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Canada State of Trade - Message from the Minister

I'm delighted to present the 2017 edition of Canada’s State of Trade. The results of this
year’s annual report show positive signs of export and investment growth in Canada. It’s
especially encouraging to see that Canada’s exports to member countries of the European
Union rose in 2016, as did our exports to China. Canada’s ambitious and progressive trade
agenda is creating new opportunities for export and generating
real investment interest in Canada. However, the results also
paint a picture of a challenging global trade environment, with
lower than expected growth in the volume of exports through-
out 2016 and uncertain forecasts of growth in trade over the year
to come.

The Government of Canada knows that more trade and
more investment means more jobs for Canadians and more
economic growth to help strengthen our middle class, as well
as those working hard to join it. Canada is a trading nation with
a relatively small domestic market. Our prosperity is fundamen-
tally linked to the global economy. There are only 36 million
people living in Canada. While Canada represents roughly
half of one percent of the world’s population, we account for
2.5 percent of global merchandise exports. For our businesses
to succeed and create good middle-class jobs, we must trade

with the world and encourage global investors to set up shop in
our communities.

The Honourable
Francois-Philippe Champagne MP
Minister of International Trade

This is why the Government of Canada is taking a leader-
ship role in helping to address some of the challenges in the
global trading environment. Canada is pushing back against the
growth of protectionist sentiments by pursuing a progressive trade agenda. Progressive
trade means doing everything possible to ensure that all segments of society, both in
Canada and abroad, can take advantage of the economic opportunities flowing from
trade and investment—with a particular focus on women, Indigenous peoples, youth,
and small and medium-sized businesses.

Progressive trade also means ensuring that trade agreements include strong provi-
sions in important areas such as labour, environmental protection, gender equality and
that they reinforce the continued right of governments to regulate in the public interest.
An excellent example of progressive trade in action is the Comprehensive Economic
and Trade Agreement (CETA) between Canada and the European Union. CETA is a
comprehensive blueprint for responsible economic cooperation between countries. It’s
a forward-looking agreement that reflects a truly progressive trade agenda—one that
protects the ability of societies to promote the public good.

Today, the solution to global economic challenges is to make trade work for
people. It is incumbent on governments to work together to strengthen the multilat-
eral trading system, which can and does raise living standards. Indeed, liberalized
trade has already lifted millions of people out of poverty. As a founding member
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of multilateral institutions such as the World Trade Organization (WTO), Canada
has been at the forefront of building today’s global trading system. The progres-
sive trade agenda that Canada is now pursuing will help to maintain that leadership
role and ensure that current and future generations can benefit from global trade.

The Honourable

Frangois-Philippe Champagne MP
Minister of International Trade
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Executive Summary

Stronger manufacturing and trade activity, supported by partial recovery in commod-
ity prices, has been observed in multiple regions and economies in the second half of
2016, leading many analysts to predict that the long-expected cyclical recovery is finally
here. Though global growth estimates indicate that real global output slowed down from
2.7-percent growth in 2015 to 2.4 percent in 2016, several key economic players, especially
among the advanced economies, performed over and above expectations in the second
half of the year. This is particularly true for the United States, the United Kingdom and
Japan. Germany and Spain put in a strong year overall; China’s growth remained strong;
India suffered through a hiccup at the end of the year due to its monetary reform while
Brazil spent the year deep in recession.

The improving economic conditions were accompanied by gains in economic
confidence and market sentiment, particularly in developed economies. Production of
durables and capital goods is increasing, along with investment and trade. Commodity
prices, which hit lows in early 2016, have strengthened considerably during the year,
benefiting resource exporters and helping them shore up their balances. Likewise,
supportive monetary policies and a mildly supportive fiscal stance further encouraged
growth at the global level. Among headwinds, the most prominent were the long-term
issues: aging population and relatively weaker productivity growth.

The forecast by the IMF expects fiscal policy at the global level to be broadly neutral
in 2017 and 2018, with substantial variation at the country level. Financial conditions are
expected to remain accommodative, and commodity prices to strengthen moderately.
Global growth is expected to pick up to 2.9 percent in 2017 and to 3.0 percent in 2018;
Canada’s economy is expected to grow 1.9 percent in 2017 and reach 2.0-percent growth
in 2018.

In addition to aging population and weak productivity growth as undercurrents,
short-term risks to the outlook are considerable and remain biased to the downside. The
prime areas of uncertainty affecting the forecast relate to: a possible disruption of global
trade, capital flows and migration; uncertainty of the U.S. policy agenda; dilution of
worldwide financial regulation; tightening of economic and financial conditions in emer-
ging markets; and non-economic factors (geopolitical tensions, conflicts, terrorism, etc.).

Global trade volumes grew at a very weak rate of 1.3 percent in 2016, considerably
below the 2.4-percent growth in world output—the first year that trade growth lagged
output growth since 2001. Both cyclical factors and the weakness in global investment
were responsible. Real imports from developed economies grew 2.0 percent in 2016,
while developing economies’” imports stagnated at 0.2 percent. Real exports showed
modest growth from both developed and developing economies.

Conditions differed among the economies and regions that are key to Canadian
commercial interests. The economy of the United States slowed down early in 2016 and
lost its leading position in economic growth in the G7. But much stronger performance
is expected in 2017, when it is poised to regain its growth advantage among the largest
developed economies. Good news is coming from the labour market and equity markets,
with fiscal stimulus under the new administration also a possibility.

1 At market-based exchange rates. In fact, global economic growth in 2016 was at its lowest level since
2009.
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Mexico has begun slowing down after two years of solid growth, even as its
commercial role within NAFTA continued to increase. Mexico is the third-highest import
supplier to Canada, providing as much merchandise as Germany and Japan combined,
and its products are crucial for several of Canada’s key industries: automotive, electric
and electronic machinery, and mechanical machinery. Mexico’s near-term outlook is
clouded due to uncertainty emanating from the United States, but this also represents
an opportunity for Canadian business and governments to forge stronger ties in various
areas. Much the same applies to other countries in Latin America and the Caribbean
(LAC), Canada’s hemispheric neighbours that stand to lose the most under the policy
uncertainty emanating from the United States.

Economic growth in the eurozone stabilized just below 2 percent and is expected to
keep steady in the short term. The policy stance remains more conducive to growth than
during the 2010-2013 period, and some of its short-term electoral risks have been avoided.
A strong historical commercial association with this region was further strengthened
last year with successful ratification of the Canada-European Union Comprehensive
Economic and Trade Agreement (CETA). Its implementation in the coming year should
provide unrivalled opportunities for Canadian businesses and consumers, especially
in services.

Growth continued to be strong in the countries of emerging Asia. China’s economy
continued its transition from investment-based to domestically driven growth; its real
exports of goods and services resumed growth in 2016 while inflation and unemploy-
ment remained stable. In 2016, Canada took a major step to tighten commercial ties
with China by opening exploratory talks on a free trade agreement. India is expected
to continue to realize its tremendous growth potential; throughout the region, dynamic
economies are specializing as large export platforms in electrical and electronic machin-
ery, apparel, services and other areas.

Against the background of global economic developments, Canada’s economy
charted a path similar to that of other developed economies through the year 2016, but
not for the same reasons. After a strong first-quarter performance, growth slid into nega-
tive territory in the second quarter due to the disruptions in oil production following the
Alberta wildfires. As the industry and community recovered from that natural disas-
ter with a boost to output, strengthened consumer confidence and renewed investment
drove growth to 3.8 percent in the third quarter, and it remained strong at 2.6 percent in
the fourth quarter. The overall 1.4-percent growth for 2016 was half a percentage point
higher than in 2015 and not far from the current estimated potential of the economy;
growth performance is expected to rise to about 2.0 percent in the short term.

Canada’s labour force and population age situation was better than in most
advanced countries, as well as was its fiscal situation. Net exports contributed positively
to growth for the fourth consecutive year after a decade of drag, and that contribution
was higher than the boost from federal government activity. Employment expanded
by 0.7 percent and exceeded 18 million jobs, while the unemployment rate declined to
6.9 percent (and was down to 6.5 percent by April 2017). The Canadian dollar spent most
of the year near the US 75¢ mark. Over the course of the year, the loonie appreciated in
value against the U.S. dollar and the European euro, was stable relative to the Japanese
yen, and gained greatly against the British pound.
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Although the declines in commodity prices moderated during 2016, they continued
to exert substantial influence on Canada’s trade. Overall export prices fell 13.8 percent in
the energy sector and 1.1 percent overall; meanwhile, the price index of Canada’s imports
rose 1.2 percent. As a result, Canada’s terms of trade deteriorated further in 2016, drop-
ping 2.0 percentage points to 91.4 percent of their 2007 level.

The adjustments to these changing terms of trade meant that the volume of exports
increased 0.5 percent while the volume of imports fell 1.3 percent; nominal values of
both exports and imports of goods declined slightly in 2016. Services, on the other
hand, recorded expansion. Exports of services rose 4.8 percent, with imports growing
2.0 percent. Notably, the travel deficit (the principal cause of Canada’s trade deficit in
services) shrunk considerably in 2016. Among commercial services, the largest absolute
increase occurred in exports of telecommunications, computer and information servi-
ces, an encouraging development for the industry. The trade deficit for goods widened
while the deficit for services narrowed in 2016. The sum of all these developments left
the balance on Canada’s current account largely unaffected in 2016 as the deficit edged
up a notch to $67.7 billion.

Detailed examination of Canada’s merchandise trade shows that exports declined
slightly by 1.4 percent (or $7.1 billion) to $516.9 billion, and so did Canada’s merchandise
imports for the first time since 2009 (down 0.6 percent) to reach $533.3 billion. Weaker
energy revenues were behind the decline; export volumes were stable for crude oil
and increased for gas. Among top destinations, the largest relative increase in exports
occurred to Mexico (up 14.8 percent). The proportion of exports destined for the United
States declined, but growth in exports to other top destinations meant that the concentra-
tion of Canadian exports increased both for the top 10 destinations (to 90.9 percent) and
the top 20 destinations (to 94.7 percent). Conversely, import concentration decreased for
both the top 10 and top 20 sources. Imports from the United States and China declined
in 2016, but increased imports from Mexico, Japan and South Korea offset a significant
portion of that decline.

Among notable trade developments, automotive exports rose 45.7 percent to
Mexico and 136.4 percent to China. Exports of pharmaceutical products continued their
robust growth, gaining 12.8 percent in 2016. Since 2011, exports in this category increased
132.2 percent—an average annual rate of 18.3 percent a year—making pharmaceut-
ical products Canada’s ninth most important export commodity. Imports of electrical
machinery and equipment from Vietnam continued growing explosively, up over
60 percent in 2016 and over 1,500 percent in five years.

Global foreign direct investment (FDI) flows declined to US$1.5 trillion in 2016,
down from their highest level since the Great Recession began, which was reached
in 2015 and fueled by a resurgence in mergers and acquisitions (M&A) activities. FDI
inflows into developed economies decreased slightly during the year, though the inflows
into the EU dropped nearly 30 percent. However, inflows into developing economies
declined at roughly twice the pace of the decline into the developed economies (down
20 percent).

FDI inflows into Canada declined by 15.8 percent in 2016, to $44.7 billion. Inflows
from the United States dropped by almost 40 percent, while inflows from the rest of the
world increased by 83 percent. The overall reduction in investment flows was mainly due
to a decline in M&A activity. Foreign inflows decreased in management of companies and
enterprises, as well as other industries, but more than doubled in manufacturing, and
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also increased significantly in mining and oil and gas extraction as well as finance and
insurance. The stock of foreign investment in Canada rose 4.7 percent to $825.7 billion;
notably, the proportion of that stock originating in the United States remained below
50 percent this year. The manufacturing sector and the mining and oil and gas extraction
sector remained the largest targets for foreign investors.

Canada’s direct investment outflows increased slightly in 2016 to reach $88.0 billion.
Negative investment flows in mining and oil and gas extraction changed sign to become
positive; significant upturn in M&A activity drove the increase in flows in trade and
transportation. Canada’s stock of investments abroad also edged up, as the appreciation
of the Canadian dollar largely offset strong activity during the year. Canada’s net direct
investment position narrowed slightly in 2016, but remained in large surplus.
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Global Economic and Trade Performance'

Eight years after the global economic and financial crisis of 2008-09, the global economy
has finally shifted into higher gear at the end of 2016. Stronger activity and signs of
strength in diverse sectors and regions point undeniably to a cyclical recovery in manu-
facturing, trade and investment across the world. Economic confidence and market
sentiment are growing, production of durables and capital goods is ramping up, and
global investment is trending up, bringing global trade along with it. Commodity prices
have strengthened considerably from their lows in early 2016. It is, therefore, highly
ironic that just as the world economy seems to have turned the corner, the considerable
downside risks that could put a halt to the long-awaited global recovery turned out to
be lurking right behind that corner. Despite strong prospects and an optimistic outlook,
the calibre of the downside risks has grown immensely during the year. The year 2016
is to be remembered as the time when the citizens of the two great pillars of post-WWII
order voted for their countries to turn inward, away from the global community. These
events cast a shadow over the global rules-based trading system and both the economic
and human cross-border flows that these two countries have done so much to create and
support. Both the Brexit vote in the United Kingdom and the presidential election in the
United States carry a potential for radical changes to the world economy, the precise
dimensions of which cannot be calculated

at present with any degree of confidence.
Aside from the risks, structural problems FIGURE 1-1

Real GDP Growth
in Major Economies, 2011-16

such as persistently low productivity
growth and pressures for strictly domes-
tic solutions continue to put a lid on the

strength of the recovery.
Although the upward movement in

most economic metrics was clear during
2016, the weak first half of the year
meant that the world economy grew just

24 percent in real terms during that year on

the basis of market-based exchange rates.?
This represented a slowdown from the

2.7-percent growth in 2015; in fact, global
economic growth was at its lowest level

since 2009. Several key economic players,

especially among the advanced economies,

. = Brazil = Germany == Russia
performed very well relative to expecta- — Canads = India —— United States
tions in the second half of the year after a —— China = Japan Vorld
weak first half—in particular the United \ J

1 Statistics, estimations and projections in this chapter come from the International Monetary Fund's
World Economic Outlook, April 2017, supplemented by statistics from the World Trade Organization
(WTO), U.S. Bureau of Economic Analysis, Statistics Canada, Japan's Cabinet Office, the European
Central Bank, and the World Economic Outlook April 2017 database.

2 IMF reports the PPP-adjusted growth as its flagship figure, which is appropriate for general macro-
economic analysis. However, for trade and investment purposes, the aggregation based on market
exchange rates is more appropriate and is used to assess global growth in this report.
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States, the United Kingdom and Japan, though all three slowed down overall during 2016.
Germany and Spain both put in a solid overall year of economic growth. Performance
among the developing economies was more uneven. China’s growth remained strong
while India slowed down due to its monetary reform issues and Brazil spent the year
deep in recession. Commodity exporters are still recovering from the price troughs for
their principal exports, while security and governance issues are slowing down several
countries in the Middle East and Africa. The International Monetary Fund (IMF) forecasts
growth to rise substantially in 2017 to 2.9 percent and to reach 3.0 percent in 2018; these
projections contain small upward revisions from last year’s based on stronger perform-
ance of advanced economies at the end of 2016. Growth in emerging and developed
economies is expected to have bottomed out in 2016 and should pick up in 2017 with
Latin America and Russia working their way out of recessions. India should maintain
or strengthen its impressive growth performance. Growth in the advanced economies is
expected to pick up broadly in 2017 and 2018, led by the United States.
In PPP-adjusted terms, world growth slowed last year: from 3.4 percent in 2015 to
3.1 percent in 2016. Growth in the major advanced economies slowed down from the
upward-revised 2.1 percent in 2015 to 1.7 percent in 2016. Nevertheless, performance in
the second half of the year was so strong that the outlook for 2017 is almost uniformly
positive. Most of these economies were
FIGURE 1-2 characterized by low core inflation, rising
PPP-Adjusted Growth by Major Regions, interest rates and strengthening equity
2013-2016 and Forecast 2017-2018 markets. The U.S. dollar continued on its
strengthening path, up nearly 30 percent

from its 2012 level, while the euro and

% 6

the Japanese yen have weakened. Growth
in the United States dropped back a full

percentage point, but is now based on a

\/ stronger foundation and poised to spring

4 forward next year. Growth in the euro-
_——\/ zone slowed down from 2.0 percent in

3 2015 to 1.7 percent® in 2016, and a similar
slowdown occurred in the EU: from
2 2.4 percent in 2015 to 2.0 percent in 2016.
; ~ While Germany accelerated to 1.8-percent

1 growth, the United Kingdom slowed down

Emerging and Developing Economies Forecast Period

Advanced Economies to the same pace; growth in France and

0 203 | 2014 | 2015 | 2016 | 2017 | 2018 Italy moved mOStly Sideways. ]apan revised
k J its national accounts upward and found
growth in 2016 at 1.0 percent, considerably

above expectations with strength coming

from net exports. Forecasts for growth among the advanced economies are stronger than

previously expected due to the projected cyclical recovery in manufacturing and a rise
in confidence.

Growth in the emerging and developing economies slowed down for the sixth

straight year, from 7.4 percent in 2010 to 4.2 percent in 2015 and then to 4.1 percent in

2016. Among the positive factors in that performance was the measured strength of

3 Preliminary estimate by IMF.
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China’s growth; a return to positive growth in Russia® and the surrounding area of
Commonwealth of Independent States (CIS); and the strengthening of several economies
in the Middle East. But there were also conspicuous weaknesses: a late-year slowdown
in India; Latin America slipping into a recession; and substantial hits to growth in
Turkey, Saudi Arabia, Nigeria and South Africa. These latter were due to idiosyncratic
local conditions such as wars, insurrections, corruption and coups. Overall, performance
has been weakening due to the continued adjustment to declining demand from China
and the hangover of the weakness in resource prices, the latter particularly relevant for
commodity exporters. There were also continuing conflicts in the Middle East and the
Commonwealth of Independent States (CIS) and a global rise in tension and rhetoric
directed across borders. Growth expectations for the emerging and developing econ-
omies have been slightly downgraded, but the forecast is for acceleration and improve-
ment overall, as well as in most individual economies.

The United States lost momentum at the beginning of the year 2016, resulting in
a rather weak economic performance for the year with 1.6-percent growth, its slowest
pace since 2011. Growth is expected by most forecasters to improve substantially in 2017
and especially in 2018, but this is partly due to the assumptions of supportive fiscal
policy; this may prove to be a risky assumption. Nevertheless, under most scenarios, the
cyclical recovery in inventory accumulation and growing consumer confidence under-
pinning domestic demand should result in higher growth performance. The measured
rise in interest rates should continue to support the strength of the U.S. dollar and thus
continue a drag on growth coming from net exports. Growth is also expected to stay
at present levels in the eurozone, as the fiscal stance becomes more supportive and the
lower currency value stimulates net exports. Uncertainty about the future ties with the
United Kingdom could put a damper on economic activity, as will weak productivity
growth, adverse demographics, and unresolved debt overhang problems in some coun-
tries. Slower growth is expected in Germany, Italy and Spain, while France should speed
up slightly.

The United Kingdom has performed better than expected after the June 2016 Brexit
vote, and this is forecast to continue through 2017, with growth slowing in 2018 as the
result of the expected increase in barriers to trade, financial activity and migration. Japan
received a boost from net exports in 2016, and good numbers are expected in 2017, with
subsequent moderation. Most other advanced economies are expected to accelerate,
including Canada and Australia. In the newly industrialized economies (NIEs) of Asia,
growth in 2017 will improve in Hong Kong?® (to 2.4 percent), Taiwan (to 1.7 percent) and
Singapore (to 2.2 percent), with strong support coming from an expected strengthening
of China’s import demand. A small decline in growth will occur in South Korea (down
to 2.7 percent in 2017) due to high political uncertainty and phasing out of temporary
support measures.

In developing economies, China is expected to slow down to 6.6 percent in 2017 and
to 6.2 percent in 2018. This represents an upward revision and reflects a stronger momen-
tum in the second half of 2016, continued policy support from credit growth and govern-
ment policies. However, current growth rates will not be sustainable due to continued
headwinds from the housing market correction and debt overhang. India is projected
to slow down to 7.2-percent growth in 2017, largely because of the frictions associated

4 0On aquarterly basis.
5 "Hong Kong" refers to the Hong Kong Special Administrative Region of the People’s Republic of
China throughout this report.
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with the implementation of the recent currency exchange program; this pace should
rise to the vicinity of 8 percent in the medium term. Slight acceleration is expected for
most of Southeast Asia. The outlook for Mexico has weakened to 1.7 percent in 2017
and 2.0 percent in 2018, as prospects for investment and consumption are clouded by
uncertainty and tighter financial conditions. Brazil is projected to emerge from its deep
recession and turn in marginally positive growth in 2017, growing up to 1.7 percent in
2018. Activity in Argentina is set to grow at 2.2 percent in 2017 after contracting last year,
supported by stronger public investment and consumer confidence. Russia is exiting
recession, and growth is expected to reach 1.4 percent in 2017. Stronger oil prices and
easing financial conditions will underpin the recovery in Russia and the surrounding
CIS region. After a year of strong growth, the outlook has weakened for the Middle East
and North African countries (MENA); overall growth is projected at 2.6 percent for the
region. Conflict, uncertainty and the agreement to cut oil production are behind the soft-
ening growth. Recovery for the sub-Saharan African countries (SSA) is expected to be
modest, with Nigeria returning to positive growth and South Africa doing slightly better
than the 0.3-percent growth pace of 2016. Main risks to the outlook remain tilted to the
downside and dangerously correlated (meaning that incurring one risk simultaneously
makes incurring other risks more likely). These include: risks of disruption of global
trade, capital flows and migration; risks proceeding from the U.S. policy agenda; finan-
cial deregulation; tightening of credit in the emerging markets; and geopolitical risks.

The growth of world trade volumes in 2016 was a very weak 1.3 percent, signifi-
cantly below the 2.4-percent growth in real world output. This was the first year since
2001 that world trade grew at a slower pace than world GDP. In 2015, global trade and
output grew at the same rate of 2.6 percent, but over the last three decades the growth
in world trade has normally outpaced growth in output. According to the WTO, growth
slowdown in trade was due to cyclical factors as global economic activity decelerated,
particularly in emerging and developing markets. There was also a structural change
in the relationship between growth and trade, as global investment was particularly
weak in 2016. Overall, developed economies” imports grew 2.0 percent last year, while
developing economies’ imports stagnated at 0.2 percent. Exports showed modest growth
from both developed and developing economies.

Asia’s real imports declined in the first quarter of 2016, affected by the financial
turbulence in China and its regional trading partners. Growth resumed for the rest of
the year, and ultimately Asia recorded a growth of 2.0 percent during 2016. Imports
contracted in South America (as Brazil struggled through the end of its recession) as well
as in “other regions” (comprising Africa, the Middle East and the CIS), both driven partly
by low commodity prices. North America’s exports and imports have been mostly flat for
the duration of 2016; North America’s contribution to the weakness of world imports was
considerable. In 2015, its import growth accounted for 42 percent (1.2 percentage points
out of the world’s import growth of 2.9 percent); in 2016, the region contributed only
0.1 percentage point to world import growth of 1.2 percent. For the second straight year,
Europe’s recovering imports made a substantial positive contribution to world trade
(39 percent of the total increase), while Asia contributed the most in 2016 (49 percent of
the total). Projections, partly based on leading indicators, call for world trade volume
growth to rebound to 2.4 percent in 2017. Due to the high level of uncertainty in the
global economy, a range of 1.8 percent to 3.6 percent is also given for 2017 growth, and a
range of 2.1 percent to 4.0 percent for 2018 growth.
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Nominal world imports measured in U.S. dollars declined again in 2016, losing
3.2 percent of their value to end up at US$15.8 trillion. The strengthening of the U.S.
dollar versus many currencies contributed to the observed decline. After three years as
the greatest merchandise trading nation in the world, China passed the leadership of
world trade back to the United States. World imports of commercial services were essen-
tially unchanged in value during 2016 (volume statistics for services are not available),
but their transport services component fell rather ominously, down 4.7 percent.
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Overview and Prospects for the Global Economy

Global GDP growth was recorded at 3.1 percent in 2016 (PPP-adjusted), which was nearly
equal to the forecast of 3.2 percent made a year ago. This bodes well for the prediction of
improved performance for world growth next year. According to the IMF, PPP-adjusted
growth will rise to 3.5 percent in 2017 and to 3.6 percent in 2018 (or, if calculated with
market-based exchange rates, to 2.9 percent and 3.0 percent, respectively). Forecasts call
for improved performance both from advanced economies, at 2.0 percent for 2017 and
2018, as well as from developing economies to
4.5 percent in 2017 and 4.8 percent in 2018. The
overall outlook is fairly strong, but risks remain
tilted to the downside.
-.:: In the advanced economies, the stronger
Regions (PPP aggregates) 2016 2017 2018 outlook is due to the projected cyclical recov-

TABLE 1-1
Real GDP Growth (%) in Selected

Regions and Economies

World 31 35 3.6 ery in global manufacturing and strengthening
Advanced Economies 17 20 20 consumer and business confidence. Greater stabil-
Eurozone 17 17 16 ity in oil prices as well as generally supportive
Developing Economies 41 45 48 monetary policies will aid as well. Fiscal policy
Developing Asia 6.4 6.4 6.4 is expected to remain neutral overall, but with
Emerging Europe 3.0 3.0 33 slight easing compared to 2016. Some countries
CIs 0.3 1.7 2.1
Latin America and Caribbean 0.1 1 2.0 (Canada, Germany and France) are expected to
Middle East and North Africa 3.9 2.6 3.4 adopt an expansionary fiscal stance while others
Sub-Saharan Africa 1.4 2.6 3.5 (Australia, South Korea and the United Kingdom)
Countries (market-based aggregates) 2016 2017 2018 will be under some contractionary pressure. In
World 2.4 2.9 3.0 the United States, sizeable fiscal stimulus is not
Canada 14 19 2.0 expected before 2018.
3::::3 i::;iim :g gg 21: The emerging and developing econ-
Japan 1.0 12 0.6 omies have been decelerating since 2010, but
France 1.2 1.4 1.6 that deceleration was the slowest in 2016, only
ﬁgll'?any &g (}g (:g 0.1 percentage point down from 2015. This gives
Spain 32 26 21 renewed strength to expectations of them break-
China 6.7 6.6 6.2 ing out of this trend next year; as it stands, most
:Rn:si:ia gg :i -IIZ of the projected pickup in global growth will be
Brazil 36 0.2 17 coming from stronger activity in these economies
Mexico 23 1.7 2.0 over the short and medium term. This outlook
Nigeria 5 0.8 19 suggests the stabilization and recovery in several
South Africa 0.3 0.8 1.6 . . .
K / commodity exporters, strengthening growth in

India, and cyclical upturns in Brazil and Russia.

