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INVESTMENT FORECASTING IN CANADA

O.J. FIRESTONE
DEPARTMENT OF TRADE AND COMMERCE, CANADA

A. Summary
1. MEANING, USE, AND TECHNIQUES OF INVESTMENT FORECASTING

THE COMPLEXITY OF THE PRESENT AGE has set new standards for the
decision-making process. What is wanted is a systematic appraisal
of the problem at hand, the developments that can be anticipated,
and the courses of action that may be open for dealing with a con-
tinuously changing situation. The question no longer is, Should one
look ahead? It is rather, What is the most effective and scientific
way of looking ahead? In Canada the federal government’s in-
creased participation in economic affairs has emphasized the need
for looking ahead, and this has led to a systematic appraisal of the
economic outlook. Investment forecasting is an integral part of
this endeavor (see sections B 1 and B 2).

The needs for investment forecasts may be summarized as fol-
lows: (a) National economic forecasting will be a haphazard under-
taking indeed unless greater knowledge can be obtained about the
various components of such broad aggregates as gross national
product and gross national expenditure. Capital expenditures have
been one of the most important of these components in terms of
both size and variability. (b) The Canadian government is facing a
number of specific problems which require the formulation of posi-
tive investment and related policies. (c¢) Business is making its own
commodity-market analyses and general economic appraisals, and
capital expenditure plans provide some of the information required
for intelligent planning of business operations (see section B 1).

One of the first acts of the newly organized Department of Re-
construction late in 1944 was to ask the Dominion Bureau of Sta-
tistics to organize a survey of investment intentions of Canadian
business for 1945. This first survey covered manufacturing, mining,
central electric stations, and telephone companies. From this modest
beginning the survey was extended, so that by 1951 it covered all
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private and public sectors of the Canadian economy, including busi-
ness, housing, and institutional and government investment. Ever
since 1946 the results of investment-intention surveys have been
published annually in the form of White Papers, and since 1947 a
companion document dealing with the outlook for basic and build-
ing materials has appeared (see section B 3).

The primary objective of investment forecasting is to provide a -
basis. for improving judgment about current and foreseeable eco-
nomic conditions. It is necessary first to find out what people intend
to do, then to arrive at a judgment of what people in fact will do.
To achieve these objectives one requirement is to obtain through
surveys and other methods an approximation of investment inten-

" tions by those who are in a position to make capital expenditures.
The other requirement is to obtain a clear understanding of cur-
rent economic conditions at the time investment surveys are made—

_to become aware of the basic forces operative in the economy, in-
cluding prevailing business and government policies that will be
influential in shaping events of the near future, and to weigh all
the available evidence that bears on the possibilities or limitations
of realizing the investment plans obtained from those who formu-
late them (see section B 4).

There are so nany reasons—and some of these are examined
later—why the results of capital expenditure surveys may not fully
reflect the likely course of investment that economic policies formu-
lated after a glance at statistical-survey results may be just as hap-
hazard as economic policies based on a personal hunch or on “in-
formed” opinion. Further, the economic significance of capital
expenditures is of such magnitude and complexity that no satisfac-
tory conclusions can be reached without regard to other interrelated
events and influences. The main reason for this is that not only do
variations in the volume and composition of capital expenditures
affect levels of employment and income, prices, productivity, and
the competitive position of industry within and outside the nation’s
borders, but also the buoyancy or inadequacy of domestic and
foreign demand for a country’s output may influence notably the
economic climate in which investment decisions .are made (see
section B 4).

The most successful investment forecaster is not necessarily the
analyst whose quantitative forecast is most closely matched by actual
capital expenditure. As long as investment forecasting is regarded
as a tool for policy formulation and not as an academic exercise, a
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major criterion of the usefulness of an appraisal of the capital ex-
penditure outlook is whether and to what degree it will assist de-
cision-makers in a modern democracy in formulating business and
public policies that contribute to a maximization of returns to indi-
viduals and to optimum national welfare. If the implementation of
these decisions contributes to a change in the level or the composi-
tion of the investment program and thus proves the initial invest-
ment forecast “wrong,” the purpose for which the forecast was
designed may still have been achieved more effectively than if the
forecast had conformed closely to realization of investment inten-
tions and was “right” simply because neither business nor govern-
ment took the appropriate steps to rectify a situation which appeared
unsatisfactory from a national point of view (see section B 4).

The limitations of investment forecasts arise out of (a) diffi-
culties encountered in organizing surveys of investment intentions
and in conducting them on a continuing basis, including such fac-
tors as the extent, quality, and timing of response from business and
other groups and the need to make estimates for sectors or types
of capital expenditures not covered, and (b) problems deriving
from the interpretation of the results of the surveys and the assess-
ment of conditions and circumstances that may affect the extent to
which investment intentions can be realized. The numerous reasons
why investment intentions may differ from realization are referred
to in the first part of section A 2 (see also section B 5).

Both inside and outside Parliament the results of investment fore-
casts have been used by government to explain some of the eco-
nomic policies which it is pursuing and which it considers most
appropriate to the changing economic situation. The occasions on
which advance knowledge of investment plans has affected govern-
ment thinking have been numerous. Examples include: the shift
from anti-recession to anti-inflation policies in 1946 and 1947; the
federal government’s decision to curtail its own capital spending
and encourage provincial governments to do the same, beginning
in 1947; the formulation of capital goods import policies following
the imposition of emergency exchange restrictions late in 1947; the
tightening of bank credit early in 1948 in the light of continuing
pressure on materials and labor from an expanding investment pro-
gram; the planning for selected investment projects in areas and
localities where unemployment became significant in 1949; the re-
laxation of bank credit early in 1949 to allow business capital expan-
sion to the full extent of available resources; and in more recent
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times the decision to embark on a number of fiscal and direct-con-
trol policies designed primarily to facilitate in a period of rearma-
ment the carrying out of high-priority types of investment projects
and to encourage the postponement of capital expenditures of lesser
priority (see section B 6).

Business finds three main uses for investment forecasts: (a) Sur-
veys of capital expenditure intentions provide estimates of the di-
mensions and composition of demand for capital goods. The indus-
trial detail and regional and local data also give an indication of
what kind of capital equipment is in demand and where the demand
originates. Thus domestic manufacturers of machinery and equip-
ment and of building materials, as well as foreign sellers of such
items, have at their disposal a ready-made market appraisal. (b) In
deciding on a short- or long-term investment program many com-
panies have found since the end of the war that they have been
underestimating the rate of capital expansion of the country as a
whole or of their particular industries. Reference to industrial in-
vestment totals, past, present, and future, may give businessmen
a lead in assessing realistically the rate of capital expansion that has
taken place or is taking place. (¢) By tying in information on antici-
pated investment with other data bearing on the economic outlook,
business executives may be aided in their appraisal of the general
situation as well as of the specific commodity markets in which they
are interested (see section B 7).

Besides being used by the decision-makers in government and
business, investment forecasts are an essential part of general eco-
nomic forecasts undertaken by the Department of Trade and Com-
merce in cooperation with other departments concerned with eco-
nomic policy problems. Information presented in the form of the
national economic forecast is prepared for government use, and
statements on the economic- outlook are made from time to time.
both in and out of Parliament by members of the Cabinet (see
section B 8).

Among the many ways in which estimates of future capital out-
lay can be obtained, four have become especially common in recent
years: surveying intentions of buyers of capital goods, surveying
sales and production expectations of sellers of capital goods, making
estimates based on qualitative reports reflecting economic expecta-
tions in industry and in other sectors, and making estimates based
on the projection of past trends (with allowance for growth and
cyclical factors) or on a study of the interrelationship of different
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economic flows or financial data. In Canada all four methods have
been applied, but most reliance is placed on direct surveys of the
plans of buyers of capital goods (see section B 9).

One intentions survey is undertaken at the end of the year and
reviews the outlook for the following year, and the other is taken
‘at midyear. The year-end survey is based on as full a coverage as
is practical and economical. This involved in 1951 a canvass of
some 17,000 firms in the business sector, with a response from about
11,000. The midyear survey is a sample survey covering about 10
per cent of the firms and about 50 per cent of the dollar totals of
investment intentions. This survey is designed to obtain information
not only on the changes in capital expenditure plans in the preced-
ing six months, but also on the reasons for such changes (see sec-
tion B 10).

