quantitative question. Much of the apparent dis-
agreement on the effectiveness of these policies
may not be a disagreement at all, It may be that
those who hold, as did the Commission on Money
and Credit in the United States, that monetary
policy is a ‘““valuable and effective instrument of
stabilization policy’’ are in fact content with
very limited effects. Alternatively, some of
those who dismiss monetary and debt policies
as being of limited importance may anticipate
effects which others. would regard as of consid-
erable significance. Unless those who put for-
ward. views on this subject give some clear
indication of the size and timing of the effects
they have in mind, it is difficult to know what
is being said,

The second point worth emphasis is that the
effectiveness of monetary and debt policies rai-
ses a quantitative question which does not lend
itself to an answer which applies at all times
and in all places. It is a matter of considerable
interest to know how the Swedish economy
reacted to a particular set of measures in a par-
ticular year or how parts of the British and Amer-
ican economies responded to changes fin credit

CHAPTER XIl

conditions at various times. From the point of
view of a Canadian policy maker, it is even more
interesting to know how the Canadian economy
responded to changes in credit conditions in var-
ious years in the past. But this is not enough. An
economy can easily alter through time in a way
which affects the extent and timing of the re-

sponse to monetary and debt policies, Attention

was drawn in the Commission’s Report to the ef-
fects which flowed from the existence of a flex-
ible exchange rate in Canada, and it is evident
that the exchange rate system in force is of con-
siderable significance. .Other characteristics: of
the economy can also play a part. If, for example,

the structure of the financial system is altered to
allow freer rein to the play of interest rates and
increased competition among lenders, changes
in credit conditions will tend to be reflected to
a greater extent in changes in borrowing and

lending rates and tc a lesser extent through
changes in the availability of credit. This could

be expected to influence both the magnitude and

distribution of the effects of monetary and debt

policies.

This suggests the need for continuing
research if the authorities are to keep them-
selves informed on the effects which can be
anticipated from particular changes in monetary
and debt policies. This is, of course, not the
only area in which continuing research of this
kind is required. It would clearly be a misal-
location of research resowrces if great efforts
were made to refine estimates of the likely
effects of limited variations in credit conditions
while no attempt was being made to develop
quantitative measures of the effécts likely to
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follow from changes in taxes and government ex-
penditures. Fiscal policy is potentially a more
powerful instrument than monetary and debt pol-
icies, and the analysis of the effects likely to
follow from fiscal changes might well be re-
garded as enjoying a certain priority over anal-
ysis of the consequences of changes in credit
conditions.

As pointed out in the Commission’s Report,
the techniques for carrying out research on the
effects of economic policies on the economy
can be classified in three categories: eco-
nomic arithmetic -- the compilation of sta-
tistical information and its analysis by graphical
and other elementary techniques: econometrics
- the quantitative analysis of statistical in-
formation on the economy; and surveys -- the
direct questioning of decision-makers on the
way in which they have responded to changes in
economic policy. There are enthusiastic ad-
herents of each of these methods who feel that
the attack should be concentrated intheir sector.
In our view, the wiser course is to press ahead
on all fronts, recognizing that in effect these
three methods are all variants of a single method.

There is a crying need for better basic
statistical data and the success of any empiri-
cal work depends in large measure on the availa-
bility of improved data. At the same time, as
the various comments by corporate officials in
this studyindicate, there are limits to the amount
of information which governments can expect to
collect from corporations and others, and it is
therefore vital that those collecting statistical
data concentrate their efforts on obtaining the
kind of information which is most useful. The
more applied work which is being done with
the existing data, and the more clearly those
engaged in applied work can point to the need
for particular kinds of data, the more likely is
it that those engaged in assembling quantitative
information will succeed in improving the sta-
tistical base.

There is no need to stress the importance
of continued efforts to carry forward econometric
research. Given the best available statistical
information, it is clearly desirable to apply the
best available. quantitative methods to the
analysis of these data, It should come as no

surprise that the task of establishing the nature
and magnitude of the inter-relations among
various economic variables is a very difficult
one. It is not to be expected that issues which
have remained unsettled in economics for many
decades will yield very quickly, eventoimproved
methods of analysis. Those providing support
for econometric research should regard this as a
long-term investment project and not expect the
returns to be very high in the eatly years.