Offsetting these to some extent will be China’s
gradual slowdown as it shifts to a more sustainable growth pattern. Latin America and
the Caribbean will break out of negative growth in 2017. Improved commodity prices
will still remain structurally lower than in the recent past and will force protracted
adjustments to lower revenue streams in many commodity exporters, putting a lid on
their growth. Mexico and Central America will benefit from the strength of the U.S.
recovery, but that is outweighed by the political risks to these countries. Elsewhere,
domestic and foreign conflict as well as geopolitical tensions will affect the prospects of
several countries in the MENA as well as SSA regions.
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Overview and Prospects for World Trade

Merchandise Exports

Real merchandise exports of developed economies grew 1.4 percent in 2016, while the

exports of developing economies grew 1.3 percent. Exports from South and Central

America led the world in 2016 with a 2.0-percent increase, with Asia not far behind at a

1.8-percent pace. Europe produced a healthy 1.4-percent growth, while North America’s

real exports struggled for the second consecu-
tive year, showing just 0.5-percent growth. Last
year’s WTO forecast correctly projected export
growth in the developed economies to pull
ahead of the developing world in 2016; for 2017,
it suggests the widening of that gap by another
half a percentage point as developed economies
double their real trade growth. Overall growth
is expected to jump more than a percentage
point to 2.4 percent in 2017, although bounded
by considerable bands of uncertainty between
1.8 percent and 3.6 percent.

Nominal world merchandise exports
(measured in U.S. dollars) declined once again
in 2016, down 3.3 percent to US$15.5 trillion.
Substantial fluctuations in exchange rates were
chiefly responsible, primarily the strengthening
of the U.S. dollar.®

The value decline in world exports was
broad-based, affecting most of the regions and
large economies, but particularly commod-
ity exporters. The CIS recorded a 16.2-percent
decline in its exports, followed by Africa with
11.5 percent, while the Middle East was not far
behind with a 9.5-percent decline. Nominal
exports were the least affected in Europe, edging
down 0.3 percent. Among the large economies,
the decline in Russia’s export revenues stood out

TABLE 1-2
World Merchandise Exports, 2016, By Regions

K NIEs 1,131 73

World 15,464 100.0 -3.3
North America 2,219 14.3 3.2
United States 1,455 9.4 3.2
Canada 390 2.5 -4.8
Mexico 374 2.4 -1.8
South & Central America 51 3.3 -5.6
Brazil 185 1.2 -3.1
Europe 5,942 384 -0.3
EU-28 5,373 347 -0.3
Germany 1,340 8.7 1.0
France 501 3.2 -0.9

United Kingdom 409 2.6 -11.0

Italy 462 3.0 0.9

CIS 419 2.7 -16.2
Russia 282 1.8 -17.5
Africa 346 2.2 -11.5
Middle East 766 5.0 -9.5
Asia 5,262 34.0 3.7
China 2,098 13.6 1.7
Japan 645 4.2 3.2
India 264 1.7 -1.3

3.5 J

at 17.5 percent. Export decline was 11.0 percent for the United Kingdom, 7.7 percent for

China and 4.8 percent for Canada. In contrast, Germany, Italy and Japan increased the

value of their exports during the year.

6 According to the U.S. Federal Reserve's trade-weighted U.S. dollar index, the U.S. dollar appreciated

4.7 percent against the basket of world currencies in 2016.
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Merchandise Imports

In 2016, once again, real merchandise imports of the developing economies scarcely grew
(up 0.2 percent). A sharp 3-percent decline in the first quarter of the year was the culprit
(11.6 percent on an annual basis). While growth resumed in the second quarter, the rest
of the year was spent in recovering these losses. The primary causes were the continued
downturn in the investment boom in Asia, aggravated by China’s financial turbulence in
the first quarter and the shoring up of the balances of commodity exporters whose export
revenues went through a structural decline
recently. Meanwhile, real imports of developed

TABLE 1-3 economies slowed to 2.0 percent in 2016. Europe
World Merchandise Imports, 2016, By Regions led all regions with 3.1-percent import growth,
Vale  Share  Growth while Asia’s imports grew 2.0 percent. North
UssSB (%) (%) America’s imports moved mostly sideways, while
World 15799 100.0 3.2 there was a steep drop in South and Central
North America 3,067 194 29 America’s real imports of 8.7 percent. The collect-
United States 2,251 14.2 2.8 ive real imports of Africa, the CIS and the Middle
Canada 417 2.6 “4.5 East also fell, down 2.4 percent. These declines
Mexico 398 25 9 are expected to reverse by 2017.
South & Central America 533 34 -14.5 In nominal terms, world merchan-
Brazil 143 0.9 -19.8 Lo
dise imports fell 3.2 percent on the year to
Europe 3920 315 0.2 US$15.8 trillion. Just as in the case of exports, the
EU-28 5,330 33.7 0.1 . h h
Germany 1,055 6.7 0.3 largest influence was from the exchange rates
France 573 3.6 -0.1 and particularly the strong U.S. dollar. Import
United Kingdom 636 4.0 13 values were down in all regions with the excep-
Italy 404 2.6 -1.6 . .
tion of Europe, which showed small growth of
cis Russia 313'931’ ]221 (2)2 0.2 percent. Elsewhere, CIS showed the lowest
: ' decline at 2.6 percent, closely followed by North
Africa 501 3.2 -9.5 A . .
merica whose imports were down 2.9 percent.
Middle East 665 A2 1.2 The value of imports in Asia declined more
Asia 4,781 30.3 -4.7 substantially, down 4.7 percent. The Middle East
China 1587 10.0 "9 followed with a 7.2-percent decline and Africa
Japan 607 3.8 -6.3 . .
India 359 23 8.6 with 9.5 percent. The imports of South and
k NIEs 1,041 6.6 -5.8 J Central America fell by 14.5 percent, a second

consecutive large decline.

Among the large economies, Brazil saw the greatest decline in its imports value,
with a fall of 19.8 percent during 2016. Asian countries experienced large import declines:
India’s down 8.6 percent, Japan’s down 6.3 percent and China’s down 5.5 percent. The
combined NIE import value also shrank, by 5.8 percent. The United States imported
2.8 percent less in 2016, while imports increased marginally in Germany and substan-
tially (up 1.5 percent) in the United Kingdom.

Europe remained the world’s leading importer, at 37.5 percent of the global trade.
Asia’s imports accounted for 30.3 percent; together these two regions import two-thirds
of the world’s merchandise. North America’s share is just under 20 percent, while Africa,
the CIS and the Middle East together account for about 10 percent of global imports.
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Services Exports

In contrast to the significant decline in the value of merchandise exports, the value

of world services exports (measured in U.S. dollars) was largely unchanged in 2016,

rising 0.1 percent to reach US$4.8 trillion. This was on the heels of a 5.5-percent decline

in 2015. Goods-related services’ registered the largest gain of all categories as their

value increased 2.1 percent, followed by a 1.8-percent increase in travel exports and a

0.9-percent rise in commercial services exports. However, these gains were offset by a

4.7-percent decline in transportation services.

On a regional basis, Asia recorded the
highest increase in services exports, up just
0.9 percent on aggregate. This masked a large
disparity between its constituent countries:
India’s exports grew a mild 3.5 percent; Japan’s
a stronger 6.5 percent, while China’s exports
declined 4.3 percent. North America also regis-
tered a small increase in the exports of services,
up 0.5 percent, with Mexico showing the largest
growth at 5.3 percent and the United States
the smallest at 0.3 percent. Canada’s services
exports increased by 1.3 percent.® South and
Central America’s services exports were nearly
unchanged, as Brazil’s decline of 1.3 percent was
outweighed by other countries” growth.

Europe saw a marginal 0.3-percent reduc-
tion in services exports, in spite of Germany’s
2.8-percent growth. Exports of services from
the United Kingdom dropped 5.2 percent, with
France’s exports also slowing by 2.5 percent.
The collective exports of Africa, the Middle East
and the CIS recorded a 0.6-percent decrease;
Egypt stood out with a 23.3-percent decline in
services exports.

Europe continued to be the world’s leading
provider of services, accounting for 47.1 percent
of global value of exported services, due largely

TABLE 1-4
World Services Exports, 2016, By Regions
Value Share  Growth
USSB (%) (%)
World 4,770 100.0 0.1
North America 840 17.6 0.5
United States 733 15.4 0.3
Canada 80 1.7 1.3
Mexico 24 0.5 53
South & Central America 140 2.9 -0.1
Brazil 33 0.7 -1.3
Europe 2,245 47.1 -0.3
EU-28 2,010 421 0.2
Germany 267 5.6 2.8
United Kingdom 329 6.9 -5.2
France 235 49 2.5
Netherlands 174 3.8 -1.0
Asia 1,215 25.5 0.9
China 207 4.3 -4.3
Japan 169 35 6.5
India 161 34 35
NIESs 380 8.0 2.3
Other Regions 330 6.9 -0.6
Russia 49 1.0 3.3
Egypt 14 0.3 -23.3
South Africa 14 0.3 -49
United Arab Emirates 26 0.5 -

to intra-EU trade in services. Asia ranked second, with just over a quarter of the global
exports (US$1.2 trillion), while North America was third, with US$0.8 trillion—account-
ing for 17.6 percent of the global services exports in 2016.

7 "Goods-related services" is a WTO aggregate service category that includes manufacturing services
on physical inputs owned by others and maintenance and repair services.
8 When measured in U.S. dollars. Measured in Canadian dollars, Canada’s services exports grew

4.8 percent.
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Services Imports

The total value of world services imports rose 0.5 percent to US$4.6 trillion in 2016.
Services imports expanded 2.6 percent in Asia, 2.2 percent in North America and
1.1 percent in Europe. South and Central America decreased their imports of services
by 4.8 percent relative to the previous year, while the combined imports of Africa, the
Middle East and the CIS recorded a 7.4-percent decline.

North America’s results were once again driven by the strong performance of the
United States, which registered a 3.2-percent increase in services imports. Canada’s
imports of services declined 1.7 percent” while
TABLE 1-5 Mexico’s were stable. In Asia, a stronger than

World Services Imports, 2016, By Regions average performance was reported by large econ-
omies (China, Japan and especially India) only to

Value Share  Growth

USSB (%) ) see the regional growth dragged back through
World 4645  100.0 0.5 stagnation in the NIE’s services imports.
: Brazil was behind the decline in services
North America 610 13.1 2.2 ! . .
United States 482 10.4 32 imports of South and Central America, as its own
Canada 97 2.1 1.7 imports fell 10.8 percent. In Europe, Germany
Mexico 29 0.6 0.0 and France consumed more services imports,
South & Central America 165 3.6 -4.8 while imports of services by the United Kingdom
Brazil 6l 13 o fell substantially (down 8.9 percent). Elsewhere,
Europe 1955 42.1 11 Russia’s services imports shrank by 16.4 percent,
EU-28 1,767 38.0 11 . . .
Germany 304 65 27 while imports in Egypt and South Africa also fell
United Kingdom 191 41 -8.9 (down 3.3 percent and 3.7 percent, respectively).
France 235 5.1 1.5 Europe remained the largest importer of
Netherlands 165 36 M services, with 42.1 percent of the world’s imports
Asia 1,415 30.5 2.6 in 2016, followed by Asia with 30.5 percent. North
China 449 9.7 3.7 A s t sh lled 131 ¢
Japan 181 39 36 merica’s import share equalled 13.1 percent,
India 133 2.9 8.4 while Africa, the Middle East and the CIS
NIEs 390 8.4 0.0 combined for 10.5 percent of the total.
Other Regions 500 10.5 1.4
Russia 73 1.5 -16.4
Egypt 16 03 33
South Africa 15 0.3 -3.7

kUnited Arab Emirates 66 14 J

9 When measured in U.S. dollars. Measured in Canadian dollars, Canada’s services imports grew
2.0 percent.
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Economic and Trade Developments:
Regional and Country Overview

Although the global economic outlook improved substantially during the second half of
2016, global economic growth for the year as a whole was lower than expected. Revised
data indicate that on the PPP-adjusted basis,' global GDP grew at 3.5 percent in 2014,
slowing down to 3.4 percent in 2015 before dropping to 3.1 percent in 2016. There were
numerous disruptions to the normal economic and financial activity in the first half
of 2016 that included vulnerable financial conditions in emerging markets, uncertainty
about China’s near-term prospects and the implications of the United Kingdom'’s vote to
leave the European Union (i.e. “Brexit”); as a consequence, overall growth was estimated
at 2.9 percent in the first half of 2016.

Activity was sluggish in the first two quarters in the United States and many other
advanced economies. After the mid-year point, growth in the advanced economies
strengthened considerably. Market reaction to Brexit has been contained, and the worst
short-run fears were not realized; response to the U.S. election in November has gener-
ally been positive in the markets. Global manufacturing activity, trade and investment
have all pointed to a cyclical rebound, driven by firmer fundamentals and increased
business and consumer confidence. Overall, growth in advanced economies was below
the 2-percent mark reached in 2014 and exceeded in 2015. Reaching just 1.7 percent, it
was nevertheless above mid-year forecasts, and is expected to return to 2.0 percent in
both 2017 and 2018.

Growth in the developing and emerging economies was also uneven through the
year, owing to the influences described. The good news for the commodity exporters
among these economies is that commodity prices arrested their slide early in the year
2016 and started firming up. According to the IMF, oil prices were up 50 percent to
US$45 per barrel between January and August 2016 and increased a further 20 percent
until February 2017; coal prices followed a similar trajectory, and the principal non-fuel
commodity prices also increased in the second half of 2016. The bad news is that it
will take time for most of these economies to adjust to these new price levels and to
restore their damaged balance sheets and normalize macroeconomic conditions. Thus
the overall growth for the year in the developing and emerging economies declined for
the sixth straight year. Activity slowed down from 5.1 percent growth in 2013, through
4.7 percent in 2014, 4.2 percent in 2015, and to 4.1 percent in 2016. Last year’s deceleration
was smaller than those previously recorded, and conditions are favourable for recovery
in trade and investment in 2017 and beyond, particularly if the geopolitical and local
risks are kept contained. China’s prospects are looking favourable once again, recession
is ending in Brazil and Russia, and relatively weakened currencies in many locales will
have a broadly stimulative effect on exports. Growth is projected to rise to 4.5 percent in
2017 and to reach 4.8 percent by 2018.

The set of economic policy issues facing different economies is growing more
similar with globalization. Nearly every country’s leadership is challenged by its domes-
tic forces to create new and better solutions for its economic problems, to ensure stable

domestic market conditions, to find secure and promising investment areas, to raise

1 Allthe aggregate growth figures for groups and regions in this chapter are provided on the PPP-
adjusted basis, as GDP data based on market exchange rates are not available from the IMF.
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productivity, to improve income distribution, and to address infrastructure issues while
including social justice in the process. Failing along any of these dimensions could easily
spell political consequences, in advanced as well as in developing and emerging econ-
omies. To juggle all these priorities with a limited set of economic tools and an uncertain
time horizon, while struggling against the dampening influence of the aging popula-
tions, financial and political instability and rising uncertainty is certainly challenging.
But in earlier years, strong governance traditions were assumed to render advanced
democratic countries immune from substantial influence of political movements on the
economy. This belief does not hold anymore, increasing the risks inherent in the global
economic system, and possibly exposing the next bastion of governance—international
institutions—to disruption.

Considering the above picture, the key regions for Canada’s commercial policy
may become more fluid in the coming years. While some constants will remain, such
as the paramount importance of the United States to Canada’s economy and commerce,
other regions and countries may come into greater focus according to their ability to take
advantage of the opportunities that the modern global economy offers. In the coming
years, the well-established and similarly structured consumer markets of the eurozone
should attract renewed attention of Canadian exporters, as the expected implementation
of the Canada-European Union Comprehensive Economic and Trade Agreement (CETA)
occurs. Proximity to and engagement with Latin America and the Caribbean (particu-
larly Mexico) also make that region a priority, especially given the potential barriers in
their economic relationship with the United States. At the same time, emerging Asia
continues to be a global growth leader, with China and India still the lands of peerless
opportunities; the trade talks with China are an important step in taking advantage of
these opportunities. This chapter provides a brief overview of the most important facets
of economic and trade developments in these countries and regions.

The economy of the United States slowed down in the first half of 2016 and lost the
leading position in economic growth in the G7 that it won in 2015. However, positive
dynamics in the second half of the year point to a much stronger performance in 2017,
when it is poised to regain its growth advantage among the largest advanced econ-
omies. Although GDP growth for the year 2016 decelerated by a whole percentage point,
good news from the labour market and the equity markets shored up the situation in
the economy, which can also look forward to a possibility of fiscal stimulus under the
new administration. The United States remains the crucial reservoir of growth for the
advanced economies, doubly so for Canada, which relies on its immense market for
roughly three-quarters of its exports of goods and services. The United States is expected
to lead the large advanced economies in growth in 2017 and 2018, supported by the
cyclical recovery in inventory accumulation, strong growth in household consumption
and possibly some fiscal stimulus. Business confidence and buoyant financial markets
are pricing in a more business-friendly attitude from the new administration; however,
an aging population and weaker productivity growth put a damper on what can be
achieved in the long run. Canada’s relationship with the United States will stay strong
in the future, as the economic links between the two countries are vitally important to
millions; some evolution of the trade and investment partnership in North America,
however, is expected during the current presidency, with both partners prepared to look
for more benefits from their relationship.
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China’s economy continued its unprecedented transition from investment-based
growth to domestically driven growth. The government remains committed to its targets
and is successively deploying more instruments and support mechanisms to achieve its
goals; however, the impact of some of these measures is yet to be tested. Dealing with
the corporate debt overhang remains a considerable challenge, one that may necessi-
tate a sharper slowdown in the next few years. In the meantime, real exports of goods
and services resumed growth in 2016, though imports far outpaced them; inflation and
unemployment remain stable, and the country’s economic plans retain the confidence
of the markets.

Mexico has begun slowing down after two years of solid growth; real GDP
expanded at a 2.3-percent pace in 2016. Mexico’s commercial role within NAFTA
continues to increase, and it is a key supplier for Canada in the automotive, electric and
electronic machinery, and mechanical machinery sectors. Mexico is the third-highest
import supplier to Canada, providing as much merchandise as Germany and Japan
combined. However, its near-term outlook is clouded as the uncertainty over U.S.-Mexico
relations generates an investment and consumption slowdown; growth is forecast to
decelerate considerably in 2017. This situation represents an opportunity for Canadian
businesses and government initiatives; Mexico has already begun looking for closer
contacts with its other important partners, such as China.

Economic growth in the eurozone stabilized just below 2 percent and is expected to
hold at that level in the short term. The eurozone policy stance remains more conducive
to growth than during the 2010-2013 period, and by May 2017 some of its dire electoral
risks had been successfully avoided (e.g. in the Netherlands and France). While its older
sibling, the political union (the EU), cracked open in 2016, the monetary union has shown
considerably greater unity of purpose and outlook in the face of its diverse challenges,
such as migration and security. Despite the risks and headlines, the expertise and confi-
dence embodied in the countries of continental Europe remains very great, and with
strong fiscal and monetary support as well as stable growth in their trading partners, the
eurozone may yet emerge stronger from its difficult times. Historically, a large portion
of Canada’s trade and investment is tied to the eurozone, rooted in shared norms, values
and history. The expected implementation of the CETA will once again move the euro-
zone into the forefront of Canada’s commercial policy, with opportunities for Canadian
businesses and consumers. This is particularly important in the era of increasing trad-
ability of services, as Europe is the most important services hub in the world.

The countries of emerging Asia are economically attractive, diverse and adaptable,
a key area for expansion in Canada’s commercial activities. Large export platforms in
such areas as electrical and electronic machinery (Malaysia, Thailand and, increasingly,
Vietnam), services (India), and apparel (Vietnam and Bangladesh) continue to develop.
Emerging Asia has been the world’s fastest-growing region, with excellent prospects
for the future. Canada is taking a major step to tighter ties with that region by opening
exploratory talks on a free trade agreement with China, thus breaking substantially new
ground in this area and encouraging other deals as well. China is continuing to lead
this area by the sheer size of its growing economy, but its growth pace has recently been
passed by India, a much poorer country.

Countries in Latin America and the Caribbean (LAC) are Canada’s hemispheric
neighbours and remain a priority for its commercial policies. In the next few years, the
possible risks in the LAC relationship with the United States on the issues of trade and
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migration offer Canada a good opportunity to expand its commercial footprint in those

countries—something that other countries, such as China, are poised to do. Mexico is

Canada’s key partner in this region, with its large economy aligning ever closer to its

NAFTA partners and integrating into their value chains. The possible renegotiation of

NAFTA should not neglect the opportunity to adapt the agreement to creating ever-

stronger economic relations between the two countries, to their mutual benefit. Several

investment protection and free trade agreements have been signed with LAC countries

TABLE 2-1
U.S. Real GDP and Related Measures
Contributions to
percent change
Share in Growth from in real GDP
current dollars previous year (percentage
(%) (%) points)
2016 2015 2016 2015 2016
Gross domestic product 100 2.6 1.6 2.6 1.6
Household expenditures 69.2 3.2 2.7 2.16 1.86
Goods 24.0 4.0 3.6 0.91 0.79
Durable goods 9.5 6.9 5.8 0.51 0.42
Non-durable goods 15.0 2.6 2.5 0.40 0.36
Services 449 2.8 2.3 1.26 1.08
Business fixed investment 16.7 4.0 0.7 0.65 0n
Residential 3.6 nr 49 0.39 0.18
Non-residential 13.1 2.1 -0.5 0.27  -0.07
Structures 2.6 -4.4 29 -0.13  -0.08
Machinery & equipment 6.3 3.6 2.9 0.21 -0.17
Intellectual property products 4.3 48 47 0.19 0.19
Investment in inventories 0.1 45.6 -73.8 017 -0.37
Net exports of goods and services 3.4 26.8 43 -0.71 -0.13
Exports 12.8 0.1 0.4 0.01 0.04
Goods 8.7 -0.6 0.6 -0.06 0.05
Services 41 1.6 -0.1 0.07 0.00
Less imports 16.2 4.6 1.2 -0.73 -0.17
Goods 13.3 49 0.7 -0.65  -0.09
Services 2.9 2.9 3.1 -0.08 -0.08
Government expenditures and
gross investment 174 1.8 0.8 0.32 0.14
Federal 6.7 0.0 0.6 0.00 0.04
10.7 2.9 0.9 0.32

Qate and Local

o.1y

in the past decade, and coun-
tries such as Chile, Peru
and Colombia have become
important suppliers to
Canadian businesses. Long-
term prospects for the region

remain favourable.
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Country Overview

United States

Economic growth in the United States declined a full percentage point in 2016, to
1.6 percent from 2.6 percent in 2015. The real GDP growth primarily reflected positive
contributions from household expenditures, residential fixed investment, and state and
local government spending. Federal government spending also contributed positively.
These contributions were partly offset by negative contributions from private inventory
investment and non-residential fixed investment. Compared with the previous year, the
deceleration reflected downturns in private inventory investment and in non-residential
fixed investment, as well as slowdowns in household expenditures, in residential fixed
investment and in state and local government spending. This deceleration was, in turn,
mitigated by a deceleration in imports and acceleration in federal government spending
and in exports.

Household spending expanded 2.7 percent in 2016, a deceleration from the
3.2 percent in the previous year, but still contributed 1.9 percentage points to the final
growth tally of 1.6 percent (meaning that the combined impact of all the other contribu-
tions was negative). Spending on both goods and services slowed down, but the decelera-
tion was relatively sharper for services. Expenditures on non-durable goods were the
most resilient, growing just a notch below the previous year’s pace. Growth in business
fixed investment slowed dramatically from 4.0 percent in 2015 to just 0.7 percent in 2016.
For this, residential investment (down from 11.7-percent growth in 2015 to a 4.9-percent
pace in 2016) as well as non-residential investment (down from 2.1-percent growth in 2015
to a 0.5-percent decline in 2016) are both responsible. The dynamics of the latter consisted
of the falling investment in structures (down 4.4 percent in 2015 and 2.9 percent in 2016)
being joined by falling investment in machinery and equipment (down 2.9 percent in
2016), while non-physical investment (intellectual property products) grew strongly at
nearly the pace of the previous year (up 4.7 percent in 2016). As a result, business fixed
investment contributed 0.1 percentage point to GDP growth, down from 0.7 percentage
point in the previous year.

Contribution to GDP growth from net exports was negative again (-0.1 percentage
point), but much less so than in 2015. Growth in exports picked up slightly to 0.4 percent
due to gains in goods exports, while growth in imports decelerated from 4.6 percent in
2015 to 1.2 percent in 2016. The contribution to growth from state and local government
spending was still positive, but small compared to 2015 while the federal government
contribution was even smaller.

As in several previous years, weakness in the first quarter was again the case in
2016, as the economy grew just 0.8 percent. A fall in inventories restrained the growth
to 1.4 percent in the second quarter of 2016. In the third quarter, the economy was out
of the gates and running at 3.5 percent, with consumer spending, trade and business
investment booming. Growth slowed down to a more restrained 2.1-percent pace in the
last quarter of the year. Overall, the U.S. data show signs of a strong recovery in the
second half of the year, with most cyclical indicators showing promise for growth in
manufacturing, trade and investment in 2017. Labor market indicators continue to be
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strong, with the unemployment rate down to 4.7 percent by the end of 2016. The final jobs
report of 2016 also marked 75 consecutive months of jobs growth, with over two million
jobs created in that year. Early 2017 labour data indicate that full employment is within
reach in the economy. The IMF expects GDP growth to pick up to 2.3 percent in 2017 and
then to 2.5 percent in 2018.

Canada’s goods exports to the United States decreased by 1.2 percent in 2016,
slightly faster than the overall decrease for all of Canada’s goods exports. Import growth
from the United States also fell, down 0.9 percent, faster than the overall import decline
rate of 0.1 percent.? In contrast, exports of services to the United States grew 4.5 percent,
and imports of services from it grew 2.1 percent. Canada’s top five categories of export
commodities to its southern neighbour were automotive products, mineral fuels and oil,
mechanical machinery, plastics, and wood and articles of wood; its top five imports were
automotive products, mechanical machinery, mineral fuels and oil, electric machinery
and equipment, and plastics.

China

In 2016, China’s economy continued on its path of mild deceleration of managed growth,
with the final tally at 6.7 percent (down 0.2 percentage point from 2015 and 0.6 percent-
age point from 2014). Once again, the overall planning of China’s great downshifting
and its operational control by the government managed to keep the confidence of the
markets, but not at all times. In early 2016, some questions were raised about the shifts in
China’s exchange rate management, and these caused occasional spikes in risk aversion
aimed at emerging markets in general. However, greater transparency and communica-
tion from China with regard to key policy objectives helped allay these fears and quiet
doubts about the underlying strength of the economy. Government is carrying a greater
yearly burden, however: according to the Economist Intelligence Unit (EIU), the ongoing
tax reforms and the increase in government’s fiscal support for the economy expanded
the fiscal deficit to 3.8 percent of nominal GDP in 2016, with projections for that figure to
increase to 4.2 percent of GDP in 2017.

IMF data show that China’s real exports of goods and services expanded by
1.1 percent in 2016 (after contracting 2.2 percent in 2015). A more substantial expansion
took place in real imports growth, which rose to a 4.9-percent pace after contracting
0.5 percent in 2015. General government expenditures rose from 31.3 percent in 2015 to
32.0 percent in 2016, and the current account balance narrowed from 2.7 percent of GDP
in 2015 to 1.8 percent of GDP in 2016. Inflation recovered to 2.0 percent, with reported
unemployment at 4.0 percent.

