


Publications of the Economic Council of Canada 
Over the past few months, two 

major reports have been published by 
the Economic Council reflecting the 
consensus viewpoint of the Council 
and making policy recommendations. 
These consensus reports, listed 
below, are published in both official 
languages. 

Seventeenth Annual Review, A Climate 
of Uncertainty (EC21-1/1980; $8.75 
in Canada, $10.50, other countries) 

Newfoundland: From Dependency to 
Self-Reliance, (EC22-1980E; $10.95 in 
Canada, $13.15, other countries) 

Research Studies 
Research studies are published by 

the Economic Council in both official 
languages. A list of French titles is 
available on request. Each study 
clearly attributes the findings and con 
clusions to the individual author or 
authors rather than to the Council as a 
whole. 

The following research studies have 
been published since the last issue of 
Au Courant. 

Towards a Better Understanding of the 
Consumer Price Index, by M. C. 
McCracken and E. Ruddick (EC22- 
88/1980E, $3.50 in Canada, $4.20 
other countries) 

A Promise of Abundance: Extended 
Fisheries Jurisdiction and the New 
foundland Economy, by Gordon 
R. Munro (EC22-86/1980E, $9.95 in 
Canada, $11.95 other countries) 

A New Approach to Frictional Unem 
ployment - An Application to New 
foundland and Canada, by Harry 
H. Postner (EC22-841 1980E, $6.95 in 
Canada - $8.35 other countries) 

Redistributive Effects of Canada's 
Public Pension Programs, by S. A. Rea 
(EC22-89/1980E, $4.25 in Canada 
$5.10 other countries) 

Language and Earnings in Montreal, 
by J.-A. Boulet, EC22-90/1980E, 
$9.95 in Canada, $11.95 other coun 
tries) 

Both consensus reports and 
research studies listed above are 
available across Canada from book 
stores where Government publications 
are sold. (A list is available from the 
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Council on request.) These publica 
tions can also be ordered by mail from 
Canadian Government Publishing 
Centre, Hull, P.Q., K1A OS9. (Please 
be sure to include a cheque or money 
order made payable to the Receiver 
General for Canada.) 

Other publications 

A number of working papers and 
Technical Reports have been issued in 
connection with the Council's study of 
Regulation. A complete list of these 
publications will be found on page 14. 

These reports and the discussion 
papers listed below are available with 
out charge from the Communications 
Division, Economic Council of 
Canada, P.O. Box 527, Ottawa, 
Ontario K 1 P 5V6. 

Discussion Papers 

Discussion Papers are typically of a 
technical nature, and are intended for 
distribution in limited numbers to 
individuals who may have a particular 
interest in these or related fields of 
research. Of varying length and com 
plexity, these papers are reproduced 
only in the language in which they 
were written, and are available without 
charge. Each paper is the personal 
responsibility of the author or authors, 
and distribution under the auspices of 
the Council does not, of course, imply 
that the paper has been endorsed by 
the Council. 

No. 173 "Fisheries Management and 
Employment in the Newfoundland 
Economy," by Stephen Ferris and 
Charles Plourde 

No. 174 "The Effects of the Growth of 
Private and Public Pension Plans on 
Saving and Investment in Canada," 
by Peter Wrage 

No. 175 "Price Formation in an Open 
Economy and the Relative Efficiency 
of Fiscal and Monetary Stabilization 
Policies: The Case of Canada," by 
Bimal K. Lodh 

No. 176 "Preliminary Report: Innova 
tion and Technological Change in Five 
Canadian Industries," by Dennis P. 
DéMelto, Kathryn E. McMullen and 
Russel M. Wills 

......_ 

No. 177 "Quelques aspects écono 
miques de la migration interne: le cas 
de Terre-Neuve," par Denis Gauthier 
(see D.P. 178 for translated version) 

No. 178 "Some Economic Aspects of 
Internal Migration: Newfoundlanc's 
Case," by Denis Gauthier 

No. 179 "Job Creation Prospects in 
the Newfoundland Mining Industry," 
by Nancy D. Olewiler and Charles H. 
Pye 

No. 180 "The Relative Productivity 
and Cost-Effectiveness of Various 
Fishing Techniques in the Newfound 
land Groundfishery," by William E. 
Schrank, Eugene Tsoa and Noel Roy 

No. 181 "Employment, Investment, 
and Consumption in the Canadian 
Provinces," by Tim Hazledine, Baxter 
MacDonald and Sandy Moroz 

No. 182 "Unanticipated Inflation & 
Unemployment in Canada, Ontario & 
Newfoundland," by W. Craig Riddell 

No. 183 "Productivity in the Retail 
Grocery Trade: A Newfoundland - 
Ontario Comparison" by Walter S. 
Good. 

No. 184 "Inflation and Unemployment 
in Canada and Other Industrial Coun 
tries," by A. R. Braun. 

No. 185 "An Assessment of the 
Impact of the Federal Budget on the 
Canadian Economy," by B. L. Eyford, 
B. Cain, H. M. Saiyed and R. S. 
Preston. 

No. 186 "Seasonal Unemployment in 
Newfoundland: Trends and Determi 
nants," by J. F. Wilson 

The Economic Council of Canada 
is an independent advisory body 
established by Parliament in 1963 
with broad terms of reference to 
study and report on a wide range of 
matters relating to economic de 
velopment. The act requires the 
Council to make an annual review 
of the country's economic prob 
lems and prospects, and empowers 
it to conduct other studies on its 
own initiative or at the request of 
the Government, and to publish 
reports as it sees fit. 



David Slater on the Economic Council 
David Slater was appointed Chair 

man of the Economic Council in Sep 
tember, 1980. A former Dean of 
Graduate Studies at Queen's Universi 
ty, and President of York University, 
he joined the Department of Finance in 
1973 as Director of Fiscal Policy and 
Economic Analysis. In 1978 he was 
appointed Director of the Economic 
Council. Dr. Slater has a long-standing 
interest in public affairs, and has 
served as Director of the Bank of 
Canada, Member of the Canada Coun 
cil and Member of the Advisory Com 
mittee on University Affairs of the 
Government of Ontario. 

The Chairman discusses his views in 
the following interview for Au Courant: 

Au Courant: What do you believe have 
been the most significant achievements 
of the Council since it was founded 
some 17 years ago? 

Slater: Probably the most significant 
contributions in my mind are still those 
of the 1960s when the Council was the 
first body of its kind that was looking 
ahead at Canadian economic prospects, 
problems, possibilities and so on. 
Before that we had ad hoc approaches 
to public consideration of economic 
problems - Royal Commissions and so 

forth - but no one was looking ahead ~ 
into the medium and long-run on a .~ 

" continuous and comprehensive basis. r:; 
:ë 

Out of the Council's early work ~ 
came the realization that certain things E 
would need to be done if Canada's fi'. 

'" potential was to be realized. The value g 
of massive support for education gener- CL 

ally, but post-secondary education in 
particular, was recognized. The idea 
came up for dividing what was then the 
Department of Labour and creating a 
separate department of Manpower and 
Immigration, with a much more active 
government-supported program of 
manpower training. Also the systematic 
concern over regional economic de 
velopment and economic disparity con 
tributed to the creation of the Depart 
ment of Regional Economic Expansion. 
The Economic Council played a part in 
all these crucial areas. 

The Council did good work in the 
1970s too, but nothing quite so unique 
ly to its credit as what it had done in 
the 1960s. 

Au Courant: How do you see the 
Council, at this stage in its develop 
ment, fit ling into the process whereby 
policies affecting the economy are 
determined? 

