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CANADA'S POSITIVE INTERNATIONAL INVESTMENT
POSITION IS AN ACHIEVEMENT BUT WILL BE SHORT-LIVED

Canada posted its first recorded positive net interna-
tional investment position (I11P) at the end of the fourth
quarter of 2008, swinginginto a$13.5 billion surplus'. Al-
though the quarterly shift owed strongly to the deprecia-
tion of the Canadian dollar, the move towards a net posi-
tive l1P has been underway for sometime. Sincethethird
quarter of 1999, Canadahad run current account surpluses,
as exports boomed and terms-of -trade shifted to Canada's
favour. Thisdecade of current account surpluses alowed
Canadiansto reduce the country’snet international liabili-
ties. During this decade, Canada's acquisition of assets
abroad and the federal government’s pay-down of foreign
debt also reduced the net outflow of investment income,
further buoying Canada’s current account balance.

Over the last 15 years, Canada has certainly accom-
plished astunning reversal of an |1Pthat bottomed in 1994
at 45% of nominal GDP in thered. The rapid accumula-
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Canada’s Positive |IP will be Short-lived

HIGHLIGHTS

* While Canada posted its first recorded posi-
tive netinternational investment position (IIP)
of $13.5 billion in the fourth quarter of 2008,
this will be short-lived.

e Canada impressively reduced its foreign in-
debtedness since bottoming in the mid-1990s
at a net liability IIP worth 45% of GDP. Cana-
da’s net position benefited from steady cur-
rent account surpluses since mid-1999, allow-
ing rapid purchase of foreign assets.

» Thechangeinthe net position during the fourth
quarter was strongly influenced by currency
depreciation, masking financial flows — par-
ticularly in portfolio investment. Amid credit
market turmoil, Canadians were rapidly shed-
ding foreign assets and returning funds home-
ward during the fourth quarter.

e Despite adepreciated-driven increase in their
Canadian assets, foreigners reduced their port-
folio of Canadian securities, divesting from
stocks and bonds over the fourth quarter.

* As exports plunge, Canada’s current account
has swung into deficit, and Canada will revert
to a net negative position in the coming year.
But, even with this trade reversal, Canada’s
foreign indebtedness won't plunge to earlier
levels.

tion of strong current account surpluses allowed Canada
toincrease its foreign assets at a breakneck pace. Assets
grew at an average 8% annually between 1998 and 2008
while liabilities only climbed 4% on average. Compared
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INTERNATIONAL INVESTMENT POSITION da sinvestment position comprisesdirect investment (own-

OF SELECTED COUNTRIES (1980-2008) ership of foreign capital), portfolio investment (foreign se-
curities) and other investments (loans and deposits). For
Canadians, direct investments abroad comprise approxi-
mately 44% of total foreign assets and portfolio invest-
ment represents 27%. In contrast, foreign direct invest-
ment comprises 36% of Canada's total liabilities to for-
eignerswhileforeign holdings of Canadian securities con-
stitute 38%. Aswell, foreign holdings of Canadian bonds
during 2008 moved towards those denominated in Cana-
dian dollarsrather thanin foreign currencies. Thesetrends
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with other industrialized nations, Canada’ srapid reduction
of its net debtor statusisremarkable. It standsin contrast
with the tumbles of the U.S. and U.K. into net debtor po-