The overall progress of re-orienting China’s economy to achieve a more sustain-
able consumption-based growth as opposed to an investment-fueled one remains on
target, but there may be tough times ahead. Growth in real private consumption, which
amounted to 8.2 percent in 2014 and to 8.0 percent in 2015, is estimated to have slowed
down to just 5.6 percent in 2016. Investment deceleration, the main factor behind the
slowdown, continued apace as growth fell from 6.9 percent in 2015 to just 3.6 percent in
2016.% According to the IMF, China’s economy is expected to continue to slow down in

2 All growth figures in this paragraph are calculated in Canadian dollar terms.
3 These figures for 2016 for China are estimates by IHS Global Insight, a forecaster.
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the medium term—to 6.6 percent in 2017 and to 6.2 percent in 2018. The EIU projects a
much harder landing: 6.2 percent in 2017 and 4.2 percent in 2018-19. This would still be
a controlled slowdown to help curb excessive credit growth and contain corporate debt,
much of which is considered to be risky; most of the impact of that slowdown would
occur in investment. Growth is expected to rebound to around 5 percent thereafter.
There are considerable risks associated with the forecast, both upside and downside,
the latter mainly stemming from the uncertainty regarding U.S. policies toward China.

Canada’s goods exports to China rose 4.0 percent in 2016, following similar growth
in 2015. Meanwhile, Canada’s goods imports from China declined 3.5 percent, helping
correct some of the bilateral trade imbalance. China remains Canada’s second-largest
trade partner; Canada’s main export commodities to China in 2016 were wood pulp,
oil seeds and miscellaneous plants, wood and articles of wood, ores, and automotive
products; Canada’s main import commodities from China were electrical and elec-
tronic machinery, mechanical machinery, furniture, toys and sporting equipment,
and apparel articles.

Mexico

After two years of solid GDP growth— 2.3 percent in 2014 and 2.6 percent in 2015—
Mexico’s economy has entered a downward path in 2016. Real GDP growth was
2.3 percent, with agriculture growing at 4.1 percent, followed by services at 3.4 percent.
Private consumption was strong in 2016 due to the strong U.S. dollar and the record year
for remittances; gross fixed investment stagnated, however, with 0.4-percent growth on
the year. Real exports continued to grow in 2016, but at a subdued pace of 1.2 percent,
while real imports increased 1.1 percent. The current account deficit narrowed to
2.7 percent of GDP, down from 2.9 percent in 2015; inflation ticked up to 2.8 percent
while the unemployment rate edged down to 4.2 percent in 2016. The peso continued
its depreciation relative to the U.S. dollar, falling from 14Ps/$ in January 2015 to 21Ps/$
in January 2017, reaching the lows arising from post-U.S. election fears from which it
later recovered.

Mexico is arguably the country with most at risk following the U.S. election in
November; the country is even more trade-dependent on the United States than Canada
is, and its dependence is much higher in the areas of investment, remittances and
human flows across the border. In the wake of the U.S. election, consumer confidence
hit an all-time low in January 2017. In addition, considerable internal discontent over the
energy subsidies reform that generates higher domestic oil prices threatens to dampen
consumer demand looking forward. Though some measures were taken to recover the
public’s confidence, uncertainty about future U.S.-Mexico relations is expected to gener-
ate further volatility over the course of 2017.

Projections for Mexico’s economy in the short term call for a deceleration to
1.7-percent growth in 2017 (according to the IMF), or a sharp slowdown to 1.2-percent
growth (according to the EIU). Subdued prospects for investment and consumption
in the face of tighter financial conditions and increased uncertainty from the north
outweigh the benefits of proximity to the U.S. market. Most risks are associated with U.S.
policy, where punitive trade barriers or a border adjustment tax are being discussed. The
climate of fiscal austerity and rising interest rates is also a damper on economic growth.
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Mexico remains one of Canada’s key trade partners, and the current situation
may be very conducive to expanding these ties as Mexico will need its friends in 2017.
Canada’s goods imports from Mexico grew 2.8 percent in 2016. In contrast, Canada’s
goods exports to Mexico grew much faster for the second straight year—up 14.0 percent.
Nevertheless, Canada’s merchandise trade deficit with Mexico expanded to $25.6 billion
in 2016, second only to the deficit with China. This deficit is largely generated by three
sectors: automotive, electric and electronic machinery, and mechanical machinery, which
together account for over three-quarters of it.
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Regional Overview

Emerging Asia
According to the IMF’s estimates, growth in emerging Asia averaged 6.4 percent in 2016, a
deceleration from the 6.7 percent recorded in 2015. However, this region is still by far the
world’s fastest-growing and is projected to continue to grow at that level in the medium
term. Among the large economies in this region, India preserved its lead with reported
6.8-percent growth in 2016,
a notch ahead of China,
which grew at 6.7 percent.
The ASEAN-5 economies

TABLE 2-2

Emerging Asia Overview, 2016

(Indonesia, Malaysia, the Emerging Asia China India
Philippines, Thailand and GDP Growth (%) 6.4 6.7 6.8
Vietnam) kept on performing GDP per capita (US$) - 8,113 1,723
well, as their growth Inflation (%) 2.9 2.0 49
increased from 4.8 percent Unemployment (%) ) 4.0 )
in 2015 up to 4.9 percent in Current Account Balance

(% of GDP) 1.3 1.8 -0.9

2016. Medium-term growth
Real Exports Growth,

prospects remain favour- Goods and Services (%) 2.3 11 5.7
able in the region. In India, Real Imports Growth,
the negative consump- Goods and Services (%) 5.0 49 5.0
tion shock that followed its Canadian exports
currency exchange program (merchandise, US$ M) 22,942 15,825 3,004
is expected to be temporar Canadian imports

p i P Y (merchandise, US$ M) 64,456 48,595 3,049
and the implementation of ,

] Canada's trade balance

further key economicreforms | (merchandise, US$ M) -41514  -32,770 -45

Indonesia

5.0
3,604
35
5.6

3.2

1,103

1,223

-120

Malaysia

4.2
9,360
2.1
35

2.0
2.5
0.6
535

1,956

4

is expected to push growth
toward the 8-percent mark.
Stronger domestic demand will underpin continued strength in the ASEAN-5 econ-
omies, and higher public spending is expected to boost the economy further in the
Philippines. Continued policy support underpins China’s growth, but may weaken as
the government deals with the corporate debt and exuberant credit growth. It is import-
ant to remember the vast diversity within this region; for example, India’s per capita
income is less than one quarter that of China, and while Malaysia, like China, runs a
current account surplus, the opposite is true of India and Indonesia.

Inflation continues to be moderate in most of the region, with a tendency to be
higher in India, as commodity and agricultural prices recover and investment activity
resumes. Average inflation in emerging Asia rose to 2.9 percent in 2016. Unemployment
is also low across the region, with Indonesia’s 5.6 percent the highest among large econ-
omies, although data for India were not available. Real exports of goods and services
resumed growth in 2016 at a 2.3-percent pace after the 2015 decline; Indonesia’s real
exports declined in 2016, but there was robust growth in India’s exports after the decline
in 2015. Real imports registered strong growth of 5.0 percent, with smaller countries
contributing more growth. Current account balances were 1.3 percent of GDP on average,
with a stronger surplus in China and Malaysia, and a deficit of 1.8 percent in Indonesia.
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China is and will remain Canada’s most important trade partner in emerging Asia,
accounting for over two-thirds of Canada’s exports and over three-quarters of Canada’s
imports. Of key importance in Canada’s trade with the region are the imports of electrical
and electronic machinery conducted through the key international export platforms (e.g.
China, Malaysia and, increasingly, Vietnam). Canada’s trade with this region’s coun-
tries that are not part of that platform, such as India and Indonesia, is nearly balanced,
demonstrating that trade deficits are not necessarily a feature of Canada’s commercial
activities in the region. Emerging Asia now accounts for 16.0 percent of Canada’s imports
and 5.9 percent of Canada’s exports, both largely unchanged from the previous year.

Eurozone

Strong domestic demand continued to manifest itself in the eurozone countries in 2016,
supporting strong growth in such countries as Germany and Spain. After the revised
growth performance of 2.0 percent in 2015, it decelerated slightly to 1.7 percent in 2016,
but is expected to remain around that figure in the next two years. Cyclical recovery in
manufacturing and trade is firming up across the region, and the output is projected
to grow above potential in many European countries with output gaps. The economic
environment will continue to be favouring growth across the region as commodity prices
remain subdued, the euro is weaker, a somewhat expansionary fiscal regime is adopted
in both France and Germany, and the monetary stance from the European Central Bank
remains broadly supportive. On the downside, sizeable risks associated with political
uncertainty are present, as elections in several countries and Brexit negotiations may
weigh on the economy. Weak productivity and remaining overhang of public and private
debt in some countries remain a drag on potential growth.

Inflation moved in a positive direction, averaging 0.2 percent for the year, though
there was still deflation in Italy and Spain. The unemployment rate improved to 10.0
percent, but remains a serious issue, especially in light of the concomitant political risks,
and is as high as 19.6 percent
in Spain. Current account

TABLE 2-.3 balances as a propor-

Eurozone Overview, 2016 tion of GDP in the region

Eurozone France Germany Italy Spain remained strongly positive

GDP Growth (%) 1.7 1.2 1.8 0.9 3.2 at 3.4 percent, rising as high

GDP per capita (US$) - 38,128 41902 30,507 26,609 as 8.5 percent in Germany

Inflation (%) 0.2 0.3 0.4 -0.1 -0.2 but dipping to negative
Unemployment (%) 10.0 10.0 4.2 nr 19.6 1.1 percent for France.

Current Account Balance After improving

(% of GDP) 34 -1.1 8.5 2.7 2.0

Real Exports Growth,

from 1.5 percent in 2015 to

Goods and Services (%) 2.9 11 2.6 2.4 44 1.8 percent in 2016, growth
Real Imports Growth, in Germany is forecast
Goods and Services (%) 4.0 3.7 3.7 2.9 33 to soften to 1.6 percent in
Canadian exports 2017. France, meanwhile,
(merchandise, USS M) 15,597 2,569 3,069 1,750 1,366 . .
is expected to pick up
Canadian imports modestly from 1.2-percent
(merchandise, USS M) 34,625 4,518 13,033 5,696 1,780 .y <P
Canada’s trade balance growth in 2016 to 1.4 percent
-1,949 -9,965 -3,946 -414 in 2017. Spain’s economy,

\(merchandise, USSM) -19,029
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3.2 percent both in 2015 and 2016, should slow down to 2.6 percent in 2017. Italy’s growth
(0.9 percent in 2016) will remain around 0.8 percent in the next two years. Real exports
picked up again with a 2.9-percent growth in the eurozone, though were up only
1.1 percent for France; real imports grew faster at 4.0 percent. Average growth in the
eurozone is expected to stay at 1.7 percent in 2017 and to dip to 1.6 percent in 2018.

Canada’s two-way merchandise trade with the eurozone is just over half the size
of trade with emerging Asia. Total imports by Canada from the eurozone amount to
8.6 percent of Canada’s total imports; imports from Germany—mainly automotive prod-
ucts and machinery—account for over a third of that figure. Exports to the eurozone are
smaller, amounting to 4.0 percent of Canada’s total exports to the world, though this
share expanded in 2016. Trade with the eurozone countries is much broader in scope
than with most other regions. While Germany is very important, it does not domin-
ate Canada’s trade with its eurozone partners. Many eurozone countries occupy key
positions in Canada’s global supply chains, and the importance of Europe as a global
services hub may be of key value to Canada in the future.

Latin America and the Caribbean (LAC)

LAC’s regional economy slowed down for the sixth consecutive year, and this time
slipped into a full recession as negative 1.0-percent growth followed a minimal posi-
tive (revised) growth of 0.1 percent in 2015. On top of the protracted downturn in Brazil
(GDP down 3.6 percent in 2016), Argentina went into a recession during the year (GDP
down 2.3 percent in 2016) and economic activity in Venezuela went from bad to worse
(GDP down 18 percent in 2016 as estimated by the IMF). Weakening growth in Mexico,
discussed above, was also a factor.

Inflation averaged 5.6 percent through the region, but was an endemic problem in
some countries. No data were available on Argentina; Venezuela’s inflation exceeded
250 percent; inflation was also high in Brazil, at 8.7 percent. Brazil’s unemployment rate
was also high, at 11.3 percent,
while Mexico’s was one of

the lowest, at 4.3 percent. : : TABLE 2,-4 :
Latin America and the Caribbean Overview, 2016

The current account balance
for the region as a whole 2016 Latin America & the Caribbean Brazil Chile Mexico
improved to negative GDP Growth (%) -1.0 -3.6 1.6 2.3 39
2.1 percent of GDP, with GDP per capita (USS) - 8,727 13,576 8,555 6,199
every major economy in the Inflation (%) 5.6 8.7 3.8 2.8 3.6
negative territory. The LAC Unemployment (%) - 1.3 6.5 4.3 6.7
region’s real exports edged Current Account Balance

. (% of GDP) -2.1 -1.3 -1.4 2.1 2.8
up 0.8 percent, while real
. declined Real Exports Growth,
imports declined 4.0 percent. Goods and Services (%) 0.8 1.0 -0.1 1.2 1.8
Brazil’s imports declined Real Imports Growth,
sharply once again (down Goods and Services (%)  -4.0 -9.9 1.6 11 3.2
9.9 percent); Mexico was the Canadian exports

(merchandise, USSM) 10,801 1,545 548 511N 574

exception, with 1.1-percent

.. Canadian imports
th ts.
grOWC m lmpzr,ts . (merchandise, USS M) 36,505 2915 1212 25067 1,846
) omr.no 1ty prices Canada's trade balance
firmed up in 2016, but most (merchandise, US$ M) 25,704 1,370 124 19,296 1,272
of the commodity-exporting k J
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economies in LAC will need time to adjust to the new, lower levels and repair their
public and private balance sheets. Brazil will emerge from its deep recession and grow
slightly (up 0.2 percent) in 2017; so will Argentina, whose reforms and the process of
restoration of macroeconomic stability will carry it to 2.2-percent growth next year.
Higher commodity prices will help with growth in Chile (up 1.7 percent) and Colombia
(up 2.3 percent), though these are modest rates. Mexico’s growth in the next two years
has been revised down due to uncertainty and financial conditions; in Venezuela, things
are expected to get worse before they get better. Overall, LAC will climb out of recession
with 1.1-percent growth in 2017, and that should strengthen to 2.0 percent in 2018.

Canada’s links with this region have been strengthened in recent years. Imports
from LAC amounted to 9.1 percent of Canada’s total imports in 2016, with Mexico now
accounting for over two-thirds of Canada’s imports from the region, more than eight
times as great as the value of imports from Brazil. Exports to the region represented
2.8 percent of Canada’s total exports, over half of those to Mexico. Canada ran substantial
trade deficits with Mexico, Brazil and Peru in 2016. This region is of particular interest
to Canada’s trade policy, with a number of trade and investment protection agreements
signed in recent years; while the Trans-Pacific Partnership (TPP) failed to materialize,
other initiatives may be expected as LAC countries search for stronger hemispheric links
in the wake of possible policy risks from the United States.
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World Merchandise Trade Value Rankings

For the eighth consecutive year, China was the world-leading merchandise exporter at

US$2.1 trillion, accounting for 13.2 percent of the global exports. The United States, in

second place, exported US$1.5 trillion worth of merchandise. Germany was third with

US$1.3 trillion in exports and 8.4 percent of the global market.

These top three exporters were followed, at a considerable distance, by Japan,
with US$645 billion in exports, and the Netherlands, with US$570 billion in exports.

Hong Kong rose to sixth place with exports of
US$517 billion, and France went up to seventh
with US$501 billion in exports. South Korea
fell from sixth to eighth place with exports of
US$495 billion.

The United Kingdom, with much-
reduced exports of US$409 billion, yielded
the ninth place in the rankings back to Italy,
which it had passed in 2015 and which
exported US$462 billion worth of merchan-
dise. Canada slipped back to 12th spot with
exports of US$390 billion—which translated to
a 2.4-percent share of the world’s exports.

On the import side, Canada moving
up from tenth into ninth place was the only
change in the top ten. Canada imported
US$417 billion worth of merchandise, passing
South Korea, which slipped to tenth with
imports of US$406 billion. The United States
was the leading importer with US$2.3 trillion in
imports and the leading trading nation overall,
taking this distinction back from China, which
held it for the previous four years.
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TABLE 2-5
Leading Exporters and Importers,
2016 World Merchandise Trade

(USSB and %)

2015 2016 2016
Rank Exporters USSBValue % Share
1 China 2,098 13.2
2 United States 1,455 9.1
3 Germany 1,340 8.4
4 Japan 645 4.0
5 Netherlands 570 3.6
7 Hong Kong 517 3.2
8 France 501 31
6 South Korea 495 31
10 Italy 462 29
9 United Kingdom 409 2.6
1 Canada 390 2.4
2015 2016 2016
Rank Importers USSBValue % Share
1 United States 2,251 13.9
2 China 1,587 9.8
3 Germany 1,055 6.5
5 United Kingdom 636 39
4 Japan 607 3.7
6 France 573 35
7 Hong Kong 547 3.4
8 Netherlands 503 31
10 Canada a7 2.6
9 South Korea 406 2.5

Y
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World Services Trade Value Rankings

In 2016, the United States further solidified its position as the world’s foremost supplier
and consumer of services. Its US$733 billion in services exports accounted for 15.4 percent
of global exports, a considerable increase from 2015. The United Kingdom was a distant
second, at US$329 billion, or 6.9 percent of the global exports, a decrease in both abso-
lute and relative value from 2015. Germany and France remained third and fourth
with US$267 billion and US$235 billion, respectively. China kept its fifth place, with
US$207 billion in services exports; all those
positions were unchanged since 2013.

TABLE 2-6

Leading Exporters and Importers,
2016 World Services Trade

The Netherlands remained sixth, export-
ing US$174 billion worth of services; Japan
(USS$B and %) and India followed with US$169 billion and
US$161 billion in the seventh and eighth spot,

2016 2015 2016 2016
respectively. Singapore retained the ninth

Rank  Rank Exporters USSBValue % Share
United States 733 15.4

rank it claimed in 2015 despite the challenge

12 12 United Kingdom 329 6.9 from Ireland, which in its tenth spot was
3 3 Germany 267 5.6 close with US$146 billion in services exports.
4 4 France 235 49 Canada remained in 18th place, with exports
2 2 :‘:l?eltmrlands 2121 g? of US$80 billion, accounting for 1.7 percent of
7 7 Japan 169 35 the world’s services exports.

8 8 India 161 34 In terms of imports, the United States
?0 ?0 ISrlglqai;:jore :22 :: remained in first place, with US$482 billion in
18 18 Canada 80 17 imports of services and a 10.4-percent global

share. China remained a close second with

2016 2015 2016 2016 US$449 billion in services imports in 2016.
0,
Rank  Rank Importers US $B Value % Share Germany, with imports of US$304 billion, was
1 1 United States 482 10.4 a distant third; France was ranked fourth,
2 2 China 449 o with US$235 billion in services imports
3 3 Germany 304 6.5 p )
4 4 France 235 51 Ireland ascended into fifth, past the United
5 8 Ireland 192 4.1 Kingdom, with imports of US$192 billion;
? 2 3:;:: Kingdom :Z} ;91 the United Kingdom slipped into sixth
8 7 Netherlands 165 36 with US$191 billion. Japan was seventh and
9 9 Singapore 155 3.3 the Netherlands eighth, with imports of
0 10 India 133 29 11s 114 _
4 “ Canada o7 21 US$181 billion and US$165 billion, respect

.

/ ively, while Singapore remained ninth. India

rounded out the top ten services importers,
having imported US$133 billion worth of servi-
ces. Canada’s services imports were US$97 billion, which put it in 14th place, the same
rank as in 2015, with 2.1 percent of the global services import market.
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Canadian merchandise exports to the United States have grown significantly over the
past 20 years, up from $207.8 billion in 1995 to $394.4 billion in 2016. However, Canada’s
exports to the United States have not been growing as strongly as those of many other
countries. When looking at Canada’s share of the U.S. import market, one sees that
Canada has steadily lost share during this period, declining from 19.5% in 1995 to 12.7%
in 2016. While Canada has lost share in the U.S. market, other countries have gained
significantly, the two largest being China and Mexico. China has seen its share of U.S.
imports increase from 6.1% in 1995 to 21.2% in 2016, while Mexico has seen its share rise
from 8.3% to 13.4% over the same period.

Loss of market share can be explained by either product mix (concentration in
slower-growing sectors) or loss of competitiveness at the sector level. This analysis
shows that when energy is excluded from U.S. imports from Canada, poor competitive-
ness across sectors has played a significant role in Canada’s loss of market share, while
product mix has had a more neutral impact.

To better understand Canada’s performance in the U.S. import market, we use U.S.
merchandise import data to decompose the total change in U.S. imports from Canada
into three separate effects: the growth effect (or market size effect), the product effect,
and the competitiveness effect. This decomposition is known as constant market share
analysis (CMSA). The growth effect (GE) refers to the potential growth in U.S. imports
from Canada had they grown at the same rate as total U.S. imports from the world over
the given period of analysis. The product effect (PE) reflects the change in U.S. imports
from Canada due to the rise or fall of particular sectors (or products) in the United States’
import mix. The final effect is the competitiveness effect (CE), which indicates the gain
or loss in U.S. imports from Canada due to Canadian exports gaining or losing market
share in a particular sector over the given period of analysis.

For this analysis, U.S. imports from Canada are decomposed into nine major
sectors: agri-food, metals and minerals, chemicals, wood and paper, machinery and elec-
tronic equipment, automotive and automotive parts, aerospace, miscellaneous manu-
facturing, and energy. However, the latter—energy, which for most of the time period
analyzed is Canada’s largest export to the United States—is removed from the analysis
in order to unmask important trends in Canada’s non-energy sectors, whose relatively
weak performance over this period has been overshadowed by large gains in Canadian
energy exports.
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CMSA Results

The CMSA results are broken down into five unique time periods for U.S. import growth.

CMSA of U.S. Imports from Canada, Excluding Energy
($Millions)

-10,122 113,391

1995-2000 5 g0

139,508
-56,683
-64,771
2000 - 2008 60732

-53,781
2008-2009  -12,125

-49,092

-10,080

2009-201 o

2011 - 2015 35133

B Total effect Competiveness effect
B Product effect HE Growth effect

1995-2000

This period can generally be characterized by high levels of economic and trade growth
in North America following the implementation of NAFTA. Canada performed well
during this period, increasing its non-energy exports to the United States by $113.4 billion.
However, this growth was due to the booming U.S. economy. Together, the competitive-
ness effect and the product effect produced a small drag on U.S. imports from Canada.

2000-2008

This eight-year period saw U.S. import growth slow, following, among other things, the
boom and bust of the “dot-com” bubble. Despite overall growth in U.S imports (a positive
growth effect), U.S. non-energy imports from Canada fell, due in about equal measure
to the competitiveness effect and the product effect. The automotive sector accounted
for about half of the negative product effect and a third of the negative competitiveness
effect over this period.

2008-2009

The period spanning 2008 to 2009 encompasses the global financial crisis and a decline in
world trade, including a 20%-decline in total U.S. merchandise imports. U.S. non-energy
imports from Canada declined by $53.7 billion, due mainly to lower U.S. import demand,
but also a decline in Canadian competitiveness (seen across eight of the nine major non-
energy sectors). The product effect was positive for Canada during this period, but did
little to offset Canada’s losses.
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2009-2011

These three years can be considered the recovery period for U.S. imports, which by
2011 recovered to their pre-crisis levels. U.S. non-energy imports from Canada increased
by $27.8 billion, but a potential $15-billion increase in imports was precluded by
lower competitiveness (-$10.1 billion) and to a lesser extent unfavourable product mix
(-$4.9 billion). The decline in competitiveness was mainly seen in imports of machinery
and electrical equipment and miscellaneous manufacturing. Canada saw a small posi-
tive competitiveness effect from the automotive sector over this period.

2011-2015!

Finally, the period spanning 2011 to 2015 was also an expansionary period for U.S.
imports, as they continued to grow beyond pre-recession levels, albeit at a slower pace
than during the recovery years or during the 1990s. Sectoral results from the CMSA
analysis of this period are shown in Table 1.

Over this period, U.S. non-energy imports from Canada rose by $78.2 billion,
thanks in large part to overall U.S. import growth, but also to a large positive gain
from Canada’s product mix, which increased U.S. non-energy imports from Canada by
$46.5 billion. Nearly half of this effect came from the automotive sector, which saw a
strong recovery in U.S. imports in recent years. Note, however, the gains from the auto-
motive sector could have had even greater potential if Canada did not have a large nega-
tive competitiveness effect (-$16.9 billion) over this time.

Table 1 also shows the large offsetting impact of U.S. energy imports from Canada
if they are included in the analysis. The $46.5-billion boost from the positive product
effect from automotive and other sectors is more than offset by the negative $78.1 billion
impact from energy. This is mainly due to a large decline in the price of oil over this
period, which fell by 48.7% from US$94.88 per barrel in 2011 to US$48.66 per barrel in

Change in U.S. Merchandise Imports from Canada, 2011 - 2015

Product Growth  Competitiveness Total Increase in
effect effect effect effect  U.S. imports
(3] (PE) (CE)  (GE+PE+CE)  from Canada
Sector (SM) (SM) (SM) (Y) %
Agri-Food 6,813 4,350 -618 10,545 48.99
Metals and Minerals 11,230 -1,676 -5,570 3,983 1.23
Chemicals 10,977 3,344 6,775 7,546 21.76
Wood and Paper 5,168 2,558 -1,686 6,039 36.99
Machinery and Equipment 8,806 4,757 -6,244 7,318 26.30
Automotive and Parts 15,615 23,158 -16,908 21,865 44.32
Aerospace 1,662 4,188 -306 5,544 105.57
Miscellaneous Manufacturing 6,524 5,832 2,975 15,331 74.37
Subtotal 66,794 46,510 -35,133 78,171
Energy 31,906 -18,144 34,598 -11,640 -11.55
Total 98,701 -31,634 -535 66,531 21.33

\

1 2015 is the end year for this analysis as this study was performed before complete 2016 data were
made available.
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2015.7 This decline in price caused energy to become a less important part of the U.S
import mix: in 2011, energy accounted for 20.6% of overall U.S. imports from the world
while in 2015 energy accounted for only 8.5%. It is interesting to note, however, that
while energy became less important to the U.S. import mix, Canada gained share in
U.S. imports of this sector: in 2011, Canada accounted for 22.5% of U.S. energy imports;
in 2015, this was up to 36.7%. As seen in Table 1, this competitive gain in energy was
worth $34.6 billion, almost completely offsetting the negative $35.1 billion competitive-
ness effect seen in total non-energy sectors in this period.

There are three main takeaways from the CMSA analysis of U.S imports from Canada
over the 1995-2015 period. First, growth in U.S. imports from Canada has mainly been
due to overall growth in total U.S. imports (the growth effect). This growth, when energy
is omitted, has been significantly limited by poor competitiveness, whereas the product
effect was more neutral—positive during some periods and negative in others—and
had a large positive effect in more recent years. Second, Canada has experienced a poor
competitiveness effect across most major non-energy sectors. In total, weakened competi-
tiveness in non-energy sectors cost Canada a potential $130 billion in exports to the
United States over the 1995 to 2015 period. While these developments may be considered
unfavourable, they are not unexpected. Greater globalization and the rise of emerging
markets (such as China) means, among other things, an increase in their shares of the
United States” imports, at the expense of the United States’ other partners. Finally, while
energy plays an important role in Canadian exports to the United States, the sheer size
of this sector can mask important trends in Canadian export performance to the U.S.
market. For instance, during the 20112015 period, the energy sector completely negated
the positive product effect in non-energy sectors, while almost reversing the negative
competitiveness effect.

