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trade and investment has been growing rapidly - significantly faster than
hat of world output - as producers take advantage of increasing trade and
* Developments in investment liberalization and dramatic improvements in information and commu-
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Performance of Canada's .
Forest Products Sector: economy is to grow at the
A Case Study pace needed to create sus
tainable job opportunities
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ANNOUNCEMENTS living standards.

FEATURED RESEARCH E:onomic activity is increasingly becoming global. The volume of world

o Against that general back-
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areas of international trade
PUBLICATIONS and investment. Canadian
activities in those areas gre
considerably during the first
part of the present decade. Recent trends in Canada's exports, imports, and for-
eign direct investment are reviewed; some of the main factors underlying these
developments are discussed; and international trade and investment trends affect
ing Canada are compared with those at work in other industrialized economies.
A case study explores the impact of recent developments on forestry — a major
sector whose fortunes are closely linked to its performance in global markets.
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Over the 1990s, Canada has experienced a
sharp improvement in its trade balance,
owing to significant gains in the goods sector.

)

Developments in Canada's Trade Sector

ver the 1990s, the Canadian economy has becg
Omuch more dependent on trade. Exports of goc

and services have grown from less than 30 perc
of gross domestic product (GDP) in 1990 to almost 45
percent in 1996. All provinces and all sectors of the ec
omy have experienced an increase in trade orientation
Ontario, which accounts for about half of Canada's tota
merchandise exports, close to 55 percent of production
now sold outside the country.

The dramatic rise in Canada's trade orientation has
accompanied by a sharp improvement in the trade bale
Over the period 1990-96, exports of goods and service
outpaced the growth of imports — a reversal of the tren
observed during the preceding five years. The resultin
trade improvement has made an important contribution
Canada's recent economic performance, with advances

net exports accounting for about one quarter of econon
growth and one sixth of new job creation during the 199

Canadian Exports and Imports of Goods and Services

($ billions)
1985 1990 1996

Goods

Exports 123 152 280

Imports 107 141 239

Balance 16 11 41
Services

Exports 13 22 39

Imports 19 33 49

Balance -6 -11 -10
Goods & Services

Balance 10 - 31

me The table shows that the improvement in the trade bal-

deince occurred in goods rather than service trade. This

cemtevelopment stems in part from structural changes that

occurred in the wake of trade liberalization — in particular

orthrough the implementation of the Canada-U.S. Free
IMrade Agreement (FTA) and the North American Free

| Trade Agreement (NAFTA). Improved market access

isencouraged firms to rationalize production and increase
product specialization. Canadian manufacturing plants
now tend to produce a narrower range of products, but

vedmey often supply the entire North American market — and

An¢e.some cases the entire world market. One result of this

S restructuring is that the number of manufacturing indus-

d tries depending on foreign markets for at least 50 percent

g of their sales doubled between 1990 and 1995.

to
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Manufacturing exports as percent of shipments

Transportation equipmeml:-] 81.8
Electrical & electronics ‘ - ‘ 747
Primary metals 73.4
Paper* 70.7
Machinery . ‘ 68.6
Wood i | 66.6
Rubber . 62.7
Furniture & fixtures m 59.9
Primary textiles 44.1
Chemicals & chemical productEDﬂD 43.9
Plastics [ [ ] 33.6
Fabricated metalsl:ﬂﬂﬂﬂ[l: 314
Non-metallic minerals l:mﬂml: 31
Refined petroleum & coall:ﬂﬂ]ﬂl:l 28.1
clothing [1 ] 20.7
Food & beverages l:m”ml] 17.1
Printing & publishing ﬂ] 79

(=

1990 1995

Percent

At the same time, Canada's trade performance benefite:
from a significant improvement in the relationship
between the prices received by Canadian exporters and
those paid by Canadian importers. The terms of trade
increased by about 7 percent between 1990 and 1996,
mainly as a result of a strong rise in real commodity
prices, which more than offset the downward influence of
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Our trade performance has benefited from an
improvement in the prices received by
Canadian exporters relative to those paid by
Canadian importers.

the depreciation of the Canadian dollar. The strengthe
of commodity prices is reflected in the trade performan
of forestry, energy, and other resources. These sectors
which have traditionally enjoyed positive trade balances
recorded particularly large surpluses in the 1990s.