In the case of actual spending two surveys, again, are under-
taken, both based on a full coverage similar to that of the year-end
investment-intentions survey. The first actual capital expenditure
survey is taken at the same time as the year-end investment-inten-
tions survey and yields preliminary estimates of capital outlay made
for the current year. It provides a basis from which investment in-
tentions for the subsequent year can be gauged. The second survey
of actual capital expenditures follows early in the year and yields
final totals for the year just past. The results of this survey become
available in the course of the year and are incorporated in the sub-
sequent White Paper on the investment outlook. Thus the 1951
document included revised estimates of actual capital expenditures
made for 1949, preliminary estimates of actual capital expenditures
for 1950, and investment intentions for 1951 (see section B 10).

A number of factors have contributed to the improvement in the
quality and timing of returns: firms canvassed have been told why
surveys are undertaken and to what use the results are being put
and have been assured that replies of individual respondents will
be kept confidential; the Minister of Reconstruction and Supply
(now the Minister of Trade and Commerce) communicated with
individual firms emphasizing the importance and making available
the results of the survey, and asked business organizations to im-
press upon their membership how important it is not only to par-
ticipate in the investment-forecast survey, but also to give their
best judgment as to the likely amount of capital expenditures they
would be making a year hence; follow-up correspondence, tele-
phone calls, and personal visits by officials, and the advice of busi--
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ness economists have helped to clear up misunderstandings and to
improve the timing of the returns; extensive discussion of invest-
ment White Papers in Parliament, in the press, and at business
conventions has helped to increase public understanding of the
usefulness of anticipatory capital expenditure data; and finally, the
generally friendly and cooperative relations in Canada between
business and government have made it easier to obtain and share
increasing knowledge about business behavior (see section B 11).

In the United States, investment forecasting is based primarily
on quarterly and annual surveys of the capital expenditure inten-
tions of business. The techniques employed are similar to those
used in Canada, with a few exceptions. The United States survey
is based on a small sample and is taken more frequently than its
Canadian counterpart. The Canadian survey covers more business
firms and also covers the residential, institutional, and government
sectors, which are not surveyed in the United States. Also, the
Canadian survey places a great deal more emphasis on detailed in-
dustrial classification and regional and city breakdown than the
American survey. In most European countries estimates ‘of future
capital expenditures are an integral part of the national budget. In
such countries as the United Kingdom, Norway, and the Nether-
lands, where war damage was great, government control of invest-
ment has been far-reaching, and statements about future capital
outlay have represented substantially goals which governments con-
sidered attainable. In countries where war damage was less sub-
stantial and where government control does not go as far, for
example, Belgium and Sweden, statements of future capital ex-
penditures are more akin to investment intentions of business as
surveyed on the North American continent. Surveys in non-Euro-
pean countries are similar to those undertaken on this continent.
Among these Australia has made the most notable progress, survey-
ing business investment intentions semiannually (see section B 12).

2. REsuLTs OF INVESTMENT FORECASTS

Surveys of annual aggregate business capital expenditure plans
in Canada have in the last five years proved intentions to be. close
to the actual amounts reported to have been spent by industry on
capital equipment, differences varying from 2 to 8 per cent. In the
follow-up surveys, usually undertaken in May of the year to which
the investment intentions apply, even closer results have been
achieved, with variations of less than 1 per cent to 6 per cent being
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indicated. In the first two years of the operations of the survey,
1945 and 1946, the results were not as close (see sections B 1
and B 2).

In Canada preliminary evidence suggests that investment inten-
tions are more likely to be expressed in future prices in times of
rapid price changes and in current prices when there is relative
price stability. The latter appears to be the case even if firms are
asked to express their capital expenditures in future prices. How-
ever, when price differences are small from year to year, this will
not affect significantly the general usefulness of the results of busi-
ness investment-intentions surveys (see section C 1).

Canadian construction expenditure intentions have on the whole
come a little closer to realization than plans for the purchase of
machinery and equipment. Among the reasons are the need to make
advance plans because of the seasonality of construction in this
country and the greater difficulty encountered by Canadians in
estimating machinery and equipment purchases since substantial
quantities of capital equipment are imported from abroad (see
section C 1).

Insofar as surveys of investment intentions can be considered
indicators of ability to anticipate future capital expenditures, manu-
facturing firms appear to be among the best-informed business en-
terprises in Canada. Variations between realization and intentions
of 1 per cent for 1949, 2 per cent for 1948, and about 5 per cent
for 1947 and 1950 are indications of a particularly good record.
Among industries showing fairly wide differences are the railroads
(see section C 3).

In the past five years capital expenditure plans appear to have
come closest to realization in Ontario, Quebec, and British Colum-
bia. This is explained to some extent by the concentration in these
provinces of the larger companies, whose forecasting record is bet-
ter than that of small and medium-sized companies. However, even
in these regions substantial over- or understatements may occur
when a change in the economic outlook occurs. The Maritime and
Prairie Provinces have been consistently on the low side in estimat-
ing future capital outlay, because businessmen in both these prov-
inces have a conservative outlook. Although large capital expendi-
- tures were projected in the Prairies, plans formulated toward the end
of one year were outdated before the succeeding year was well on its
way because of industrial growth associated with a rapid rate of
resources development (see section C 4).
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Large companies, that is, those with a business of $1 million or
more a year, appear to be able to estimate their future capital out-
lay more closely than medium-sized or small firms. Among the rea-
sons for the better record of large companies are the preparation
of capital budgets; the availability of greater resources for making
careful advance plans; the practice of making blanket capital allow-
ances for exigencies; greater financial resources to see projects
through with less likelihood of failure; and the general smallness
in Canada of new firms, which are those most likely to err in esti-
mating capital expenditures (see section C 5).

Companies undertaking large projects and making outlays of
between three and six times the average of the manufacturing in-
dustry appear to be able to estimate their investment expenditures
a year ahead very closely, in 1950 within a margin of less than 10 per
cent. The advance preparation, planning, and consultation that go
into large projects usually pay off with estimates of expenditures
coming close to actual outlays. There are exceptions to this; for
example, new ventures in which there is little opportunity to draw
on past experience, or periods of supply bottlenecks and rising
prices in which even the greater facilities of large companies may
not prove fully adequate to the task of evaluating new capital un-
dertakings (see section C 5).

In regard to the direction of capital expenditures, of 814 manu-
facturing companies sampled, 695 indicated a change in capital
expenditures for 1950. The overwhelming majority of these com-
panies anticipated correctly the upward or downward direction of
their capital expenditures, although those expecting a decline turned
out to be too pessimistic, and those expecting an increase too op-
timistic (see section C 5).

As for reliability over time, of 814 manufacturing companies
sampled, 319 made estimates that were within 40 per cent of their
actual capital outlay for 1949. But when the forecasting records of
the same companies were checked for 1950, it was found that less
than half of the companies could estimate their capital expendi-
tures as closely as they had done in the preceding year. For ex-
ample, of 217 firms whose investment intentions had come within
20 per cent of realization in 1949, only 92 were able to repeat the
performance in 1950 (see section C 5).

Executives associated with policy formulation and management
proved to be in a better position to anticipate closely capital ex-
penditures than employees further down in the business hierarchy.
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Company officers concerned with the financial aspects of business
operations are more likely to underestimate capital expenditures,
while executive cfficers and management are frequently apt to
overestimate future investment outlay (see section C 6).

Reasons for changes in investment plans are largely governed by
a revision in the business community’s appraisal of the current
economic situation and prospects for the future. As economic con-
ditions change, so will the factors explaining variations in capltal
expenditure intentions. At mid-1950, for example, changes in the
sales outlook ranked eighth; a year later this was the leading reason
(see section C 6).

At mid-1950, reasons for upward revisions ranked as follows ‘in
terms of number of companies reporting: projects added, 28 per
cent; routine underestimate, 14 per cent; inadequacy of storage
facilities, 13 per cent; plant and equipment costs, 8 per cent; new
products, 7 per cent; technology, 7 per cent; firmer estimate, 7 per
cent; sales outlook, 5 per cent; carryover from previous year, 4 per
cent; competitive conditions, 4 per cent; plant and equipment sup-
ply situation, 2 per cent; and miscellaneous, 2 per cent. In terms
of the amounts of capital expenditures involved, the two leading
reasons were competitive conditions and new products (see sec-
tion C 6).