Oil prices are the annual average for West Texas Intermediate reported by the U.S. Energy Informa-
tion Administration.
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Canada’'s Economic Performance

In 2016, Canada’s economy grew stronger than in the previous year. Along with most
developed countries, Canada was positively affected by a cyclical recovery in manu-
facturing and trade in the second half of the year, leading to rising consumer and busi-
ness confidence. Along with most commodity exporters, the resource sector of Canada’s
economy has benefited from the upturn
in commodity prices at the end of 2016.
For the economy as a whole, substantial FIGURE 3-1

fiscal stimulus such as investments in Canadian Real GDP Growth, 2012-2016

infrastructure, tax cuts and more gener-
ous child benefits, along with continued annual % change
accommodative monetary policy,
provided considerable support for strong e
growth in the third and fourth quar- o
ters. In the short term, the IMF expects
Canada’s growth to accelerate and to 2014 2.6
reach 2.0 percent by 2018.
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Canada slid into negative territory in
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the third quarter and remained strong in
the fourth at 2.6 percent. \

Employment continued to rise
during the year as the total number of
jobs exceeded 18 million. While the oil-producing provinces experienced losses, these
were more than balanced by gains elsewhere, especially in British Columbia. Even in the
oil-producing provinces, employment came close to stabilizing in the second half of 2016.
Canada’s economy in 2016 still felt the pressure of lower-than-usual oil prices,
primarily through a decrease in business investment. Household spending continued
to grow strongly last year, led by spending on non- and semi-durable goods, and helped
by continually low interest rates and gains in disposable incomes, which were partly due
to fiscal support measures. Business investment was still a drag, mostly due to the oil
and gas sector, but Budget 2017 projects that to stabilize in 2017. The positive contribution
of net exports to growth—for the fourth year in a row after a decade of drag—was lower
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than last year, but still substantial, and higher than the boost from federal government
activity. The Canadian dollar did not move substantially during the year, though its end-
year value was above the beginning in terms of most major currencies.

Output grew by 2.1 percent in service sectors, but declined again in goods sectors,
with manufacturing activity close to flat. Inflation rose slightly to 1.4 percent after
1.1-percent growth in 2015, but the rise in costs of food and household operations slowed
down substantially. The Bank of Canada’s core inflation index retreated to 1.8 percent,
well within the Bank of Canada’s monetary policy support band.
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Gross Domestic Product (GDP)

Canada’s real GDP growth picked up to 1.4 percent in 2016, up from the downwards-
revised 0.9-percent pace of 2015. This performance was almost in line with the IMF
expectations in April 2016, despite the negative economic impact of the Alberta wildfire
that occurred soon after. The IMF forecasts this growth to pick up to 1.9 percent in 2017
and to 2.0 percent in 2018, strengthened by the stronger U.S. outlook, the appreciation of
the U.S. dollar, infrastructure investment and improving sentiment following the upturn
in commodity prices.

In 2016, output grew in service-producing industries, but declined in goods-
producing industries for the second consecutive year. Solid consumer spending and a
rebound in oil production supported stronger economic growth in the second half of

the year, with help from accommodative monetary policy and fiscal support measures.

TABLE 3-1
Real Gross Domestic Product (GDP) and Related Measures
Contributions to
Share in Growth from percent change
current dollars previous year in real GDP
(%) (%) (percentage points)
2016 2016 2015 2016
Gross domestic product 100.0 0.9 1.4 0.9 1.4
Household expenditures 56.8 19 2.2 1.06 1.30
Goods 24.8 1.6 2.7 0.40 0.68
Durable goods 73 2.8 3.6 0.19 0.26
Semi-durable goods 4.1 2.3 44 0.09 0.18
Non-durable goods 13.4 0.8 17 0n 0.24
Services 32.0 21 19 0.66 0.62
Business investment 19.0 -6.2 -4.0 -1.28 -0.78
Residential 7.6 3.8 2.9 0.26 0.22
Non-residential 9.7 -11.5 -8.4 -1.38 -0.90
Structures 5.8 -16.0 -10.7 -1.24 -0.70
Machinery & equipment 39 3.3 -5.0 -0.14 -0.21
Intellectual property products 1.6 -9.0 -5.3 -0.16 -0.09
Investment in inventories -0.1 -58.9 -126.9 -0.30 -0.31
Non-farm -0.1 -49.4 -131.8 -0.33 -0.44
Farm 0.0 - - 0.1 0.14
Net exports of goods and services 2.4 - - 0.97 0.66
Exports 31.0 34 1.1 1.08 0.37
Goods 25.7 37 0.5 0.99 0.16
Services 5.3 1.9 4.0 0.10 0.21
Less imports 334 0.3 -1.0 0.1 -0.29
Goods 21.0 0.3 -1.3 0.08 -0.31
Services 6.4 0.6 0.2 0.04 0.02
Government expenditures
and gross investment 25.1 19 19 0.48 0.48
Non-profit institutions serving
household expenditures and

Qoss investment 1.5 1.5 -0.2 0.02 O.y
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Growth in household expenditures (i.e. private consumption) rose to 2.2 percent
after 1.9-percent growth in 2015. This was due to higher spending on goods, in particu-
lar non-durable goods and semi-durable goods. In the meantime, growth in spending
on services slowed down from 2.1 percent in 2015 to 1.9 percent in 2016. As a result,
private consumption of goods contributed 0.68 percentage point to GDP growth, more
than private consumption of services whose contribution amounted to 0.62 percentage
point. Altogether, the contribution from private consumption of 1.3 percentage points
was dominant in GDP growth.

Business investment declined for the second consecutive year in 2016, down
4.0 percent. Business investment in residential structures grew 2.9 percent, but
non-residential investment suffered an 8.4-percent decline, mostly due to structures.
Opverall, business investment subtracted 0.78 percentage point from GDP growth in 2016.
Investment in inventories not only continued to shrink, but turned negative in 2016. This
category, much like in 2015, subtracted 0.31 percentage point from growth in 2016.

Net exports, the difference between exports and imports, continued to contrib-
ute positively to growth, with a 0.66-percentage point boost to the economy last year.
Growth in real exports decelerated to 1.1 percent, led by strong growth in services. By
contrast, growth in real imports turned negative due to the decline in goods imports
and only modest growth in services imports. Government expenditures continued to
support GDP growth evenly with the same 0.48-percentage point contribution as in 2015.
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GDP by Industrial Activity

Real GDP atbasic prices, by industry, increased 1.3 percent in 2016, up from the 0.9-percent

pace recorded in the previous year. Growth in services-producing industries remained

at 2.1 percent in 2016, the same level as in 2015, but a second consecutive contraction in

goods-producing industries slowed the overall
growth. However, goods-producing industries
shrank by just 0.8 percent, less than half the
rate of decline in the previous year.

Among the goods industries, construc-
tion activities declined again during the
year (down 3.3 percent), and likewise did
the mining, quarrying and oil and gas sector
(down 1.8 percent). The latter decline was
due to sharply lower support activities, since
production in both the oil and gas sub-sector
and in the mining and quarrying sub-sector
actually grew by 1.5 percent and 0.1 percent,
respectively. The agriculture, forestry, fishing
and hunting sector recorded 3.8-percent
growth in 2016 while the utilities sector grew
for the first time in three years, up 0.5 percent.

Manufacturing increased at a modest
rate (up 0.7 percent) as output in non-durables
was up 2.5 percent on the year. Gains in the
chemicals; food; and plastics and rubber
industries drove the increases. Activity
declined considerably in the textiles, clothing
and leather industry, while the printing, pulp
and paper, and petroleum and coal products
industries also recorded declines.

In durables, output declined by
0.8 percent, slower than in the previous year.
Fabricated metal products and machinery
manufacturing industries led the declines.
Activity fell in most durables industries, but
robust growth of 6.6 percent was recorded
in the wood industry; primary metals grew
strongly at a 5.2-percent pace and the furniture
industry recorded a 2.5-percent growth.

Gains were reported for most major
services industries. Finance and insurance
was the fastest-growing industry, with
4 4-percent growth, followed by arts and
entertainment at 3.9 percent. Transportation
and warehousing and real estate services also
grew strongly, while activity in management
services declined.
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TABLE 3-2
Percent Changes in Real GDP by Industrial Sector
2014 2015 2016
All industries 2.6 0.9 13
Goods-producing industries 3.1 -1.9 -0.8
Agriculture, forestry, fishing
and hunting -5.8 3.6 3.8
Mining, quarrying and oil and
gas extraction 7.1 -3.5 -1.8
Utilities 0.0 -0.5 0.5
Construction 2.3 4.7 -3.3
Manufacturing 3.0 0.2 0.7
Non-durable manufacturing 2.2 2.1 2.5
Food 4.0 1.5 49
Beverages and tobacco 0.4 2.7 2.1
Textiles, clothing and leather 1.4 -2.6 -6.6
Pulp and paper 3.6 5.7 -1.7
Printing -0.9 -2.0 2.7
Petroleum and coal products -1.0 -0.5 -1.5
Chemicals 19 3.8 5.2
Plastics and rubber 2.7 3.2 41
Durable manufacturing 3.6 -1.4 -0.8
Wood 47 6.1 6.6
Non-metallic minerals 4.1 -2.4 -1.1
Primary metals 55 4.7 5.2
Fabricated metal products 2.2 -5.0 1.1
Machinery manufacturing 1.4 -4.5 -5.3
Computers and electronic products 1.6 -0.2 -1.2
Electrical equipment etc. 0.0 -3.5 -0.8
Transportation equipment 7.1 -0.4 -0.2
Furniture -0.6 3.1 2.5
Miscellaneous manufacturing -4.4 7.0 -0.9
Service-producing industries 2.4 2.1 2.1
Wholesale trade 4.0 0.9 1.6
Retail trade 3.6 2.0 2.6
Transportation and warehousing 4.5 39 31
Information and culture 0.4 0.1 0.6
Finance and insurance 3.2 5.1 44
Real estate 3.0 34 3.0
Professional and technical 2.9 1.4 1.0
Management of companies 0.4 2.8 -2.5
Administrative and support 2.0 -0.2 -0.2
Education 0.6 1.7 1.6
Health care and social assistance 15 2.1 2.8
Arts and entertainment 0.5 49 39
Hotels and restaurants 2.6 1.4 2.5
Other 2.5 0.4 -1.0
\Public administration 0.7 0.3 l.y
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Employment

In 2016, employment in Canada expanded by 133,300 jobs (up 0.7 percent) and reached

18.1 million. The unemployment rate that stood at 7.1 percent in December 2015 declined

0.2 percentage point to 6.9 percent at the end of 2016 (and was down by a further

0.4 percentage point to 6.5 percent by April 2017). There was a minimal decline in the

participation rate during the year, from 65.9 percent in December 2015 to 65.8 percent in

TABLE 3-3
Employment and Related Measures

Number of Employees 2016 Share  Growth
(000°s) (%) (%)
Total, all industries 18,079.9 100.0 0.7

Industrial Employment
Goods-producing industries 3,833.0 21.2 -1.0
Agriculture 289.2 1.6 -1.9
Forestry and fishing 63.0 0.3 0.0
Mining, oil and gas extraction 263.8 15 9.0
Utilities 137.2 0.8 0.1
Construction 1,385.0 1.7 1.0
Manufacturing 1,694.8 9.4 -1.0
Services-producing industries 14,246.9 78.8 12
Trade 2,745.9 15.2 0.5
Transportation and warehousing 907.4 5.0 -1.1
Finance, insurance and real estate 1,127.0 6.2 2.2
Professional/technical 1,393.7 1.7 2.0
Business and support 766.4 42 0.8
Education 1,270.0 7.0 -0.3
Health care/social assistance 2,339.3 129 2.1
Information, culture and recreation 782.4 43 42
Hotels and restaurants 1,212.6 6.7 0.2
Other 7749 43 1.7
Public administration 927.3 51 2.2

Provincial Employment
Alberta 2,263.8 12.5 -1.6
British Columbia 2,379.5 13.2 3.2
Manitoba 633.6 35 -0.4
New Brunswick 351.5 1.9 -0.1
Newfoundland and Labrador 232.6 13 -1.5
Northwest Territories 22.5 0.1 2.7
Nova Scotia 446.2 2.5 -0.4
Nunavut 13.5 0.1 6.3
Ontario 6,999.6 38.7 11
Prince Edward Island 7.5 0.4 -2.3
Quebec 4133.1 229 0.9
Saskatchewan 568.5 31 -0.9

20.2 0.1

Qkon

4.y
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December 2016.

For the third consecutive year, employ-
ment declined in the goods-producing indus-
tries (down 1.0 percent). This decline was led
by the drop in mining, oil and gas extraction
(down 9.0 percent); employment in agricul-
ture was down 1.9 percent and employment
in manufacturing declined 1.0 percent.
Employment grew marginally in utilities and
rose 1.0 percent in construction industries.

Employment in the services-producing
industries recorded positive growth of
1.2 percent; their combined share of Canadian
jobs reached 78.8 percent. Jobs grew the fastest
in the information, culture and recreation sector
(up 4.2 percent). Employment also increased
substantially in the following sectors: finance,
insurance and real estate (up 2.2 percent);
public administration (up 2.2 percent); health
care/social assistance (up 2.1 percent); and
professional/technical services (up 2.0 percent).
Meanwhile, employment was down 1.1 percent
in the transportation and warehousing
sector and also declined 0.3 percent in the
education sector.

Regionally, jobs gains and losses diverged
as usual. Nunavut again led job gainsin Canada
with growth of 6.3 percent, and Yukon was
second with 4.1-percent growth. Among the
provinces, British Columbia showed by far the
largest increase in employment at 3.2 percent,
followed by Ontario at 1.1 percent and Quebec
at 0.9 percent. All other provinces registered
declines in employment, led by Prince Edward
Island (down 2.3 percent), followed by Alberta
(down 1.6 percent) and Newfoundland and
Labrador (down 1.5 percent).
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Inflation

Canada’s annual rate of inflation rose slightly from 1.1 percent in 2015 to 1.4 percent in
2016, which is at the lower end of the Bank of Canada’s target band. However, the Bank of
Canada’s core inflation index, which excludes eight of the most volatile components!' of

the CPI and the effect of changes in indirect taxes on the remaining components, deceler-

ated to 1.8 percent following a 2.2-percent increase in 2015. Thus the core inflation rate,

which rose above 2 percent in 2015 for the first
time since the Great Recession, fell back well
within the monetary policy target area, with
monetary support from the Bank of Canada
continuing to run at high levels.

Growth in food prices slowed down
considerably to 1.5 percent in 2016, down from
the 3.7-percent pace of 2015. Prices of shelter
and household operations increased at a
comparable rate, up 1.6 percent and 1.7 percent,
respectively. Prices of alcohol and tobacco
continued to grow faster than the average at
3.2 percent, while recreation and education
activities cost 1.7 percent more in 2016 than in
the previous year. Prices of gasoline recorded
another annual decrease (down 6.0 percent)
while prices of clothing and footwear declined
slightly (down 0.2 percent).

Services prices grew considerably
faster (up 1.8 percent) than goods prices (up
0.9 percent), as there remains some excess
production capacity in the economy. Prices of
durable goods grew the fastest (up 3.1 percent)
while prices of semi-durables and non-
durables stagnated.

Regionally, the highest level of inflation
was observed in Newfoundland and Labrador
at 2.7 percent. Inflation was also higher
than the national average in Nunavut (up
2.5 percent), New Brunswick (up 2.2 percent),

TABLE 3-4
Percent Changes in Consumer Prices
2014 2015

All-items CPI 2.0 11 14
Food 2.3 37 15
Shelter 2.7 11 1.6
Household operations 19 2.7 1.7
Clothing and footwear 12 1.5 -0.2
Transportation 11 -3.0 11
Gasoline 0.2 -16.5 -6.0
Health and personal care 0.6 13 14
Recreation and education 11 19 1.7
Alcohol and tobacco 44 37 3.2
Core CPI 18 2.2 18
Durable goods 0.2 1.5 3.1
Semi-durable goods 11 1.5 0.2
Non-durable goods 2.5 -0.7 0.1
Services 2.1 2.0 18
Provincial CPI

Alberta 2.6 11 11
British Columbia 1.0 11 18
Manitoba 19 12 13
New Brunswick 15 0.5 2.2
Newfoundland and Labrador 1.9 0.5 2.7
Northwest Territories [Yellowknife] 1.7 1.6 12
Nova Scotia 1.7 0.4 12
Nunavut [lqaluit] 13 19 2.5
Ontario 2.4 12 18
Prince Edward Island 1.6 -0.6 12
Quebec 14 11 0.7
Saskatchewan 2.4 1.6 1.1
Yukon [Whitehorse] 13 -0.2

1.(y

Ontario (up 1.8 percent) and British Columbia (up 1.8 percent). Quebec had the lowest

inflation recorded in Canada at 0.7 percent.

1 The eight components are: fruit, vegetables, gasoline, fuel oil, natural gas, mortgage interest, inter-

city transportation and tobacco products.

Chapter 3 Canada’'s Economic Performance

| 4



The Canadian Dollar

Although the value of the Canadian dollar vis-a-vis its U.S. counterpart finished the
year higher than it started, its average yearly valuation against the greenback declined
for the fifth consecutive year. A decline of 3.5 percent against the U.S. currency was
recorded in 2016, following the drop of 13.6 percent in 2015 and of 6.8 percent in 2014. The
loonie’s decline relative to the U.S. dollar in 2016 was mirrored by its decline against the
European euro (down 3.3 percent). The Japanese yen strengthened considerably during
the year, and the Canadian dollar declined 13.5 percent against that benchmark. At the
same time, the Canadian dollar rose 8.8 percent vis-a-vis the British pound, which has
had a difficult year.

Throughout most of 2016, the Canadian dollar traded in a narrow 10-cent band
relative to the U.S. dollar (between 70¢ and 80¢). After opening just below US 72¢ in 2016,
the Canadian dollar fell rapidly to its annual low of US 68.5¢ by January 20. The currency
then went on a rally that lasted until May 2, when it hit its annual high of US 79.7¢. For
the rest of the year, a very even performance with a hint of a decline was observed. The
US 75-cent mark was reached in October, and the Canadian dollar continued trading
around that mark to close at US 74.5¢ on December 30, 2016.

In consequence, the Canadian dollar appreciated in value 3.1 percent against the
U.S. dollar over the course of the year; likewise, an appreciation was recorded against the
European euro (up 6.1 percent), the Japanese yen (up 0.1 percent) and especially against
the British pound (up 23.2 percent).

FIGURE 3-2

CANS-USS Daily Exchange Rate (2015)

USS per CANS
0.82

0.80

0.78

v 0.76
‘ 0.74

0.72

0.70

Jan Feb Mar Apr May  Jun Jul Aug  Sep Oct Nov Dec

\ /

| 42 | Canada's State of Trade: Trade and Investment Update - 2017



Canada’s International
Transactions






Canada’s International Transactions

The slide in commodity prices that so strongly affected Canada’s resource-based exports
in 2015 moderated in 2016, although there were still sizeable declines during the year,
ranging in magnitude from roughly one-quarter to one-third of the 2015 amounts. The
combined impact of these declines further decreased the overall price index of Canada’s
goods exports by 1.1 percent. Most of this impact was felt in the energy sector, where
prices dropped by 13.8 percent from 2015 levels. At the same time, the price index of
Canada’s imports grew by 1.2 percent. As a result, Canada’s overall terms of trade
have deteriorated further in 2016, falling by 2.0 percentage points to 91.4 percent of
their 2007 level.

The value of both exports and imports of goods declined slightly in 2016. Despite
the decline in nominal exports, real exports grew, and net exports contributed positively
and significantly to GDP growth in 2016. The relationship between energy prices and the
value of the Canadian dollar continued to influence the adjustment process in Canada’s
trade, although to a much lesser extent than in 2015. The volume of relatively more expen-
sive imports declined 1.3 percent, while the volume of exports, which became relatively
more attractive to foreigners, grew 0.5 percent. Increases in exports were centred on the
motor vehicles and consumer goods sectors, while volumes were down for both imports
and exports of aircraft and other transportation equipment. These adjustments resulted
in the trade in goods largely moving sideways, signalling the likely end of the adjust-
ment process unless new disturbances occur. Additionally, if not for the devastating
fire in Alberta that had a considerable impact on the export of energy products, energy
exports would have grown in volume, and total goods exports would have grown in
value in the year 2016.

While these developments widened Canada’s trade deficit in goods, that widening
was mostly offset by the narrowed deficit in services. Both exports and imports of servi-
ces continued to expand during the year, but exports grew more than twice as fast,
rising by $4.9 billion—the greatest increase among all the current account entries. While
Canada continues to run an aggregate services trade deficit, this deficit is principally
due to two causes: tourism and transportation services, and not to trade policy. First,
Canadians spend much more abroad than do visitors to Canada (although that deficit
has shrunk considerably in 2016); and second, all Canadian overseas trade conducted
by water transport involves paying for deliveries to the international shipping industry
(both for exports and imports). Commercial services, on the other hand, have now run a
surplus for 14 years, all the way back to 2003 and throughout the Great Recession.

As a result of these developments, Canada’s current account deficit was largely
unchanged, going up a notch from $67.6 billion in 2015 to $67.7 billion in 2016.
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The Balance of Payments

The summary of Canada’s international transactions is recorded in its Balance of
Payments (BoP) accounts. BoP entries track all the exchanges and transfers of economic
value between Canadian residents and non-residents, viewed from the Canadian
perspective. The BoP accounts consist of two main sections: the financial account and
the current account. Transactions that involve financial assets are recorded in the finan-
cial account;! these include direct investment assets and liabilities, portfolio investments,
official reserves and other investments
such as loans, currency and deposits.

FIGURE 4-1
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very slightly last year, widening the
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current account deficit from $67.6 billion
NG ~/ in 2015 to $67.7 billion in 2016. After two
years of narrowing deficits in 2013 and

2014, followed by an expansion in 2015, this $0.1-billion downward shift left the 2015

balance essentially unaffected and not far from the 2012 deficit level of $65.7 billion. As a

share of growing GDP, however, this stationary deficit is relatively smaller i.e. the current
account deficit of 2016 amounted to 3.3 percent of GDP—down from the 2015 share of
3.4 percent of GDP.

Beneath the stable surface of the current account, however, there were ongoing
changes. Chief among those was the continued deterioration of the trade balance in
goods, which followed up a $26.9-billion drop in 2015 with a decline of $2.9 billion in 2016.
The decline in both years was directly traceable to the sharp deterioration in Canada’s
terms of trade index: from 100.3 in 2014, it plummeted to 93.4 in 2015 and then declined
further to 91.4 percent in 2016. The severity of this two-year decline in the amount of
8.9 percentage points can only be understood by comparing it with the only time that it
was exceeded in the past. In 2009, the collapse in resource prices after the Great Recession

1 With the revisions to the Balance of Payments Manual, the financial account is now the short name
for the capital and financial account (which was formerly abbreviated to capital account). The “capital
account” remains an entry in the BoP, but not within the financial account. It is a small and usually
inconsequential entry within the current account; its usage there should not be confused with its
former usage.
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drove Canada’s terms of trade down 9.6 percentage points. Yet even then, the terms of
trade had bounced up 8.4 percentage points by 2011; this time, recovery is not certain or
imminent, and Canada’s trade structure must readjust to the new terms of trade in condi-
tions of uncertainty, with its dampening impacts on investment and growth.

The impact of the deteriorating goods balance was largely offset by the narrowing
of the deficit on the services balance by $2.4 billion in 2016. As a result, the deficit in goods
and services trade widened by only $0.5 billion. Meanwhile, the income balance (which
includes investment income, compensation of employees and transfers) also improved
by $0.4 billion, leaving the current account

nearly unchanged as a result. Thus, for the TABLE 4-1
second year running, Canada is experien- Balance of Payments, key items ($M)
cing a “conjunction” of the principal current
account balances as goods, services and 2015
income balances show sizeable and compar- Current account balance -67,553 ~67,695
ble defici fb $20 billi d Goods -23,002 -25,869
able deficits of between illion an Services -24,455 -22,098
$26 billion. Primary income -16,489 -16,584
Turning now to Canada’s financial Secondary income -3,606 -3,145
account, we examine the balance between Financial account balance -68,275 -65,099
the transactions involving the acquisition Net acquisition of financial assets 201,722 197,290
and disposition of Canadian assets abroad Canadian direct investment assets 102,158 85,115
. . L. ! Canadian portfolio investment 60,236 13,792
on one side, and foreign acquisition and Official international reserves 10,911 7,390
disposition of assets in Canada, on the Other Canadian investment 28,417 90,992
other. The sum of the former transactions is Net incurrence of liabilities 269,997 262,389
d . . il hil Foreign direct investment liabilities 69,508 41,800
termed net acquisition of financial assets, while Foreign portfolio investment 106,024 161,276
the sum of the latter is labelled net incurrence Other foreign investment 94,466 59,312
of liabilities. Their sum, the financial account Discrepancy (net errors and omissions)  -616 2,687
balance, represents the balance of all trans- BALANCE OF PAYMENTS 0 0
actions involving financial assets and is k J

referred to as net borrowing (or lending).

In Canada’s financial account, net borrowing of Canadians moderated from
$68.3 billion in 2015 to $65.1 billion in 2016. This narrowing of $3.2 billion arose from a
combination of the declines in both the net incurrence of liabilities (down $7.6 billion)
and the net acquisition of financial assets (up $4.4 billion), with the former prevailing
over the latter. The principal factors in the decline in net incurrence of liabilities, i.e.
Canadian financial assets acquired by foreigners, was the net decrease in both direct?
and other foreign investment in Canada® (down $27.7 billion and $35.2 billion, respect-
ively). Foreign portfolio investment rose substantially (up $55.3 billion), with the primary
target being Canadian equity and investment fund shares. Investment in these rose by
$38.9 billion, reversing the $10.8-billion net selloff that took place in 2015. Canadian
bonds also did well, rising $19.3 billion.

The overall decline in net acquisition of financial assets (i.e. Canadian investment
abroad) originated primarily in the net decline in Canadian portfolio investment, which
plummeted 77 percent (down $46.4 billion), due to large net disinvestment in foreign
bonds. Direct investment assets also declined substantially (down $17.0 billion), as

2 The decline took place predominantly in equity.
3 The decline took place predominantly in currency and deposits.
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considerable disinvestment in assets and debt instruments took place. It is important to
note that these processes were largely the result of a shift from less profitable to more
profitable activities, as these massive movements were closely matched by the increase
in “other Canadian investment” (i.e. the financial assets stayed abroad but were switched
between investments). That “other Canadian investment” rose $62.6 billion, mostly in the
form of currency and deposits (up $56.4 billion). Official international reserves decreased
by $3.5 billion in 2016.