David W. Slater 

Slater: The role that the Council plays 
now is an evolution of the role it played 
in the 1960s. While there are many 
more economists now and organizations 
concerned with economic affairs, there 
still are very few who are working in 
the medium and long-term end of the 
spectrum of public policy. There has 
been disenchantment with what can be 
done in the short term to deal with 
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economic problems and attention has 
therefore been directed more to seeking 
medium and long-term solutions. That 
means that if the Council does good 
work on medium and long-term anal 
ysis, setting out of options, weighing of 
policy alternatives and pointing to 
things that look promising, it can have 
quite a lot of influence. 

I don't think the Council could or 
should try to be the last word on any 
issue, but it should and can be an effec 
tive participant in sizing up the prob 
lems and the policies that may offer the 
best solutions. 

Au Courant: This is the start of your 
term as Chairman. What kind of an 
organization would you like to shape 
and see evolve over the next several 
years? 

Slater: I would approach that question 
from the point of view of the accom 
plishments that can occur over the next 
four or five years. 

I think it's too grandiose a notion to 
talk about the Council producing the 
economic plan, but it is not at all too 
ambitious to imagine the Council being 
able to reach an understanding of the 
possibilities of the Canadian economy 
and of the forces, choices, policy strate 
gies that may permit us to fulfill those 
opportunities. 

The Council could provide a frame 
work within which particular issues 
that need to be resolved can be exam 
ined in a broader context. 

In the last Annual Review for the 
first time in recent years, we worked to 
a ten-year framework rather than one 
of five years, not to forecast for ten 
years, but rather to have a larger time 
span that would allow us to measure 
not only the period of investment, de 
velopment and change but also the 
period of pay-off that these produce. 

Au Courant: In entering upon this 
course do you discern in advance a 
political will to do long-range plan 
ning or do you see yourself as a prose 
lytizer for this approach? 

Slater: I see growing interest and even 
application of at least a medium-term 
analysis. The Department of Finance 
and the government have not backed 
off from presenting medium-term per 
spectives which they began a few years 
ago. The public as well as provincial 
and federal officials are increasingly 
coming to the view that immediate fine 
tuning of the economy isn't an effective 
way to proceed. Monetary policy, for 
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example, is already on a medium-term 
orientation. 

But it takes a lot of nerve to hold to 
such an approach. However, I'm hope 
ful on that. 

Au Courant: What role do you see for 
the Council in responding to more 
immediate issues, issues of public con 
cern, such as interest rates, inflation 
and unemployment? Will the Council 
withdraw from dealing with such 
issues in favour of longer term 
analysis? 

Slater: No matter how good our 
medium and long-term work is, it won't 
really be trusted if we do not present 
some believable path from where the 
Canadian economy is now, into the 
medium and long-term future. 

The Council therefore has to have a 
view on shorter term problems; it has to 
have a credible explanation about why 
and how some of these immediate 
issues will not remain part of the per 
manent landscape of the economy. We 
will need to be able to provide a notion 
of how long and severe the short-term 
distortions are likely to be; otherwise 
people will have no belief or confidence 
in what we have to say about the future 
choices and paths. 

Au Courant: The Newfoundland study 
was the Council's first analysis of a 
single provincial economy. What did 
the Council learn from the exercise? 

Slater: There is a question in my mind 
as to whether the Council should be 
studying the economy of a single prov 
ince rather than studying a set of prob 
lems which are to some degree shared 
by several provinces. If you're going to 
do your job well in this type of study 
you will inevitably get into commenting 
on areas that are at the centre of pro 
vincial responsibility. And it is very 
hard for an institution that is federally 
funded, even if the provincial govern 
ment contributes some resources as was 
the case in Newfoundland, to deal with 
issues in the kind of detail required 
without seeming to be too nosy about 
provincial problems. This is so, even 
when a province invites you to do a 
study. 

If we study an issue that is of interest 
to several provinces we operate on a 
more general level and aren't then as 
likely to come up against the particular 
policy concerns of anyone province. I 
suspect the Council is better suited to 
that then it is to studying individual 
provinces. 

Au Courant: Is that what the Council 
will be concentrating on in' the future, 
for example, in its regional studies? 

Slater: There's certainly a leaning that 
way. Another thing we learned in the 
Newfoundland study is something we 
would want to bring to bear on any 
study of problems common to a number 
of provinces, namely that there is enor 
mous value in trying to really under 
stand the history, social background, 
economic geography, institutional de 
velopment and so on of a province or 
region. 

One of the things that was a great 
strength of the Newfoundland study 
was the extent to which we came to 
understand the province's history, 
geography and people. We immersed 
ourselves in the province. I've long been 
a believer in economic history, entre 
preneurial history and so on. They have 
not been all that fashionable among 
economists but we learned that a grasp 
of these elements, as well as of the 
technical economics of the province, 
greatly enriched our knowledge. 

Au Courant: The next major public 
effort of the Council will be the publi 
cation of the final report of the Regu 
lation Reference. What do you see as 
its purpose and possible effects? 

Slater: That's a very big issue. The 
final report is going to be primarily on 
the substance of regulation in various 
areas rather than on the process. 

The central purpose of the report is 
first of all to try to discern the principal 
elements of strategy relating to regula 
tion and deregulation in different parts 
of the economy in different kinds of 
situations; there is no uniform 
approach that applies in every case. 
Another purpose will be to mark out 
certain areas in which it appears possi 
ble to have a substantial measure of 
regulatory reform - in particular 
deregulation and substitution of more 
competitive arrangements. 

The report will try to animate a sub 
stantive program of change in regula 
tions that will commend itself to legis 
lators, to administrators and to' the 
community at large. It will try to sepa 
rate myth from reality in the area of 
regulation and deregulation. One of the 
difficult tasks in this field is to show 
convincingly how it is that less regula 
tion is desirable, possible and makes 
sense in some areas, while in other 
areas more or different regulations may 
be appropriate. 



cerns too. For example, small firms, 
especially Canadian-controlled ones, 
have trouble getting funds for research 
despite government assistance pro 
grams. Companies say finding the 
equipment needed for innovating can 
be a major problem; and a shaky 
economy in the 1970s reduced firms' 
spending on innovations, and caused 
them to concentrate on ventures that 
would be profitable very quickly. 

But the most pressing problem the 
authors found was the relative lack of 
technology transfer from sources out 
side the multinationals. R&D is costly, 
time-consuming, and demanding of 
technological skills; so some companies 
prefer to pick up the expensive and 
complex technologies abroad. Foreign 
controlled subsidiaries often have easy 
access to the resources of their parent 
companies when they want help, 
although they do use other sources of 
technology as well. But the range of 
effective options open to Canadian-con 
trolled companies apparently is very 
limited. 

Canadian-based research centres 
geared to developing selected technolo 
gies might fill the necessary gap, say 
the Council economists. They could 
also provide facilities for testing 
innovations - a service that would par 
ticularly benefit small firms. 

New technology 

Canadian industry keeps pace 
Any fears that Canadian industry is 

not keeping pace with technological 
progress may be laid to rest by a recent 
Discussion Paper published by the Eco 
nomic Council. 

Based on the results of a survey of 
170 firms run by Council economists 
Dennis DeMelto, Kathryn McMullen 
and Russel Wills, the report looks at 
innovation and technological change in 
five industries - telecommunications 
equipment and components; electrical 
industrial equipment; plastics com 
pounds and synthetic resins; non-fer 
rous smelting and refining; and crude 
petroleum exploration and production. 
Companies were asked to report upon 
those innovations developed over the 
1960-78 period which contributed most 
to their productivity. The answers they 
gave show that Canadian know-how is 
flourishing. "The evidence of diversity 
and flexibility ... on the part of all the 
firms suggests a high degree of techno 
logical sophistication" report the 
researchers. 
Companies in Canada lack techno 

logical savvy, critics say, because they 
don't do enough of their own research 
and development. And foreign owner 
ship gets much of the blame for their 
backwardness. Too many companies 
here are multinational subsidiaries that 
are spoon-fed technology by their par 
ents, the argument runs. 