Trends in Canada's terms of trade
and real commodity prices

1986=100
115

1986=100
130

110 120

Terms of Trade
(Left scale, 1986=100)

105 110

95 90

—~_

Real Commodity Prices
(Right scale, 1986=100)

80
96

920

85 90

Canada's services trade is comprised mainly of trans
portation, travel, and commercial services — the last be
an increasingly important component that includes com
puter services, insurance and financial services, manag
ment consulting, and royalties. Although Canada's ove
trade deficit on services declined only marginally over t

period 1990 to 1996, its travel balance improved signifi-

cantly, with tourism exports expanding nearly three time
as fast as imports. Most of Canada's travel deficit is w
the United States, and this shrank by over a third in 19
to $3 billion.

Canada's Relative Trade Performance

Trade is much more important to Canada than to most

other industrialized economies. In 1995, merchandise

exports comprised 37 percent of Canadian output — more

than two and half times the average for all G-7 countrie

Micro
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Share of merchandise exports in GDP
Canada and the G7

per cent

36.7

274

23.8

141

129 132

1985 1990 1995 1985 1990 1995

B Canada & G7

Notwithstanding the large and growing difference in
trade orientation between Canada and other countries, it it
useful to view Canada's recent trade gains in an interna-
tional perspective. How does Canada's performance stacl
up in relative terms? Over the 1990s, Canada's trade sec
tor fares well when its performance is compared to that of
other countries. Its share of merchandise exports within
the G-7 and the OECD (Organisation for Economic Co-
ngperation and Development) increased significantly. Its
- share of world exports grew as well, albeit more modestly.
jeThe rebound over the 1990s, however, only partly offset
rathe loss in export share that Canada experienced over the
hepreceding five-year period.

s Canada's merchandise export gains were mainly
thachieved in the U.S. market. Canada has lost consider-
O6able ground in the high-growth markets of Asia

although it has recently improved its position relative to
other G-7 countries in high-growth Latin American mar-
kets. It is significant that one area in which Canada has
gained market share is that of the high-technology goods
that are an increasingly important component of global
Stirade (i.e., electrical machinery, medicinal and pharma-
ceutical products, office machines and data processing
equipment, and telecommunications and sound-recording

S apparatus).
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Canadian share of G7, OECD and
world merchandise exports
1985-1995

per cent

Canadian/G7
Exports

~ Canadian/OECD
Exports

-~ Canadian/World
Exports

1995

Canada's share of G-7 and OECD service exports
improved as well over the first half of the 1990s. Here
again, however, its position relative to other industrializ
countries has deteriorated considerably since the 1980
Moreover, Canada's share of world service exports has
declined steadily since 1985.

Future Trade Prospects

Canada's recent trade performance was highly depen
dent on the ability of Canadian firms to expand sales i
the U.S. market. Indeed, with the strengthening of
Canada-U.S. trade links, over three quarters of all
Canadian exports of goods and services now flow to ¢
southern neighbour. We must continue to take advant
of our largest trading partner. At the same time, we n
now endeavor to rise to the exciting challenges that
await in the emerging markets of China, East Asia, La
America and other ports of call.

How can the healthy trade performance of the early

1990s be sustained? To answer this question it is neces-

sary to understand the factors contributing to the

Micro

Were it not for the significant depreciation of

the Canadian dollar, unit labour costs would

have grown faster in Canada than in the U.S.,
reducing this country’s cost competitiveness.

)

improvement in Canada’s trade position. The export
gains that Canada achieved in the early 1990s were
mainly the result of three developments:

* the strong growth in U.S. domestic demand;

» the successful negotiation of two free-trade
agreements (FTA and NAFTA); and

* the improvement in Canada's cost competitive-
ness.