As for reasons for downward revisions, at mid-1950 these ranked
as follows in terms of number of companies reporting: projects
canceled or deferred, 35 per cent; sales outlook, 17 per cent; mis-
cellaneous, 16 per cent; plant and equipment costs, 9 per cent;
plant and equipment supply situation, 7 per cent; routine over-
estimate, 7 per cent; new products, 3 per cent; carryover from pre-
vious year, 3 per cent; firmer estimate, 3 per cent. In terms of the
amounts of capital expenditures involved, the two leading reasons
were plant and equipment supply situation and new products (see
section C 6). _

Response factors contributing to differences between investment
intentions and realization by business include: adequacy of under-
standing by businessmen of what is wanted from them in surveys
of capital expenditure intentions; the timing of the completion of
the questionnaire (for example, more definite information can be
given after investment plans have been reviewed by the board of
directors in the case of public companies); the degree to which the
responding officer of a company is familiar with the firm’s opera-
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tions and policies; and the willingness on the part of the business-
man replying to use his best judgment (see section C 7).

Differences between estimates of what might be spent and what
in fact is spent also arise from the need to make estimates for cer-
tain capital expenditures, including: those of sectors not covered by
direct-survey technique (agriculture, fishing, individual retail stores,
and residual groups in the finance and commercial sectors); those
of firms not covered in industries surveyed; capital expenditures
not covered, mainly capital items charged to operating expenses.
Further, the statistical techniques employed may, by emphasizing
regional and industrial totals, introduce substantial errors in smaller
sectors, particularly where only a few firms are involved (see sec-
tion C 7).

Similarities exist in Canadian and United States surveys. After a
period of experimentation the quality of capital-expenditure-inten-
tions surveys has improved in both Canada and the United States.
The American surveys have stood the test of a downturn of busi-
ness investment as a whole, the Canadian surveys the test of a down-
turn in a major sector—manufacturing. Business in the United States
has on the whole been making insufficient allowance for price in-
creases of capital goods in estimating prospective investment outlay.
This experience is shared by the Canadian surveys, particularly in
recent years. In some industries in which there are similarities in
capital expenditure planning, differences between intentions and
realization may also be of similar order, as, for example, in the
case of the railroads. In both countries large companies ‘appeared
to be in a better position than medium-sized and small companies
to estimate their capital expenditures.in advance. Wide differences
between investment intentions and realization are most likely when
small amounts of capital outlay are involved, but such differences
affect aggregate data in only a minor way, with overstatements
largely offset by understatements. In examining the reasons why
individual companies may alter investment plans, surveys in both
countries indicate that these reasons will vary as economic condi-
tions and prospects change. While in one year the sales outlook
may be the principal factor, in another the plant and equipment
supply situation and costs may be of major importance. There are
not at present in either country sufficient observations to -establish
all the reasons which would explain differences between investment
intentions and realization over the various phases of the busmess
cycle (see section C 8).
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There are also dissimilarities in Canadian and United States sur-
veys. The percentage variations between business investment inten-
tions and realization in the United States are smaller than cor-
responding Canadian variations in some years, with the situation
reversed in other years. Among the reasons in part explaining these
differences might be the preponderance of large firms in the United
States. Both American and Canadian experience shows that large
firms are better equipped than small firms to anticipate capital ex-
penditures. Other reasons might include the fact that United States
reaction to investment opportunities will be in many cases much
quicker than that of Canadian business. Thus a bulking of new
projects in one year in the United States may possibly be experi-
enced in Canada in a subsequent year. Still other reasons might be
the greater volatility in formulating investment decisions in the
United States, and the fact that greater reliance is placed in the
United States than in Canada on sampling techniques in under-
taking investment-intentions surveys. .

In Canada estimates of projected construction expenditures seem
to have been more accurate than estimates of machinery and equip-
ment purchases. The shortness of the construction season in Canada
necessitates planning well in advance to permit an early start. In
the United States advance planning is not so urgent, and con-
struction plans may not be so firm at the time the intentions are
stated, with the result that major cancellations or additions at a later
date are more likely. In the United States there are, however, im-
portant differences, depending on the size of construction projects.
In the case of machinery and equipment the intentions of Canadian
businessmen may be less accurate because of their substantial re-
liance on foreign sources; and the assessment of the supply and
price situation of the latter is a-more difficult task than the ap-
praisal of the domestic situation.

Pro]ected capital outlay as reported by business in the United
States is said largely to reflect volume estimates, expressed in cur-
rent prices. In Canada the tentative conclusion is that investment
intentions in periods of rapidly rising prices are expressed in terms
of future prices—although at times the allowance for price rises may
not fully reflect the rise in prices that may take place. In times of
moderate price movement Canadian practice is more akin to United
States practice.

As in the aggregate, so in some of the major industries Canadian in-
vestment-intentions surveys have come closer to actual realization in
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some years, with United States surveys being closer ir other years.
In the field of manufacturing the reasons for some of the variations
between the two countries might include the greater degree of ex-
perimentation and research carried on in the Unjted States and the
adoption of innovations in that country often as rapidly as these
become available and economically feasible. In Canada, with some
exceptions, manufacturing industries follow the American lead in
technology. Thus Canadian manufacturing industries can frequent-
ly draw on United States experience in appraising the cost of new
projects and in a number of cases make use of American engineer-
ing assistance.

A final dissimilarity lies in the fact that the Canadian investment-
intentions surveys are conducted on an establishment basis, while
the American data are obtained on a company basis. The United
States method has the advantage of making it possible to relate
profit, asset, and other corporate financial statistics to capital ex-
penditure data. The Canadian method has the advantages of allow-
ing regional and local capital expenditure estimates to be made and
of relating plant expansion to the area where it takes place rather
than to the head office of the company. This point is of particular
importance in Canada, where head offices of companies are con-
centrated largely in two major centers, Montreal and Toronto.
Further, the Canadian technique facilitates an improved industrial
classification, since in the case of companies conducting a variety of
businesses it becomes possible to classify capital expenditures on the
basis of the purpose of the plant rather than on the basis of the pre-
dominating business of the controlling company (see section C 8).

Direct surveys of capital expenditure plans have been made since
1948 for the institutional and government sectors, and since 1949
for investment intentions by home-builders. In 1948 the margins
between projected and actual capital expenditures were compara-
tively wide, but in 1949 and 1950 they had narrowed down consid-
erably, to 8 and 2 per cent respectively. Substantial offsets occurred
within some of the sectors. For example, a decline in the number
of expected housing completions in 1950 was offset by an unantici-
pated increase in the number of starts and by a rise in costs, which
at the beginning of the year had been expected to remain fairly
stable. The housing pattern of 1950 was also influenced by changes
in housing legislation (see section C 9).

To generalize, survey techniques in Canada have been sufficient-
ly developed over the last seven years so that under foreseeable
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circumstances capital expenditure intentions for all sectors of the
economy can be expected to be within 5 to 10 per cent of the
amounts that will actually be expended. The emphasis is on “fore-
seeable” because there are major economic, political, and natural
events that should be classed as unforeseeable, for example, re-
armament following international disturbances, a major war, wide-
spread drought, and internal strife. The time has been too short to
establish whether surveys will stand the test of a major depression
such as followed 1929, but there is some evidence that the surveys
will be able to indicate a decline in capital outlay that is in part
engendered by and in part augments recessionary influences de-
veloping in the economy or being transmitted from abroad (see
section C 10).

B. Meaning, Use, and Techniques of Investment Forecasting
1. INTRODUCTION '

A series of major economic events having world-wide ramifica-
tions has crowded the life of the present generation: a hectic boom,
a serious depression, a global war, a readjustment period of uneasy
peace balancing between the forces of inflation and the fears of
recession, and now a time of rapid rearmament amid local wars and
international tension.

There is little in this rapid sequence of events to imply that the
life of this generation has been a “normal” one, with everyone
- knowing where he is going and how to get there. The world-wide
forces of economic change in the last thirty years have been so
overwhelming as to reduce the effectiveness of decisions made by
individuals and by nations and to subject them to influences either
unforeseen or unavoidable. It is perhaps the most encouraging
feature of the positiveness of human nature that in spite of turmoil,
adversity, and confusion the striving to do better continues, what-
ever the handicaps or odds of international conflict or national mis-
management. Thus economic and political decisions continue to be
made by individuals and governments almost daily. These in turn
may either hasten or delay the next major economic event, which
historians of tomorrow may describe as the logical consequence of
the folly or wisdom of those who participated in bringing it about.