But where industry is getting its 
know-how is not necessarily the most 
important factor, argue the Council 
economists. What matters is whether 
Canadian firms can apply this tech 
nology to create new products and pro 
cesses and improve old ones. Some 
times it's cheaper and easier to draw on 
the expertise of outside sources in de 
veloping an innovation; or again, it may 
be more efficient to produce the tech 
nology in-house. A healthy and 
progressive industry steers a course be 
tween the two extremes, says the 
report. 

Apparently that's just what the sur 
veyed firms are doing. And the 
researchers say they were "impressed 
with the evidence of a strengthening in 
the technological bases of the five 
industries over time." Of the 283 inno 
vations reported - involving new or 
improved products (201) or production 
processes (82) - over half were world 
firsts for Canada. The remainder were 
imitations of useful ideas first intro 
duced abroad. But increasingly, compa- 

Where firms in Canada get technology 

nies are using their own technological 
skills to do the work. Sixty-six per cent 
of the innovations covered in the survey 
were based on technologies developed 
by the firms' own research and de 
velopment (R&D) program; and a fur 
ther seven per cent were based on a 
combination of the firms' R&D and 
outside expertise. 
Canadian-controlled companies de 

veloped considerably more of the tech 
nology for their innovations through 
in-house R&D, for both original prod 
ucts and processes and for the develop 
ment of those already on the market 
than foreign- controlled subsidiaries. 
But the amount of in-house R&D con 
ducted by foreign-controlled subsidiar 
ies was still significant - in-house tech 
nology was used for over half of their 
reported innovations. 
The trend to greater self-sufficiency 

in innovation and technological change 
for both types of firms over the past 
decade is a sign that industries here are 
successfully building a strong techno 
logical base, the Council economists 
conclude. And despite the grim predic 
tions that have been made, technology 
growth does not appear to be displacing 
workers, at least in the firms producing 
the innovations. In fact, say the 
authors, the majority of innovations 
introduced during the 1960-79 period 
necessitated the hiring of more workers 
in the innovating firms. 

Although the report paints an 
encouraging picture, it raises some con- 

"Preliminary Report: Innovation and Technolog 
ical Change in Five Canadian Industries," by 
Dennis DeMelto, Kathryn McMullen and Russel 
Wills. Discussion Paper No. 176. 
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Newfoundland 

Newfoundland's high unemployment. 
The existence of a large group of 
people who want work, but are not in 
the labour force, means that the extent 
of the province's unemployment has 
been seriously underestimated - par 
ticularly, Postner reports, since many 
new jobs are obtained not by the offi 
cially unemployed, but rather by these 
"hidden" workers. In fact, including 
this group in unemployment calcula 
tions for 1978 would raise the official 
rate from 16 to 24 per cent, the Coun 
cil economist finds. 

So measures to reduce unemploy 
ment will have to allow for a more 
widespread problem than is officially 
recognized. But more than that, they 
should be designed to get at the special 
causes of unemployment in the prov 
ince. Programs to match temporarily 
unemployed people with available jobs 
may work well in other provinces where 
frictional unemployment is higher. But 
they won't do a great deal for New 
foundland. There, the seasonal (and 
thus short-term) nature of many jobs, 
the growth of new jobs requiring skills 
workers do not have, and changes in 
the business cycle account for much 
more unemployment than elsewhere in 
Canada. And chronic unemployment - 
the kind that goes on year after year 
because new jobs are not appearing - is 
also important. 
As a result, economic policies that 

stimulate demand and create new jobs 
have a lot of room to work in New 
foundland. And as a bonus, these poli 
cies may even reduce frictional unem 
ployment there, by providing more 
permanent jobs. 
Postner's research casts new light on 

economists' theories on job-hunting and 
unemployment generally. It throws into 
question the traditional concept that 
unemployment is the necessary by 
product of an efficient job market 
where people take jobs on their own 
initiative when it's not worth looking 
further. It also contradicts the theory 
that high rates of unemployment occur 
in labour markets where the unem 
ployed are not accepting work because 
they've been misinformed about aver 
age wages and prices. Neither theory, 
Postner's work shows, really holds up in 
Newfoundland. 

Unemployment measures misleading 
Some unemployed Canadians may 

be lucky enough to find a new job just 
around the corner. In fact, nearly a 
third of those counted in the official 
unemployment rate will be working 
again in two or three months. Except in 
Newfoundland. There unemployment 
lasts longer, jobs are harder to come 
by, and workers often give up looking, 
says Council economist Harry Postner. 

When workers are unemployed for 
short periods because they're "job 
shopping" or "job-hopping" or because 
they've just joined the labour force, 
they are unemployed for what econo 
mists call "frictional" reasons. This 
kind of temporary unemployment is 
unavoidable and even healthy in a 
growing economy, Postner says. But 
when would-be workers are out of a job 
for long periods of time, or leave the 
labour force in total discouragement, 
there may be more serious underlying 
reasons for their unemployment. 

In a study on frictional unemploy 
ment, prepared as background to the 
Economic Council's Newfoundland 
Report, Postner says there is consider 
able evidence to suggest that New 
foundlanders are ready, willing, but 
unable to find work. Ninety per cent of 
the unemployed there are looking for 
permanent full-time jobs. But very few 
- only 15 per cent by Postner's reckon 
ing - succeed in finding one after only 
two or three months of being out of 
work. Not many workers, then, come 
within the economist's definition of 
frictionally unemployed. And quite a 
number - over 10 per cent in 1977 - 
stay unemployed for the entire year. 

Even those who do land a job have to 
look and wait around for about five and 
a half months first, when around four 
months is the Canadian average. 
But a telling 50 per cent plus of the 

Newfoundlanders who become unem 
ployed do not terminate unemployment 
by finding work. Instead, they drop out 
of the labour force and are no longer 
counted as unemployed in official 
statistics. 
They leave not because they are 

easily discouraged or overly fastidious 
about the kind of job they want. On the 
contrary. Surveys have shown that 
many are more than willing to work, 
even if it means moving elsewhere. 
Quite a few have worked at some point 
during the year, and know what's going 
on in the labour market. If they've 
given up, it's probably because it's not 
worthwhile persisting, Postner says. 
Jobs in the province are not only 

scarce, but short-lived as well, giving 
Newfoundlanders little incentive to 
track them down. Most workers can 
expect to keep the same job for no 
longer than six or seven months, not 
because they quit easily, but because 
the jobs themselves come to an end. As 
the chart shows, this is particularly 
true in the primary industries, manu 
facturing and construction. There isn't 
much likelihood of high frictional 
unemployment, says the Council econo 
mist, when a job isn't expected to last 
much longer than the time spent find 
ing it. 
Certainly this situation is bound to 

affect efforts to come to grips with 

Jobs are short-lived in Newfoundland 
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A New Approach to Frictional Unemployment: An 
Application to Newfoundland and Canada, by 
Harry H. Postner (Catalogue No. EC22-84/ 
1980E, $6.95 in Canada, $8.35 other coun 
tries). 



Seventeenth Annual Review 

A cl i mate of u ncertai nty 
The early 1980s will not be easy 

years for the Canadian economy, but 
once through the bad patch that lies 
ahead, the future looks reasonably 
bright. This at least was the message of 
the Economic Council's Seventeenth 
Annual Review, published last Decem 
ber. The Council said it was "not opti 
mistic" about the near-term economic 
outlook. It saw a deterioration in the 
economic situation since the fall of 
1979 - in part reflecting the worsened 
situation of this country's major trad 
ing partners. 

