
1112 BANKING, OTHER COMMERCIAL FINANCE AND INSURANCE 

calculated as a percentage of its Canadian dollar deposit liabUities, in the form of deposits 
at the Bank of Canada and holdings of Bank of Canada notes. (The minimum cash 
reserve requirement, which came into effect under the new legislation beginning Feb. 1, 
1968, is 12 p.c. of demand deposits and 4 p.c. of other deposits.) The abiUty of the chartered 
banks as a group to expand their total assets and deposit liabiUties is therefore Umited by 
the total amount of cash reserves available. An increase in cash reserves will encourage 
the banks as a group to expand their total assets (which consist chiefly of loans and market
able securities) with a concomitant increase in their deposit liabiUties; a decrease in cash 
reserves will bring about a decline in their total assets and deposit UabiUties as they seek 
to restore their cash reserve ratios. 

The chief method by which the Bank of Canada alters the level of cash reserves 
of the chartered banks, and through them the total of chartered bank deposits, is by pur
chases and sales of government securities. Payment by the central bank for the securities 
it purchases in the market adds to the cash reserves of the chartered banks as a group and 
puts them in a position to expand their assets and deposit liabilities. Conversely, pay
ment to the central bank for securities it sells causes a reduction in the cash reserves of 
the chartered banks and requires them to reduce their holdings of assets and deposit 
liabilities. 

The influence that the Bank of Canada exerts on credit conditions (i.e., on the interest 
cost and other terms of borrowing in financial markets) stems from its abUity to limit 
the growth of bank credit and of the community's holdings of bank deposits and currency. 
The growth rate of the banking system is one of the factors exerting an important influence 
on the level of interest rates and other terms of access to credit prevailing in financial 
markets generaUy. Current credit conditions (and expectations about future trends in 
such conditions) in turn have an influence on business and household decisions to spend 
or to save. Many other factors also have an important effect on spending decisions, 
however, and the behaviour of the economy is subject as well to such influences as economic 
and financial developments abroad; the investment, price and wage policies of business 
firms in Canada; and the character of public poUcies at aU levels of government with regard 
to expenditure and taxation. In using the powers at its disposal, the Bank attempts to 
help bring about credit conditions appropriate to both domestic and external conditions. 
Its operations must be based, not on any simple mechanical formula, but rather on con
tinuous observation and appraisal of the constantly changing prospects for the economy 
as reflected in the complex pattern of economic and financial developments. 

In a technical sense, the powers which the central bank possesses aUow it to exert a 
strong influence over economic activity but, in practice, the range through which credit 
conditions can be permitted to vary is necessarUy limited. Changes in credit conditions 
in Canada affect the position of some groups in the economy much more than that of others, 
and this uneven impact is bound to inhibit the central bank's operations. Furthermore, 
interest rates in Canada cannot change greatly in relation to those abroad without producing 
large capital movements which might complicate Canada's international payments posi
tion. These considerations suggest that monetary policy must be used in appropriate 
combination with other pubUc economic policies in order to help achieve national economic 

Although the Bank of Canada has the power to determine the rate of growth of the 
combined total of currency and chartered bank deposits, it has no means of determining 
how much of this total is held in the form of currency and how much in the form of chartered 
bank deposits. This depends entirely on the preferences of the public, since bank deposits 
can be converted freely into notes and coin and back again. 

Although the cash reserve system in Canada—which is simUar to that in a number of 
other countries—enables the central bank to determine within broad limits the total 
amount of chartered baiUc assets and deposit liabUities, the Bank of Canada leaves the 
aUocation of bank and other forms of credit to the private sector of the economy. Each 


