




Under the current system, the exchange rate has floated since the early 1970’s and since 
the early 1990’s monetary policy has been focused solely on attaining a target rate of 
domestic price inflation, leaving the level of the exchange rate to be determined by the 
market.  Only when it appears that short-term volatility in exchange markets is based 
upon speculative forces and risks creating dynamic instability will authorities intervene, 
and then with a view to stabilizing the market rather than achieving any particular level 
of exchange rate.   
 
A flexible exchange rate provides an important buffer against external economic shocks. 
A deterioration in Canada’s terms of trade, for example through a decline in commodity 
prices, will reduce Canadians’ purchasing power.  To the extent that consequent 
exchange rate depreciation allows for some of the required adjustment to occur through 
trade, domestic output and employment are buffered from the full effects of the shock.  
 
Two desirable conditions for defining an optimal common currency area are that the 
structure of the economies in the area be similar and that there be full mobility of the 
factors of production among the various regions.  The first condition suggests that 
external shocks will have much the same effect on the various regions sharing a common 
currency.  The second condition provides for easier and more rapid adjustment where the 
first condition does not hold.  The Canadian and US economies, though becoming more 
integrated, are still distinct with respect to the relative importance of commodity 
production and export.  For example, a fall in commodity prices will reduce Canada’s 
terms of trade while increasing US terms of trade.2  Similarly, although trade is much 
more liberalized and capital flows are unimpeded, the mobility of labour between the two 
countries is far from free and restricted labour mobility would complicate adjustment 
within a common currency area. 
 
Against this background, there are two main arguments that are advanced for fixing the 
Canadian dollar to the US dollar. 
 
The first is that the flexible exchange rate regime has contributed to lower rates of 
productivity increase than would have occurred in Canada had our dollar been effectively 
pegged to the US dollar.  Proponents of this argument sometimes allege that there is a 
“lazy dollar” or a “lazy manufacturer” phenomenon at work.  That is, Canadian 
manufacturers of traded goods have not faced the competitive pressure to modernize their 
operations and increase productivity because the declining dollar has ‘bailed them out’ in 
international markets.  As a result, Canadian productivity has lagged US productivity and 
our relative standard of living has declined.   
 
The problem with this argument is that there is very little evidence to support it.3  And 
there are two empirical observations that strongly suggest it is not the case.  The first is 

                                                 
2 As a share of GDP, the production of commodities is roughly three times higher in Canada than in the US 
and while Canada is a substantial net exporter of commodities, the US is a net importer. (Robson and 
Laidler). 
3 Courchene (2001) cites some earlier empirical work by McCallum that found a lagged relationship 
between exchange rate depreciation and relative productivity deterioration in manufacturing. 
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has served us well.  To give it up one would have to have confidence that the US 
economy would be well managed. 
 
Third, the Canadian government now earns ‘seignorage revenue’ from the issue of 
currency that is estimated to amount to almost $2.5 billion per year.10  It might be 
possible to have the US allocate a ‘seignorage amount’ based upon Canadian use of US-
denominated notes and coins but this would require negotiation. 
 



http://oldfraser.lexi.net/publications/critical_issues/1999/amero/section_10.html
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