Indecision persists 

Difficulties in the external environ 
ment are only part of the story, though. 
On the domestic front, pervasive prob 
lems of inflation, government and trade 
deficits, unemployment and lower 
growth - all issues dealt with at some 
length in the Council's 1979 Review - 
persisted and even worsened during 
1980. Indecision in the face of these 
problems has contributed to increased 
uncertainty about domestic policy and 
both have served to darken the econom 
ic picture. "That there is uncertainty is 
not surprising," said the Council, "our 
problems cannot be remedied easily." 
But it also warned that unless the ques 
tions of domestic oil pricing policy, 
delays in energy investment, accelera 
tion of inflationary pressures and the 
federal government deficit are dealt 
with, they could affect performance in 
the medium term. 

Priority for real incomes 
If policy-makers can deal effectively 

with these issues, however, then there is 
a good chance that growth in the real 
incomes of Canadians will follow - and 
the Council believes that this now has 
to be top priority. There is really no 
need for the economy to linger in its 
present state of stagnation, the Council 
says. 

But the extent of the problem is all 
too evident in the calculations of eco 
nomic potential. Using the Council's 
CANDIDE econometric model, Coun 
cil economists have estimated two 
potential paths for output growth over 
the next decade. Their estimates are 
based on projections of labour force 
growth, productivity and a non-infla 
tionary rate of unemployment - basical 
ly the lowest unemployment rate that 
could be achieved by stimulating 

demand without at the same time 
increasing the rate of inflation. 

The results show that the Canadian 
economy could lose as much as $120 
billion in output over the next ten years 
because it is operating below potential. 
That estimate is based on the high 
potential growth path. If the output 
gap, measured in 1971 dollars, could be 
eliminated, government deficits could 
be cut significantly. The federal gov 
ernment deficit would shrink by $5 to 
$7 billion this year depending on what 
assumptions are made about potential. 
Under the high potential path, which 
assumed a higher labour force growth, 
improved productivity and continued 
restraint in government spending, 
Ottawa could even achieve a modest 
surplus of $1.6 billion by 1990. If the 
economy reached its low potential, the 
deficit would not be wiped out com 
pletely, but it would be substantially 
reduced. 

Below potential 

The economy has been operating 
below potential for almost eight years 
now. While Council economists esti 
mate that Canada was close to poten 
tial in 1973, output growth since then 
has averaged only three per cent a year 
instead of the 4.2 per cent that might 
have been expected for the 1973 to 
1978 period. 

Prospects for the 1980s are not 
bright. The growth rate of output per 
person-hour, or productivity, will be 
lower and the labour force will be 
growing more slowly than in previous 
decades. As a result, both the actual 
and the potential rate of output growth 
will be lower than in previous decades. 
In 1981, the output gap, or the differ 
ence in projected growth in GNE and 
the low potential growth path, is pro 
jected to be over six per cent. But the 
economy is expected to grow at just 
under three per cent. To close the gap 
in one year would require a massive 
nine per cent increase in real output. 
Such a rate would, of course, be virtu 
ally impossible. But it demonstrates 
what an enormous job it will be to 
move the economy back to its potential, 
and that would be true even if the low 
potential growth path is the one used. 

Much of the output gap can be 
attributed to the external environment 

and particularly the worsening econom 
ic situation in the United States. The 
Council says that if it had not been for 
the current cyclical slowdown in the 
U.S., the ouput gap could have been 
closed by mid-decade if we aimed for 
the low potential path. And we might 
have been halfway to closing the gap 
between actual growth and the high 
potential path. 

Better productivity performance - an 
increase in output per person-hour - 
would help to bring down the inflation 
rate but it could increase the output 
gap unless it was accompanied by an 
increase in the total demand for goods 
and services. And that might be dif 
ficult to achieve in the current world 
economic environment, the Council 
says. 

Comparisons useful 

Comparisons between actual and 
potential output are used by economists 
to get a reading on possible economic 
policies. There are several reasons why 
the comparison is helpful: 

• It focuses on levels rather than on 
rates of growth. On the face of it, a 
high rate of growth may seem to imply 
no need for further action. But if the 
economy is still way below potential, 
further stimulus may be needed. Simi 
larly, a low rate of growth may not 
necessarily mean that stimulus is 
required because the economy may be 
operating close to potential. Focusing 
on levels rather than rates helps to 
draw attention to those policies that 
will encourage long-term growth as 
well as those that stimulate and achieve 
potential in the short run. 

• Calculating the output gap provides 
a guide - even if it is only a rough one - 
to how much action needs to be taken. 
If the economy is operating near poten 
tial any stimulus will have to be applied 
very carefully, otherwise inflation may 
accelerate. On the other hand, a heavy 
dose of stimulation may have to be 
applied for an extended period if the 
economy is far from potential. 

• The structure of taxes and govern 
ment spending should be set to achieve 
the desired surplus or deficit when the 
economy is at potential. By calculating 
potential, it is possible to see what 
changes are needed to develop the 
required structures. 
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with the federal deficit easing some 
what in the late 1980s. Provincial sur 
pluses were expected to increase to 
1985 and then to decline to about the 
same percentage of gross national ex 
penditure in 1990 as in 1980. These 
results depend on continued restraint in 
government spending throughout the 
decade. 

Seventeenth Annual Review 

Projections for the economy 
What kind of policies will be needed 

to get the economy back on the right 
track again? The most urgent question 
is to see what can be done to get 
through the difficult period that lies 
immediately ahead. But there could be 
risks associated with changing domestic 
oil pricing policies and there will cer 
tainly be implications if energy invest 
ment is held back or if wages start to 
accelerate. Governments may be lim 
ited in their choice of policies, too, 
because the overall government deficit 
is concentrated in the federal sector. 

The Economic Council's contribution 
to .the process of policy-making is not 
just to provide research which may 
form the basis for decisions, but also to 
look at the way in which different 
policy choices may affect the economy. 
This exercise helps to point out the 
areas where resolution of existing 
policy problems is most urgent. 

In its annual review of the economy, 
the Council makes extensive use of its 
CANDIDE econometric model for this 
purpose. Each year, the Council econo 
mists make an initial projection for the 
economy, based on certain assump 
tions, and then this is used as a refer 
ence point to tryout various policy 
options and economic scenarios and see 
how the projection would change. 

The basic projection, or "base 
case," in the 1980 Annual Review was 
set in August 1980. It took into 
account the deterioration in the eco 
nomic position of Canada's major trad 
ing partners over the previous year, and 
assumed that the tax and expenditure 
policies in effect prior to the October 
1980 budget would continue and that 
the domestic price of crude petroleum 
would rise by $4 a barrel per year from 
1981 on. It also assumed that a number 
of large energy projects such as 
Alsands, Cold Lake, the Alaska High 
way gas pipeline and the Quebec por 
tion of the Quebec and Maritime pipe 
line would be phased in. Council 
economists then applied different 
policy mixes and economic scenarios to 
the "base case" to see how the projec 
tions for the economy would change if 
certain policies were adopted. 

Although the Annual Review was 
prepared before the details of the Octo 
ber budget were known, Council econo 
mists have also estimated how the basic 
projections would change as a result of 
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the budget. Details of these calcula 
tions have been published in Discussion 
Paper No. 185 (see below). 
The Council's initial projection for the 
economy found that: 

• Real growth in 1980 would prob 
ably be "extremely weak" with "uns 
pectacular recovery" expected during 
the 1981-83 period. "Only in the clos- 

How the world economy affects 
Canada 

The chart below summarizes the effects 
on the Canadian economy of changing the 
assumptions about foreign economic con 
ditions. The basic projections made in the 
Council's 1979 Review are compared with 
the basic projections of certain key indica 
tors in the 1980 Annual Review. 