The first factor is outside of the control of Canadian
firms and policymakers. Economic growth in the United
States has already begun to slow down, whereas domesti
demand in Canada has been strengthening. These swing
in U.S. and Canadian economic activity largely explain
the reduction in Canada's net exports over 1996 and 1997

The second and third factors, however, do raise chal-
edlenges for private and public sector actors. The impact of
s. the free-trade agreements on Canadian exports depends (
how quickly and effectively domestic firms restructure
and transform themselves into specialized suppliers for
North American product markets. While much restructur-
ing has actually taken place, Canadian firms still have
some distance to go in responding to the increased inte-
gration of U.S. and Canadian markets. The long-term
trade impact of FTA and NAFTA will also be influenced
by government policies; in particular, Canada’s export
prospects will be helped if government policies are
viewed favourably by foreign investors seeking a location
uifrom which to base their North American operations.
‘32 The third of the factors cited above — Canada's cost
competitiveness — also focuses attention on the structure
tﬁe\nd efficiency of Canadian industrial activities. The
accompanying chart analyses the sources of improvement
in Canada's cost competitiveness relative to the United
States over the period 1990-96. It is significant that pro-
%uctivity growth in Canada was well below that in the
nited States over this period. Were it not for the signifi-
cant depreciation that occurred in the value of the

n
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Devoting attention to investment, training,
innovation, and other potential sources of pro-
ductivity growth can establish the foundation
needed to sustain a strong trade performance.

Average annual growth of the components of
unit labour costs (ULC):
Canada & the U.S., 1990-1996

ULC Growth*
0.9
-0.6
u.s. Canada
Compensation Productivity Depreciation
Growth Growth of $C
3.8 33 29
: 2.1 \
‘ ‘ 18
u.s. Canada u.s. Canada

* In Canadian dollars.
Canadian dollar, unit labour costs would have grown
faster in Canada than in the United States, reducing thi
country's cost competitiveness.

While the Canadian dollar depreciated over 1990 to
1996, Canada's terms of trade improved because of the
more-than-compensating rise in the real prices for
Canada's commodity exports. Such a fortuitous develo
ment, however, cannot be counted on in the future.
Indeed, over the last few years, real commodity prices
have already declined substantially.

For Canada to be cost-competitive, the most importa
requirement is that it must achieve productivity growth ¢
least comparable to that of its major trading partner. It
by devoting attention to investment, training, innovation
and other potential sources of productivity growth that
Canadians can establish the solid economic foundation
that is needed to sustain a strong trade performance.

Micro

)

Foreign Investment Trends

ike foreign trade, foreign investment became a
L much more important element within the Canadian
economy over the 1990s. Between 1990 and 1996,
both inward flows of foreign direct investment (FDI) to
Canada and outward FDI flows from Canada were about
50 percent higher, on average, than they were between
1983 and 1989. These changes reflect the greater entry ¢
global enterprises into Canada through new investment or
through mergers or acquisitions, and the increased expan-
sion of Canadian-based firms into other countries. As
both a home and a host economy, Canada has been a pa
ticipant in the efforts of transnational firms to further
rationalize their activities on a global scale.

The total stock of inward FDI, resulting from inflows

S and from the reinvestment of earnings by foreign enter-
prises in Canada, had reached $180 billion by 1996. This
investment has brought not only capital, but also technolo-
gy and skills that have helped to improve this country's
industrial competitiveness. Canada's investment orienta-
tion, as indicated by the ratio of inward FDI stock to GDP,
P-increased from 18.9% in 1985 to 22.6% in 1996.

Over this same period, however, Canada's outward FDI
stock has grown even more swiftly, with major Canadian
firms becoming more internationally oriented. As a conse-
guence of this development, the gap between Canada's
inward and outward investment stocks has largely disap-
d.

nY
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155

Canada's outward FDI stock as a
percent of inward FDI stock & GDP

per cent
95.0

75.0
67.0

12.6

1985 1990 1996
£ Percent of FDI Stock B Percent of GDP
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In the recent period, significant changes have taken
place in Canada's investment position with the United
States. Since the implementation of the FTA in 1989,
our North American neighbour has become a much m
important source of inward investment. Almost three
quarters of the cumulative net FDI inflows to Canada
over 1991 to 1996 originated from across the border,
compared to only one third in the previous five-year
period. Conversely, other OECD countries, including {
United Kingdom and Japan, have become less import
sources of FDI. Meanwhile, Canadian firms have dive
sified their outward investment, focussing less on the
U.S. market and more on opportunities in the Europea
Union (EU) and the developing economies of the Asia
Pacific region and Latin America. Only 40 percent of
Canada's outward FDI flows over the period 1991-96
went to the United States, down from 65 percent durin
the period 1985-90.

g

Geographic distribution
of FDI stock in Canada

per cent
5 - - Pacific Rim
= = & others
20
24
i 2 Europe
75
64 &3 us.