There was also a statistical discrepancy of $2.7 billion in 2016, which balanced the
net borrowing on the financial account with the balance of receipts and payments on the
current account. This discrepancy, which represents net errors and omissions, indicates
that there may be significant adjustments to the quoted figures with the passage of time,
particularly those in the financial account.
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Goods Exports

Canada’s exports of goods on a BoP basis fell $3.6 billion in 2016 (down 0.7 percent) to
$521.4 billion, with growth in 5 of 11 sectors and decline in the other 6. This was the
second consecutive decrease in goods exports after five consecutive annual increases. As
in 2015, the decline was due to the fall in export prices, down 1.1 percent during the year,
offsetting the 0.5-percent growth in volumes of exports. A separation between prices
of resource-based goods and all others was conspicuous: prices for 5 out of 6 resource-

based exports fell, but rose for all
non-resource-based exports. Export

volumes rose in 5 out of 11 sectors TABLE 4-2
) ) ) Goods Exports, 2016
and fell in the other 6, including the
energy sector. \éalue ;Jf Ct‘llarllqe, ‘(’)hlanqe, Ch:pqe,
Xports alues olumes rices
In 201 h -
oo 016, ‘t ¢ most SubStafl Products ($8) (%) (%) (%)
tial price decline was once again
recorded in exports of energy Total, all sectors 521,368 -0.7 0.5 -1.1
products. The 13.8-percent fall Agri-food and fish 31,777 1.2 0.8 -2.0
. Energy 71,816 -14.3 -0.5 -13.8
was, however, much less dramatic Metal ores and minerals 16,302 -14.2 -11.6 -3.0
than the one in 2015. This time, Metal & mineral products 57,556 -0.6 -0.4 -0.2
volumes of energy exports edged Chemicals, plastics and rubber 33,854 -3.9 -0.0 -3.9
Forestry, building & packaging 41,318 43 37 0.5
down as well by 0.5 percent, and as Industrial machinery & equipment 32,964 0.3 15 18
a consequence their value declined Electronical & electrical equipment 28,304 2.2 1.1 1.0
14.3 percent in 2016 (down Motor vehicles 95,640 9.5 6.5 29
119 billi A simil . . Aircraft & other transport equipment 23,493 -5.6 9.7 4.5
$11.9 billion). A similar situation Consumer goods 74,007 5.7 35 2.0
occurred in exports of metal ores .
. By Region
and minerals, although the causes UsS. 392,462 12
were reversed: volumes of exports EU 41,825 6.6
decreased 11.6 percent, while prices ‘ézf’a" zgggg 2(7)
ina . .
fell 30 percel’lt, Comblnlng for a India 4’059 -9.6
14.2-percent fall in the value of Mexico 8,874 14.0
exports (down $2.7 billion). Other South Korea 4,624 9.9
36,168 -10.5

notable declines were observed in

Q&st of World

exports of aircraft and other trans-
port equipment, where a drop in volumes of nearly 10 percent occasioned the 5.6-percent
drop in value; and in chemicals, plastics and rubber, where a 3.9-percent price decline
translated into the same value decline on stable volumes.

The most notable growth for the second year running occurred in those sectors
that can be loosely termed “non-resource-based”, or “advanced manufacturing” sectors.
Supported by export price increases, most of the exports in these sectors grew, although
aircraft and other transport equipment was the exception. The highest export growth
was recorded in motor vehicles, whose value increased 9.5 percent (up $8.3 billion) due to
a combination of a 6.5-percent volume increase with a 2.9-percent price increase. Exports
of consumer goods, the second-largest export sector, rose 5.7 percent (up $4.0 billion) as
volumes rose 3.5 percent and prices increased 2.0 percent. Exports of forestry, building
and packaging products rose 4.3 percent, primarily on higher volumes, while the higher
value of exports of industrial machinery and equipment was due to rising prices that
offset the lower export volumes.
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Regionally, exports to most large trading partners increased, though exports to the
Unites States edged down 1.2 percent (to 75.3 percent of the total goods exports), as lower
energy and aircraft exports were mostly offset by motor vehicles and other advanced
manufacturing exports. Exports to the EU rose 6.6 percent, and exports to Japan were
up 8.7 percent. Exports to Mexico soared, up 14.0 percent. Exports to China increased
4.0 percent and exports to South Korea rose 9.9 percent, but exports to India fell (down

9.6 percent).
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Goods Imports

Canada’s imports of goods on a BoP basis took a small step back in 2016, falling
0.1 percent (down $0.7 billion), their first decrease since 2009. Declines occurred in 7 out
of 11 sectors. Growth in import prices substantially mitigated, but did not fully offset,
the effect of the volume declines. Import prices rose in 8 out of 11 sectors, while import
volumes rose in just 4 out of 11 sectors, including the energy sector.

Imports of consumer goods, the largest import category, grew 1.6 percent in 2016
(up $1.8 billion). This growth was driven by a price increase of 3.8 percent, while the
volume of imports decreased
2.2 percent. The second-largest

TABLE 4-3

import sector, motor vehicles, grew
by 6.2 percent (up $6.2 billion) on

Goods Imports, 2016

. ) Value of  Change,  Change,  Change,
volume growth with prices almost :

) Imports ~ Values  Volumes Prices
constant. Imports of agri-food and Products ($B) (%) (%) (%)
fish 1 ti 1

sh grew 5.1 percent in volume, [\ oy cectors 547237 -00 13 12
with sliding prices moderating the Agri-food and fish 17,051 39 51 A1
import value increase to 3.9 percent. Energy 27,431 -10.9 5.2 -15.3
Imports of energy products, on the Metal ores and minerals 10,745 4.0 2.0 19

. Metal & mineral products 44,582 -4.3 -6.3 2.2
other hand, also grew in volume Chemicals, plastics and rubber 44,317 1.0 11 0.1
(up 5.2 percent) but decreased Forestry, building & packaging 23,863 -3.0 -5.5 2.6
109 percent in value owing to a Industna] machlnerj& equpment 53,022 -1.2 -6.0 5.1

. li Electronical & electrical equipment 63,075 -0.2 -3.4 34

15.3-percent price decline. Motor vehicles 106656 62 63 -0

The largest proportional Aircraft & other transport equipment 18,718 -12.2 -15.3 3.6

decrease in imports occurred in Consumer goods 119,348 1.6 2.2 3.8

the aircraft and transport equip- By Region

ment sector (down 12.2 percent, or :_:JUS 3;;2:: ?g
$2.6 billion), where values fluctu- Japan 11',763 9.0
ate substantially from year to year; China 37,581 -3.5
2015 values were unusually high. India 2,951 1.0
. . Mexico 18,882 2.8
The volume of imports declined South Korea 8,949 45.3
15.3 percent, while prices rose 54,903 0.9

Qst of World

3.6 percent. Declines in volumes

also drove down imports of metal

and mineral products; industrial machinery and equipment; forestry building and pack-
aging products; and electronic and electrical equipment, in spite of a rise in prices in all
of these sectors.

Imports from several key destinations decreased, with losses in imports from China
leading the way at 3.5 percent. Imports from the EU also declined (down 1.5 percent) as
did those from the United States (down 0.9 percent) to reduce the share of goods imports
from Canada’s main trading partner to 65.8 percent. Other major destinations increased
their shipments to Canada—imports from South Korea rose 45.3 percent, those from
Japan went up 9.0 percent, and imports from Mexico were up 2.8 percent. Imports from
the rest of the world increased marginally for the second consecutive year.
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Majority-Female Owned Exporting SMEs in Canada

Despite an increased participation of women in the formal economy during the past
several decades, females continue to be less likely to own businesses in Canada compared
to males. Furthermore, when females do own businesses, these businesses tend to be
smaller and less likely to participate in international markets. Majority-female owned
small and medium enterprises (henceforth female SMEs)' exhibit similar traits to all
SMEs when it comes to internationalization. That is, among SMEs, those that export tend
to be larger and have owners with higher levels of education and experience. Yet, female
SMEs appear to be underrepresented among exporting enterprises. In 2014, female SMEs
represented 15.7 percent of all SMEs, but only 11.1 percent of exporting enterprises. A
number of non-gender characteristics, such as industry and firm size, contribute to this
underrepresentation. This note explores firm and owner characteristics of female SMEs
in Canada to learn more about the factors driving their export propensities using data
from the Statistics Canada Survey on Financing and Growth of Small and Medium
Enterprises (the Survey). The Survey covered over 600,000 SMEs in Canada in 2014 with
over 70,000 exporters and over 97,000 female SMEs.

Female SME Exporters Outshine Female Non-Exporters
in Size, Education, and Experience

Female SME exporters exhibit a number of

HELTELS il [BTRAETE e e e A characteristics that are common to export-

by Enterprise Size

ing SMEs more generally: they are larger

bercent and their owners have more education

and experience.
60 59.0 It is well established that export-
50 sk ing firms tend to be larger on average
40 38.6 32.9 Compared to non—exporters.2 According to
the resource-based theory of firms, size is
% a proxy for a firm’s financial and human
20 140 7.2 resources, and firms need enough extra
10 .- 23 05 resources before they can allocate some
0 _ to exporting markets.” It could also be the
e el el edum case that when firms reach a certain level of

I remale SME Exporters B remale SME Non-Exporters

success (and therefore size) in their domes-
\ J tic markets, they turn to global markets to

1 Majority-female owned SMEs are defined as 51+% of the owners self-identifying as female. Non-
female SMEs is defined here as anywhere between 0% and 50% of owners self-identifying as female
(where 0% indicates a completely male-owned firm).

2 Inthe Canadian context, Orser et al. (2010) finds that Canadian SME exporters are larger compared
to non-exporters, controlling for other relevant firm and ownership characteristics.

3 See Martineau and Pastoriza (2016).
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expand further. Indeed, export propensity increases with firm size among Canadian
SME:s studied in the 2014 Survey, with only 9.1 percent of micro enterprises exporting
compared to 28.0 percent of medium enterprises.*

Female SME exporters are larger on average compared to female SME non-exporters:
2.3 percent of female SME exporters were medium enterprises compared to only
0.5 percent of non-exporters, meaning that, relatively speaking, the number of female
exporters that are medium enterprises is four times as great as the number of female
non-exporters. Meanwhile, non-exporters

are more likely to be micro enterprises as Share of Female SMEs
45.6 percent of female SME exporters are Whose Owners Have...
micro enterprises compared to 59.0 percent
of non-exporters. Percent
Years of education and management 100
experience can be considered a proxy for .
an individual’s skill and knowledge; SMEs
whose owners have high levels of educa- 60
tion and management experience are more
likely to export.® Female exporters were o
more educated on average than female 20
non-exporters: 52.3 percent have at least a
Bachelor’s degree compared to 42.7 percent 0
for non-exporters. Moreover, their owners Ba C'Hflglr?:iltea ~nore tha: 10 years of
gree management experience
had more experience as only 66.5 el m Female SME Exporters m Female Non-Exporters

of female SME non-exporters had owners
with more than 10 years of management
experience compared to 80.7 percent of
female SME exporters.

4 Size is defined by the number of employees. Micro enterprises have between 1and 4 employees,
small enterprises have between 5 and 19 employees, small-medium firms have between 20 and 99
employees, and medium firms have between 100 and 499 employees.

5 For SMEs, the decision to export is largely that of the primary business owner; hence, educated and
experienced owners with goals of expanding their business are more likely to export (Martineau and
Pastoriza, 2016). An owner's education and experience might not have the same direct link to export-
ing in large firms where the decision to export might not be solely that of the owner.
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Female SMEs are Underrepresented Among Exporting

SMEs

Despite exceeding non-exporters in size, education and experience, female SMEs are

underrepresented among exporters. Female SMEs represented 15.7 percent of Canadian

SMEs in 2014, but only 11.1 percent of exporting SMEs. This may, in large part, be

explained by industry and firm size.

Export propensity varies greatly by industry. Generally speaking, some indus-

tries are more suited for exporting while the nature of other industries is more local.

All SMEs and Exporting SMEs
by Gender of Ownership

I Female SMEs 50-50 Male/Female SMEs
I Male SMEs

N —

Female SMEs' Share of Exporters
by Industry

percent
35

30

2 11.1%
Female SMEs
15
65
u i
0

Wholesale Trade Manufacturing Health, Informatwon Other Services Retail Trade

For example, 1.9 percent of construction
SMEs exported in 2014 while 38.3 percent
of manufacturing firms exported that year.
The majority of SME exporters are located
in three industries: professional and tech-
nical services (21.7 percent of exporting
SMEs), manufacturing (20.9 percent), and
wholesale trade (13.3 percent).

However, female SMEs represented
a smaller share of exporters in export-
intensive industries than they accounted
for on average in 2014. Manufacturing
and wholesale trades are among the most
export-intensive industries, yet female
SMEs represented only 8.5 percent and
6.5 percent of SME exporters in these
industries, respectively.

On the other hand, female SMEs
accounted for a larger than average share
of exporters in industries such as retail
trade, other services,® and the health,
information and arts sector, which are
significantly less export-intensive overall.

Like industry, firm size also contrib-
utes to the underrepresentation of female
SME exporters. Exporters are larger than
non-exporters; however, female SMEs
are smaller on average compared to their
non-female counterparts. 28.0 percent
of medium enterprises exported in 2014
and only 2.3 percent of female exporters
were this size compared to 4.0 percent for

6 Other services include repair and maintenance services, personal and laundry services, religious,
civil, professional and similar organizational services, and private household services. It excludes

public administration.
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non-female exporters. Comparatively, 9.1 percent of micro enterprises exported and
45.6 percent of female exporters were this size compared to 40.6 percent of non-female
exporters.

Non-gender characteristics play an important role in determining the export
propensity of SMEs. While female SME exporters are larger and have more experi-
enced and educated owners than female non-exporters, females are still under-
represented among exporters. Firm size and industry likely explains some of
this discrepancy.

However, given the limitations of this
data, it is not possible to be certain if female Female SME Exporters and Non-Exporters
SMEs would still be underrepresented by Enterprise Size
among exporters once size and industry
composition are controlled for. Perhaps 50
female SMEs have less of an appetite for 45
exporting or they face additional barriers

456

406 386

353

to exporting. Regardless, it is clear that ZZ
females still have a long way to go to reach -
a representative level of participation in 20 21
the formal economy. This includes gaining 5 0
arepresentative share of SMEs more gener- 0
ally in addition to exporting SMEs. >

40
23
. =
For more information on thlS tOplC, Micro Small Small-Medium Medium
please visit the Business Women in B remate smes B Non-Female SMES
International Trade Website. y
-
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Trade in Services

In 2016, Canada’s services exports increased for the seventh consecutive year, rising by
$4.9 billion to reach an all-time high of $107.2 billion, an increase of 4.8 percent over 2015.
Travel exports, which represent the purchase of goods and services by foreign travel-
lers in Canada, grew briskly at 13.6 percent in 2016 to reach $24.1 billion, up $2.9 billion
from $21.2 billion in 2015. While personal travel, which accounted for nearly 85 percent
of total travel exports, was responsible for most of the increase, business travel was the
faster-growing category at
18.4 percent. The weakness of
TABLE 4-4

the Canadian dollar vis-a-vis
the U.S. dollar is likely related

Canada’s Service Exports by Sector, 2015 and 2016

($ millions and annual % change) 2015 2016 % change to this travel boom.
Total, all services 102,295 107,164 4.8 Exports of transpor-
Travel . 21180 24,057 13.6 tation services increased
Business travel 3,092 3,662 18.4 . .
Personal travel 18,088 20,396 128 | $0.7 billion in 2016 to reach
Transportation 15,605 16,320 4.6 j$16'3 b11119n, é 4.6-percent
Water transport 3,206 3,129 24 increase, with air transporta-
Air transport 6,906 7,438 17 tion services (up 7.7 percent)
Land and other transport 5,493 5,753 47 chi efly responsible. Land and
Commercial services 63,946 65,221 2.0 other transportation services
Maintenance and repair services 2,096 2,091 -0.2 also grew (up 4.7 percent)
Construction services 478 500 4.6 i & p ®/p
Insurance services 1,861 1,863 0.1 while water transporta-
Financial services 10,276 10,715 43 tion services declined again
Telecommunications, computer, and information (down 2.4 percent)
services 8294 8,862 6.8 “ pereent). ‘
Charges for the use of intellectual property 5,537 5933 1.2 Commercial services
Professional and management consulting services 13,184 13,229 0.3 exports, the crucial compon-
Research and development services 5,471 5,383 -1.6 . .
! ! t t f t
Technical, trade-related, and other business services 14,729 14,219 -3.5 ent accounting tor jus o.ver
Personal, cultural, and recreational services 2,021 2421 20.1 60 percent of the total services
Government services 1,564 1,565 0.1 exports, grew at a 2.0-percent
/ pace in 2016, considerably

slower than other services.
Exports increased $1.3 billion
to reach $65.2 billion. While growth varied considerably across sectors, most of those
showed measured growth: exports increased in seven sub-sectors and declined in the
other three.

The largest absolute increase occurred in exports of telecommunications, computer
and information services, which grew $0.6 billion (up 6.8 percent) to reach $8.9 billion for
the year—an encouraging development for that industry. Exports of financial services,
another heavyweight category, grew $0.4 billion (up 4.3 percent). Strong growth was also
recorded in charges for the use of intellectual property (formerly known as royalties
and licence fees), which were up $0.4 billion. The fastest proportional growth occurred
in the exports of personal, cultural and recreational services, which soared 20.1 percent
(up $0.4 billion). Technical, trade-related and other business services, the largest overall
sub-sector of commercial services, experienced the largest decline in value, falling by
$0.5 billion (down 3.5 percent), while research and development services edged down
1.6 percent.
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Canada’s imports of services grew considerably slower than exports, increasing
2.0 percent. In 2016, the value of service imports reached $129.3 billion, $2.5 billion over
the 2015 level. Travel imports, or spending by Canadians while abroad, have remained
essentially stable. Despite business travel imports soaring 21.0 percent, the 2.7-percent
decrease in personal travel kept travel imports largely unchanged (up 0.1 percent).
Transportation service imports decreased slightly, down $0.1 billion or 0.5 percent, in 2016.
Imports of air transportation services fell 3.0 percent, offset by the increase in imports
of land transportation servi-
ces, while water transporta-
tion services moved sideways TABLE 4-5

during the year. Canada's Service Imports by Sector, 2015 and 2016
Thus import growth

($ millions and annual % change) 2015 2016 % change

during 2016 was entirely .
due to commercial services Total, all services 126,751 129,261 2.0
Travel 38,515 38,564 0.1
imports, which recorded Business travel 4607 5576 21.0
a 4‘2-percent increase and Personal travel 33,908 32,990 2.7
added $2.6 billion to their Transportation 25,826 25,708 -0.5
value to reach $63.8 billion. Water transport 11,846 11,837 -0.1
. Air transport 10,322 10,010 -3.0
Close to half of this growth Land and other transport 3,660 3,862 5.5
was due to increased imports . .
. . . . Commercial services 61,234 63,790 4.2
of financial services, which Maintenance and repair services 1,153 1122 27
rose 12.6 percent above their Construction services 446 334 -25.1
2015 level (up $1.1 billion). Insurance services 4,506 4,797 6.5
. Financial services 8,977 10,108 12.6
Proportionally, that growth Telecommunications, computer, and information
was followed by imports services 7,465 7,409 -0.8
of personal, cultural and Charges for the use of intellectual property 12,606 12,849 1.9
. . . Professional and management consulting services 11,869 12,551 5.7
recreational services, which Research and development services 1,268 1,130 -10.9
rose 8.0 percent (up $0.2 Technical, trade-related, and other business services 10,469 10,818 3.3
billion), insurance services, Personal, cultural, and recreational services 2,417 2,674 8.0
which rose 6.5 percent (up Q/ernment services 1176 1199 Zy
$0.3 billion), and professional

and management consult-
ing services, which rose
5.7 percent (up $0.7 billion).

On the other hand, substantial declines in imports were recorded in some smaller
sub-sectors: imports of construction services fell by a quarter, although that amounted
to only $0.1 billion, while imports of research and development services declined
10.9 percent (also down $0.1 billion).

Overall, exports of services grew more than twice as fast as imports, and despite
the greater value of the latter, reduced Canada'’s deficit in services trade by $2.4 billion
to $22.1 billion in 2016. Almost two-thirds of that deficit (65.7 percent, or $14.5 billion)
is due to the travel deficit, which narrowed by $2.8 billion (over 70 percent) in 2016. The
remainder of the services trade deficit can be traced to the large and growing deficits in
water transportation services ($8.7 billion in 2016), which represents the international
shipping industry services provided to Canada.*

4 Canadaowns a very small share of the international shipping industry. Thus the vast majority of
Canada's shipments not destined to the United States involve paying shipping to foreigners for
transoceanic water transportation services.
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Commercial services, on the other hand, have now run a surplus for 14 years, all
the way back to 2003 and throughout the Great Recession. However, this surplus has
been declining for several years and what remained of it in 2015 ($2.7 billion) was cut
almost in half in 2016 (down to $1.4 billion). Strong increases in imports of financial
services and professional and management consulting services were the chief influence
on this trend. Meanwhile, Canada’s traditional deficit in insurance services grew worse
(widening by $0.3 billion to $2.9 billion) while the deficit in charges for the use of intel-
lectual property somewhat improved (narrowing by $0.2 billion to $6.9 billion) in 2016.

Trade in Services by Region

Canada’s trade in services with the United States was more balanced than in goods, with
55.1 percent of its exports going to the United States and 54.4 percent of its imports coming
from there in 2016. Of the overall increase in services exports in 2016, just over half was
destined to the United States as exports to that destination increased by $2.5 billion (up
4.5 percent). Imports from the United States grew at less than half that pace, increasing
$1.5 billion (up 2.1 percent). As a result, the services trade deficit with the United States
narrowed by $1.0 billion (down 8.4 percent). The deficit was entirely due to travel servi-
ces, as Canadians travelling in the United States spent much more that Americans travel-
ling in Canada spent; however, the travel deficit with the United States decreased once
again in 2016 (down 11.5 percent) as the stronger U.S. dollar made it more expensive for
Canadians to travel south of the border. Meanwhile, commercial services (over half of all

transactions) recorded a trade surplus of $0.7 billion with the United States.

TABLE 4-6
Services Exports and Imports by Region ($M)

Exports % change Imports % change Balance

TOTAL 107,163 4.8 129,261 2.0 22,098
United States 58,999 4.5 70,323 2.1 -11,324
Travel 9,543 11.0 20,918 2.5 11,375
Transportation 8,304 37 8,940 0.2 -636
Commercial 40,746 33 40,047 5.2 699
Government 406 -6.2 418 3.5 -1

EU 18,024 4.2 23,753 -1.5 -5,728
Travel 3,520 8.9 6,143 1.0 2,623
Transportation 3,385 8.2 5,268 3.3 -1,883
Commercial 10,888 17 12,045 21 -1,157
Government 231 1.8 296 21 -66
Japan 1,699 8.3 2,317 2.3 -678
Travel 516 124 214 -31.6 302
Transportation 578 8.0 820 42 -243
Commercial 575 5.3 1,321 0.8 -145
Government 30 34 22 48 8
ROW 28,440 5.5 32,807 4.7 -4,367
Travel 10,477 17.8 11,288 5.8 -81
Transportation 4,052 29 10,679 0. -6,627
Commercial 13,012 1.7 10,377 8.6 2,636

K Government 899 2.7 463 0.7 49
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In services trade with the EU, Canada’s travel and transportation exports grew
considerably. Meanwhile, imports of transportation and commercial services decreased,
as did overall imports. This movement helped narrow the services trade deficit with
the EU to $5.7 billion in 2016 (from $6.8 billion in 2015), with all categories of servi-
ces in deficit for Canada. The EU accounted for $0.7 billion of the increase in Canada’s
services exports as receipts from the United Kingdom grew by $0.3 billion while those
from Germany and France increased by $0.1 billion each. On the import side, payments
for services to the EU declined by $0.4 billion (despite rising to both Germany and the
United Kingdom).

Japan was among few places where Canada had a surplus on the travel account.
Overall services trade with Japan was still in deficit, owing mostly to the deficit in
commercial services.

Services trade with the rest of the world (ROW) was the most travel-intensive, with
travel accounting for more than a third of both exports and imports. Exports of travel
services to ROW soared 17.8 percent in 2016, reaching $10.5 billion; imports growth was
more subdued, at 5.8 percent. The surplus in commercial services, however, was sharply
reduced (from $3.7 billion in 2015 to $2.6 billion in 2016) as exports declined 1.7 percent
while imports grew 8.6 percent. Although they hardly grew in 2016, transportation
service imports from ROW were the key reason for the deficit with this region; the deficit
of $6.6 billion in this category was likely due chiefly to water transportation services
(transoceanic international shipping).

A more detailed analysis shows that services exports increased notably to China
(up $0.4 billion) and Hong Kong (up $0.2 billion), while services exports to Singapore
and Switzerland both declined by $0.2 billion. Services imports from Mexico were up
$0.2 billion with little significant movements elsewhere.
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Key Developments in Canadian Merchandise Trade
in 2016

The earlier chapters of this report discussed the global economic situation and Canada’s
economic performance in its context. Those chapters also presented a general view
of Canada’s international trade and its contribution to Canada’s economic growth in
2016. The present chapter takes a closer look at the detailed developments in Canada’s
merchandise trade over the course of last year. The use of Customs data on merchandise
trade—as opposed to the balance of payments (BOP)' data used in Chapter Four—allows
for a more detailed analysis of the trade statistics: by partner country, by commodity, and
by province/territory of origin.

Canadian merchandise exports declined for a second consecutive year in 2016.
The 1.4-percent decline reduced exports to $516.9 billion, a $7.1-billion decrease from
the 2015 level. Nevertheless, merchandise exports are up 9.5 percent from their 2013
level and within $10 billion of their 2014 record high. Meanwhile, Canadian merchan-
dise imports declined for the first time since 2009, down marginally by 0.6 percent to
$533.3 billion. As exports fell more than imports, Canada’s merchandise trade deficit
widened by $4.2 billion in 2016 to $16.4 billion.

FIGURE 5-1
Merchandise Trade by Major Partners, 2016

Exports by Destination Imports by Source

ROW 13%

Mexico 1%
Japan 2%
UK 3%

ROW 23%

China 4%
Japan3% [ U.S. 52%

Germany 3%

Mexico 6%

China 12%

The 2015 exports trend largely continued, as the robust economic recovery in the
United States bolstered U.S. demand for principal Canadian merchandise products,
but the lower energy export values were steep enough to offset all of the other export
growth. While the decrease in Canada’s energy revenues was once again severe, export

1 Canadian trade statistics are provided in two basic forms: Customs basis and Balance of Payments
basis. In Chapter Four, the analysis of trade with major partners used trade data prepared on the
Balance of Payments basis. More detailed trade statistics—at the individual country level and
by detailed commodity—are available on a Customs basis only. As Chapter Five examines trade
developments in detail, the data in this chapter are provided on a Customs basis.
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volumes were stable for crude oil and increased for gas. While the value of the energy
exports to the United States fell a further $18.0 billion, total exports to the U.S. market
fell only $7.8 billion (down 1.9 percent); thus over half of the decline in energy exports
was compensated for by increases in exports of other products.

The proportion of Canada’s exports destined for the United States dropped
0.4 percentage point to 76.3 percent. Exports to China generated a robust 4.1-percent
growth to reach $21.0 billion. Despite that, growth in exports to the other top destina-
tions—particularly Mexico, Germany and Japan—Iled to the increased concentration in
merchandise exports to top destinations. Export concentration increased both for the top
10 (to 90.9 percent) and the top 20 destinations (to 94.7 percent).