-- Annual Review 1980 
--- Annual Review 1979 

Percentage Change 

10- 

, 
Unemployment " 

rate(actual) '- __ .... ..... , , , , " __ ".,.--_ .................. ", 
6- 

4- r-- .... 
I --....._~ 
I 

2-/ 
I 

1983 1980 1985 1987 

ing years of the decade is actual 
performance projected to be near its 
potential level," said the Council. 

• Inflation was likely to be at double 
digit levels in 1980 and would probably 
continue high through 1982. In the 
longer term, inflation was expected to 
average eight to nine per cent a year. 

• Unemployment would probably 
hover around eight per cent in 1981 
and drift downward slowly to under six 
per cent only by the close of the 
decade. 

• Before the budget, the Council had 
expected the trend to federal deficits 
and provincial surpluses to continue 

The "base case" presented in the 
Council's Annual Review differed in 
several respects from the assumptions 
made by the Department of Finance as 
a basis for budget policies. The October 
budget assumed higher rates of growth 
in world oil prices than the Council's 
"base case" did. The Council also 
made different assumptions about 
domestic oil and gas prices, about 
energy taxes, the recycling of revenues 
from these taxes and on the timing and 
magnitude of some of the large energy 
projects and investments of public 
utilities. 

Council economists have now 
estimated the effect of the budget and 
the National Energy Program on their 
initial projections, or "base case." As a 
result of the budget, the energy pro 
gram, and the different assumptions 
made by the Department of Finance, 
they estimated that the projected 
growth rates would be lower in the 
1981-85 period, the projected unem 
ployment rate higher and the projected 
inflation rate somewhat higher, as was 
indicated in the budget statement itself. 

The economists expect the budget 
and the National Energy Program to 
improve the fiscal position of the feder 
al government, but they warn that the 
whole exercise "must be interpreted 
with a great deal of caution." It all 
depends on the assumption that domes 
tic consumers will substitute natural 
gas for oil so that oil imports and 
import subsidies can be reduced sub 
tantially. "If this substitution does not 
occur," the discussion paper says, 
"import subsidy payments will not 
decline and the current account bal 
ance will not improve." 

Details of the impact of the budget 
may be found in "An Assessment of 
the Impact of the Federal Budget on 
the Canadian Economy" by B. L. 
Eyford, Bobbi Cain, H. M. Saiyed and 
R. S. Preston, assisted by P. Nevin. 
Discussion Paper No. 185 (see page 2 
for information on ordering). 
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Energy investment essential 
When the Economic Council pre 

sented its Sixteenth Annual Review of 
the economy in 1979 it identified two 
driving forces in the Canadian econo 
my: the world economic outlook, and 
particularly the prospects for the 
United States economy - even though 
they were modest ones at the time; and 
high domestic energy investment. Now 
only the energy investment remains to 
move the Canadian economy forward 
over the next few years. "The current 
weakness," said the Council in its 1980 
Annual Review, "will be reflected in 
the medium term in slower output and 
productivity growth, a larger overall 
government sector deficit and, in the 
later years of the decade, greater dif 
ficulty in reducing inflation." 

~ 
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With so much depending on these 

planned investments, the Council 
expressed its concern that large-scale 
energy investments may be held up 
because of uncertainty about energy 
pricing and sharing of oil revenues. It 
recommended that "federal and provin 
cial governments take all the steps 
necessary to ensure that the large scale 
energy investment projects ... proceed 
without further delay." 

The Council's basic projection for 
the economy (see previous page) 
assumed that several major energy 
projects would be undertaken during 
the next ten years. As well, investment 
in electric utilities was assumed to grow 
in real terms at two per cent a year 
from 1982 to 1990. To see how impor 
tant these projects are to economic 
growth, Council economists tried out a 
scenario where the large energy 
projects were cancelled. Alsands, Cold 
Lake, the Quebec portion of the 
Quebec and Maritime Pipeline, the 
Alaska Highway Gas Pipeline and the 
East Coast Pipeline were all with 
drawn. They also assumed that only a 
minimum of investment activity in the 
present Syncrude project would be car 
ried forward, with no additional expan 
sion. Other assumptions in this scenario 
were: 

• The rate of investment in electrical 
utilities dropped 1.5 per cent a year 
over the next ten years. 

• Mining investment in crude 
petroleum and natural gas, including 
oil sands activity, dropped by $7.5 bil 
lion in constant 1971 dollars over the 
decade. 

• Transportation investment, includ 
ing pipelines, was reduced by $4.6 bil 
lion and utilities investment by $5.8 
billion in the same period, all in 1971 
dollars. 

These are the implications: 
• Domestic crude oil production 
would fall over the 1985-90 period 
because oilsands projects had been 
withdrawn and increased oil imports 
would be needed to fill the gap. 

• Lack of natural gas links to Quebec 
would discourage consumers from 
switching to natural gas so even higher 
oil imports would be needed. 
Assuming that these energy-related 

investments were not replaced by other 
investments, Council economists found 
that cancellation of the projects would 
reduce the growth in gross national 
expenditures (GNE) by one percentage 
point in 1981 and by half a percentage 
point in 1982. As many as 753,000 jobs 
could be lost over the next ten years if 
this energy-related investment does not 
take place. 

But if Canada wants to make sure 
that future investments in energy take 
place, "the return on investment to pro 
ducers must be sufficient," the Council 
says. Investment in alternative energy 
sources and conservation, as well as in 
fossil fuels, "may well depend on 
higher energy prices." It recommended 
that the domestic price of oil should be 
increased by $5 to $6 a barrel each 
year over the next five years to reach at 
least 75 per cent of the U.S. price by 
mid-decade. After that, the price 
should go up at a fast enough pace to 
reach at least 85 per cent of the U.S. 
price by 1990. Higher energy prices 
will generate long-term benefits to the 
economy, according to the Council. But 
although the costs of adjustment will 
be broadly shared by all Canadian con 
sumers, the Council said that "it is 
vital that low income individuals and 
families receive special consideration." 
A more rapid increase in domestic oil 

prices would lead directly to higher. 
consumer prices, lower real income 
growth and, for most of the decade, 
higher unemployment. Yet without 
such increases, the Council says, there 
will be further deterioration of the fed 
eral deficit and the current account of 
the balance of payments, an increased 
threa t to Canada's energy self-suffic 
iency, and an increasingly distorted 
industry structure. 

Where governments stand 

Surplus or deficit as a percentage 
of gross national expenditure 
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In the longer run, increased domestic 
growth, reduced oil imports and a 
stronger Canadian dollar will offset the 
costs imposed by higher oil and gas 
prices, the Council says. 

In the meantime, as long as Canada 
has to import oil, then the difference 
between the domestic price and the 
world price has to be paid for through 
higher taxes or through reduced profits 
for producers and/or royalties for the 
producing provinces. "The provinces 
have a legitimate right to seek revenues 
from this tax base," the Council says, 
"and their willingness to allow the de 
velopment of oil and gas resources 
probably hinges on the receipt of per 
ceived 'fair rents'." 

In any event, the Council says that it 
is clear that Canadians "will have to 
keep medium and longer term objec 
tives strongly in mind when weighing 
the short-term benefits and costs of 
policy alternatives." The burden of 
adjustment would be eased, too, if pro 
ductivity performance could be 
improved. On the next few pages, some 
of the Council's findings on this subject 
are discussed. 
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the business slowdown is only tempo 
rary, they may hesitate to layoff work 
ers because the costs of firing and then 
hiring again may be higher than they 
would save on wages. This kind of 
labour hoarding will reduce output per 
person-hour which is how productivity 
is usually measured. 