1985 1990 1996

As a result of recent developments, the U.S. share
Canada's inward FDI stock, which had declined signifi
cantly during the late 1980s, has again begun to incre
Meanwhile, the importance of the United States as a ¢
tination of Canada's outward FDI stock has continued
diminish. In 1996, most of Canada's investment asset
abroad were still located in the United States, but alm
a quarter of Canada's outward FDI stock was now in
Europe, and almost 10 percent in Pacific Rim countrie
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Micro

Over 1985-1996, the gap between Canada’s
inward and outward investment stocks largely
disappeared as Canadian firms became much

more internationally oriented.

\

Geographic distribution of
Canada's outward FDI stock*

per cent
e B 0 Aiothers
- = S. & Cent. Amer.
14 2 Pacific Rim
22
& Europe

69

61 54

u.s.

1985 1990 1996

* Canadian direct investment abroad (CDIA) stock.

Changes in the sectoral composition of foreign invest-
ment in Canada and of Canadian investment abroad
reflect the growing importance of services and the
reduced role of resource industries in industrial
economies. Since 1985, there has been a significant
increase in the proportion of Canada's inward FDI stock
in service activities and in manufacturing industries such
as chemical products, foods and beverages, and electror
ic and communications products. In investing abroad,
Canadians have concentrated much more heavily on ser-
vice activities and have substantially reduced their share
of investments in resource-based industries.

Industry distribution of
FDI stock in Canada

30

per cent

28
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19 14
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30

26
20

32

[y |

22 Resources

Services
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In the 1990s, inward FDI flows accelerated
and Canada’s investment orientation
increased.

Micro

Industry distribution

Share of inward FDI stock /GDP

of CDIA stock Canada and the G-7
per cent
per cent
e
36 34 Other 189 19.6 .
3 Mach/Transpo Equip.
T
25 26 Resources
34 71 8.3
i i 5.2 i E
so =
? 37 44 ervices |
1985 1990 1995 1985 1990 1995
1985 1990 1996 B Canada= G7

Canada's Relative Investment
Performance

It is generally recognized that Canada is a highly ope

economy, much more dependent on foreign trade and
investment than most other industrial nations. Canada’
strong investment orientation is underlined by the acco
panying chart, which shows that in 1995 the ratio of
inward FDI stock to GDP in Canada was approaching
three times the average for all G-7 countries.

But while inward FDI flows accelerated and Canada's

investment orientation increased significantly over the
period 1990-95, this country's share of global inward FL
stock has continued to decline. Canada's importance a
host economy has also declined in the context of the G
countries; in 1996, its share of G-7 inward FDI stock we
about half of what it was in 1985. Even within North
America, Canada has lost ground: between 1985 and
1996, its share of North American inward FDI stock fell
from 24 percent to 16 percent.

There has also been some slippage over the past de

in Canada's share of world and G-7 outward FDI stocks.

Its share of the total world stock of outward FDI stock fe

from 6 percent in 1985 to 4 percent in 1996. Note that

this does not reflect a failure of Canadian-based firms to

look outward. As can be seen from the strong growth in

outward FDI, Canadian firms have been actively partici-

pating in the globalization of business operations. Rather,
Nthe fall in Canada's share of outward FDI is mainly the

result of the recent emergence of certain other countries —
S including Japan and a number of Southeast Asian
Meconomies — as important sources of outward direct
investment.

Canadian share of G7 and global
inward FDI stock: 1985-1996

D

per cent
ol 1985
1S E11990
o 11 B 1996 (estimate)
AS
8 9
7
4
Ce
D
s Share of G-7 Share of World
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Canada is the largest exporter of forest
products globally, with sixteen per cent
of total world exports.