Imports from the United States and China both declined faster than total imports,
but increased imports from Mexico, Japan and South Korea offset a significant portion
of that decline. Concentration of imports decreased both for the top 10 and the top
20 destinations.

In 2016, British Columbia and Ontario were the only large provinces to increase their
exports. These gains were offset by double-digit declines in exports from Saskatchewan,
Alberta and New Brunswick. Three provinces reported higher imports: a large module
imported from South Korea for the Hebron oil project increased Newfoundland and
Labrador’s imports by more than half; the only other sizeable import increase occurred
in Ontario, with $8.3 billion in extra imports in 2016. Double-digit import declines
occurred in Alberta, Saskatchewan and New Brunswick.
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Trade by Top Products

Merchandise Exports

Canada’s merchandise exports declined 1.4 percent to $516.9 billion in 2016, after
edging down 0.5 percent in 2015. Export values declined $7.1 billion in 2016. These two
consecutive annual declines were small, leaving exports only $9.8 billion (or 1.9 percent)
below their all-time high of $526.8 billion in 2014. Significantly, 2016 exports were also
9.5 percent above their 2013 level,
implying an average positive growth

TABLE 5-1
Canada’'s Top Merchandise Exports

of 3.1 percent over the last three years.
The year’s results were mixed
Value Change Growth  Share

for the top 10 export products: 6 of the 2006 2016/2005 2016/2015 2016

10 registered an increase in exports ($B) ($B) (%) (%)
during the year, and 4 experienced
. . All Products 516.9 11 -1.4 100.0
a decline. The largest absolute gain Motor Vehicles 85.2 8.1 105 16.5
occurred in exports of motor vehicles Energy 82.5 -16.6 -16.8 16.0
and parts (henceforth “automotive Mechanical Machinery & Equipment 39.7 -0.1 -0.2 .7
., . Precious Stones & Metals 25.1 0.6 2.6 4.9
exports”), which grew 10.5 percent (Wp | 04 g Articles w5 25 169 34
$8.1 billion) to reach $85.2 billion— Electrical Machinery 16.7 -0.2 -0.9 3.2
within sight of the record high of Plastics and Articles 16.1 0.1 0.7 31
$86.9 billion for automotive exports Aircraft 136 o T 26
' Pharmaceutical Products ni 1.3 12.8 2.2
in 2000 and surpassing the exports of Aluminum & Articles 107 0.2 19 21
energy products in value. Automotive Top 10 Products 3182 6.2 -1.9 61.6
exports to the United States accounted \A" Other Products 198.8 09 0 38'4/
for most of this growth (up $6.3 billion,

or 8.6 percent), but gains to other major

destinations were relatively larger. Automotive exports to Mexico were up 45.7 percent
to reach $1.6 billion;? to China up 136.4 percent to reach $1.5 billion;* to Saudi Arabia
up 80.1 percent to reach $0.6 billion;* and finally, automotive exports to the United Arab
Emirates were up 18.5 percent to reach $0.3 billion.”

Meanwhile, exports of energy products declined 16.8 percent in 2016 (down
$16.6 billion) and ended the year at $82.5 billion. The share of total Canadian exports
held by energy products continued to decline, down to 16.0 percent—a far cry from
270 percent in 2014. An even more severe 19.1-percent decline in energy exports to the
United States was behind that trend—wholly due to the decline in the price of crude oil,
as the volume of crude oil exports to the U.S. market remained unchanged from 2015.

Energy exports to other destinations increased slightly on aggregate. Coal forms
the basis of Canada’s energy exports to non-U.S. destinations, particularly to Asia, and
its flows were the primary cause of the increase. Coal shipments to Japan, South Korea,
China and India all increased significantly, more than doubling in India’s case. Five
out of Canada’s top 10 energy exports destinations were Asian countries, all of them
importing mostly bituminous coal. Overall, coal exports increased by $1.0 billion in 2016.

Driven by increases in exports of passenger vehicles and motor vehicle parts.
Driven by increases in exports of passenger vehicles.

Driven by increases in exports of armored fighting vehicles and parts.

Driven by increases in exports of passenger vehicles.

uhbhwhnN
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Changes in other major export sectors were much smaller in absolute value. Exports
of mechanical machinery and equipment were nearly constant, slipping 0.2 percent
(down $0.1 billion) from their previous year’s level. Exports of precious stones and metals
grew 2.6 percent (up $0.6 billion), but this masked a large increase in shipments of gold
to the United Kingdom and the United States and a large decline in gold shipments to
Hong Kong, while exports of gold to India and Switzerland declined along with exports
of diamonds to Belgium and Botswana. The largest proportional increase in the top 10
occurred in exports of wood and articles of wood, which expanded by 16.9 percent (up
$2.5 billion). This was mostly accounted for by increased shipments (up $2.3 billion) of
sawn coniferous wood (classified under softwood lumber) and particle board to the
United States. The only other large increase was a 45-percent growth in exports of fuel
wood (wood pellets) to the United Kingdom (up $86 million).

Exports of aircraft and parts declined 13.7 percent in 2016 (down $2.2 billion); the
fall in these exports to the United States was even sharper, down $2.4 billion, as exports
of airplanes over 15 tonnes nearly halved. This was mitigated somewhat by consider-
able growth in exports to Spain and Switzerland, with increases of $0.4 billion and
$0.3 billion, respectively; aircraft exports to France and Germany also rose considerably.

Exports of pharmaceutical products continued their robust growth, gaining
12.8 percent in 2016 (up $1.3 billion). In the five-year period since 2011, exports in this
category increased by a remarkable 132.2 percent, at an average annual rate of 18.3 percent
a year, and their ranking among Canada’s main exports improved from 21st to 9th place.
A quickly growing share of these exports (nearly three-quarters in 2016) is destined
for the United States; other important export destinations include Japan, Italy, Brazil,
Belgium and Ireland. Medicaments in dosage form account for nearly all of these exports.
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Merchandise Imports

Canada’s merchandise imports declined by $3.0 billion (down 0.6 percent) in 2016, to
$533.3 billion. Import growth was observed for 6 out of 10 top import products, but the
declines in the other 4 were more significant and offset those increases. In the end, the
aggregate imports of the top 10 products showed marginal positive growth, and it was
the decline in other imports that led to the overall decline. The dynamics are further
described below.

Automotive imports (motor
vehicles and parts), the top item,

TABLE 5-2
Canada's Top Merchandise Imports

grew robustly by 4.6 percent (up
$3.9 billion), with comparable stable

Value  Change  Growth

growth from all major suppliers. 2016 2016/2015 2016/2015

Automotive imports (predomin- ($B) ($B) (%)
antly automotive parts) from |y progycts 5333 30 06 1000
China registered a small decline, Motor Vehicles 89.3 39 4.6 16.7
while automotive imports from the Mechanical Machinery & Equipment 819 0.7 0.8 15.4
United Kingdom jumped by almost E:]e:rtgr\l,cal Machinery & Equipment ggg (t)lfl 32 zg
one-quarter. In relative terms, Plastics 19.5 0.4 2.3 37
imports of trucks grew the most Scientific & Technical Instruments 15.8 0.2 1.0 3.0
Pharmaceuticals 15.1 0.6 39 2.8
(up 13.3 percent) followed by auto- | i stones & Metals B9 00 00 26
motive parts (UP 7.1 percent) and Furniture 1.6 0.5 41 2.2
passenger Vehicles (up 4.1 percent), Iron & Steel & Articles 1.2 -1.3 -10.6 2.1
while imports of both tractors and Top 10 Products 344.4 02 01 64.6

All Other Products 188.9 -3.2 -1.7

4

trailers declined.

Mechanical machinery

imports remained a close second in

value, but showed much slower growth at 0.8 percent (up $0.7 billion). Imports from the
United States and China, the top suppliers, declined in 2016, and increases in imports
from Mexico, Japan, and South Korea compensated for these declines. Further down the
list, machinery imports from Germany, Italy and the United Kingdom also declined.

Imports of electrical machinery and equipment declined for the first time since
2009, falling 0.6 percent (down $0.3 billion), as fewer cellphones were imported from
China. Imports from Vietnam in this sector continued growing explosively, up over
1,500 percent in five years and 60.5 percent in 2016, as Vietnam became the fifth top
supplier of electrical machinery and equipment to Canada.

Imports of energy products declined by 11.5 percent (down $4.4 billion) to
$33.5 billion. The decline was attributable mainly to U.S. sources, as imports from most
other top suppliers (Algeria, the Netherlands, Nigeria, the United Kingdom, Kazakhstan
and India) increased. Imports from Angola and Venezuela were discontinued in 2016,
while those from Azerbaijan and Brazil were sharply reduced. Refined oil was the most
stable component of imports, declining just 3.9 percent, while other components such as
crude oil, gas, coal, coke and electricity underwent double-digit reductions.

Outside of the top four products, import growth was restrained and some declines
were notable. Imports of articles of iron and steel declined 10.6 percent, aircraft imports
were down 17.2 percent, and organic chemicals imports fell 10.6 percent.
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Canadian Exporters

Countries don't trade; firms do. Trade statistics, however, have traditionally been
produced at the national level—the value of a nation’s exports or imports. Recognizing
that, statistical offices worldwide, including Statistics Canada, are increasingly produ-
cing information about the firms that trade.

In 2016, 43,255 enterprises in Canada exported goods,' 667 fewer than the previ-
ous year, a decline of 1.5% spread across numerous sectors—but up 6.5% from 2010, the
first year for which data are available. Of
those 43,255 exporters, the vast majority

Distribution of Canadian Exports

by Size of Firm, 2016 (97.4%) are small and medium-sized enter-

prises (SMEs)—using the common defin-

Large ition of SMEs as firms with fewer than
(500+ employees) 2.6%

500 employees. These SMEs account for

(]00_4$‘9egim”$0yees) 40.7% of Canadian merchandise exports
by value. Most exporters (just over two-

ceole thirds) are small, having between 1 and

small 99 employees, while just over one-fifth

(195 employees) register no employees. However, the
1,129 large firms (those with 500 or more
employees) that make up only 2.6% of

Zero Employees* 3% the total number of exporters account

19.2%

for nearly 60% of the value of Canadian

0
1% goods exports.

Number of Exporters Share of Export Value ..
’ ’ The U.S. accounts for a large majority
* No employees or no employment information available of Canadian merchandise exports—more
J than 76% of total exports by value in 2016.

The U.S. market is even more important in
terms of the number of exporters. In 2016, 81.4% of firms exported to the U.S.; more
than two-thirds of those, mostly SMEs, exported only to the U.S. In fact, more Canadian
companies export to the states of New York and California than to all 28 countries of the
EU combined. After the U.S., China has emerged as the second most important destina-
tion for exporters of Canadian goods: 4,052 Canadian firms export to China, slightly
ahead of the number exporting to the United Kingdom (3,913). If the EU is treated as
one destination, it would appear second on the list behind the U.S. as the destination for
9,841 exporters in 2016.

1 The current data for Canada only cover exporters of goods, however, similar data on importers and
for services trade are expected in the future. These data on Trade by Enterprise Characteristics
(TEC) use a new methodology that only begins in 2010 and replace previously available data from the
importer/exporter register.
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Top 10 Destinations for Canadian Exporters

Country United China  United
States Kingdom

Germany Australia

France Japan Hong South  Mexico

Kong Korea

Number of

Exporters 35,203 4,052 3913 3012 2960 2793 2,393 2,080 1976 1941

Note: summing the number of exporters by country to arrive at a total is not possible
due to double counting as some exporters will be active in more than one country.

From 2010 to 2016, the net number of
exporters increased by 2,644. The number

Destinations with Largest Increases in
Number of Exporters (excluding the U.S.)

of exporters that only export to the United
States increased by 2,401 while those

exporting to the United States and at least
one other market decreased slightly by ...
171. Those exporting to non-U.S. markets vAE L
increased slightly (up 414). Looking beyond Vietnam [
the U.S,, the largest increases in numbers o 2010
! unitedKingcor - .

of exporters were among those exporting 2016
to China, to the United Arab Emirates, and South Korea
to Vietnam. The largest decreases were New zealand |
among those exporting to Brazil, Iran, potand [
Libya, Russia, Syria and Venezuela. haitand [

Although large firms dominate the

- I

total value of exports, large firms are not ermany
necessarily big exporters. Similarly, some Mexico .
SMEs export very large amounts. Rather, 500 1000 1500 2000 2500 3000 3500 4000 4500

it is intensive exporters—firms of all sizes
that depend critically on exporting—that
dominate Canadian exports. In total, 476
firms, with each exporting more than $100 million annually, account for more than three-
quarters of total Canadian merchandise exports. Expanding the number of exporters to
the top 1,000 adds another 7.8% of exports for a total of 83.6% of Canadian merchan-
dise exports, by value. The remaining nearly 42,000 exporters account for only 16.4% of
exports, by value.

It is not surprising that the manufacturing sector contributes the bulk of Canadian
goods exports, accounting for 57.4% of the total, followed by mining, oil and gas at 6.7%.
The remaining one-third of the value of goods exports is accounted for by firms outside
the goods-producing sectors. In 2016, wholesalers accounted for the largest share (14.1%)
of goods exports coming from the services-producing sectors, followed by manage-
ment of companies (i.e. corporate headquarters) at 10.6%. Finance and insurance firms
accounted for a greater share of goods exports (2.8%) than did utilities (2.0%)—and even
more than agriculture, forestry and fishing combined (2.3%), which are in the goods-
producing sectors.
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International comparisons are difficult as the data are not perfectly comparable

across countries. In broad terms, however, a pattern emerges that largely corresponds

to expectations. As shown in the accompanying chart, the U.S. and Germany stand out

as major exporting countries with many exporters, but their exporters are also larger

on average (as measured by value of exports divided by number of exporters). Italy

and Spain, on the other hand, are also important exporters but those two countries

have many small exporters and as such appear below the average line (representing

Number of Exporters vs Value

of Exports in OECD
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the average value of exports per exporter
among OECD countries). Canada is often
perceived as having many small firms;
however, when it comes to exports,
Canada’s large firms dominate—a finding
that is reinforced by the large share of total
exports accounted for by the 500 largest
exporters. For most countries, a relatively
small number of large firms account for
most exports, but the share of total export
values accounted for by the top 500 export-
ers in Canada is larger than in France, the
UK, or Germany. Indeed, Finland is the
only major OECD country for which the
top 500 firms account for an even larger
share of exports than in Canada.

An alternative interpretation suggests
that the top exporters make a dispropor-
tionately high contribution to exports for
Canada compared to top exporters in other
countries. But what about the bottom end?

Of the 22 OECD countries for which comparable data exists, Canada ranks fourth behind
the Netherlands, Germany, and France for the average value of exports per exporter

(after removing the top 500 exporters). Thus while Canada’s top exporters are extremely

important, Canada also has some depth to its lineup.
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Trade by Top Destinations

Merchandise Exports

In 2016, Canadian merchandise exports became further concentrated among the top
export destinations. The top 10 export partner countries accounted for 90.9 percent of
Canadian exports, up from 90.5 percent in 2015; notably, 87.2 percent went to the top
five destinations. Concentration also grew in the top 20, from 94.6 percent in 2015 to
94.7 percent in 2016. The decelera-
tion in exports to the United States TABLE 5-3

(down 19 percent in 2016) was Canadian Exports to Top Partners
slightly more pronounced than

Value  Change  Growth

2016 2016/2015 2016/2015
effect of reducing the U.S. share ($B) ($B) (%)

for overall exports; this had the

of Canada’s merchandlse. exports World £16.9 1 14 100.0
for the second consecutive year. | ypited States 3944 78 19 163
Exports to the next top destination, China 21.0 0.8 4.0 41
China, grew a robust, if unremark- United Kingdom 171 1.1 12 3.3
Japan 10.7 0.9 9.7 2.1
able, 4.0 percent. Export growth Mexico 76 1.0 14.8 15
was stronger down the list: the South Korea 4.4 0.3 8.7 0.8
United Kingdom (up 7.2 percent), :Ee;jr.many :J gg 1273 82
. ndia . -0. 1. .
Japan (up 9.7 percent), and Mexico France 34 0.3 8.5 07
(a remarkable 14.8 percent). Exports Belgium 3.2 0.1 27 0.6
to South Korea, Germany and Top 10 469.8 3.1 0.7 909
F 1 1 hil Next 25 33.0 2.7 1.4 6.4
rance also grew strongly, while Next 75 13.2 14 -1.6 2.6
exports to India declined substan- Last 120 0.8 -0.2  -23.0 0.2
tially. The top 5 export destinations \ J

remained the same, but India slid
from 6th place to 8th, and Hong
Kong from 8th place to 13th.

The $7.8-billion decrease in exports to the United States was slightly larger than
the overall decline in total exports in 2016. An $18.0-billion fall in energy exports was
behind reduced exports to the U.S., with a sizeable offset from the increase in automotive
exports (up $6.3 billion). Substantial gains also took place in exports of wood and articles
of wood (up $2.3 billion), precious stones and metals (up $1.1 billion) and pharmaceutical
products (up $1.0 billion), while considerable declines occurred in exports of aircraft
(down $2.4 billion) and fertilizers (down $1.2 billion). Trade with the United States at
the province-U.S. state level is explored in more detail in the box insert in this chapter.
Exports grew by $4.7 billion to the other top nine destinations combined.

Exports to China grew $0.8 billion and reached $21.0 billion, passing the all-time
high recorded in 2013. This occurred despite a $0.2-billion decline in exports of wood
pulp—the top export product—which fell 4.8 percent. However, very strong growth
in automotive exports to China of $0.8 billion (up 136.5 percent) offset that result, with
exports of passenger cars increasing a remarkable 163.1 percent. Soybean exports
also grew strongly, gaining $0.4 billion, and meat and fish exports performed well.
Meanwhile, exports of aircraft, cereals, fertilizers, nickel, copper and fur declined.
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Exports to the United Kingdom grew $1.1 billion, the highest absolute increase
among the top 10 destinations, based on a nearly 20-percent increase in gold exports,
which passed the $10-billion mark in 2016. Broad-based increases drove the $0.9-billion
export increase to Japan; pharmaceutical exports in particular registered outstanding
growth, jumping over 80 percent. The highest relative export growth was observed to
Mexico (up 14.8 percent, or $1.0 billion) driven by exports of passenger vehicles and auto-
motive parts. Exports to Germany increased 12.5 percent, largely due to a large uranium
shipment. Lower exports of some legumes (i.e. lentils) to India were behind declines to
that destination.

Spain accounted for the highest export growth among the major partners (up
579 percent to $1.8 billion), with Pakistan close behind (up 56.1 percent to $1.1 billion).
Meanwhile, exports to Hong Kong were down again, 40.4 percent from the 2015 level,
largely due to falling gold exports, which shrank by over four-fifths. Other large declines
occurred in exports to the Netherlands (down 20.7 percent), Indonesia (down 19.7 percent)
and Norway (down 18.6 percent).
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Merchandise Imports

Canada’s top five import partners did not change once again in 2016, but there was
movement further down the list as South Korea passed the United Kingdom to claim 6th
place in the import sources ranking. This was due to the Utilities/Process Module (UPM)
import for the Hebron oil project. No other changes occurred in the top 10, although
Vietnam appears poised to break into that list next year as rapid import growth from that
destination already put it neck-and-neck with Taiwan. Imports from the top 10 sources
decreased 1.1 percent, but grew for the
next 100 sources, minimizing the overall
import decline.

TABLE 5-4
Canadian Imports from Top Partners

Imports from the United States
declined by 2.5 percent (down $7.2 billion),

Value  Change

falling to below their 2014 level and lower- 2016 2016/2015
ing the U.S. share to 52.2 percent of Canada’s (§8) (§8)
imports from 53.2 percent in 2015. Most of World 533.3 3.0
the fall was explained by lower energy United States 278.3 7.2
imports (down $5.1 billion), although lower Chiﬂfi 64.4 13
imports from the United States were also Mexico 33.2 20
Germany 17.2 -0.1

recorded in mechanical machinery, aircraft Japan 15.8 1.0
and parts, electrical machinery and arti- South Korea 10.6 2.4
cles of iron and steel. The only substantial IUt:II;ed Kingdom 3; 83
countering trend was the rise in imports France 6:0 -0i8
of automotive products, up $2.9 billion, or Taiwan 5.1 -0.4
5.1 percent. Top 10 446.4 -5.1
, , Next 25 62.0 21

Imports from China declined Next 75 247 11

1.9 percent (down $1.3 billion), with most

&ast 120 04 -0

Growth
2016/2015
(%)

-0.6
2.5
-1.9
6.4
-0.7
6.9
28.7
-10.2
2.3
-12.1
6.9
-11
3.5
4.5
-13.3

100
52.2
121
6.2
3.2
3.0
2.0
1.5
1.4
11
1.0
83.7
1.6
4.6

y

of the decline coming from lower cellphone
imports (down $0.9 billion). Imports of
articles of iron and steel also declined considerably, down $0.4 billion; other declines
included apparel and accessories, footwear, toys and sports equipment and leather
articles. Among broad-based declines, the single notable exception was the $0.3-billion
growth in furniture imports (up 7.1 percent).

Imports from both Mexico (up 6.4 percent) and Japan (up 6.9 percent) showed solid
growth in 2016. Imports of automotive products, machinery, furniture and refined oil
were the principal drivers of the increase in Mexico’s case; imports from Japan grew on
higher values for machinery and gold and precious metals” scrap imports.

Imports from Germany declined marginally (down 0.7 percent), while imports
from the United Kingdom fell sharply (down 10.2 percent) due to gold imports falling
from $1.4 billion in 2015 to zero. Imports from France dropped even more severely, down
12.1 percent on the decline in imports of aircraft, pharmaceuticals and scientific instru-
ments. Elsewhere, increased crude oil imports from Algeria and Nigeria raised the
overall values of imports from these countries by 95.2 percent and 50.9 percent, respect-
ively, while lower gold imports from Peru decreased flows of merchandise from that
destination by almost a quarter.
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Merchandise Trade by Provinces and Territories

Merchandise Exports

The top three exporting provinces—Ontario, Quebec and Alberta—accounted for
79.2 percent of Canada’s exports in 2016. Ontario’s exports continued to do well, expanding
by 5.9 percent last year for a gain of $13.9 billion. Ontario’s export gains occurred across
the spectrum of the province’s areas of strength: automotive products (up $7.3 billion),
mechanical machinery and equipment (up
$1.1 billion), precious stones and metals

TABLE 5-5

Provincial/Territorial Merchandise
Exports to the World, 2016 $1.1 billion). Exports of nickel and articles

(up $1.1 billion) and pharmaceuticals (up

of nickel were down $0.9 billion, exports of

Value  Change  Growth T
2016 2016/2015 2016/2015 energy products went down $0.5 billion and

($B) ($B) (%) exports of aircraft declined $0.3 billion.

) Despite a 2.1-percent decline in
832122 Zggi 1?2 5291 :gg exports, Quebec passed Alberta as the
Alberta 79.4 -13.6 -14.6 15.4 second top exporting province in Canada.
British Columbia 40.0 33 9.0 11 The decline in export value of $1.8 billion
;z;snkiitt);t;ewan ﬁgz 8(2) 1815 22 was due to the $1.9-billion decline in exports
New Brunswick 10.7 16 129 21 of aircraft (down 17.2 percent). Elsewhere,
Newfoundland and Labrador 8.4 -0.9 -9.2 1.6 gains in exports of mechanical machinery,
::‘r?hivc:sttiierritories ii é) l 2218 (}g automotives, wood and articles of wood and
Prince Edward Island 13 0.0 16 03 furniture were offset by losses in exports of
Yukon 0.2 01 1019 0.0 aluminum, energy products and copper.
0L M cpernad  mider epon

K / loss in 2016 than in the previous year, with

a $13.6-billion decline in its exports (down
14.6 percent) due to a further decline in oil
exports. Severe declines also occurred in exports of mechanical machinery and cereals.

Along with Ontario, British Columbia was the only other province to record
substantial export gains, a strong 9.0 percent (up $3.3 billion). Strong advances in
exports of wood and articles of wood (up $1.6 billion), energy products (coal and gas, up
$1.7 billion) and aluminum (up $0.7 billion) were the drivers of this performance; the two
notable declines occurred in exports of ores (down $0.4 billion) and wood pulp (down
$0.3 billion).

Saskatchewan experienced the greatest relative decline in exports of all Canadian
provinces with an 18.2-percent decline (down $6.0 billion). The value of energy exports
fell by more than 33 percent, and that was compounded by a nearly 30-percent fall in
potash exports.

Declines were also recorded in the value of exports from New Brunswick (down
12.9 percent) as well as from Newfoundland and Labrador (down 9.2 percent), both
driven by declining energy exports. Export declines were marginal in Manitoba and
Nova Scotia, while Prince Edward Island expanded its exports by 1.6 percent as potato
shipments rose sharply. Yukon exports more than doubled due to greater copper ores
exports; meanwhile, exports from the Northwest Territories were down 21.9 percent due
to lower diamonds exports.
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Exports from Canadian Provinces and Territories
to the United States

The United States is the destination for over three quarters of Canadian merchandise
exports, making it Canada’s principal export partner, so it is not surprising that the
United States is also the leading export destination for most Canadian provinces and
territories. This special study provides an overview of the importance of the U.S. market
for Canada’s provinces and territories in 2016.

p

Canadian Regional Merchandise Exports to the United States, 2016

Ontario Prairies Quebec B.C. Atlantic  Territories
Canada

Total Exports to U.S.
(billions $) 206.5 90.1 571 21.2 19.3 0.2
Top 3 State Export Michigan lllinois New York Washington New Hampshire Alaska
Partners and share  (28.4%) (26.8%) (11.6%) (27.8%) (23.2%) (97.6%)
(%) California Texas Ohio  California New Jersey Michigan
(14.7%) (9.8%) (1.3%) (11.8%) (15.4%) (0.7%)
New York Washington Texas lllinois  Massachusetts  California
(7.9%) (8.4%) (6.3%) (6.4%) (14.8%) (0.6%)
Top 3 Export Motor Vehicles  Crude Oil/  Aluminum Wood Refined Oils Copper Ores
Products and (36.0%) Natural Gas (10.3%) (29.5%) (53.2%) (96.8%)
share (%) Mechanical (64.0%) Mechanical  Petroleum Fish Motor
Machinery Plastics ~ Machinery (16.0%) (12.9%) Vehicles
(9.8%) (4.7%) (8.9%) Mechanical Rubber (0.5%)
Electrical Potash Aircraft ~ Machinery (6.0%) Gold and
Machinery (3.4%) (7.8%) (6.6%) Diamonds
(4.3%) (0.4%)

\_

Ontario

Among the provinces and territories, Ontario is by far the leading exporter to the United
States, exporting over $206 billion in 2016. Michigan is Ontario’s largest export destina-
tion, accounting for $58.7 billion (28.4%) of Ontario’s exports to the U.S. in 2016. Linkages
in the automotive sector are an important feature of the Ontario-Michigan export rela-
tionship: three products (passenger cars, automotive parts and engines) accounted for
$43.2 billion (73.5%) of the province’s exports to the state. So important is this trade
linkage that in 2016 the value of Ontario’s automotive exports to Michigan exceeded
the value of Canada’s combined total exports to China, the United Kingdom, Japan and
Mexico. Although Michigan has long been the most important U.S. state for Ontario’s
exports, other states, such as California, have recently grown in importance. Over the
past decade, Ontario’s exports to California have grown substantially, at an average
annual rate of 5.8%, more than two and a half times as fast as Ontario’s average annual
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growth of exports to the entire United States (2.3%). California is now Ontario’s second-
largest U.S. export destination behind Michigan, receiving $30.5 billion of exports in
2016, of which $24.1 billion were passenger cars. Exports of mechanical machinery and
equipment ($20.3 billion), electrical machinery ($8.9 billion) and gold ($3.9 billion) also
contributed to Ontario’s exports to U.S. markets in 2016.