But come what may, and whatever may be the effectiveness of
decisions by individuals and governments, the complexity of this
age has set new standards for the decision-making process. It is no
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longer considered satisfactory to base decisions on haphazard
guesses of what the future situation will be. What is wanted is a
systematic appraisal of the problem at hand, the developments that
can be anticipated, and the courses of action that may be open for
dealing with a continuously changing situation. The 'question is no
longer, Should one look ahead? It is rather, What is the most effec-
tive and scientific way of looking ahead?

This task of looking ahead will have either national or inter-
national objectives. Within the national framework, forecasting will
concern the individual householder, the business firm, the member
of the government, and the parliamentarian. The subjects covered
will range from market prospects for a specific commodity to future
national levels of employment and income. Among the various sec-
tors of economic activity one field has been receiving increasing
attention in the last two decades: investment of capital expendi-
tures by business, individuals, institutions, and governments.

For as long as records have been available capital expenditures
in Canada—as in many other industrial countries—have fluctuated
substantially. The significant changes in the volume of investment
have in part contributed to and in part been affected by changing
levels of employment and income. When Canada’s greatest depres-
sion reached its lowest point, in 1933, private investment amounted
to 6 per cent of the gross national product, and private and public
investment together to 9 per cent. But at that time the gross na-
tional product per capita in constant dollars was one-third lower
than it had been in 1929, and the number of unemployed approached
a million, or about one-fifth of Canada’s labor force. In periods of
great prosperity such as the late twenties and most of the postwar
years, private and public investment together may absorb as much
as 20 to 25 per cent of the total output of the country’ and may ex-
ceed the value of Canadian export trade, although the latter is fre-
quently referred to as the mainstay of Canada’s prosperity. The
devotion of such a substantial proportion of Canadian resources and
manpower to the expansion of the country’s capital equipment pro-
vides employment and income both directly and indirectly to a
large section of the Canadian population.?

There are two more reasons why the importance of investment

1In 1950 private investment involved 16 per cent and public investment
8 per cent of gross national product.

2 For quantitative evidence and a summary appralsal see Department of
Trade and Commerce, Private and Public Investment in Canada, 1926-1951
(November 1951), Sectlon 1.
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expenditures to the economy is quite out of proportion to the actual
amounts involved, whether these be large in periods of prosperity
or small in periods of mass unemployment and low incomes.

The first is the contribution which capital expenditures make to
the development of the economy. The productive capacity of the
nation depends in large measure on the capital equipment avail-
able, and additions to the stock of capital increase that productive
capacity. Further, as new techniques and processes are developed,
.their adoption frequently requires large capital expenditures. It is
therefore important to economic advancement that investment be
maintained. '

However, a high level of investment may affect the general price
structure of the economy and at times may intensify inflationary
pressures. The relationship of capital expenditures to inflation has
been summarized as follows: “This effect of investment upon prices
is directly related to our willingness to save part of our current in-
come. These savings are only partially made by the same individuals
or business firms that do the investing. In fact, the investment de-
cisions, the decision of an individual to buy a new house or a busi-
ness firm to build a new factory, are often made quite independently
of the decision to save part of current income. Although part of the
investment may be financed out of current savings, a substantial
part may also be paid for by drawing on past savings or by borrow-
ing from the banks or other financial institutions. This means that
some groups in society are spending more than their current in-
come. Unless other groups save enough to offset this excess, the
country as a whole will be trying to spend more than it is currently
producing. If this occurs, the attempt to make these extra expendi-
tures places an upward pressure on prices. In general, once the
economy is fully employed, if investment expenditures just balance
the amount of savings which all groups in society are prepared to
make, prices are likely to stay at about the same level. If invest-
ment expenditures are greater than this, an attempt to make these
expenditures will tend to force up the level of prices. On the other
hand, if investment expenditures fall short of the amount of sav-
ings which all groups in the economy are prepared to make, total
expenditures will prove too small to maintain the existing price and
income levels. The result will be a decline in prices or in produc-
tion or in employment or in all three.” ‘

The impact of a large volume of investment on the general price

® Report of the Royal Commission on Prices (Ottawa, 1949), Vol. m, p. 116.
127




INVESTMENT FORECASTING IN CANADA

level was of particular importance in the reconstruction and re-
adjustment periods which followed World Wars I and IL. The prob-
lem again came to the fore in the period of increased defense
preparations, following a worsening of international relations after
the middle of 1950.

With the importance of investment as a source of both economic
strength and economic predicament now being fairly well estab-
lished in Canada as in other industrially advanced countries, the
question is raised: What is being done to learn more about invest-
ment behavior and to provide sufficient advance knowledge to those
in a position to do something about the problems that may arise out
of rapid changes in capital expenditure flows? In Canada the an-
swer to this question has led to the development of an elaborate sys-
tem of investment forecasting, which in concept and breadth of
" approach is second to none in the world.

The purposes of this paper are to describe the investment-fore-
casting process as it has developed over a period of seven years in
Canada and to examine the results so far achieved and the uses
to which investment analysis has been put. The paper is in three
parts. The first is a summary of the findings. The second covers the
objectives, meaning, and techniques of investment forecasting in
Canada and compares the process with the processes adopted in
other countries. The third appraises the effectiveness of investment
forecasts in anticipating economic events and seeks to establish the
reasons why investment plans of individuals, business firms, or the
nation as a whole may be carried out or defeated. A comparison of
the results of Canadian and United States investment-intentions
surveys is also included. Two appendices providing information on
the coverage of Canadian surveys and including copies of survey
forms in use conclude the paper.

2. DEVELOPMENTS LEADING TO INVESTMENT FORECASTING IN CANADA

Even before World War II various agencies of the Canadian
government devoted considerable effort to surveying the economic
situation as a means of aiding in government formulation of eco-
nomic policies. Among them were the Department of Finance and
the Bank of Canada, guided by their concern with fiscal and mon-
etary policies; the Department of External Affairs and the Depart-
ment of Trade and Commerce, prompted. by their responsibilities in
the field of foreign economic relations, particularly in matters re-
lating to trade and commercial relations; and the Departments of
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Agriculture, Fisheries, and Mines and Resources, whose principal
interest was the development of markets for Canada’s major primary
industries. These efforts were greatly assisted by the collection of
comprehensive economic statistics by a central agency, the Domin-
ion Bureau of Statistics, which among its many tasks developed a
set of national accounts that have become increasingly important
- to the national policy-maker and senior administrator.
" With the commencement of World War II, some of this work was
intensified, and new fields were entered. The number of depart-
ments participating increased in the attempt to anticipate and meet
war needs on a broad front. As the war was drawing to a close the
Canadian government, anticipating postwar economic problems,
proceeded to frame broad and integrated economic policies. Some
of this endeavor was reflected in the extensive legislative proposals
submitted to Parliament in the 1944 session. The intent and purpose
of the economic program were brought together in a White Paper
on employment and income, placed before Parliament in April 1945,
outlining the government’s policies with respect to the maintenance
of high levels of employment and income in the country.* To im-
plement this objective there was need for a continuing central group
responsible for national economic forecasting, which would provide
the necessary forward-looking information required by the govern-
ment to formulate and administer its policies. This task was en-
trusted to the Department of Reconstruction (and Supply), and
was later continued by the Department of Trade and Commerce,
operating in conjunction with all departments concerned with mat-
ters relating to economic policies.® The departments concerned are
members of an informal committee on economic forecasting, and
they participate in formulating the final advice given to the govern-
ment on the economic outlook for the country as a whole and its
various parts.® The development of investment forecasts was one

¢ Employment and Income, with'Special Reference to the Initial Period of
Reconstruction, White Paper presented by the Minister of Reconstruction to
Parliament in April 1945. A restatement of the government’s aims for maintain-
ing high and stable levels of employment and income in cooperation with
provincial and municipal governments is contained in the Proposals of the
Government of Canada to the Federal-Provincial Conference on Reconstruction
(August 1945).

50. ]. Firestone, “Government Economic Intelligence in Canada,” Public
Affairs (Dalhousie University, Halifax), Vol. xi1, No. 1 (spring 1949), p. 8.