The productivity puzzle 
Over the past few years, the Eco 

nomic Council has chosen a particular 
theme for its annual review of the 
Canadian economy. This year, the 
report focused on productivity, and 
three chapters were devoted to this sub 
ject. Council Chairman David Slater 
told a press conference that the Council 
is now involved in "some very promis 
ing new approaches to productivity 
analysis," but the work is not yet far 
enough advanced for it to make any 
detailed recommendations on the sub 
ject. 

While the 1980 Annual Review is to 
some extent a progress report on the 
Council's study of productivity, some 
interesting findings have come to light 
and they are detailed on this and fol 
lowing pages. 

Real income drop 

There is certainly no doubt that poor 
productivity performance over the past 
few years has meant lower real incomes 
and Higher prices for Canadians. The 
Council calculated that if the kind of 
productivity growth experienced in the 
15 years up to 1973 had been main 
tained throughout the 1970s, Canada's 
total output - that is the total of goods 
and services available for all uses - 
would have been 14 per cent higher in 
1979 than it actually was. Or put 
another way, in the six-year period 
from 1974 to 1979, Canadians could 
have had nearly $58 billion more to 
spend on private consumption and 
social programs. (The calculations are 
based on constant 1971 dollars.) 

Adjustments needed 

While the costs of poor productivity 
performance are painfully obvious, the 
Council cautions that achievement of 
productivity growth is not without its 
cost either - at least in the short run. At 
any particular time, the benefits of 
improved productivity performance 
may not be evenly distributed. Produc 
tivity might be improved by technologi 
cal change, for example, but that might 
also mean that some workers would 
lose their jobs. To deal with the prob 
lem and help the adjustment process 
there would have to be some kind of 
compensatory policies, the Council 
says. 
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But even if that could be worked out, 
it may not be such a simple matter to 
boost productivity. Economists are still 
trying to figure out what influences 
productivity and why Canada's recent 
performance has been so poor. The 
problem is not unique to this country - 
productivity growth has also fallen in 
the United States, Western Europe and 
Japan. Indications are that the decline 
began around 1973-74. And since that 
was the time that oil prices started 
their meteoric rise, with commodity 

The Productivity Slowdown 

Average annual percentage change 
in output per person-hour 
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The chart shows how much overall pro 
ductivity growth has declined. The num 
bers are based on the average of data from 
all sectors of the economy. Because of 
double-counting, the figures will not 
match similar calculations for gross 
national product, but the story they tell is 
very similar. From 1974 to 1976 the rate of 
growth of output per person-hour - or 
"labour productivity" - was very much 
lower than that in the period from 1958 to 
1966 or in the period from 1966 to 1973. 

prices not far behind, some analysts 
have suggested that those sharply 
higher prices may have caused the pro 
ductivity slowdown. 

A number of other explanations for 
the slowdown have been put forward. 
In times of economic slowdown or even 
recession, production is less efficient 
because the economy is operating 
below capacity. If companies believe 

There are other possibilities: 

• A slowdown in the rate at which 
new factories are built or old ones 
expanded and in the rate at which new 
machinery and equipment is acquired 
could slow productivity growth. 

• The development and application of 
new technology may have slowed down. 

• The increased importance of the 
service sector in the Canadian economy 
may have reduced measured produc 
tivity growth. It's hard to measure 
output in service industries and if 
output can't be calculated, how can we 
know if output per person-hour has 
improved or not? 

• There may have been an improve 
ment in the quality of goods and ser 
vices produced. So even if output per 
person-hour remains the same, the 
quality of the output has improved and 
that does not show up in improved 
productivity as it is now measured. 

• The shift of resources from previ 
ously low productivity areas such as 
agriculture has slowed or stopped and 
so this kind of avenue to productivity 
improvement is now closed. 

• There may be a higher percentage 
of workers in the labour force who have 
less skill and experience and that could 
pull down output per person-hour. 

• Some government activities, such as 
those that divert resources away from 
production to deal with pollution, for 
example, may have reduced measured 
productivity. 

The Council's findings on these pos 
sibilities are detailed on page 12. It 
says that its work on productivity has 
led it to conclude that only about half 
of the productivity slowdown can be 
explained at the moment. Weak 
demand associated with downswings in 
the business cycle is apparently the 
single most significant contributing 
cause. The other half of the explana 
tion remains a puzzle. 
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physicians, taking into account provin 
cial variations in degree of specializa 
tion and in payment for different ser 
vices, Council economists were able to 
identify provincial variations in real 
output per physician. They were not 
able to make any allowance for varia- 

Is there productivity in services? 
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The Council has also looked at pro 
ductivity growth on a regional basis 
and has turned up some important 
regional differences in productivity, not 
only in the goods-producing sector but 
also in service industries. In fact, its 
analysis of productivity in the service 
sector of the economy opens up a pro 
mising new avenue of approach to pro 
ductivity analysis in general. 

The service sector now accounts for 
two-thirds of the whole economy so if 
productivity performance is to be 
improved, it will have to be improved in 
the service sector. Some people, how 
ever, might consider that statement 
open to question. Services are intan 
gible and difficult to measure. What is 
the output per person-hour of a teach 
er, for instance, or how can we measure 
the productivity of an official whose job 
is to enforce anti-trust legislation? 
Scepticism about measurement may 
then get translated into a feeling that 
the less we have of services the better. 
The fact that this reaction seems to 
come through strongest in relation to 
the services provided by governments 
leads one to suspect that the objections 
may have more to do with who provides 
the services than with service activities 
in general. There seems to be less com 
plaining about such "unproductive" 
service activities as piano lessons or 
baseball games. 
The idea of improving productivity 

in the service sector may also run into 
problems from those who believe that if 
it's so hard to measure, then how can 
we improve it or how would we meas- , 

• Productivity in provincial offices 
of the Income Maintenance 
Branch, Health and Welfare 
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ure an improvement even if we thought 
we'd achieved one? 

The Economic Council does not 
share these concerns. "Weare not con 
vinced of the ultimate impossibility of 
measuring output in these activities," it 
said in the Annual Review, "and we 
think that productivity improvement is 
possible in the great majority of service 
sector industries." It would not be that 
difficult to come up with some exam 
ples: fast food outlets can replace con 
ventional restaurants; computerized 
cash registers can replace the more old 
fashioned variety; hand tools in garages 
can be replaced by power tools; and 
containers and jumbo jets can improve 
transportation efficiency. 

Certainly, the Council's analysis of 
regional productivity differences 
demonstrates that it is possible to get 
quite accurate measures of productivity 
in some of the service industries and 
that means it is also possible to make 
real improvements in productivity in 
these industries . 

In federal government administra 
tion, for example, output per worker 
varies quite widely among provinces. 
The Council looked at the Income 
Maintenance Branch of Health and 
Welfare Canada (see chart). This 
branch has developed performance 
indicators for about 85 per cent of its 
operations so that it can measure effi 
ciency. The indicators include: the 
average time taken to process applica 
tions for benefits; the percentage of 
cheques returned; processing error 
rates; average waiting time for a client 
interview; and average response time 
for a field visit. This kind of perform 
ance measurement helps management 
achieve efficiency goals and maintain 
an adequate level of services. 

Between 1973-74 and 1975-76, for 
example, the average time needed to 
process new family allowance applica 
tions was reduced from 11.4 days to 
5.8 days. And over the four year period 
between 1972 and 1976, the measured 
work load of the Income Maintenance 
Branch increased while the number of 
person-years worked decreased. The 
improvement in efficiency was about 
three per cent a year . 

