
 

  

Imagine Dollarization 
What if we had pegged our currency to the U.S. dollar back in the dark days of the multi-

year currency drop (late-1991 to early-2002) as I suggested way back then? What would 

have happened between then and now, and would we be better or worse off? Of course, 

this is a hypothetical question. There was never a real possibility of dollarization as there 

was no political support for this in either Canada or the U.S. Lost monetary independence 

might have opened us up to the mistakes of the U.S. and no one in Ottawa was willing to 

give up financial sovereignty. But let’s just imagine, for the sake of economic argument, 

that we had pegged the loonie at 62 cents U.S. 

Some have suggested, with hindsight, that this would have turned out to be disastrous 

because the Canadian dollar has strengthened so much since then, so all of the benefits of 

a stronger Canadian dollar (such as increasing purchasing power and lower interest rates) 

would have been lost. But that doesn’t mean that there would have been no winners from 

the currency peg. We would have essentially adopted the U.S. dollar, and our monetary 

policy would have been directed toward maintaining the peg, which would become 

increasingly undervalued. 

Canada’s growth would have been boosted by higher net exports, while U.S. growth would 

have been pretty much what it was. Put differently, Canada would have exported more to 

the rest of the world and imported less. In the actual case, the falling trade surplus was the 

major dampener of Canadian growth over the 2002-to-2010 period. The domestic Canadian 

economy remained much stronger than the overall U.S. economy, which was supported by 

improving net exports. Canadian export businesses would have benefited from both the 

elimination of exchange rate uncertainty and from an undervalued currency. 

On the other hand, the price of imports would have risen as the U.S. dollar depreciated vis-

à-vis the world’s other currencies and there would have been upward pressure on 

inflation. The Canadian economy, already booming because of the rise in commodity 

prices over the early part of the period, would have grown even more rapidly. That would, 

of course, have meant lower unemployment and upward pressure on prices. Federal 

government budget surpluses would have been even larger, which might have 

encouraged the government to cut taxes or increase spending, but the upward pressure 

on prices might have mitigated that response. 

All the losers from the actual C$ appreciation—exporters, tourism and so on—would be 

winners. And the actual winners—consumers, importers, travel agents, etc.—would be 

net losers. All in, output would be stronger with higher inflation. Our banks, regulated by 

OSFI, would have remained very strong. 
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The stronger economy would have meant rising labour shortages, rising wages and a likely 

influx of American workers looking for jobs across the border. Assuming we allowed them 

in, there would be a boost to domestic spending, housing, tax revenues and additional 

government spending on health care, education and other public services. Household 

wealth relative to personal income, now already higher in Canada than the U.S., would be 

even higher still, although in real terms, inflation might have eaten up some of the gain. 

In some ways, this hypothetical dollarization example is more similar to the China/U.S. 

situation than to the eurozone, as the yuan was pegged to the U.S. dollar at an artificially 

weak level, but China carried on independently in every other sphere. If we had pegged 

our currency to the U.S. in early 2002, we would have lost control of monetary policy, in 

exchange for a relative competitive advantage compared to what we actually experienced. 

The equilibrating mechanism in our case, however, could have been cross-border labour 

flows and rising import prices, which would have contributed to upward pressure on 

wages and prices. Housing demand would have been even stronger than it was, but 

assuming continued independent financial regulation, the excessive expansion in 

household debt that occurred in the U.S. would not have plagued the Canadian housing 

market. The rise in house prices would have been even bigger than it actually was. 

This inflation pressure could have been offset, at least in part, by higher tax rates and/or cuts 

in government spending, a very different policy position than what we actually pursued. 

Bottom Line: Pegging our currency to the U.S. dollar at the lows of earlier this decade 

would have boosted net exports, relative government spending and consumption 

(compared to what we actually experienced). The winners would be tourism and export-

related businesses, and the losers would be consumers, which is all of us. Flexible 

exchange rates force changes in business practices to maintain competiveness. Canadian 

exporters are compelled to improve productivity, enhance product quality, innovate and 

broaden their foreign customer base. The companies that cannot do this shrivel, get 

swallowed up by larger competitors, or disappear altogether. In this regard, the global 

credit crisis and recession was a period of enormous creative destruction, which allowed 

the domestic economy of Canada to relatively outperform the U.S., but not without our 

own adjustments. The sharp rise of the Canadian dollar from 2002 to 2007 generated 

restructuring of manufacturing prior to the onset of the financial crisis, leaving business in 

much stronger shape to handle the downturn. The challenge for Canadian business is to 

compete in a world with a relatively strong currency.   
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