¢ For a summary see “Government Forecasting in Canada,” by Stewart Bates,

Canadian Journal of Economics and Political Science, Vol. xm, No. 3 (August
1946), pp. 361-378.
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of the results of this attempt to put forward-looking economic analy-
sis in Canada on a systematic basis. ‘

3. PROGRESS OF INVESTMENT FORECASTING

The Canadian government’s endeavor to be adequately prepared
to cope with the problems of industrial reconversion and possibly
a recession after the end of World War II is indicated by the intro-
duction of a bill early in 1944 to establish a Department of Recon-
struction. This bill was passed by Parliament by mid-1944,” and
the new department began operations in November of that year,
as the Minister of Munitions and Supply took over the portfolio of
the Minister of Reconstruction. One of the first acts of the newly
organized Economic Research Branch of the Department of Recon-
struction was, in December 1944, to ask the Dominion Bureau of
Statistics to organize a survey of investment intentions by Canadian
business which would provide a measurement of capital expendi-
tures planned for 1945. While military operations were favorable
to the Allied cause, and victory appeared in sight, great uncer-
tainty prevailed about when the war would end. Nevertheless,
many of the larger companies had been planning the various moves
that would be required to turn again to peacetime pursuits. In fact
some of the companies were already making capital expenditures
in preparation for this contingency, in order to make certain that
the transition from war to peace would be as rapid as possible. To
make sure that the data on investment plans for 1945 included not
only the expenditures contemplated by firms in the ordinary course
of events, but also any .outlay associated with reconversion, a spe-
cific question with regard to the latter was included in the survey.
The classification used in the 1945 investment-intentions survey
therefore covered five categories, with reconversion expenditures
being added to new construction, new machinery and equipment
purchases, repair and maintenance construction, and repair and
maintenance of machinery and equ1pment

The followmg industries were covered in the 1945 survey manu-
facturing, mining, central electric stations, and telephones. The re-
sults of the survey were for government use and were therefore not
released at that time.

In 1946 the survey was expanded to include woods operatlons
banks, broadcasting, steam railways and telegraphs, electric rail-

7 The Department of Reconstruction Act, 1944, 8 Geo. vi, Chap. 18, assented
to June 30, 1944. .
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ways, air and water transportation, and motor carriers. The results
of this survey were made public by the Minister of Reconstruction
and Supply, as were those of all subsequent surveys.® In the 1948 sur-
vey the question relating to reconversion expenditures was dropped.
In addition to figures for the groups covered by direct-survey
method, the investment White Paper included estimates of the
likely amount of residential and institutional capital expenditures
and the investment outlay of business sectors not covered by direct-
survey methods. The latter estimates were based on an appraisal of
the supply of capital goods, a feasible procedure in view of the
persistent demand coming from all sectors of the economy for
capital expansion. ‘

In 1947 the survey of business establishments was expanded to
include the construction industry, warehousing, wholesale establish-
ments, chain and department stores, laundries, dry cleaners, and
theaters. Housing and institutional investment plans and those of
residual business groups continued to be estimated on the basis
of the supply situation. To facilitate the latter type of analysis the
survey work on the supply side covering construction was formal-
ized, and the results appeared in a White Paper on the outlook for
basic and building materials. Similar White Papers were issued in
subsequent years as companion documents to the White Papers on
the investment outlook.?

In 1948 additional business sectors covered by the direct-survey
method included. insurance companies and hotels. Also, for the first

8 Capital, Repair and Maintenance Expenditures of Business Enterprises in
Canada, Forecast 1946 (September 1946); Forecast of 1947 Investment by
Canadian Business (March 1947); Private and Public Investment in Canada,
Outlook 1948 (March 1948 ). These three papers were prepared by the Depart-
ment of Reconstruction and Supply. Private and Public Investment in Canada,
Outlook 1949 (February 1949); Private and Public Investment in Canada,
Outlook 1950 (March 1950); Private and Public Investment in Canada, Outlook
1951 (March 1951). These three papers were issued by the Department of
Trade and Commerce. To assist the periodic appraisal of the investment outlook
the Department of Trade and Commerce released its progress report of research
done in the field of investment analysis, Investment and Inflation, With Special
Refer)ence to the Immediate Post-war Period, Canada, 1945-1948 (February
1949). .

® Production of Basic and Building Materials in Canada, Outlook 1947
(March 1947); Production of Basic and Building Materials in Canada, Outlook
1948 (March 1948). Both papers were prepared by the Department of Recon-
struction and Supply. Supply of Building Materials in Canada, Outlook 1949
(February: 1949); Supply of Building Materials in Canada, Outlook 1950
(February 1950); Supply of Basic and Building Materials in Canada, Qutlook
1951 (February 1951). These three documents were prepared by the Depart-
ment of Trade and Commerce. v
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time anticipatory capital expenditure data were obtained from in-
stitutions and governments by means of a direct survey. Only the
expenditures of housing and residual business groups continued to
be estimated on the basis of supply information and other data be-
coming available. Another innovation in the 1948 report was the
inclusion of an allowance for capital items charged to operating
expenses for manufacturing, utilities, and trade.

In-1949, with the addition of grain elevators and the automotive
trade to the business sector and a newly instituted forecast survey
of housing starts and completions, the initial development phase of
the survey of capital expenditure intentions had been completed.
By that time all major sectors in which it was considered feasible
to make a direct survey of the buyers of capital equipment had been
subjected to a regular canvass. Thus the need to make estimates of
investment intentions based on less direct information had been
reduced to a minimum, with agriculture the only major sector so
covered (for further details see sections B 9 and 10 and Appendix
A).

In 1950 and 1951 the surveys were continued on substantially the
same basis as in 1949 except for the addition of two minor sectors,
oil pipelines and municipal waterworks, the latter because they
were considered to be more akin to utility operations than to govern-
ment operations. One other change occurred in 1951 with the ex-
clusion of government expenditures on military equipment from
the investment-outlook appraisal. This was done because most items
of military equipment may in periods of war or increasing military
preparedness be looked upon as expendable or as additions to an
inventory type of stock (for example, guns not currently used for
training or operations), and therefore a case can be made for not
including such expenditures as investment in durable physical assets.

4. OBJECTIVES OF INVESTMENT FORECASTING

The primary objective of investment forecasting is to provide a
basis for improving judgment about current and foreseeable eco-
nomic conditions. Since past experience shows that economic con-
ditions and national development may be significantly affected by
changes in the level, composition, and distribution of capital ex-
penditures made in a country, investment forecasts in Canada are
part of the larger task of increasing knowledge about the working
of the economy. This knowledge in turn will assist the policy-maker
in business, government, or elsewhere when he has to make decisions
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affecting a given economic situation. The problem for the executive
is not only to set out alternative policies which he may pursue, but
also to choose a realistic policy applicable to a situation he is fac-
ing or may be facing in the near or distant future. A policy, brilliant
* as it might have been when applicable to a situation of the past, may
quickly become obsolete as conditions change. There is, then, a
premium on anticipating economic changes as closely as can be done
with the imperfect tools at the disposal of the economist. It is this
requirement for forward-looking information on the course of capital
expenditures by business and other groups that has determined the
processes of investment forecasting in Canada.

Investment forecasting involves the application of judgment to
measurement. It represents the synthesis of two distinct though
closely related phases of economic assessment: the first aim is to
find out what people intend to do; the second involves arriving at a
judgment of what people in fact will do.

One objective, then, is to obtain through surveys and other meth-
ods an approximation of investment intentions by those who are in a
position to make capital expenditures. Another objective is to ob-
tain a clear understanding of current economic conditions at the
time investment surveys are made—to become aware of the basic
forces operative in the economy, including prevailing business and
government policies that will be influential in shaping the events of
the near future, and to weigh all the available evidence that bears
on the possibilities or limitations of realizing the investment plans
obtained from those who formulate them.

With this knowledge, which is partly quantitative in character
but is perhaps even more affected by qualitative considerations and
insight into the functioning of the economic system, the Canadian
analyst has tools to arrive at an informed assessment of the fore-
seeable investment situation. The investment intentions provide him
with an approximation of potential domestic demand for capital
goods for a period ahead. Supplementing this knowledge, informa-
tion from other sources on the supply side of the economy and on
competing demand for supplies will enable the analyst to balance
the various claims that may be made on the country’s resources
and the effects that these claims may have on economic activity and
prices. He may conclude that, given conditions of limitations of
supply in the country as a whole, which individual forecasters of
capital expenditures have taken into account only inadequately,
investment intentions will not be fully realized and therefore what
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people actually spend on capital goods and related services will be
less than they stated. This, for example, was the situation in Canada
in 1945 and 1946. Or he may find that buoyant economic conditions
make it likely that those intending to make capital expenditures will
spend all they propose or perhaps more than they initially intended
—the Canadian experience since 1947. Or he may find that, given
certain stringencies arising out of external conditions—for example,
‘the Canadian exchange difficulties of 1948 and 1949—or out of do-
mestic circumstances—for example, the rearmament program and
expansion of defense and defense-supporting industries following
the Korean incident in mid-1950—there will be a significant shift
in the composition of the investment program, with certain indus-
tries doing perhaps better than they expected and other industries
barely accomplishing or actually falling behind their anticipations.