The Prairies together comprise Canada’s second-largest exporting region to the United
States, with exports of $90.1 billion to the U.S. in 2016. Exports from the Prairies to
the United States are largely concentrated in mineral fuels, primarily crude oil as
well as natural gas, which accounted for 64.0% of these exports in 2016. The Prairies
are the largest regional Canadian exporter of crude oil to the United States, exporting
$48.1 billion in 2016. Illinois and Texas—the Prairies’ two largest state export partners—
are both recipients of Alberta crude oil shipped through the Keystone Pipeline to major
refining centres in each state. Illinois is the Prairies’ largest export destination, account-
ing for $24.2 billion (26.8%) of exports in 2016. At over $20 billion, Illinois is the primary
U.S. destination for crude oil from Alberta. Illinois also received $1.1 billion in natural
gas from the Prairies in 2016. Natural gas is piped to major pipeline hubs in Illinois, such
as the ANR Joliet Hub, and shipped from there to other cities in the American Midwest
and Northeast. Exports from the Prairies to Texas jumped in 2014, when Phase 3 of the
Keystone pipeline was completed to include a crude oil refinery in Port Arthur, Texas.
Exports from the Prairies to Texas have grown at an average annual rate of 14.4% over
the last five years. Exports to Oklahoma have risen dramatically as well, growing at
an average annual rate of 22.4% since 2010, likely due to the Keystone Phase 2, which
extended the pipeline into Oklahoma and was completed in early 2011.

Quebec exported $57.1 billion to the United States in 2016. In general, Quebec’s exports
are more diversified with respect to products and U.S. states than Canada’s other five
exporting regions: only 25.5% of Quebec’s exports to the United States were shipped
to the three largest state export destinations, New York, Ohio, and Texas. Although
New York has long been Quebec’s largest U.S. export destination, exports to Ohio have
grown significantly over the last 10 years. In 2007, Ohio ranked as Quebec’s seventh
most important U.S. export destination; however, since 2007, exports from Quebec to
Ohio have been growing at an average annual rate of 6.3%. Ohio is now Quebec’s second
most important U.S. export state, having surpassed Texas in 2015. This growth can
largely be attributed to increased exports of aircraft. Aircraft exports, which grew from
$9.9 million in 2007 to $1.5 billion in 2016, are now the largest export from Quebec to Ohio.
Quebec’s top three export products to the U.S. make up 27.0% of total exports, presently
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the lowest share out of the five regions. Exports of aluminum ($5.9 billion), mechan-
ical machinery ($5.1 billion) and aircraft ($4.5 billion) drove Quebec’s exports to the
United States in 2016.

British Columbia

British Columbia exported $21.2 billion to the United States in 2016, primarily to the
west coast states of Washington, California, and Oregon, which together accounted for
45.9% of the province’s total exports to the United States. British Columbia’s most import-
ant export is wood and lumber: B.C.'s wood exports to the United States were valued
at $6.2 billion in 2016, accounting for 29.5% of the province’s total exports to the United
States. Wood is B.C.’s largest export to California, which is B.C’s second-largest export
destination state; wood is the second-largest export to Washington, which is B.C’s largest
export destination. As well, British Columbia exported $2.0 billion in natural gas and
over $500 million in refined oils to the United States in 2016.
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The Atlantic provinces exported $19.3 billion to the United States in 2016, which repre-
sented 4.9% of Canada’s total exports to the United States. Exports from this region are
largely destined for the northeastern United States, notably New Hampshire, New Jersey,
and Massachusetts, which together account for over half of all exports from this region
to the United States. With $9.7 billion in exports in 2016, New Brunswick represented a
little more than half of all exports from the region to the United States.

Both crude and refined oils are the largest exports from the Atlantic provinces
to the U.S. market, accounting for 49.1% of total exports from the region to the United
States, and led by refined oil from New Brunswick as well as some crude oil from
Newfoundland and Labrador. New Brunswick is the home of the Irving Oil Refinery,
the largest oil refinery in Canada, which is capable of producing over 300,000 barrels
of refined products per day. New Brunswick exports the refined oil to the northeastern
United States, primarily New Hampshire. New Brunswick exported $4.4 billion to New
Hampshire in 2016, of which $4.1 billion was refined oils. This is a very important trade
relationship for the Atlantic region since New Hampshire is its largest export destina-
tion. Newfoundland and Labrador exported $3.0 billion in crude oil to the U.S. market in
2016. Crude oil exports come largely from three offshore oilfields (Hibernia, White Rose,
and Terra Nova). Other key exports from the region to the U.S. market include fish ($2.5
billion) and rubber ($1.2 billion).

In 2016, Canada’s three territories exported $218.0 million to the United States, with
Alaska the key destination due to its proximity: exports to Alaska from the territories
account for 97.6% of all exports from the region. Although Alaska represented only 0.3%
of the United States” GDP in 2015 and is one of the least significant U.S. state destinations
for Canadian exports overall, the state is by far the most important destination for exports
from the territories, led by exports of copper ores from the Yukon. Exports of copper ores
from the Yukon account for nearly 97% of all products exported from the Territories into
Alaska. The Territories’ exports to Alaska have grown at an average annual rate of 29.8%
over the last 10 years. Exports of passenger cars (0.6%) and diamonds (0.5%) from the
Northwest Territories round out the region’s top exports to the United States.
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Merchandise Imports

On the import side, the three great import gateways to Canada are Ontario, Quebec and

British Columbia, providing access to and from the United States and to the Atlantic and

Pacific shipping routes, respectively. In 2016, 85.5 percent of Canada’s imports entered

the country through these provinces.

Imports by Ontario increased 2.5 percent in 2016 (up $8.3 billion), driven by

increased imports of automotive products, plastics, furniture and energy products

(crude oil). However, imports fell for most of
the other provinces, notably Quebec (down
6.2 percent), Alberta (down 14.8 percent),
New Brunswick (down 12.9 percent) and
Saskatchewan (down 13.1 percent). Imports
of energy products were behind the decline
in Quebec and New Brunswick (mainly
crude oil imports), while Alberta imported
fewer products across the board: mech-
anical machinery, electrical machinery,
aircraft and parts and automotive products.
Reductions in Saskatchewan’s imports were
mainly concentrated in imports of mechan-
ical machinery and automotive products.

Imports grew over 50 percent in
Newfoundland and Labrador due to the
import of the UPM module for the Hebron
oil project. Significant decreases in imports
took place across several smaller provinces
and territories, notably Yukon, Nunavut
and Northwest Territories, mostly due to
lower imports of energy products.

TABLE 5-6
Provincial/Territorial Merchandise

Imports from the World, 2016

Chapter 5 Key Developments in Canadian Merchandise Trade

Value  Change  Growth Share

2016 2016/2015 2016/2015 2016

($B) ($B) (%) (%)
Ontario 333.7 8.3 2.5 62.6
Quebec 73.7 -49 -6.2 13.8
British Columbia 48.8 0.0 -0.1 9.1
Alberta 25.0 -4.4 -14.8 4.7
Manitoba 19.8 -1.0 -49 37
New Brunswick 9.2 -1.4 -12.9 1.7
Saskatchewan 9.0 -14 -13.1 1.7
Nova Scotia 8.2 -0.1 -1.6 1.5
Newfoundland and Labrador 5.8 2.0 539 1.1
Prince Edward Island 0.1 0.0 217 0.0
Yukon 0.1 0.0 -20.5 0.0
Nunavut 0.0 -0.1 -93.7 0.0
Northwest Territories 0.0 0.0 -100.0 0.0

w Jurisdictions 533.3 -3.0 -0.6 100.0/
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Merchandise Trade by Top Drivers

Canada’s trade performance can be examined in greater detail using a commodity break-
down comprising over 1,200 items.® However, only a few of these items account for a
sufficient trade value to decisively influence Canada’s trade balance. The table below lists
21 commodities that drove Canada’s trade balance performance in 2016, expressed at the
HS 4-digit level.

TABLE 5-7

Key Commodities Driving Canada's Trade Performance in 2016

Exports Change  Imports  Change Balance  Change
2016 2016/2015 2016  2016/2015 2016 2016/2015
(SB) ($B) ($B) (SB) (SB) (SB)

Large Exports, Large Imports, Surplus

Crude 0l 52.4 -11.8 14.5 2.4 319 -9.4
Passenger Cars 64.7 73 35.0 14 29.7 6.0
Gold 16.5 0.6 14 -1.0 9.1 1.6
Petroleum Gases 10.3 -1.4 2.5 -0.9 7.8 -0.6
Aircraft 8.2 2.4 3.8 -1.9 4.4 -0.5
Sub-total 152.1 1.7 63.2 -4.8 88.9 2.9
Large Exports, Small Imports, Surplus

Wheat 6.0 2.0 0.0 0.0 5.9 2.0
Lumber 10.3 1.5 0.6 0.0 9.7 1.5
Canola Seed 5.7 0.7 0.1 0.0 5.5 0.7
Aluminum 6.7 0.1 0.3 -0.1 6.4 0.2
Chemical Woodpulp 53 -0.4 0.2 0.0 5.1 -0.4
Potash 47 2.2 0.0 0.0 4.6 2.2
Sub-total 38.7 -2.3 1.2 -0.1 37.2 -2.2
Small Exports, Large Imports, Deficit

Wire and Cable 0.9 0.0 4.5 0.1 3.5 -0.1
Tractors 0.5 -0.2 37 -11 3.2 0.9
Blood Products 0.9 0.0 4.6 0.6 3.7 -0.6
Sub-total 2.3 -0.2 12.8 -0.4 -10.4 0.2
Large Exports, Large Imports, Deficit

Refined Oils 10.8 -3.8 14.6 -0.6 -3.9 3.2
Motor Vehicle Parts 14.1 0.1 21.2 1.8 -13.2 1.7
Trucks 2.7 0.3 17.2 2.0 -14.6 1.7
Computers 1.8 0.1 10.3 0.2 -8.5 -0.2
Transmission Shafts, Bearings and Gears 1.7 -0.1 49 -0.3 3.2 0.3
Mechanical Appliances 14 -0.1 48 2.7 3.3 2.8
Telephones and Parts 2.7 -0.1 1.9 -0.3 -9.2 0.3
Sub-total 35.2 -3.6 90.9 55 -55.9 -9.0

Q—Commodity Total 228.3 -13.8 168.1 0.2 59.8 -13.y

6 Canada's merchandise trade is most commonly reported using the Harmonized System (HS) of Trade
Classification, an international system for codifying traded commodities. Within the HS system, trade
is classified into 99 chapters, also known as the 2-digit HS level. Commodities in each chapter are
further subdivided into 4-, 6- and 8-digit HS levels, with international comparisons possible down
to the 6-digit HS level. This section examines those commodities, expressed at the 4-digit HS level,
which drove Canada’s trade balance during the past year.

| 80 | Canada's State of Trade: Trade and Investment Update - 2017



These 21 commodities accounted for $228.3 billion (44.2 percent) of Canada’s
$516.9 billion in exports in 2016. This was $13.8 billion less in exports than posted by
these commodities a year earlier. At the same time, these products also represented
31.5 percent of overall imports, or $168.1 billion, which was $0.2 billion more than their
import value in 2015. These 21 commodities yielded a $59.8-billion trade surplus, which
was $13.9 billion lower than in the previous year; that movement strongly contributed
to the widening of the merchandise trade deficit in 2016. Canada posted an overall
$16.4-billion merchandise trade deficit in 2016, a worsening of $4.2 billion from the
$12.2-billion deficit registered in 2015.

A closer inspection of the trade performance of these commodities shows that
Canada specializes in a relatively small number of products, both in natural resources
as well as manufactured goods, to produce a sizeable trade surplus among these key
products. It then uses this trade surplus to finance imports of a large variety of other
products—mostly varieties of manufactured goods that are not produced in Canada
because of a small domestic market (e.g., smart phones, medicine, vehicles and vehicle
engines). Canada also seems to completely supply its domestic market in a range of
natural resource products (wheat, lumber, canola seeds, aluminum, potash, etc.). Overall,
this picture of more concentrated exports and more varied imports is consistent with the
economic trade theories that derive trade from comparative advantage, resource endow-
ment, and demand for variety, as well as firm-based theories of trade.
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Global and Canadian Foreign Investment
Performance

Preliminary estimates indicate that global foreign direct investment (FDI) inflows'
decreased to US$1.5 trillion in 2016, after reaching in 2015 their highest level since
the start of the global crisis. As shown in table 6-1, FDI inflows targeting developed
economies accounted for nearly 60 percent of total FDI inflows. In 2016, FDI inflows to
developed economies decreased 9 percent, with the EU inflows in particular dropping
by almost 30 percent. Similarly, FDI inflows to developing economies, which accounted
for less than 40 percent of global FDI inflows in 2016, also declined, by 20 percent. After
two consecutive years of FDI inflows to so-called transition economies (comprising the
Commonwealth of Independent States and South-East Europe) more than halving, those
flows increased in 2016, to account for 3.4 percent of overall flows.

FDI inflows into Canada declined 15.8 percent in 2016, to $44.7 billion. This repre-
sented a combination of the inflows from the United States dropping by almost 40 percent
and the inflows from the rest of the world increasing 83 percent. The overall reduction
in investment flows was mainly due to a decline in mergers and acquisitions (M&A),
mitigated by an increase in other flows. By sector, foreign entities decreased their invest-
ment flows into management of companies and enterprises in 2016, as well as into other
industries.? However, they more than doubled their investment inflows into manufac-
turing, while foreign investment in trade and transportation also increased and jumped
significantly in mining and oil and gas extraction as well as in finance and insurance.

Foreign investors increased their cumulative holdings of direct investment (stock)
in Canada by 4.7 percent to $825.7 billion in 2016. The United States holds almost half
(47.5 percent) of all FDI stock in Canada and accounted for 60.2 percent of the overall
gain in FDI in Canada in 2016. By sector, as can be seen in more detail in table 6-4,
manufacturing, and mining and oil and gas extraction remained the two largest targets
for foreign investor interests and also the main contributors to the overall growth, along
with wholesale trade. Together they accounted for over half of the increased FDI in
Canada last year, as holdings rose in these three sectors by $9.0 billion, $5.8 billion, and
$5.8 billion, respectively.

Canadian direct investment abroad (CDIA), or FDI outflows, increased by
2.6 percent in 2016, to $88.0 billion. By sector, CDIA in mining and oil and gas extrac-
tion reversed sign: from negative $13.8 billion in 2015 to positive $13.8 billion in 2016.
CDIA flows increased by more than 2,000 percent in trade and transportation as a result
of a significant increase in M&A activity, and more than doubled in other industries.

1 Foreign direct investment (FDI) flows represent yearly movements of capital across national borders
that are invested into domestic structures, equipment and organizations, or in equity if the result is
aresident entity in one country obtaining a lasting interest in an enterprise resident in another coun-
try. In practice, direct investment is deemed to occur when a company owns at least 10 percent of the
voting equity in a foreign enterprise. FDI stock is the total accumulated worth of all such investment
held abroad by a country’s nationals. Due to constant changes in valuation and different methods of
data collection, summing FDI flows does not provide accurate FDI stock information.

2 Management of companies and enterprises comprises establishments primarily engaged in manag-
ing companies and enterprises and/or holding the securities or financial assets of companies and
enterprises, for the purpose of owning a controlling interest in them and/or influencing their man-
agement decisions. Other industries combines the North American Industry Classification System
(NAICS) codes 11, 23, 51, 53, 54, 56, 61, 62, 71, 72, 81 and 91, which are agriculture, construction and
all the service industries not otherwise indicated.
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CDIA, however, decreased in manufacturing, finance and insurance, and management

of companies and enterprises. All M&A activities and other flows were up from 2015

levels, while reinvested earnings declined by 10.5 percent.

At the same time, Canadian investors added 1.4 percent to their direct investment
holdings abroad (CDIA stock) to reach $1,049.6 billion in 2016, the second year above
$1 trillion. This slow growth in CDIA stock in 2016 was due to the appreciation of the
Canadian dollar against major currencies, which had the effect of offsetting most of

FIGURE 6-1

Canada's Net Direct Investment Position
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the strong investment activ-
ity during the year. North
America was the recipient of
64.4 percent of CDIA stock, with
four low-tax U.S. dollar juris-
dictions (Bahamas, Barbados,
Bermuda, and the Cayman
Islands) together accounting
for 16.7 percent of the overall
CDIA stock and being respon-
sible for 10.8 percent of the
North American 2016 gain.
Finance and insurance, which
remained the most important
sector for CDIA, accounted for
36.6 percent of the overall stock
in 2016, followed by mining
and oil and gas extraction, at
18.5 percent.

As a result of the slower
growth of CDIA stock,
Canada’s net direct invest-
ment position—the difference
between stocks of CDIA and

FDI—narrowed by $22.3 billion in 2016, to $223.9 billion (the second highest on record).
Canada continues to be a net exporter of direct investment vis-a-vis the world since 1997.
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Global Foreign Direct Investment (FDI) Flows

According to preliminary estimates from the United Nations Conference on Trade
and Development (UNCTAD), global FDI inflows decreased by 12.9 percent in 2016 to
US$1.5 trillion. This fell well below the peak of US$1.9 trillion in 2007.

FDI inflows to developed economies fell 9.4 percent to an estimated US$872 billion
in 2016, accounting for a 57.2-percent share of world inflows. North America flows grew
by 5.9 percent to US$414 billion, while flows to the United States, which remained the
world’s largest recipient of inflows for the second
year in a row, grew by 10.6 percent to reach
US$385 billion in 2016. This growth was bolstered
by strong equity investment inflows as M&A

TABLE 6-1
World FDI Inflows by Major Region,

2015 and Estimated 2016
rose 17 percent over the year. Inflows to Canada,

which had been relatively stable until 2014, fell 2015 2016 Growth

319 percent to US$29.3 billion, as M&A deals USSB USSB %

and greenfield projects in the country tumbled World 1750 1,525  -12.9 100.0

significantly in mining and oil and gas extraction, Developed 963 872 9.4 5712

and manufacturing. From a sectoral perspective, EU 475 389 181 255
North America 391 414 59 211

the recent weaknesses were also attributed partly

to divestments in the oil and gas industries, Developing 749 600  -19.9 393

h h s fa50 . Africa 54 51 -5.6 33
such as the acquisition of a SU-percent interest Latin America & Caribbean 166 135 187 8.9
in an affiliate of Devon Energy Corporation by Developing Asia 527 413 216 211
a unit of the state-owned Canada Pension Plan Transition 38 52 36.8 y

Investment Board. Canada’s ranking therefore
fell to the 12th-largest host economy in the world,
from 9th last year. Within the EU countries, inflows declined by 18.1 percent, making
up over a quarter of global inflows. Declines in the region were particularly marked in
Switzerland, Belgium and the Netherlands, while the United Kingdom showed a strong
increase. Other highlights of developed-economy inflows were Australia and Japan,
which registered large proportional increases due to increased equity investment and
M&A activity.

FDI inflows to developing economies fell 19.9 percent, to US$600 billion in 2016.
With a share of 39.3 percent of global inflows, this decline was a significant drag on direct
investment worldwide. Flows fell in all geographical regions. In Latin America and the
Caribbean, flows fell by 18.7 percent to US$135 billion, driven in large part by low commod-
ity prices. For the same reason, inflows to Africa fell by 5.6 percent to US$51 billion. In
developing Asia, flows fell 21.6 percent to US$413 billion, although most of the decline
was registered in Hong Kong. Mainland China and Hong Kong remained the third- and
fourth-largest recipients of FDI, at US$139 billion and US$92 billion, respectively.

FDI inflows to transition economies increased sharply in 2016, rising 36.8 percent
from US$38 billion to US$52 billion. This was largely driven by a strong increase in
mining exploration in Kazakhstan and by the privatization of state-owned assets in
Russia. However, inflows to transition economies, comprising the former USSR and
southeast Europe, represented only 3.4 percent of the 2016 total.
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Cross-border M&A rose 13 percent in 2016, but at $831 billion failed to reach the
2007 high of US$1,033 billion. M&A activities in 2016 were overwhelmingly concentrated
in developed economies. Greenfield FDI also increased slightly, to US$810 billion, but
apart from a handful of very large investments in a small number of countries, there
was a widespread decline worldwide. At the sectoral level, the value of greenfield FDI
decreased in manufacturing by 9 percent and in the primary sector by 46 percent, but
increased by 21 percent in services, reflecting a surge in construction investment.
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Canadian Foreign Direct Investment Performance

Inward Investment

EDI Inflows
In 2016, total inflows of FDI into Canada declined by 15.8 percent to $44.7 billion.
M¢&A-related and reinvested earnings inflows from abroad decreased 64.0 percent and
4.0 percent respectively, but higher other flows
(mainly intra-company flows) increased by
133.1 percent. FDI inflows from the United TABLE 6-2

States decreased by 379 percent, largely due Foreign Direct Investment in Canada: Inflows
to declines in both M&A activity from U.S. 0150 2016CSM Growth %
investors (down 73.9 percent) and in the

level of intra-company flows (other flows) by :_'ype :; FDI irllgows
rom the wor
the U.S. firms (down 24.7 percent) in 2016. In Total net flows 53098 44694  -15.8
contrast, non-U.S. investors increased their Mergers and acquisitions 28,253 10,159 -64.0
total FDI inflows into Canada drastically (up gfr"""e;ted earnings 177'075-’95; 1&?2: 1'343'?
er flows . . .
83.3 percent). M&A investment declined by
. . . From the U.S.
449 t, ted declined
PEreelt, Teiivested earnings decine Total net flows 43421 26967 319
by 23.3 percent and other flows went from Mergers and acquisitions 18645 4870 739
$5.9 billion to $7.8 billion. Foreign investors Reinvested earnings 1,057 1,775 6.5
decreased their investments in management Other flows 13,718 10,323 Al
of companies and enterprises, and all other From the rest of the world
. . . . o Total net flows 9,674 11,728 83.3
mdustr.les, “N}Tﬂe they 11.1creased their mv‘est- Mergers and acquisitions 9,608 5291  -44.9
ments in mining and oil and gas extraction, Reinvested earnings 5997 4598  -233
manufacturing, trade and transportation, and Other flows 5929 1,840 -
finance and insurance. Sectors of FDI inflows from the world
Mining and oil and gas extraction 19 6,676  5,510.1
FDI Stock Manufacturing 3931 8830 1246
The FDI stock in Canada rose by $36.7 billion Trade and transportation 9,125 11,526 26.3
(up 4.7 percent) to $825.7 billion in 2016. As Finance and insurance 08 5,209 :
. Management of companies and
the stock of FDI grew more than twice as enterprises 14084 5779 590
fast as Canada’s nominal GDP (2.0 percent) Qher industries 25947 6,675 -Tty
in 2016, the ratio of FDI stock to GDP rose

from 39.7 percent in 2015 to a record-high
40.7 percent in 2016.

In 2016, investors from the United States increased their holdings in Canada by
$22.1 billion, to $392.1 billion. The U.S. share of Canada’s total FDI stock went up slightly,
from 46.9 percent in 2015 to 47.5 percent in 2016. Although the United States continues to
be by far the most important source of FDI in Canada, its relative share has fallen sharply
over the last decade—from 60.6 percent in 2006 to 47.5 percent in 2016. The FDI landscape
in Canada is far more diversified today than it was a decade ago.

The remaining increase in FDI stock in 2016 came from the traditionally important
region of Europe, as well as South and Central America. Europe’s FDI position added
$18.1 billion to reach $307.4 billion. Among notable European investors that posted major
gains in 2016, Switzerland increased its FDI stock in Canada 26.6 percent ($11.6 billion)
to $55.2 billion, and the Netherlands increased its FDI stock 5.7 percent ($5.1 billion) to
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TABLE 6-3
Foreign Direct Investment in Canada: Stock by Region

2006 2015 2016 Share Share Change

CSM CSM CSM 2006 % 2016%  2015-16 %

All countries 437171 789,012 825,704 100.0 100.0 4.7
North America 269,699 390,353 413,667 61.7 50.1 6.0
Barbados 627 -352 659 0.1 0.1 -
Bermuda 2,824 10,332 10,094 0.6 1.2 -2.3
British Virgin Islands 196 2,865 2,836 0.0 0.3 -1.0
Cayman Islands 545 5,843 6,264 0.1 0.8 7.2
Mexico 232 1,664 1,713 0.1 0.2 2.9
United States 265,096 369,977 392,071 60.6 415 6.0
South and Central America 12,979 22,241 24,195 3.0 2.9 8.8
Brazil 12,868 21,459 23,419 2.9 2.8 9.1
Europe 124,513 289,319 307,378 28.5 37.2 6.2
France 17,181 8,020 8,059 39 1.0 0.5
Germany 8,391 14,675 15,563 19 19 6.1
Luxembourg 6,574 55,788 58,381 1.5 71 4.6
Netherlands 24,766 88,403 93,463 5.7 1.3 5.7
Spain 291 8,226 8,187 0.1 1.0 -0.5
Switzerland 14,601 43,584 55,199 33 6.7 26.6
United Kingdom 39,409 44,996 41,795 9.0 5.1 -1.1
Africa 1,398 2,943 2,351 0.3 0.3 -20.1
Asia/Oceania 28,581 84,156 78,113 6.5 9.5 -1.2
Australia 2,580 7,830 8,400 0.6 1.0 7.3
Hong Kong X 11,208 12,090 n/a 1.5 79
Japan 13,439 217,807 29,101 31 35 47
China X 19,616 21,393 n/a 2.6 9.1
Singapore 118 247 194 n/a 0.0 -21.5
South Korea 839 966 1461 0.2 0.2 51.2

\United Arab Emirates X 9681 X n/a n/a n/a/

$93.5 billion. These gains were moderated by declines in the level of FDI from the United

Kingdom (7.1 percent) to $41.8 billion and Spain (0.5 percent) to $8.2 billion. Europe,
with more than a third (37.2 percent) of Canada’s overall FDI stock in 2016, remained the
second-largest region contributing FDI in Canada, after the United States.

The level of FDI stock in Canada from South and Central America increased by
$2.0 billion to reach $24.2 billion in 2016. Brazil, the major emerging economy in the
region, accounted for the bulk of this expansion, with its FDI stock in Canada rising by
$2.0 billion to reach $23.4 billion.

The stock of FDI from Asia and Oceania declined by 7.2 percent in 2016, to
$78.1 billion. This occurred in spite of increases in the stock of FDI from China (9.1 percent
or $1.8 billion), Hong Kong (7.9 percent or $0.9 billion), Australia (7.3 percent or $0.6 billion),
and South Korea (51.2 percent or $0.5 billion). The overall disinvestment for the region
occurred due to a reduction in the debt balance between Canadian enterprises/affiliates
from this region and their parent or sister companies abroad.® Nevertheless, from a
regional perspective, Asia and Oceania has made some inroads in the last decade, with
its relative share of FDI stock rising from 6.5 percent in 2006 to 9.5 percent in 2016.