The survey method is not an alternative to
the further improvement of statistical information
and the analysis of these data by econometric
techniques, It is rather a complementary means
of achieving the same end. This is evident if
one remembers that much of the basic data which
is made available for statistical analysis by
either elementary or advanced techniques is
obtained by regular responses from corporations
and others to questions asked by the Dominion
Bureau of Statistics and other government and
private agencies. There is, of course, a dif-
ference between a response which is confined to
statistical information and a response which
goes one step further to an analysis of ‘some of
the decisions which lie behind the data. This
difference can be a marked one if the statistical
survey is part of a regular pattern of reporting
with relatively high standards of accuracy while
the survey of decision-making does little more
than assemble rather casually expressed views
on the forces which influence behaviour. On the
other hand, if the standards of accuracy of the
statistical survey are not high, and considerable
care is taken with the survey of decision-making,
it may be hard to judge which is the more ac-
curate. Those engaged in the collection of
basic statistical data are often shocked to find
the bold use made of quantitative information
which is of questionable accuracy. There is some
advantage, therefore, in subjecting statistical
data to detailed analysis at the level' of the
individual unit. Where the number of decision-
makers is very large, the records inaccurate or
incomplete and the decisions not characterized
by order and consistency, the task of analysis
at the level of the individual unit is difficult
in the extreme. In the case of corporations,
however, the economic variables beifig studied
are very significantly affected by the behaviour




of a relatively small number of decision-makers
in large companies. The records of most .cor-
porations are accurate and usually fairly de-
tailed, and an attempt is ordinarily made to
maintain some consistency and order in the

decisions being taken, Under these conditions,
direct .questioning, if carried out with sufficient
care, can serve a useful purpose.

The success of work of this kind turns
directly upon the willingness and ability of
corporate officials to supply reliable information.
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Our own experience in the present survey in-
dicates that senior executives are prepared to
take a good deal of time and trouble to analyze
their decisions if it can be shown that this
will contribute to an understanding of the way
in which the economy works. It is to be hoped
that a critical analysis of the present survey
on the part of corporate officials and economists
concerned with the impact of public policies
on the economy will help to prepare the way for
future research on this important subject.
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NOTE |
CORPORATE SURVEY QUESTIONNAIRE

Date .....coivveieveinnnennnns

Date of financial year-end ............
Name of Fitm: .ioiuun et iieieinieionitaosonssseetnottosestasessasessasssessssssssnsssnsacanns
e 1o b LT
Type of Operation: ..u.eueeeeeeeoesnssossessasassssonsarssssssssssosssssnsssncansansssnsssnasess
Number of Employees: . uu.ueiiitieteineanientetseoesessoattosseasnsenseseesasssasssneascnssnns
Approx. value of sales for the financial year ending in 1961: .......oiieiiiereeirvesnecansoancsnncas
Approx. value of total assets at year-end 1961: ...... et e e eseresettaeteaas ettt estesecenterassanes
Approx. depreciation expense for financial year ending in 1961: .......... g
Approx. capital expenditures for financial year ending in 1961: .......c.ciieieriirennetecnanneananns
Name and position of Company official completing the questionnaire: . .....vvieieniaresearecncnsarns

The purpose of this questionnaire is to aid the Commission in assessing the role of borrowed funds
in financing Canadian industry, and estimating the effects of changes in credit conditions upon the
capital expenditures and financing policies of firms of various types and sizes. If any of the following
questions do not apply to the operations of your firm, please put N.A. (Not Applicable) in the answer
space, explaining if you wish the reason why the question is inappropriate. The answers given to the
questions will be treated as confidential.
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1. In 1956-57, 1959-60, and in mid-1962 funds became less available in Canada and interest rates
increased. Were changes in the availability or cost of credit in whole or in part responsible for

leading your firm to: 1956-57 1959-60 1962
Yes No Yes No Yes No

(a) Change your sources of finance?