Given these conditions, all that the careful Canadian investment
forecaster maiy feel justified in saying is this: The people in a po-
sition to make capital expenditures intend to spend $x million.
Given the capacity of the economy and the competing demands for-
its resources, current price trends, prevailing external relations, and
known government economic policies, actual capital expenditures
made may in the aggregate be somewhat below x, come close to it,
or exceed it. And he may point to some of the variations in the
distribution of investment intentions between regions and sectors
of the economy without stressmg with numerical precision the actual
amounts that will be spent in each industry or region. The emphasis,
then, is on major trends becoming apparent that are either of na-
tional importance or of significance for particular areas or sectors
of the economy, rather than on an attempt to pinpoint with any
claim to precision the actual capital spending that will be taking
place.

This is not to suggest that the Canadian investment forecaster is
happy if he finds that the application of judgment to survey results
shows great disparities between investment intentions and estimates
of actual capital spending. But he is—or at least should be—aware
of the limitations of the whole investment-forecasting process and
its objectives. To state what the actual amount of capital outlay
will be in a given perlod say a year ahead, presumes complete fore-
sight into economic and political events, which no human being
possesses. Who on the North American continent, for example,
could have foreseen aggression in Korea, not only its occurrence,
but also its timing, and the effect that the events following this inci-
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dent would have on capital expansion plans by business and gov-
ernments?

The Canadian investment forecaster must also be aware that the
very fact of making available information on investment intentions
and the assessment of the economic impact of these plans may bring
into being government policies and business decisions which will
prevent the realization of aggregate investment intentions and alter
the composition of the capital expenditure program. The economic
forecaster does not predict, and in fact may not feel qualified to pre-
dict, the human and political reactions of those who formulate de-
cisions subsequent to the release, and in the light, of information on
the near-term investment outlook. But what he can do is advise
government on the effects which alternative economic policies may
have on investment intentions and their possible realization. If, then,
the administration—or legislature as the case may be—makes de-
cisions affecting investment, and the attitude of those making capital
expenditures becomes known, the analyst is frequently in a position
to indicate the slowness or speed with which the newly initiated
policies appear to be bringing about a change in trend or in the
composition of capital expenditure plans.

The objective of the investment forecast, it must be remembered,
is to provide a basis for intelligent economic decisions by both gov-
ernment and business. Such decisions can be made on the basis
of what the current outlook appears to be in approximate terms. As
long as government knows that the investment intentions are up-
ward and are likely to exceed available capacity, it does not matter
for the purpose of framing appropriate policies in the first instance
whether the intentions may exceed available capacity by 10 per
cent or 15 per cent. What is important for the government to know
is that this development is likely to contribute to physical bottle-
necks and rising prices in capital goods industries, and that, in an
economy already operating at a high level, the inflationary tenden-
cies in a major sector may permeate the economic system as keen
competitive bidding for the limited resources effects—in the absence
of government controls—a transfer of resources to the highest bidder.
In the light of this information the government may decide that
remedial measures are indicated. If one set of such policies turns
out to be not fully effective or acceptable to the public, other poli-
cies may be formulated in the light of the changing situation.

In another period it may be found that prospective investment de-
mand is considerably below available resources. This was experi-
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enced in Canada during the postwar period in selected areas or
industries, but not in the aggregate because of the offsetting effect
of expansion in other regions or sectors. In such a situation the
government in deciding on appropriate action may find it sufficient
to be informed of, say, the current level of unemployment in capital
goods industries in the localities affected and of the fact that invest-
ment intentions suggest a continuation or deterioration of the situ-
ation. Whether this deterioration may be 10 per cent, 15 per cent,
or perhaps even more is not as important as the fact that a worsen-
ing of economic conditions and a drop in capital expenditures is in
sight for the locality. In fact when this situation is compared with
continuing expansion occurring in other parts of the country, the
disparities may be of such order as to counsel remedial action be-
fore the situation in the locality causes real hardship or becomes
instrumental in spreading recessionary influences to other parts of
the country. Or in the case of declining investment activity in a
whole sector, as, for example, in Canadian manufacturing in 1949,
the important considerations influencing a government decision on
what action to take are not whether the prospective decline in in-
vestment is 10 per cent or 15 per cent, but the fact that a notable
decline is in sight, why this drop in investment is taking place,
what it will do to the competitive position of the industry vis-a-vis
importers, and whether declining capital expenditures in some
sectors will be offset by increases in others.

A decline in investment in certain sectors may on occasion be a
desirable objective from a national point of view and the result of
specific government and business policies. In such cases the decline
in the volume of investment may be an indication of the success
of public and private policies which in the first instance might have
been framed to reduce the demand for capital goods coming from
unessential industries so that sufficient capital goods could be made
available to high-priority sectors of the economy. An example of
this type of development is to be found in the years following ag-
gression in Korea, when a number of economic policies were formu-
lated in Canada specifically to achieve a redirection of the invest-
ment program, with the intention that this objective would be
reached in some measure through government-industry coopera-
tion.%a

92 See, for example, Mitchell W. Sharp, “Deferred Depreciation—A Canadian

Anti-Inflationary Measure,” The Journal of Finance, Vol. vi, No. 2 (May 1952),
pp- 331-346.
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These considerations of what is involved in investment fore-
casting suggest two important conclusions.

First, investment forecasting applies the artist's touch to the
statistician’s skill. There are so many reasons—and some of these
are examined later—why the results of capital expenditure surveys
may not fully reflect the likely course of investment, particularly in
regard to certain areas, sectors, or companies, that economic poli-
cies formulated after a glance at the statistical-survey results may
be just as haphazard as economic pohcws based upon a personal
hunch or on “informed” opinion of what the situation will be in a
future period. Further, the economic significance of capital expendi-
tures is of such magnitude and complexity that no satisfactory con-
clusion can be reached without regard to other interlocking events
and influences. For it must be remembered not only that variations
in the volume and composition of capital expenditures may affect
levels of employment and income, prices, productivity, and the
competitive position of industry within and outside a nation’s bor-
ders, but also that the buoyancy or inadequacy of domestic and
foreign demand for a country’s output may influence notably the
economic climate in which investment decisions are made.

Secondly, an appraisal of the investment outlook is a judgment
in quantitative terms of what will be taking place in the investment
field in the near future, usually in the next quarter or full year. The
purpose of this appraisal is to assist in the formulation of business
and government decisions which supposedly, in the case of indi-
viduals or firms, are made to maximize returns or, in the case of
governments, are made to arrive at some national or social objective.
The usefulness of an investment forecast to the decision-maker can
be observed from the influence that the forecast has on the adoption
of certain measures which in the end may materially alter the in-
vestment outlook. The government, for example, may in a period in
which demand for capital goods exceeds supply take a variety of
measures to reduce anticipated demand, through direct action—e.g.,
allocation controls or reduction of its own capital spending—or in-
direct measures—e.g., increased taxation, stricter credit provisions,
or higher interest rates. In a similar situation some business enter-
prises may, in anticipation of construction bottlenecks, rising prices,
and delivery delays on machinery and equipment, review their
capital expenditure programs and decide on the postponement of
some projects of lesser priority. Other industries may, in anticipation
of increased general demand for goods and services associated with
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an investment boom, decide on further expansion of capital facili-
ties, thus adding to an already tight supply situation. In turn in-
dustries producing capital goods may, in the light of strong markets,
program for a larger output than they would otherwise have under-
taken, thus making possible an increased realization of investment,
although frequently at the price of rising costs to the purchasers of
capital goods.

In another period, when there are indications of a decline of
private capital expenditures' large enough to alarm a government
committed to trying to avoid “too” substantial fluctuations of eco-
nomic activity, fiscal and other economic policies may be decided
upon to encourage an increase in private capital outlay beyond what
is currently contemplated by business and individuals. Steps to
encourage private enterprise, such as tax concessions, loans, guar-
antees, subsidies, and lower interest rates, may be supplemented by
the expansion of direct public investment outlay. Thus in the end,
partly as a result of such policies and partly because of the confi-
dence that a hesitant business community may regain, the actual
volume of investment may be larger than was indicated by earlier
surveys of capital expenditure plans.