\

The International Performance of Canada's Forest

Products Sector

he forest products industry is Canada's leading
I manufacturing sector, employing a quarter of a m

lion workers and producing shipments valued at
C$57 billion in 1995. This industry alone accounts for
about 45 percent of manufacturing output in British
Columbia and almost 35 percent in New Brunswick. In
the context of this special edition of Micro, the forest
products industry is of interest because it is Canada's
largest net exporter. Moreover, with over 16 percent of
total world exports, Canada is the largest exporter of
forestry products globally.

Distribution of world forestry exports by country. 1995

Germany 9.4%
U.S. 12.7%

France 4.99 Canada 16.1%

Indonesia 3.2¢
Netherlands 3.0%9

Italy 2.8%

Other 34.3%

. A Case Study

The strong performance of Canada's forest products
il-sector has contributed to the sharp improvement in

Canada'’s overall trade performance over the first half of
this decade. As can be seen in the accompanying chart,
exports of forest products started from a much higher base
and grew more rapidly than imports over the period 1990-
95. As aresult, Canada's trade surplus in forest products
rose from just under US$17 billion in 1990 to US$28 bil-
lion in 1995.

Canadian forestry trade, 1985-1995

US$ Billion
35

30

25
Exports

_—

20

15

10

.......

0
1985 1995

Given Canada's importance as a forest products
exporter, it is somewhat surprising to find that its produ
ers are small by international standards. MacMillan
Bloedel — Canada's largest firm, with net sales almost
twice that of second-placed Domtar — ranked only 26th
worldwide sales in 1994. Nonetheless, dynamic structu
changes within the industry are underway. The Canadi
industry has over 3500 establishments and a majority 0
Canadian forest products shipments are exported. In
1995, exports accounted for over 70 percent of the indy
try's output.

About one third of Canada's trade surplus is accounted

for by paper products. The two other major categories are
c- pulp and waste paper, and wood, each of which accounte«

for just under 30 percent of the 1995 surplus in forest

products. While paper products constitute the biggest
inexport category, they have declined somewhat in impor-
rdhnce over the past decade. The strongest growth has
aroccurred in exports of pulp and waste paper and of wood
f manufactures — a small but increasingly significant cate-

gory that accounted for about 8 percent of the sector's
1Is1995 trade surplus.
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Canadian firms concentrate on sales of
commodities that are subject to more
significant cyclical fluctuations than
high-value-added forestry products.

The forest products industry benefited from strongly
rising output prices over the early 1990s. Softwood lur
ber, newsprint, and wood pulp prices all rose sharply in
the years prior to 1995. Since then, however, newsprin
and softwood lumber prices have declined somewhat, ¢
wood pulp prices have fallen dramatically.

Indicators of Relative Performance

In good times, Canadian forest products firms do wel
compared to major foreign producers; conversely, in ha
times, Canadian firms fare poorly by international stan-
dards. That, at least, has largely been the experience
the past 10 years. As can be seen in the accompanyin
chart, over the period 1988-91, when exports of the top
five exporting nations were under pressure, Canada's
international sales were especially hard hit. But over th
period 1992-95, Canada benefited more than other maj
exporting countries from the rebound in export sales.

Canadian share of Top 5 forestry exporters
1985-1995

per cent
35

33

31

29

27
1985 1990 1995

The relationship between Canadian and world forest

products sales has followed a similar pattern. Canada's

share of world exports fell sharply from 1985 to 1992 a
then began to recover. By 1995, however, its share of
both world and top-five exports were well below the lev
els attained a decade earlier.
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Although significant changes are under way, Canadian
1- firms still concentrate on sales of commodities that are
subject to more significant cyclical fluctuations than high-
t er-value-added forestry products. It also appears that
an@anadian firms serve partly as residual suppliers in some
markets; in this role, they would bear the major burden
from declining sales while gaining more than domestic
producers from improving market conditions.

In addition, the export position of Canadian firms has
|, been influenced by movements in the value of the
rgCanadian dollar. The period from 1986 to 1992, when
Canada's share of world exports was falling sharply, was -
Hf Not coincidentally — a time when the Canadian dollar was
g appreciating rapidly against the currencies of other G-10
_ countrie$. From 1992 to 1995, when Canada's share of
world forestry exports increased, Canadian firms were
e helped by a precipitous drop in the value of the dollar rel-
ordtive to other major currencies.