INTERNATIONAL INVESTMENT POSITION
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Nonetheless, we expect that Canada’s positive net po- 5% -
sition will be temporary and will revert to a negative net -10% A
positioninthefirst quarter of 2009. Firstly, Canadashifted +15% 1
into a trade deficit position with the rest of the world in zgj
December — although the trade balance was still positive -30% 1
for the quarter. As Canada's exports continue to plunge -35% 1
during 2009, this net trade deficit will further widen. Moreo- :gj )
ver, we expect Canada’s current account balance to re- 50%
main in deficit over the next five years. Secondly, com- g g gges 888
mencing in the second quarter of 2009, we expect an ap- TooeseereEs e e e®
preciation of the loonie — both relative to the U.S. dollar Source: Statistics Canada
and as represented by the trade-weighted effective ex-
change rate. Since most of Canada's foreign assets are CANADA'S NET INTERNATIONAL
denominated in foreign currencies and with less than hal f INVESTMENT POSITION
of Canada'sforeignliabilitiesinforeign currencies, an ap- 400 YIY % Chg Net Position (CDN Billons)
preciation of the looniewill drag down Canada’s net posi- 25% | 350
tion in Canadian dollars. Given our forecast of a$42 bil- 30% 300
lion current account deficit during 2009, we project that 25% Sl IR H AT Asseti(Lem -250
Canada s net international investment position will tumble 20% -
to $58 hillion in the red by the fourth quarter of 20009. Yet, 15% 1
even while Canadawill revert into net debtor position, the 10% 1
declinewill not be so precipitous asto return Canadatoits Z; ]
earlier levelsof net international indebtedness. 5%
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Positive position owes much to the loonie’s dive
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The changesto Canada’s net investment positioninthe - sy e e e
fourth quarter reflect very strong currency effects. Cana- Source: Statistics Canada
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CANADIAN DOLLAR FORECAST
1.40 US$/CDN Effective Ex. Rate (|1992=100)140
1.30 4 | L 130
Trade-Weighted '
1.20 1 Effective Exchange Rate— i 120
1.10 4 Right | - 110
1.00 ‘o 100
0.90 - ! - 90
0.80 - ' L 80
U.S./Canada
0.70 4 <—— Exchange Rate | [ 70
0.60 4 (Left) : - 60
0.50 - : L 50
1
0.40 +rrrrrrreerreT T 40
- - N N N N N N N N N N N
© © o o o o o o o o o o o
© © o o o o o o o o o o =
[*3) © o - N w S [&)] [} ~ [e5] © o
Source: Bank of Canada
Forecast by TD Economics

creasesthoseliabilitiesdenominated in foreign currencies).

Nonetheless, during the fourth quarter of 2008, Cana-
dians foreign assetsincreased by $158 billion whileliabili-
ties to foreigners increased by $83 billion. The greatest
contributor to the gain in assets was Canada's direct in-
vestment abroad, which increased by $72 billion—a12.3%
quarterly increase. Given the 13% depreciation in Cana-
da's effective trade-weighted exchange rate during the
guarter, this was largely a currency re-valuation effect,
but Canadians still made $11.6 billion of outward direct
investment.

Securities flows show funds fleeing homeward

Statistics on Canada's international transactionsin se-
curities provides a clearer picture of the actual portfolio
flows. Despite a net divestment by Canadians from for-
eign portfolio securities, Canadian portfolio investment
abroad increased by $36 billion during the quarter. While
foreignerswere divesting from Canadian portfolio instru-
mentsduring the quarter, shedding $4.1 billionin Canadian
securities, therevaluation effect nonethel ess boosted their
portfolio investment in Canada by $22 billion. Again, a
substantial portion of Canadian debt isissued in foreign
currencies — although Bank of Canada data shows that
foreign-denominated debt was being strongly reduced over
the past decade.

Over the quarter, foreigners' dropped $1.5 hillion of
Canadian stocks and divested $12.7 billion in Canadian
bonds—$7 billion of which were denominated in U.S. dol-
lars. However, foreigners moved strongly into Canadian
money market instruments, increasing their holdingsby $9.8

Canada’s Positive |IP will be Short-lived

billion over the quarter — the largest recorded quarterly
purchase of Canadian short-term debt by foreigners. These
shifts show the flight away from long-term, high-risk in-
struments. Incorporating currency effects, foreign portfo-
lio investment in Canada was up by $26 billion in bonds,
down by $929 million in equities and up $11.2 billion in
money market instruments.

Amid credit market turmoil and afalling trade balance,
Canadians' rapidly divested from foreign portfolio invest-
ments, shedding arecord $21.2 billion of theseinvestments
during the fourth quarter. The swift departure meant a
$13.8 hillion divestment from foreign portfolio assets by
Canadians over 2008, marking the end of 20 years of out-
ward portfolioinvestment. Themain divestment wasfrom
foreign bonds, of which Canadiansliquidated $11.5 billion,
especially shedding U.S. government bonds ($9.1 billion).
Canadians also disposed of $3.4 billion in foreign stocks
and $2.4 billion in foreign short-term debt. Nonetheless,
given the loonie’s depreciation over the quarter, Canadian
portfolio investment abroad increased by $32 hillion of
which only $13 billionwasintheU.S.