The Council also looked at the pro 
ductivity of physicians in different 
regions. By standardizing the output of 

Use of computers for production 
control in goods-producing 
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tions in the quality of physicians's ser 
vices, but the results were surprising. 
Output per physician ranged from 
13 per cent above the national average 
in Newfoundland to lû per cent below 
in British Columbia. 

Other work included some inter 
regional comparisons of the spread of 
such productivity-improving innova 
tions as computers, shopping centres 
and cargo containers, and a comparison 
of output per worker in Newfoundland 
and Ontario for individual service 
industry establishments in retail trade, 
trucking, the provision of insurance and 
hotel accommodation. 
The conclusion was that there is con 

siderable scope for improving the level 
of productivity in Canada simply by 
closing some of the gaps in productivity 
between regions. If provinces with low 
productivity in their service sectors 
were only brought up to the present 
national average, the level of national 
productivity could rise between two and 
three percentage points. 

Less conservative estimates, based on 
bringing the productivity of all regions 
up to the levels of Ontario or British 
Columbia, show that national produc 
tivity could be raised by as much as six 
percentage points. 

II 
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characterize the business cycle. Capaci 
ty utilization was down throughout the 
economy in the 1974-76 period. The 
Council concluded that the business 
cycle had a considerable impact on pro 
ductivity growth. 

• Economies of scale may have 
played a role, but they are so com 
plicated to analyse that it is hard to 
estimate their effect. The Council's 
analysis concentrated on plant econo 
mies and did not take into account 
product economies, multiplant econo 
mies, economies of scale in research 
and development and marketing or 
economies of market size. Plant econo 
mies do not seem to have had much 
influence on the productivity slowdown 
in manufacturing, but their influence 
was important in primary industries 
and construction. 
• The evidence is not conclusive 
enough to pin primary responsibility 
for the productivity slowdown on 
changes in the price of energy and ma 
terials. But energy prices do have some 
influence on capital accumulation. Just 
what the effect would be may depend 
on whether or not energy and capital 
are substitutes or complements. Does 
industry decide to reduce machinery 
and equipment when energy prices go 
up making it more costly to operate 
(the complementarity argument)? Or 
do higher energy prices encourage 
industry to install capital-intensive, 
fuel-saving equipment (the substituta 
bility argument)? The answers are not 
clear at the moment, but research is 
continuing at the Council and else 
where on this important question. 
When this research is complete, the 
Council says, it will be possible to make 
judgements on what role energy prices 
have played in the productivity slow 
down and what are the implications for 
the future. 

All in all, the Council says, cyclical 
factors, capital accumulation, changing 
labour force composition and identifi 
able technical change together account 
for about 33 per cent of the productivi 
ty slowdown. Perhaps another nine per 
cent is attributable to structural shifts. 
Whatever the effect of higher energy 
prices, there is still a good half of the 
slowdown left unexplained. But the 
Council says it is optimistic that its 
own ongoing studies and work in other 
places in Canada and in other countries 
will eventually solve the puzzle. 

Explaining the productivity slowdown 
Over one quarter of the economy 

wide productivity slowdown was due to 
cyclically weak demand. This much is 
clear from the Economic Council's 
work so far. Many of the Council's 
conclusions, which it cautions may be 
"only tentative at this stage," are the 
results of an econometric analysis of 
labour productivity, or output per per 
son-hour. Here are some of the 
findings: 

• Only about one-third of a percent 
age point of the recent productivity 
slowdown can be accounted for by the 
kind of structural shift that takes place 
when labour and output move from low 
productivity industries to higher pro 
ductivity ones as part of the industriali 
zation process. 

• Although some people have blamed 
the slowdown on the increased percent 
age of less-experienced workers in the 
labour force, the rate of growth of this 

labour force segment was actually 
declining in the 1974-76 period. 
Changes in the composition of the 
labour force did not contribute signifi 
cantly to the productivity slowdown. 

• Council economists could find no 
clear evidence that a slowdown in the 
rate at which new technology is devel 
oped and adopted might have caused 
the productivity slowdown. 

• There does not seem to be any evi 
dence to support the suggestion that 
the slowdown can be blamed on a slow 
ing in the rate at which new plants are 
built or old ones expanded and the rate 
at which new machinery and equip 
ment is acquired. Declines in capital 
accumulation in some industries have 
been matched by increases in others. 

• The degree to which industries use 
their productive capacity varies with 
the swings in economic activity that 

Harvard economist blames 
• energy prices 

Although work at the Economic 
Council has so far not identified energy 
prices as the culprit in the recent pro 
ductivity slowdown, other economists 
have already come to some conclusions 
on the subject. Harvard economist 
Dale Jorgenson told a recent seminar at 
the Council that in the United States, 
at least, the dramatic increase in 
energy prices following the Arab oil 
embargo in late 1973 and early 1974 
has been associated with a decline in 
productivity growth in a large number 
of industries. 

Based on an econometric analysis of 
productivity for individual industrial 
sectors, Jorgenson, an international au 
thority on the economics of energy, 
found that the impact of higher energy 
prices was to slow the growth of pro 
ductivity in 29 out of 35 industries he 
studied. 
Given the sharp increase in the price 

of energy relative to the prices of other 
resources used in the productive pro 
cess, "the prospects for productivity 
growth at the sectoral level are dis 
mal," Jorgenson says. Unless there is 
some reduction in the price of the other 
inputs to production - capital and 
labour - Jorgenson expects declines in 
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productivity growth for a wide range of 
U.S. industries, a decline in the growth 
of productivity for the U.S. economy as 
a whole, and a further slowdown in the 
rate of U.S. economic growth. 

This could be avoided if some meas 
ures were taken to "reduce" the prices 
of capital and labour inputs and Jor 
genson sees such measures as essential 
if the unsatisfactory economic perform 
ance of the 1970s isn't to be repeated. 
He advocates cutting taxes on income 
from capital, and cutting payroll taxes 
to reduce the price of labour input. 

But the prospects for" changes in tax 
policy that would have a substantial 
positive impact on productivity growth 
in the early 1980s "are not bright", 
Jorgenson says. Any attempt to balance 
the federal budget in the United States 
during 1981 in the face of a sharp 
recession during the last half of 1980 
and the first half of 1981 will require 
tax increases rather than tax cuts. 
Higher inflation rates have resulted in 
an increase in the effective rate of taxa 
tion of capital, and payroll taxes are 
currently scheduled to rise this year. 
"For these reasons," he says:' it appears 
that a return to the rapid growth of the 
1960s is out of the question." 



I Inflation 

an inflationary bubble might result 
once controls are removed. 

In contrast, simulations using differ 
ent types of wage-indexing showed 
increases in both wages and prices 
resulting in a real gain in wages. But 
Rao says there is no evidence to suggest 
that even the most extreme form of 
wage-indexing results in an accelera 
tion of inflation over time. But if there 
are supply shortages, the wage-price 
spiral will be much more severe if 
wages are indexed. 

There are added difficulties for the 
policy-makers. Under controls, the 
CANDIDE model showed inflation 
and unemployment would be reduced. 
But with inflation on the rise after the 
controls are removed, the economy 
could then quickly return to a period of 
stagflation. 

Each system also had different 
effects on labour supply, government 
and trade deficits. Labour supply 
would become a bigger problem when 
wages were indexed, for more people 
would be attracted into the work force. 
If there were controls, domestic costs 
would be lowered and the current 
account of the balance of payments 
improved, but the federal government's 
deficit would be worse in the long run. 