Such consequences lead to the apparently paradoxical conclusion
that the most successful investment forecaster is not necessarily the
analyst whose quantitative forecast is most closely matched by actual
capital expenditures. As long as investment forecasting is regarded
as a tool for policy formulation and not as an academic exercise, a
major criterion of the usefulness of an appraisal of the capital ex-
penditure outlook is whether and to what degree it will assist de-
cision-makers in a modern democracy in formulating business and
public policies.that contribute to a maximization of returns to indi-
viduals and to optimum national welfare. If the implementation of
these decisions contributes to a change in the level or the composi-
tion of the investment program and thus proves the initial invest-
ment forecast “wrong,” the purpose for which the investment fore-
cast was designed will still have been achieved more effectively
than if the forecast had conformed closely to realization of invest-
ment intentions, and were therefore regarded as “right” simply
because neither business nor government took the appropriate steps
to rectify a situation which appeared unsatisfactory from a national
point of view. In essence, then, the statistically correct investment
forecaster is not necessarily the most successful forecaster—although
the very fact of being right or nearly right may be a source of pro-
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fessional satisfaction. Perhaps more important are the relationship
* of the economic forecaster to the decision-maker, the use to which
the forecast is put, and the contribution which the investment fore-
cast itself may make to general public enlightenment on contro-
versial economic issues.

5. LIMITATIONS OF INVESTMENT FORECASTING

Limitations of investment forecasting arise out of two sets of
conditions: (1) difficulties encountered in organizing the surveys of
investment intentions and in conducting them on.a continuing basis,
including such factors as the extent, quality, and timing of response
from business and other groups and the need to make estimates for
sectors or types of capital expenditures not covered; (2) problems
deriving from the interpretation of the results of surveys and an
assessment of the conditions and circumstances affecting the extent
to which investment intentions may be realized.

The first problem, then, is organizing intentions surveys simply
and realistically enough to be understood by firms and individuals
canvassed so as to permit a speedy response. The surveys have to
be conceived broadly and flexibly enough to take care of the various
ways in which business firms and other groups plan and record their
capital expenditures.. The surveys must also be adaptable to the
continuously changing economic situation, industrial structure, com-
position of the business community (new firms being established
and existing firms going out of business), and the division between
private and public spheres of activity.

To cope with these various requirements techniques of investment
forecasting developed gradually in Canada over the last seven years
have been changed, revised, and extended as experience has been
gained. Methods employed in preparing investment forecasts and
cooperation obtained from respondents are summarized in sections
B 9-11, and supplementary evidence is examined in section C 7.

The second type of problem is mainly analytical. It requires a
thorough understanding of how investment decisions are formu-
lated by businessmen and others, why decisions are made, how real-
istic they are under varying economic circumstances, and what their
effect is likely to be on the economy as a whole, on specific indus-
tries, on a particular region or locality, or on the firm, individual,
institution, or government agéncy involved. The limitations of in-
vestment forecasting based on surveys of capital expenditure in-
tentions and the careful attention that must be given to the forces
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and factors that may be instrumental in either defeating or changing
investment plans were stated in the following terms in the first
investment White Paper published. Even though some five years
have elapsed since these observations appeared, they have sub-
stantially stood the test of subsequent experience:

“In interpreting the intentions of business enterprises, account has
to be taken of the structural, dynamic and behavioristic conditions
in the economic system at the time. Some illustrations of the com-
plexities follow: A firm’s intention to make a certain investment in a
given year depends on its outlook as to the future of business in
general (perhaps for some years ahead if the investment is large),
the prospects in its own industry, and its own particular competitive
position within that industry. Two competitive firms may have simi-
lar assumptions as to the future of trade generally and of their own
industry, although they may each react differently and would plan
differently. In most instances, however, their information or fore-
sight will not be similar, so that their assumptions about the future
will not be homogeneous. This creates some logical difficulty about
adding together intentions so differently reached. The better in-
formed the firms are about trends, the more homogeneous will be
their basic assumptions, and the less serious the logical difficulty.
But it follows that the investment intentions of industries character-
ized by well-informed managements mean something different from
those stated by industries whose managements are short or narrow
in views. Likewise, industries that are highly integrated, that can
‘mechanize’ the introduction of new processes derived from research,
etc., are able to state intentions more firmly than industries of small
firms, or industries that are going through either rapid development
or decline. A slight change in business generally is likely to create
in the latter type of industries wider discrepancies between the Janu-
ary intentions and the realized acts by December. In the former, -
highly integrated type of industry with only a few firms, while their
views may be longer and the investment more ‘mechanized’ in ap-
plication, the actions of one firm can so greatly affect a second that
both intentions and actions have to be modified according to, not
only general trade conditions, but also the unfolding actions of the
competition.

“In’' a more general way, as in recession times and in periods of
industrial strife, general conditions can emerge to alter intentions
(and actions) in the course of the year. If conditions are reasonably

- stable, the forecast (or sum-total of intentions) may approximate the
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actual fulfilment, except where there has been general over- or
underestimation of prospects. Or again the costs of the actual con-
struction and machinery, etc. may during the year, prove to be
different from the estimates as shown in the original intentions, by
reason of errors in costing, changes in prices, etc. Changes in the
basic conditions can of course change intentions or disrupt actions,
probably unequally as between industries, and also in total. Given
any such changes in general conditions, especially sudden changes,
the intentions may not be realized before the year-end; in depres-
sions, errors of forecast may appear in a large proportion of the in-
dustries; in minor recessions, they may appear mainly in the indus-
tries immediately affected by the changed situation. Likewise in
prosperity conditions, the intentions may understate the investment
likely to be undertaken, particularly if the prosperity is associated
with the emergence of new firms that have been missed in the
survey. To overcome such difficulties, special allowances have to
be made to include investment outlay of this kind.”°

The macro- and micro-economic influences that have affected the
realization of capital expenditure plans in Canada over the last seven
years and the reasons for the differences between intentions and
realization are examined in sections C 1-6.

6. INVESTMENT FORECASTING AND GOVERNMENT POLICY

One of the major objectives of investment forecasting has been
described as providing background information to the policy-maker
in the legislative and executive branches as well as to senior ad-
ministrative heads concerned with the implementation of economic
policies. Advance knowledge of the course and distribution of the
investment program will be helpful if a choice has to be made be-
tween alternative policies. Such policies may be called for because
a rise or a decline or a change in the composition of the investment
program which is not in consonance with national objectives ap-
pears to be in sight.

The need for government to have access to forward-looking eco-
nomic analysis, of which investment forecasting is an integral part,
has been stressed earlier. Perhaps the importance which the Cana-
dian government has attached to this type of analysis is indicated
by the fact that White Papers on the investment outlook, together

10 Department of Reconstruction and Supply, Capital, Repair and Main-

tenance Expenditures of Business Enterprises in Canada, Forecast 1946, pp.
10-11.
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with appraisals of the basic and building material outlook, have been
considered by Parliament each year commencing in 1947.** Further,-
in discussing the economic situation in Parliament, frequently in
conjunction with the Debate from the Throne, numerous references
to the meaning of the anticipated investment and its impact on
economic activity, industrial development, prices, and foreign ex-
change have been made by a number of members of the Canadian
Cabinet and members of Parliament on both the Government and
the Opposition side.?* Also, since the end of the war, in bringing
down his annual budget the Minister of Finance has found it neces-
sary on a number of occasions to refer to the economic impact of
the anticipated volume of investment and to explain the kind of
fiscal and monetary policies that the Government considers to be
most appropriate in this situation.'®

11 The results of the first investment-intentions survey in 1945 were kept
confidential because of the experimental nature of the undertaking. A summary
of the 1946 survey was released by the Minister of Reconstruction and Supply
on gune 26, 1946, and this was followed by the publication of a White Paper
in September 1946. Shortly after the results of the 1946 survey were made
public the policy implications of whether business investment as forecast was
sufficient to take up the slack arising out of the discontinuation of military
expenditures were raised in Parliament by a member of one of the opposing
parties (House of Commons Debates, July 8, 1946, pp. 3230-3231). The subse-
quent White Papers on the investment and basic and building material outlooks
were presented in the House of Commons as follows: March 27, 1947 (Journals
of the House of Commons of Canada, No. 41, p. 252; in discussing the White
Papers the Minister of Reconstruction and Supply observed that he bélieved
them to be “a very important document” [House of Commons Debates,
March 27, 1947, p. 1777]); March 22, 1948 (Journals of the House of Com-
mons of Canada, No. 52, p. 273); March 1, 1949 (ibid., No. 25, p. 134); April .
21, 1950 (ibid., No. 40, p. 261); advance statement offered by the Minister of
Trade and Commerce on February 8, 1951 (House of Commons Debates, pp.
186-187); White Papers presented on April 3, 1951 (Votes and Proceedings of
the House of Commons of Canada, No. 39, p. 236). .