3 The reduction in debt balance may reflect the repayment by Canadian enterprises/affiliates of
existing and/or additional loans to the foreign parent or sister company, or the supply of additional
credit to the company abroad.
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In terms of overall standing, 2016 witnessed a few changes in the ranks of the top
10 source countries of FDI in Canada from the previous year. As before, the Netherlands
continued to rank as the second-largest direct investor in Canada (11.3 percent share of
FDI stock), and Luxembourg, a major financial centre in the European Union, as the third
largest (7.1 percent). Switzerland, with $55.2 billion (6.7 percent) of the FDI stock eased
past the United Kingdom to become the fourth-largest direct investor, followed by the
United Kingdom itself in fifth place (5.1 percent), and Japan in sixth (3.5 percent). China
ranked seventh (2.6 percent) followed by Brazil in eighth place (2.8 percent)—both of
which ranked higher than traditionally important direct investors such as ninth-ranked
Germany (1.9 percent). Hong Kong ranked 10th (1.5 percent).

In recent years, a number of so-called low-tax jurisdictions have been playing an
increasingly important role as sources of FDI in Canada and, conversely, as destinations
for CDIA. In particular, Luxembourg in Europe and four offshore low-tax centres in the
Caribbean—Barbados, Bermuda, the British Virgin Islands, and the Cayman Islands—
have steadily gained prominence. Collectively, the FDI holdings of the four Caribbean
jurisdictions in Canada totaled almost $20 billion in 2016, or 2.4 percent of Canada’s
total FDI stock, which is more than that of Germany, and rivals that of China and Brazil
among the top 10. The increase in the value of FDI stock from those low-tax jurisdictions
($15.7 billion over the last 10 years), may in fact be far more modest if FDI statistics were
reported on the basis of the ultimate source of the investment as opposed to the immedi-
ate source of the investment, as is currently the case.” One potential implication of this
phenomenon is that the level of FDI in Canada from key sources, such as the United
States and other countries in Europe and Asia, may in fact be understated. U.S. and
other direct investors may be channelling FDI in Canada through the low-tax jurisdic-
tions in order to minimize their tax burden, but their investments are being attributed to
those countries based on the current practice of linking FDI in Canada to the immediate
source country.

The manufacturing sector alone was responsible for almost a quarter ($9.0 billion)
of the overall increase in Canada’s FDI stock in 2016. Mining and oil and gas extraction,
and wholesale trade contributed equally to the overall increase, each contributing close
to 16 percent or $5.8 billion of the increase, followed by finance and insurance, with
12.2 percent ($4.5 billion).

In terms of the relative importance of sectors in total FDI, the FDI shares of manu-
facturing and mining, oil and gas extraction continued, for the second year in a row, to
be virtually tied at 22.8 percent and 22.7 percent, respectively. Management of compan-
ies attracted the next biggest share of FDI (18.2 percent), followed by finance and insur-
ance (14.7 percent) and wholesale trade (8.3 percent); collectively, these top five sectors
accounted for 86.8 percent of total FDI stock.

Among major industry trends over the past decade, the share of mining, oil and
gas extraction in FDI experienced the biggest gains, rising from 18.0 percent in 2006
to 22.7 percent in 2016 while the share of manufacturing suffered the largest decline,
shrinking by nearly 7 percentage points over this period to 22.8 percent. The strong
rebound in mining, oil and gas extraction FDI was due to the boom in commodity prices

4 Following international standards, direct investment is based on the country of residence of the dir-
ect investor (immediate parent company) for FDI in Canada and to the country of residence of the
direct investment enterprise (the immediate subsidiary) for CDIA. This implies that direct investment
is largely attributed to the first investor/investee country, rather than the ultimate investor/investee
country. Direct investment is often channelled through intermediate holding companies or other
legal entities in other countries before reaching its ultimate destination.
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globally up to 2014, largely via significant cross-border acquisitions of major Canadian-
owned natural resource companies. Over the same 2006-2016 period, most other sectors
saw marginal gains or losses in their respective shares of total FDI, ranging from a
2-percentage point loss in the share of wholesale trade to a 3.7-percentage point gain
for management of companies and enterprises. Another notable development concerns
the slight deterioration in FDI performance of the information and communication
technologies (ICT) sector—a special category representing a mix of goods- and services-
producing industries that are R&D-intensive and important drivers of productivity
growth. This sector’s share of total FDI stock has more than halved over the past two

decades—from nearly 10 percent in 2000 to 3.8 percent in 2006, and sliding further to
3.0 percent in 2016.

TABLE 6-4
Foreign Direct Investment in Canada: Stock by Industry
2006 2015 2016 Share Share Change
CSM CSM CSM 2006 % 2016% 201516 %
Total, all industries 4371711 789,012 825,704 100.0 100.0 4.7
Manufacturing 130,055 179,495 188,483 29.7 22.8 5.0
Mining, oil and gas extraction 78,904 181,436 187,263 18.0 22.7 3.2
Management of companies and
enterprises 63,209 146,835 150,377 14.5 18.2 2.4
Finance and insurance 60,788 116,974 121,464 13.9 14.7 3.8
Wholesale trade 45,202 63,140 68,914 10.3 8.3 9.1
Retail trade 13,540 31,567 35,355 31 43 12.0
Professional, scientific and
technical services 10,605 23,851 25,040 2.4 3.0 5.0
Transportation and warehousing 2,883 11,832 11,108 0.7 13 -6.1
Real estate and rental and leasing 6,538 10,179 10,392 15 13 2.1
Information and cultural industries 5,034 5,880 8,306 12 1.0 41.3
Construction 2,145 4,410 4,301 0.5 0.5 -2.5
Accommodation and food services 4,930 3,270 3,698 11 0.4 13.1
Utilities 5,279 2,514 2,622 1.2 0.3 43
Agriculture,forestry, fishing and
hunting 1,816 450 616 0.4 0.1 36.9
All other industries 6,244 7179 7,765 14 0.9 8.2
Information and communication

Ktechnologies (cm 16,431 25,125 24,746 3.8 3.0 D
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FDI has traditionally played and continues to play a significant and positive role in
Canada’s economy. It has been a key driver of Canada’s participation in globalization and,
along with trade and innovation, a critical driver of global value chains and competitive-
ness. Although the stylized facts concerning the benefits of FDI and the important role
that foreign affiliates continue to play in the Canadian economy are well documented,
the existing empirical research on the impacts of FDI in Canada has its limitations in that
it has failed to examine the impacts using a macroeconomic framework. A recent study
commissioned by the Office of the Chief Economist at Global Affairs Canada entitled
“The Macroeconomic Impacts of FDI in Canada” seeks to address this shortcoming by
taking into account the potential interactions and interdependencies among key macro-
economic variables.

In the study, the authors investigate the market dynamics associated with foreign
investment at the macro level, taking into account the interrelationships among the
factors impacted by foreign investment. To do so, they develop a small macro model
to estimate and simulate the impacts of inward FDI on key macroeconomic variables
in Canada, including real investment, human capital, R&D spending, real exports and
imports of goods and services, labour productivity, employment and real output (GDP).
The study explores the main channels through which inward FDI could impact the host
economy, using panel data of 36 industries based on the North American Industrial
Classification System (NAICS) for the period 1999-2013.

As expected, the authors find that inward FDI has a direct positive impact on most
key variables, except labour productivity, which is impacted indirectly through the posi-
tive influence of FDI on innovation and investment intensity. The authors then use the
macro results to simulate the impacts of a 10% increase in Canada’s FDI stock, which is
found to have a positive and direct impact on key economic activities such as investment,
exports, innovation, employment and GDP. The authors estimate that by the fifth year
of the increase in the investment stock, Canada’s real annual GDP would be $10 billion
higher, and net new jobs would increase by 60,000. Equivalently, 10 years following
a $1-billion dollar increase in Canada’s inward FDI stock, real GDP in Canada would
increase by $170 million per year and create 860 net new jobs. For policy makers, the key
findings of this study serve as a practical tool for estimating the potential macroeconomic
impacts of additional FDI in Canada.

“The Macroeconomic Impacts of FDI in Canada", Someshwar Rao, S. Rao Consulting Inc. and Institute
of Research and Public Policy, Ottawa, and Qi Zhang, University of Ottawa, 2016.

Panel data are data that cover a (usually small) number of observations over time on a (usually large)
number of cross-sectional units such as individuals, households, firms, or industries.

The authors are using a similar approach to conduct a study for Global Affairs Canada that will
examine the macro-economic impacts of outward FDI on the Canadian economy.
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Outward investment

Flows of Canadian Direct Investment Abroad (CDIA)

In 2016, Canadian investors increased their FDI outflows by 2.6 percent to $88.0 billion,

almost twice as much as what foreign direct investors invested in Canada during the

year. In fact, 2016 marked the sixth consecutive year of growth in CDIA flows since

they bottomed out in 2010 following the global financial crisis and the ensuing reces-
sion. In their recent recovery, CDIA flows

have averaged $74.9 billion per year in the

TABLE 6-5 last four years (2013-2016), compared to
Canadian Direct Investment Abroad: Outflows

$47.1 billion annually in the previous four

2015 A0 years (2009-2012).
CSM CSM % By mode of investment, cross-border

M&A were responsible for slightly under

By region

To the world two thirds (65.3 percent) of CDIA flows in
I:ta' net fIt()jws - ?5%771; 3;32;3 212 2016—a relatively higher share, on average,

ergers and acquisitions \ , . .
Reinvested earnings 31081 27,820 0.5 thaf‘ that posted during the 2008-2016
Other flows -2,045 2,753 - period (50.2 percent).

To the U.S. By destination, 57.8 percent of total
Total net flows 58,303 68,034 16.7 CDIA flows from 2008 to 2016, on average,
Mergers and acquisitions 36,291 43,831 20.8 went to the United States, compared to
Reinvested earnings 16,424 13,348 -18.7 773 in 2016 al
Other flows 5588 10,856 94.3 -3 percent in aione.

By destination, Canadian investors
To the rest of the world y

Total net flows 27,445 19,975 272 increased their investment flows to the
Mergers and acquisitions 20,421 13,605 -334 United States by 16.7 percent to $68.0 billion
Reinvested earnings 14,657 14474 2 in 2016. M&A and other flows were on the
Other flows -7,633 -8,105 -

rise, but reinvested earnings in U.S. affili-

Sector of CDIA outflows ates were on the decline. M&A outflows

Mining and oil and gas extraction -13,764 13,790 -
Manufacturing 23811 6,508 2.7 decreased by 33.4 percent to the rest of the
Trade and transportation 760 18,857 2,381.2 world, while reinvested earnings declined
Finance and insurance . 54,486 23,417 -56.9 by only 1.2 percent.
Management of companies and . . .
enterprises 10,622 2,592 -75.6 Canadian investors decreased their
@er industries 9,833 22,785 L’y outflows of FDI into all sectors except in

mining and oil and gas extraction, trade and
transportation and other industries. Finance and insurance remained the most import-
ant destination for Canadian outflows, with a 26.7-percent share in 2016, in spite of a
56.9-percent decline.

Stock of CDIA
Canadian investors added $14.4 billion (1.4 percent) to their direct investment holdings
abroad to reach $1,049.6 billion in 2016. This slight growth in CDIA stock in 2016 largely
reflected the impact of a stronger Canadian dollar, which offset most of the strong invest-
ment activity during the year.®

Regionally, North America—comprising the United States, Mexico and the
Caribbean region—and South and Central America were the only regions that posted
an increase in CDIA stock in 2016. The North America region’s CDIA position rose by

5 The Canadian dollar gained ground against the U.S. dollar (3.1 percent), the British pound (23.2 per-
cent), and the euro (6.1 percent).
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6.1 percent ($38.8 billion) to $676.2 billion while the position of the South and Central
America region increased by 3.4 percent ($1.8 billion) to $54.7 billion. Within North
America, the United States—by far the most dominant destination for CDIA—accounted
for 70.2 percent of the total CDIA stock in North America, and its direct investment
position rose by 8.0 percent to $474.4 billion. The growth of the CDIA stock in the United
States was partly affected by the appreciation of the Canadian dollar against the U.S.

dollar (3.1 percent appreciation in 2016).° Consequently, the U.S. share of Canada’s total
CDIA stock increased from 42.4 percent in 2015 to 45.2 percent in 2016.

TABLE 6-6
Canadian Direct Investment Abroad: Stock by Region

2006 2015 2016 Share Share Change

CSM CSM CSM 2006 % 2016% 201516 %

All countries 518,839 1,035,157 1,049,571 100.0 100.0 1.4
North America 319,759 637,315 676,163 61.6 64.4 6.1
Bahamas X 19,637 19,958 n/a 19 16
Barbados 40,617 62,126 68,256 7.8 6.5 9.9
Bermuda 18,062 43,215 39,434 35 3.8 -8.7
Cayman Islands 16,846 46,372 47,896 3.2 4.6 33
Mexico 5,157 18,388 16,780 1.0 16 -8.7
United States 224,020 439,045 474,373 43.2 45.2 8.0
South & Central America 20,975 52,894 54,701 4.0 5.2 34
Argentina 2,837 2,327 1,569 0.5 0.1 -32.6
Brazil 8,951 12,914 14,358 1.7 1.4 1.2
Chile 4,626 15,285 16,496 0.9 1.6 7.9
Colombia 414 3,676 3,687 0.1 04 0.3
Peru 2,154 12,539 12,663 0.4 1.2 1.0
Europe 143,921 266,796 245,651 21.7 234 1.9
France 16,317 7,221 8,474 31 0.8 17.4
Germany 8,868 12,218 12,364 17 12 1.2
Hungary 6,618 3,857 3,594 13 0.3 -6.8
Ireland 19,989 13,770 3,719 39 0.4 -73.0
Luxembourg 3,022 66,483 59,773 0.6 5.7 -10.1
Netherlands 8,051 28,086 217,153 1.6 2.6 -3.3
Spain 3,361 4,264 4,377 0.6 0.4 2.7
Sweden 1,881 4,179 3,688 0.4 0.4 1.7
Switzerland 7,592 4,080 4,016 1.5 0.4 -1.6
United Kingdom 58,518 97,654 97,928 1.3 9.3 0.3
Africa 3,680 4,607 3,570 0.7 0.3 -22.5
Asia/Oceania 30,503 73,545 69,486 5.9 6.6 -5.5
Australia 6,790 25,382 26,537 13 2.5 4.6
Hong Kong 4,466 7,009 7,307 0.9 0.7 43
Japan 3,780 4,377 4,300 0.7 0.4 -1.8
Kazakhstan X 1,303 1,250 n/a 0.1 -4.1
China 2,099 13,589 13,257 0.4 13 -2.4
Singapore 2,655 3,941 3,856 0.5 0.4 -2.2

\South Korea 478 1,402 1,726 0.1 0.2 ZD

6 Conversion using end-of-year exchange rate.
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Conversely, Canadian direct investment in Europe—the second most popular
destination for CDIA—decreased by $21.1 billion (7.9 percent) to $245.7 billion. The
contraction reflected mainly Ireland and Luxembourg’s CDIA positions, which dropped
by $10.1 billion and $6.7 billion, respectively. Those declines were in the finance sector
and may have come as a result of companies redeploying their capital to other parts of
the world. In spite of the significant appreciation of the Canadian dollar against the euro
in 2016 (6.1 percent), small gains were recorded by few of the major European source
countries for FDI, such as France, the United Kingdom and Germany; collectively, these
three countries increased their CDIA position in Canada by a modest $1.7 billion.

Canada’s direct investment assets in Asia and Oceania—the third most important
region for CDIA after the United States and Europe—also lost some ground, declining
by $4.1 billion to $69.5 billion in 2016 (accounting for 6.6 percent of total CDIA stock). In
terms of the major players in this region, Canada increased its FDI holdings in Australia
by $1.2 billion (4.6 percent), while decreasing FDI holdings in China by $0.3 billion
(2.4 percent).

As with FDI in Canada, a notable feature of CDIA is the dominant role played
by several so-called offshore low-tax jurisdictions. These are especially concentrated in
the Caribbean and continue to be popular destinations for CDIA, primarily because of
their lax financial regulations and little or no taxation on income or capital that they
impose on non-residents. Four such offshore tax havens (Barbados, the Cayman Islands,
Bahamas and Bermuda) continued to be among the top 10 destinations for CDIA in 2016;
collectively, they accounted for 16.7 percent of Canada’s CDIA stock in 2016, up from
14.6 percent in 2006.” A parallel development in the last decade has been the significant
rise in the importance of Luxembourg for CDIA, primarily because of the huge tax incen-
tives it offers multinationals from around the world. Luxembourg’s share of CDIA rose
from a paltry 0.6 percent in 2006 to 5.7 percent in 2016. In 2016, Luxembourg and the four
Caribbean low-tax jurisdictions together held $235 billion, or 22.4 percent, of Canada’s
CDIA stock, up from about 15 percent in 2006.

In 2016, the stock of CDIA contracted in all sectors but the following: the trans-
portation and warehousing sector posted the largest absolute increase in CDIA stock
($10.7 billion), followed by utilities and finance and insurance ($6.8 billion each), informa-
tion and cultural Industries ($3.3 billion), and manufacturing ($0.7 billion). Conversely,
the largest absolute drop in FDI stock occurred in mining and oil and gas extraction
($9.3 billion), with FDI in all three of the sub-sectors contracting: oil and gas extraction,
mining, and support activities.

The sectoral distribution of CDIA stock in 2016 continued to be largely concentrated
in the finance and insurance sector (36.6 percent), followed at a distance by mining, oil and
gas extraction (18.5 percent), management of companies and enterprises (11.6 percent),
manufacturing (8.0 percent), and real estate, rental and leasing (5.2 percent). The trad-
itionally dominant position of the finance and insurance sector in CDIA can be linked
to the importance of offshore banking sectors in both the Caribbean and Luxembourg.

One of the significant long-term sectoral developments has been the marked reduc-
tion in the share of manufacturing in total CDIA, which declined from 21.0 percent in
2006 to 8.0 percent in 2016—a drop of 13 percentage points. Offsetting shares accrued
primarily to finance and insurance (up nearly 7 percentage points) and to a lesser extent
by real estate, rental and leasing (up about 3 percentage points) over this period. These

7 2006 data for CDIA stock in Bahamas are not available.
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trends, however, mask the degree to which CDIA in the finance and insurance indus-
try, in particular in offshore banking, acts as a conduit for Canadian multinationals to
ultimately undertake direct investment in productive sectors, whether manufacturing

or some other activity.

TABLE 6-7
Canadian Direct Investment Abroad: Stock by Industry
2006 2015 2016 Share Share Change
CSM CSM CSM 2006 % 2016%  2015-16 %
Total, all industries 518,839 1,035,157 1,049,571 100.0 100.0 14
Finance and insurance 155,800 377,136 383,908 30.0 36.6 1.8
Mining and oil and gas extraction 86,031 203,326 194,001 16.6 18.5 -4.6
Management of companies and
enterprises 86,614 124,977 121,387 16.7 1.6 2.9
Manufacturing 108,753 83,480 84,163 21.0 8.0 0.8
Real estate and rental and leasing 9,842 58,272 54,365 19 5.2 -6.7
Transportation and warehousing 16,242 34,414 45,116 31 43 311
Information and cultural industries 13,907 40,373 43,637 2.7 4.2 8.1
Utilities 7,923 22,877 29,684 15 2.8 29.8
Professional, scientific and
technical services 8,022 29,901 27,944 15 2.7 -6.5
Wholesale trade 5,209 19,866 19,534 1.0 19 1.7
Retail trade 11,232 8,929 8,496 2.2 0.8 -4.8
Agriculture, forestry, fishing
and hunting 1,558 2,379 2,286 0.3 0.2 -3.9
Accommodation and food services 3,410 2,234 2,087 0.7 0.2 -6.6
Construction 1,880 900 939 0.4 0.1 43
All other industries 2,416 26,092 32,025 0.5 31 22.7
Information and communication
technologies (ICT) 18,447 22,132 19,704 3.6 19 -1y
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Activities of Foreign Affiliates in Canada and
Canadian Affiliates Abroad

Canada is an open economy where foreign investment, whether foreign direct invest-
ment into Canada or Canadian foreign investment abroad, plays a crucially important
role. To better understand the contribution of foreign investment to Canadian economic
activity, Statistics Canada has been compiling and reporting annual data on key activ-
ities of foreign affiliates (FAs) such as employment, trade, R&D spending and financial
indicators since 2010. The statistics provide valuable insights on the significant role FAs
play in the Canadian economy and abroad.

For example, as shown in this short review, FAs represented 12.0 percent of Canada’s
total employment in 2014 and conducted 55.1 percent of Canada’s total merchandise trade
and almost half of the total international transactions in services. Likewise, Canadian
affiliates abroad conduct a large amount of business abroad.' In 2014, Canadian subsidi-
ary sales abroad were nearly as large as traditional exports.

Foreign Affiliates in Canada

Employment by FAs in Canada

In 2014, FAs employed 1.9 million Canadians,
of which Ontario accounted for the largest

Foreign Affiliates' Share of Total

Employment in Canada, 2014 share (47.7 percent), followed by Quebec
(16.2 percent), Alberta (15.0 percent) and British

Columbia (11.2 percent). Between 2010 and
2014, Canada’s employment in FAs grew by

percent

7.5 percent—faster than the 5.7-percent increase
posted by Canadian-controlled firms—with
FAs in Alberta recording the fastest employ-

ment growth (23.6 percent), followed by
British Columbia (15.2 percent) and Ontario
(5.0 percent).

In 2014, FAs accounted for a significant
share of Canada’s total employment in several

key sectors, most notably in mining and oil and

gas extraction and in manufacturing (about

30 percent each), followed by wholesale trade
(274 percent) and retail trade (20.7 percent).
By country, U.S.-controlled firms were the dominant source of jobs created by
FAs, employing 1.2 million Canadians, or 64.3 percent of total FA employment in 2014,
followed by the United Kingdom (7.0 percent), France (5.0 percent), Japan (3.8 percent),
and Switzerland (2.9 percent). Over 90 percent of FA employment continues to come from
10 countries; all but one (India) are advanced OECD partners.

1 Foreign affiliates in Canada and Canadian affiliates abroad represent businesses that are majority-
owned (more than 50 percent of the voting shares) and that reside in Canada and abroad, respect-
ively.
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International Trade by FAs in Canada

In 2014, FAs conducted 53.3 percent of Canada’s total merchandise trade and almost half

of total international transactions in commercial services.

FAs in Canada were responsible for 49.3 percent of merchandise exports, 41.8 percent

of commercial services exports, 57.5 percent of merchandise imports, and 53.0 percent of

commercial services imports.

Opverall, total trade by foreign enterprises grew 26.2 percent in merchandise trade

and 39.7 percent in commercial services from 2010 to 2014.

Sectorally, almost 90 percent of FA
exports in 2014 originated from three key
sectors: manufacturing (60.3 percent), whole-
sale trade (14.5 percent), and mining, oil and
gas extraction (13.2 percent).

Given Canada’s deep integration with
and proximity to the United States, it is also
unsurprising that U.S. affiliates accounted for
nearly half of all FA exports and more than
half of all FA imports.

Research and Development (R&D) by FAs
in Canada

In 2013, FAs spent $5.9 billion on R&D, making
up 35.5 percent of Canada’s total R&D expendi-
tures.” By ultimate country of control, U.S.
firms accounted for the largest share of R&D
spending by FAs (62.0 percent), followed by
the United Kingdom (6.6 percent) and France
(5.8 percent).

In 2013, a total of 38,984 employees were
engaged in R&D activities in FAs. FAs were
more R&D-intensive than domestic compan-
ies—they employed 12.0 percent of all workers
in Canada, but over a quarter (29.5 percent) of
all R&D employees. As with R&D spending,
the United States accounted for the highest
share of R&D personnel employed by FAs
(62.0 percent), followed by France (8.9 percent),
and Sweden (6.1 percent).

2 Latest year for which R&D data are available.
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Share of Total Exports by Foreign Enterprises,
by Country of Control, 2014 (%)
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Japan 10.6%
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Corporate Assets and Revenues by FAs in Canada

FAs controlled 19.5 percent of Canada’s corporate assets in 2014, or $2.1 trillion, which
was equivalent to roughly three times the value of the stock of FDI in Canada.

Of all foreign-controlled assets, 52.0 percent were controlled by U.S. affiliates,
an additional 33.5 percent controlled by European affiliates (of which UK. affiliates
accounted for close to 40 percent), and 11.0 percent controlled by affiliates from Asia

and Oceania.

By sector, FAs in the finance and insur-
ance sector accounted for 30.4 percent of total

Share of Total Assets by Foreign Enterprises assets, followed by the manufacturing sector
in Canada, by Sector, 2014 (%) (21.0 percent) and management of companies

Others 10.0%

Retail Trade
3.3%

Wholesale — —
trade
7.9%

Mining and oil
and gas extraction
13.5%

Management
of companies
13.9%

Share of Total Revenues by Foreign Enterprises

]

(139 percent).®
In 2014, FAs generated 28.2 percent of total
operating revenues in Canada, 55.6 percent of

which were under U.S. control.
Sectorally, manufacturing and whole-

— Finance and sale trade contributed the most to the overall
'3”52[;”“9 revenues of FAs, accounting for 35.5 percent
470

and 25.5 percent, respectively.

Manufacturing
21.0%

Canadian Affiliates Abroad

Canadian firms often locate abroad to stay
competitive, through access to inputs and
technology, and to increase access to foreign

in Canada, by Sector, 2014 (%) markets. In 2014, sales of Canadian affiliates

Others 17.4%

Financeand —
insurance
5.7%

Mining and oil
and gas extraction
75%

Retail trade
8.3%

-1

abroad were nearly as large as traditional
exports, totalling $541.8 billion or almost

90 percent of the value of goods and services
exports.

Sales of Canadian affiliates abroad grew
13.2 percent between 2011 and 2014, slightly
outpaced by growth of Canadian goods and

— Manufacturing
35.5%

services exports (15.8 percent). In particular,
growth of services sales abroad (30.7 percent)
was almost twice as fast as that of exports. In

Wholesale trade
25.5%

2014, services accounted for 53.1 percent of

total FA sales abroad, whereas they comprised
only 15.6 percent of total Canadian exports of
goods and services.

By sector, manufacturing accounted for the largest share (26.8 percent) of affiliates’
sales in 2014, followed by firms in mining and oil and gas extraction (18.5 percent), and
finance and insurance (17.6 percent).

3 The group comprises establishments primarily engaged in managing companies and enterprises
and/or holding the securities or financial assets of companies and enterprises.

| 100 | Canada’s State of Trade: Trade and Investment Update - 2017



By country, U.S.-located affiliates generated 55.1 percent of overall sales abroad in
2014, compared to 72.5 percent of exports of goods and services destined to the United
States, underscoring the greater diversity in affiliates’ sales compared to traditional
exports. Between 2011 and 2014, the United States also accounted for the bulk of growth
in affiliates” sales abroad (56.8 percent), followed by Sweden (9.2 percent), Norway
(6.7 percent), and Germany (5.5 percent).

Goods and services share of FA

sales and exports (%), 2014

Total FA sales: $541.8 billion

Total exports: $626.3 billion

Services 15.6

Services 53.1

Goods 46.9

FA sales
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