In particular, were you led to:

(i) Go outside Canada for funds?

(ii) Initiate or increase the use of sale and lease-
back financing?

(iii) Decide to issue share capital rather than bonds
or other fixed interest obligations?

(iv) Find new lenders (another bank, trust com-
panies, etc.) for financing of a type already
employed?

(v) Obtain more trade credit from your suppliers?

(vi) Obtain more or larger advances from customers?

(vii) Make other changes?

(Specify if possible.)

(b) Increase the internal flow of cash available for
expenditures?
In particular, did you:
(i) Restrict the granting of trade credit to
customers?
(ii) Restrict the payment of dividends?

(c) Extend financial aid to other firms?
In particular, did you:
(i) Allow some customers to have more credit
than usual?
(ii) Make extra advances to suppliers?
(iii) Increase the size of advances to subsidiary
or associated companies?

(d) Deliberately reduce the size of your raw materials,
work-in-process, or finished goods inventories?

(e) Postpone any capital expenditures?
If so, please indicate the amounts involved, the
nature of the projects, and the number of months
of postponement.

(f) Abandon plans for capital expenditures? - - _

If so, please indicate the amounts involved and the
nature of the projects abandoned.
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2. If increases in the cost of external funds or restrictions on their availability have not led you to
decrease your planned capital expenditures, is this because: (Please check.)

(a) Your firm relies only on internal sources of finance or advances from associated ( )
companies?

(b) The increases in the cost of funds or restrictions on amounts available were not
great enough to affect your planning of capital expenditures? ( )

(c) You were committed to expenditure programmes already under way? ( )

(d) Your firm was not planning or making capital expenditures during the periods of
credit restriction? _ ( )

(e) Of other reasons? (Please specify) ( )

3. If past increases in the cost of funds have not been great enough to decrease your planned capital
expenditures (answer (b) above), would you indicate below, if possible, how large an increase in the
cost of funds would have to occur before the size or timing of your capital expenditures would be
affected?

| 4. 1In 1961 and early 1962 funds became more available and interest rates decreased in Canada, Were

; these changes in the availability or cost of credit in whole or in part responsible for leading your
firm to:

(a) Change your sources of external finance? Yes, No

} If so, please indicate briefly below thenature of

| whatever changes were made.

(b) Accelerate your capital expenditure programme? Yes No
If so, please indicate the amounts involved, the nature
of the projects, and the number of months the projects

were brought forward.

(c) Implement new plans to purchase capital assets? Yes No
If so, please indicate the size and nature of the
new projects.
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5. If decreases in the cost of external funds or increases in the amount of funds available have not led
you to increase your planned capital expenditures, is this because: (Please check.)

(a) Your firm relies only on intemal sources of finance or advances from associated
companies? ( )

(b) The decreases in the cost of funds, or the increases in the amounts available,
were not great enough to affect your planning of capital expenditures? ( )

(c) There were no additional capital expenditures available which would promise
a satisfactory rate of retumn, however low the cost of external funds? ( )

(d) Of other reasons? (Please specify.) ( )

6. (a) How large is your present line of bank credit?

(b) Please indicate the changes in this line of credit since 1954,

7. (@) Combined total of share capital and retained earnings at the end of the financial year 1961:
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8. Sources of funds duringthe period 1955-62.

Years in which Effective 1
the source Approximate interest
was used amounts rate
N.A.

(a) Share capital issued:

(b) Bonds or debentures issued:

(c) Term loans
(i) From chartered banks

(ii) From other institutions
\ (Specify)

(d) Bank loans (non-term)

(e) Commercial paper

(f) Other non-bank 'short-term borrowing
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9, It may be the case that your firm has since 1950 been affected by the cost or availability of credit
during some year or years other than those mentioned above, or has been affected during the years
mentioned in a way not brought out by the specific questions which have been asked. If so, please
indicate the date or dates when your actions or plans were affected, the extent to which your spending
ot financing plans were altered, and any other relevant details.

10. The Commission isinterested in obtaining information on the decisions made by participants in the
foreign exchange market. Please describe briefly the practices you follow asa buyer or seller of
foreign currencies,
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