12 Statement by the Prime Minister, House of Commons Debates, February
20, 1950, pp. 55-56. (In this address the Prime Minister drew the attention of
the House of Commons to the review “Canada at the Half-way Mark of the
Twentieth Century,” which had been circulated among members of Parliament.
This review included pertinent data on past and anticipated capital expendi-
tures. See Supplement to the February 1950 issue of Canadian Statistical
Review, Dominion Bureau of Statistics, pp. 14-15.) Statements by the Minister
of Reconstruction and Supply, later the Minister of Trade and Commerce:
House of Commons Debates, February 23, 1948, pp. 1492 and 1495; ibid.,
June 25, 1948, p. 5845; ibid., March 1, 1949, p. 1014; ibid., March 31, 1950,
p. 1431; ibid., September 8, 1950, p. 445; ibid., February 8, 1951, p. 184;
ibid., June 28, 1951, p. 4817. References by opposition members include:
“ibid., June 27, 1946, p. 3230; ibid., May 6, 1947, p. 2811; ibid., February 23,
1948, p. 1495; ibid., June 25, 1948, p. 5847; ibid., March 22, 1950, p. 1003.

18 1946 Budget ( House of Commons Debates, June 27, 1946, pp. 2902-2903);
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The occasions where advance knowledge of investment plans has
‘affected government thinking are too numerous to be listed in de-
tail. The following few examples, however, may illustrate the uses
which government has been able to make of the results of invest-
“ment-forecasting work. '

~ As the White Paper on employment and income to which refer-
ence has been made indicates, the Canadian government was much
concerned with the problems of adjustment and adaptation of the
economy that would follow the end of World War II. There was a
prominent school of thought in Canada, and this school apparently
had followers in most Allied countries including the United States,
which believed that the reconversion might bring in its wake a sharp
recession somewhat akin to the experience after World War I. In
fact many of the policies proposed were of a type that might assist
_in coping with such a situation should it arise. But by early 1946
it became apparent that there were many sectors in Canada, of
which capital expenditures were one, in which forces of expansion
appeared to be stronger than forces of contraction. Investment fore-
casts in particular indicated an increasing volume of business capi-
tal expansion in this country that would in large part offset declining
military expenditures. As reports of rising actual capital expenditures
and the mounting pressure on the capital goods market with its
associated inflationary tendencies made it apparent that a period
of expansion was ahead, the government was able to shift from its
earlier emphasis on possible anti-recession policies to economic
policies designed to cope with physical bottlenecks, manpower ad-
justment, and rising prices.*

1947 Budget (ibid., April 29, 1947, p. 2543); 1948 Budget (ibid., May 18,
1948, p. 4056); 1949 Budget (ibid., March 22, 1949, p. 1789—in this statement
the Minister of Finance referred to the “informative facts and forecasts . . .
relating particularly to the prospects for capital expenditure and the supplies
available for construction”); 1950 Budget (ibid., March 28, 1950, pp. 1289-
1290); 1951 Budget (ibid., April 10, 1951, p. 1802 and p. 13 of the budget
paper dealing with economic indicators).. In the 1950 and 1951 Budgets the
results of investment-intention surveys were shown in summary tabular form
in an appendix.

14 A number of fiscal and economic policies were introduced in 1944 and
1945 to provide for and encourage peacetime industrial expansion. For a sum-
mary see Department of Reconstruction and Supply, Encouragement to In-
dustrial Expansion in Canada (1948), pp. 17-18. But as the dimensions of
business capital expansion became apparent, in the spring of 1946 the Minister
of Reconstruction and Supply found it necessary to report to Parliament: “For
a time I was pleased with the rate of expansion. Today I am rather alarmed
by it. It seems to me that the expansion is coming too rapidly and that we
shall face an insoluble problem of shortages of material as well as shortages
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By the end of 1947, with most of the bottlenecks arising out of
postwar reconversion eliminated, a major problem facing Canada
was the severe shortage of United States dollars arising in part out
of heavy loans and gifts to overseas countries, in part out of the
inability to convert soft currencies earned into dollars, and in part
out of a substantial increase in imports from the United States
which was not accompanied by a corresponding increase in exports.
Emergency exchange restrictions followed, covering the import of
both consumer and capital goods. The continuing large volume of
investment, as indicated by surveys of capital expenditure inten-
tions, suggested the need for an extension of import restrictions in
the capital goods field, even though Canadians' appeared anxious
to continue with rapid capital expansion.?®

The following extract from a letter sent to 13,000 business firms
by the Minister of Reconstruction and Supply (later the Minister

- of Trade and Commerce), who was responsible for the administra- .
tion of controls of capital goods imports, indicates one of the uses
to which investment-intentions surveys were put: “The outstanding
result of the survey is the fact that Canada is experiencing the great-

of manpower when the program now under way comes into full production.”
House of Commons Debates, March 20, 1946, p. 115. In the summer of 1946
the Minister of Reconstruction, in reviewing the need for changing the Gov-
ernment’s policy toward encouraging industrial expansion through the granting
of double depreciation rates, explained: “The need for housing is so great
that it is desirable that industrial projects should be limited to those which are
urgent from the point of view of employment. The action referred to removes
the possibility that industrial projects will be rushed forward to qualify for the
double depreciation privilege. It is hoped that this will permit the postpone-
ment of some projects which involve extensive construction until the supply
situation is less acute.” House of Commons Debates, July 22, 1946, p. 3674,
See also Encouragement to Industrial Expansion in Canada, pp. 30-32.

15 “The need for this is underlined by the magnitude of new capital invest-
ment intentions in 1948. On top of an investment boom in 1947 in which the
all-time record, in peace or war, of $2.4 billion was spent on new construction,
machinery and equipment in Canada, an increase of 17 per cent, or $400 mil-
lion, is planned for 1948. For the purposes of this discussion it is the United
States dollar aspect of this really staggering amount—$2.8 billion—which con-
cerns us. But I would like in passing also to draw attention to the disturbing
inflationary possibilities inherent in such a program. Some postponement of the
less essential expenditures in this program will be far from harnmful. It will not
cause any unemployment in the construction or capital goods industries. In fact
our capacity in a number of key instances, such as steel supply, will be strained
to the limit to }l)rovide for essential construction. Additional demand in the
market will simply bid up .prices, intensify shortages, interrupt necessary work
and generally add to costs. On the other hand, projects postponed now will
prove useful in maintaining employment and income in the future.” Statement
by the Minister of Trade and Commerce, House of Commons Debates, February
23, 1948, pp. 1492-1493,
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est investment boom in her history. Total private and public invest-
ment contemplated for 1948 is likely to amount to some $2.8 billion,
exceeding the 1947 peak of $2.4 billion, thus contributing further to
inflationary pressures. While the value increase over last year is
expected to be 17 per cent, in terms of volume it will probably be
less than 5 per cent. Such a large investment program, however,
means a heavy drain on our limited United States dollar holdings.
Out of every dollar spent on investment in Canada, some thirty cents
go to the United States. As you know, the government has embarked
on a United States dollar conservation program, and to this end is
soliciting the cooperation of business and all other groups in Canada.
It is recognized that circumstances will vary widely, but where
a construction project or the purchase of machinery and equipment
can be postponed without affecting essential operations and produc-
tion it will be helpful in our United States dollar conservation pro-
gram. If you believe that it is necessary to carry out your construc-
tion project or purchase machinery and equipment this year, you
might find it useful to ascertain whether any of the materials, ma-
chinery and equipment to be imported from abroad fall under
Schedule III of the Emergency Exchange Conservation Bill, pres-
ently before Parliament. If the purchases which you contemplate
either directly by yourself or through a dealer come from abroad,
you are advised to write to the Director of the Capital Goods Im-
port Permits Division and obtain assurance that import of the items
which you require will be permitted.”*

Other government policies, formulated as soon as expanded invest-
ment plans of business for 1948 became known, included a tighten-
ing of credit, as is indicated by the following extract from the Bank
of Canada Annual Report: “Early in 1948 it became apparent that
business intended to make even larger capital expenditures and that
this might mean increased pressure on available labour an