Canada’s net financial outflows are over for the
foreseeable future

The shock to Canada’ strade from falling commodities
and the turmoil Stateside will deepen the deficit in Cana
da's current account over the next year. Indeed, we do
not foresee a return to a current account surplus in the
next five years (see our Long-term Economic Forecast,
March 12). Although Canada benefited from “twin sur-
pluses’ since 1999, the days of expanding trade are over
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(see* Canadian ExportsHaveA Long Way To Fall,” March witnessed in the last quarter. Thiswill be further exacer-
13). Consequently, Canadianswill no longer have atrade bated as Canadians shed foreign portfolio assets. Increased
surplus with which to fund net acquisition of foreign as- foreign ownership of domestic assetsisthelogical conse-
sets. The appreciation of the Canadian dollar will also guence of Canada’sreversion to acurrent account deficit.

reverse the somewhat illusory leapt in our asset position
Grant Bishop, Economist

416-982-8063

INTERNATIONAL PORTFOLIO FLOWS
Canadian Securities by Foreigners | Foreign Securities by Canadians
(Positive numbers are inflows of funds)
Total Bonds Stocks Money Total Bonds Stocks Money
Flows Market Flows Market
Quarterly Flows (CDN millions)
Q4/2005 1,202 -1,090 -812 3,104 -12,704 -6,902 -369 418
Q4/2006 7,031 14,043 -5,264 -1,748 -17,637 -10,767 -1,769 568
Q4/2007 -27,122 5,197 -32,039 -281 -5,377 2,932 -1,829 220
Q4/2008 -4,141 -12,507 -1,5632 9,897 21,243 11,597 3,405 2,483
Annual Flows (CDN Millions)
2005 9,438 -218 9,134 520 -53,278 -29,238 -3,964 -310
2006 31,656 17,128 10,814 3,711 -78,490 -43,603 -8,478 -320
2007 -31,590 11,540 -41,995 -1,138 -48,422 -28,903 -11,632 902
2008 26,819 13,224 2,460 11,132 13,893 16,352 -1,513 227
Source: Statistics Canada (International Transactions in Securities)

CANADA'S INTERNATIONAL INVESTMENT POSITION
End of Period, Book Values
Canadian Assets Abroad Liabilities to Foreigners
Net Total Direct Portfolio Other Total Direct Portfolio Other
Assets Assets Invest Invest Invest Liab. Invest Invest Invest
Amount Outstanding (CDN billions)
Q4/2005 -159.5 455.2 292.6 251.9 395.2 498.5 265.5
Q4/2006 -77.3 530.0 372.2 289.7 437.8 529.6 301.9
Q4/2007 -125.0 514.5 354.3 315.6 500.9 486.7 321.8
Q4/2008 13.5 658.8 407.3 426.9 530.7 566.8 382.0
Quarter-to-Quarter Change (CDN Billions)
Q4/2005 7.6 3.5 9.7 -11.4 24 -3.3 -4.8
Q4/2006 45.7 45.9 34.2 -18.3 12.9 11.8 -8.5
Q4/2007 -10.9 10.7 -0.3 6.3 26.3 -5.8 7.2
Q1/2008 48.3 45.9 25.3 36.6 9.1 20.7 29.6
Q2/2008 3.1 0.0 -3.3 10.4 5.6 21.8 -23.4
Q3/2008 12.6 26.4 -1.3 10.9 9.4 1.3 12.7
Q4/2008 74.5 72.0 32.4 53.5 5.8 36.3 41.3
Source: Statistics Canada (International Investment Position)
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(Endnotes)

* All reported values are book valuesand all figures arein Canadian dollars. Book valuerepresentsthe value of an asset or liability that isrecorded
inthe books of the enterprisein which theinvestment ismade. Sincewe are particularly interested in the rel ationship between changesin Canada's
international investment position and the current account balance, book valueisthe more appropriate val uation measure. Changesin book value
reflect currency effects or disposal of assets or liabilities, excluding market revaluations.

This report is provided by TD Economics for customers of TD Bank Financial Group. It is for information purposes only and may
not be appropriate for other purposes. The report does not provide material information about the business and affairs of TD Bank
Financial Group and the members of TD Economics are not spokespersons for TD Bank Financial Group with respect to its
business and affairs. The information contained in this report has been drawn from sources believed to be reliable, but is not
guaranteed to be accurate or complete. The report contains economic analysis and views, including about future economic and
financial markets performance. These are based on certain assumptions and other factors, and are subject to inherent risks and
uncertainties. The actual outcome may be materially different. The Toronto-Dominion Bank and its affiliates and related entities
that comprise TD Bank Financial Group are not liable for any errors or omissions in the information, analysis or views contained
in this report, or for any loss or damage suffered.
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