Major Export Markets

Just under two thirds of Canada's C$41 billion in
exports of forest products in 1995 went to the United
States. Asian markets accounted for 18 percent of export
sales, with Japanese purchases representing about two
thirds of that proportion. Only about 11 percent of
Canada's 1995 forestry exports went to the European
Union (EU).

Canada is the dominant foreign supplier in the United
States, accounting for over 80 percent of that country's
imports of wood, and pulp and waste paper, and for over
70 percent of paper product imports. Over the last
decade, however, Canadian producers have lost some
ground to foreign competitors. Brazil has become a more
important competitor in pulp and waste paper products,
ndwhile Finland and Mexico have gained market share in

paper products, at Canada's expense. Wood manufacture
+ (which include improved and reconstituted wood, builder's

carpentry and joinery, plywood, sawn wood, and manufac-

10
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Canadian forest products suppliers have
made significant inroads in Japan and
have kept their dominant foreign
supplier position in the U.S.

share at the expense of the United States, which is Japan

major foreign supplier. Canada's market share is greatest

in pulp and waste paper, where Canadian firms supply

per cent US over a third of Japan's import requirements. Although

76| o R Canada is a less important supplier of wood manufactures
(accounting for only 7 percent of Japan's 1995 imports),

this has been an area of strong growth; Canadian firms

2 i o . R have been particularly successful in developing Japanese

markets for niche products, such as manufactured housing

Canadian share of forestry imports
in major markets, 1985-1995

74

72985 1986 1987 1988 1989 1990 1991 1992 1993 1994 19¢ | in which they have achieved a significant competitive

per cent advantage. However, a recent cyclical downturn in Japan
21 [ . i o i has impeded Canadian gains in Japan.

Japan
19 In balance, Canada’s forest products industry has two
17 o - - - - features working strongly in its favour: an abundance of
natural resources and close proximity to the United States

"3085 1986 1987 1988 1989 1990 1991 1992 1993 1994 1 = ON the down side, it appears that forestry export perfor-

per cent mance is correlated with exchange rate movements.
8 " ~_ European G7 . . Foreign sales also seem concentrated on residual-supply
7 ""/l—/'// \7\ " . . and lower-value-added commodites that are subject to sig
6p— " . " T . . nificant cyclical fluctuations. Equally unsettling, is that
S " n " \'4;——/’/ our relatively small producers are not achieving much suc-
1085 1986 1987 1983 1989 1990 1991 1002 1993 1004 | C€SS in European G-7 markets and are facing growing

competition in the U.S. However, Canadian firms became
tured articles) is the one category in which Canada has important suppliers in Japan, where they have been suc-
been successful in gradually increasing its share of U.S. cessful in exploiting niches, such as manufactured hous-
imports. ing.

In the European G-7 countries, Canadian firms have
only achieved significant inroads into the market for pulp
and waste paper products, where their import share
exceeded 20 percent in 1995. They have not experien cetl The Group of Seven Industrialized Countries (G-7) includes France,

' etddition to Canada.
products, and wood manufactures, where European suppli-
ers, especially from Sweden and Finland, have been for-, These are: China, Hong Kong, South Korea, Singapore, Taiwan,
midable competitors. Malaysia, Thailand, Indonesia, the Philippines, Vietnam, Bangladesh,
Brunei, and Cambodia.

On the other hand, Canadian firms have become mucl*g ] ) ) . . :
. . . These are: Mexico, Brazil, Argentina, Chile, Panama, Columbia,
more important players in Japanese foresj[ pr_O_dUCt marr Venezuela, Peru, Paraguay, Ecuador, Guatemala, Uruguay, El
kets. Between 1990 and 1995, Canada significantly Salvador, Honduras, and Bolivia.
increased its share of Japanese imports of wood, pulp and .
wasie paper, paper products, and wood manufactures. I, The.5 16 s e oot ke 0 00 57 P s
the first three product categories, Canada gained market ©' 9™  Sweden, as w wizenand.
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