Would wage and price controls do any good? 
Rising prices. They bave been 

described as the curse of the 1970s, but 
the world has now entered a new 
decade and the upward march contin 
ues. Such inflation has left consumers 
wondering whether they should go 
heavily into debt and buy now rather 
than later when the same product 
might cost considerably more. Manu 
facturers are equally indecisive about 
what kind and level of investment they 
should be making. 

Caught in between are the policy 
makers who must decide what course 
the economy is to follow. Their task is 
not made any easier by the economists 
who seem to have split into two camps 
with two different solutions to the 
problem of inflation. On one side there 
is the wage and price controls school 
who believe rising prices will never dis 
appear until increases in both prices 
and incomes are restricted by law. The 
other side says wages should be indexed 
to rising prices to help people cope 
while the government works to elimi 
nate inflation from the economy. 

The crux of the debate is really what 
effect these policies have on economic 
growth and price stability. Someshwar 
Rao, a Council economist, has pre 
pared a discussion paper for the Eco 
nomic Council of Canada which takes 
the two theories and analyses their pos 
sible effects on the Canadian economy. 
His analysis shows Canadian govern 
ments face hard choices no matter 
which course they follow. 

Canada's situation 

Canada is a small and open econo 
my. It has, by world standards, a small 
domestic market, and must look outside 
its borders to sell many of its products. 
If international prices rise, Canadians 
face higher costs for many needed 
goods. If foreign economies falter, par 
ticularly the United States, the Canadi 
an economy suffers. 
The author wanted to see if, in this 

type of economy, the theories would 
hold. Would incomes policies really 
control inflation in the long run by 
reducing real wages and dampening 
demand? Would controls ease the 
problem of stagflation and what would 
be the effects on income distribution? 
The supporters of wage-indexing say 

output losses are less severe than under 
controls which they say distort the 
economy. But does linking wages with 
prices worsen inflation or have an 
adverse affect on government budgets 
and exchange rates? 

Rao used CANDIDE which is the 
Economic Council's econometric model 
of how the Canadian economy works. 
The researcher using the model can 
show how a change in money wages 
will affect Canadian prices, govern 
ment revenue, investment, consumer 
expenditures, and the demand for and 
supply of labour. 

Trade-off theory refuted 

In the course of his analysis Rao 
found evidence which indicates that in 
the long run one cannot trade off 
unemployment and inflation, a signifi 
cant refutation of the popular theory 
that one can choose to have less unem 
ployment by accepting slightly higher 
prices. 
Rao simulated the effects on the 

Canadian economy of wage and price 
controls and various forms of wage 
indexing. For the controls, he assumed 
a three-year period in which the growth 
of prices in different sectors fell by two 
per cent a year. Wage rates in the 
various sectors were assumed to fall by 
three per cent yearly in the same 
period. Government control was 
assumed to be one hundred per cent 
effective and after that the system 
returned to its usual way of working. In 
other simulations wages were compen 
sated fully for the rise in the consumer 
price index and the price index of the 
gross domestic product. The author 
found that wage acceleration is smaller 
when wages are linked to the price 
index of GDP. 

His conclusions demonstrate how 
complicated a problem our economic 
managers face as they try to wrestle 
with inflation. 

CANDIDE indicated wage and price 
controls would keep real wages down in 
the short run and would reduce infla 
tion during the three-year period they 
were in effect. In the years after the 
control period, real wages would gain 
and so would final demand. But in the 
long run wage and price controls would 
not have a significant effect. Instead, 
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Effects of monetary policy 

Rao then took his analysis further by 
looking at the effects of monetary 
policy on the Canadian economy under 
controls and then with wage indexing. 

The author found money supply 
changes do influence real output 
whether wages are indexed or not. The 
results imply that a restrictive mone 
tary policy would produce bigger 
output losses in the medium run if 
wages were linked to the CPI than if 
there were no indexing. This conclusion 
is exactly opposite to the one put for 
ward by Milton Friedman and his 
supporters. 

But the results also suggest monetary 
policy will be more effective in control 
ling inflation when wages are fully 
compensated for the cost of living. 

"The Relative Impact 01 Wage-Price Controls 
and Wage Indexation on Economic Growth and 
Price Stability," by P. Someshwar Rao. Discus 
sion Paper No. 166. 



• occupational health and safety; 

Regulation 

Council to make recommendations 
The Economic Council's study of 

government regulation in the economy, 
begun in 1978, was undertaken at the 
specific request of the Prime Minister, 
following a recommendation of the 
First Ministers' conference that "the 
whole matter of economic regulation at 
all levels of government should be 
referred to the Economic Council for 
recommendations for action, in consul 
tation with the provinces and the pri 
vate sector." 

marketing boards and the food policy 
process in general; 

• transportation - including regulated 
Canadian airlines, how deregulation in 
the United States might affect Canada, 
and regulation of the automobile, the 
trucking industry and taxis; 

• the environment - focusing on toxic 
chemicals, acid rain and pollution con 
trol, the pulp and paper industry, and 
the environmental impact of the oil and 
gas industry; Council economists have been look 

ing at regulation in a number of differ 
ent sectors of the economy in a wide 
sweep of studies that include every 
thing from tomato and asparagus mar 
keting boards to the Foreign Invest 
ment Review Agency. Detailed studies 
have dealt with: 

• agriculture - including the dairy 
industry, beef and pork production, 

• fisheries regulation - from Bay of 
Fundy herring to Pacific salmon; 

• food processing, distribution and 
retailing - how red meats, dairy prod 
ucts and fruit and vegetables are 
regulated; 

• land use - from building codes to 
use of land in various cities; 

Reports on regulation now available 
A number of working papers and technical reports dealing with regulatory issues have been published in 

advance of the final report. These papers are available free of charge, and can be ordered from the 
Communications Division, Economic Council of Canada, P.O. Box 527, Ottawa, Ontario, KIP 5V6. 

Working Papers 

No. I "A Case Study of the Proposals for Energy 
Consumption Labelling of Refrigerators," by 
Ron Hirshhorn 

No.2 "Rationalizing the Regulatory Decision-Making 
Process: The Prospects for Reform," by Bruce Doern 

No.3 "Studies of Trucking Regulation: Vol. II," by 
Bonsor, Boucher, McRae, Prescott, Lord and Shaw 

No.4 "Evaluation and Policies for Regulating Environ 
mental Pollution," by D. N. Dewees 

No.5 "The Economic Evaluation of Residential Build 
ing Codes: An Exploratory Study," by Irving R. Silver, 
assisted by Rao K. Chagaralamudi 

No.6 "The Cabinet as a Regulatory Body: The Case of 
the Foreign Investment Review Act," by R. Schultz, F. 
Swedlove and K. Swinton 

No. 7 "Environmental Regulation of the Nanticoke 
Industrial Complex," by J. G. Nelson, J. C. Day and 
Sabine Jessen 

No. 8 "Study on Government Regulation in the Red 
Meat Industry," by Keith Leckie and John Morris 

No. 9 "Land Use Control Legislation in the United 
States - A Survey and Synthesis," by Julie H. Seelig, 

Michael Goldberg and Peter Horwood (The Urban 
Research Group, Ltd.) 
No. 10 "Time to Approve: Land Development Risk and 
Regulation in Montreal, 1966-77." by Dr. A. F. Eger, 
Montreal 
No. 11 "An Analysis of the Effects of Government 
Regulations on the Canadian Fruit and Vegetable Proc 
essing Industry," by Robert G. Shapiro and David R. 
Hughes 
No. 12 "Private Wants and Public Needs: The Regula 
tion of Land Use in the Metropolitan Toronto Area," by 
S. Proudfoot. 
No. E/II "Motor Carrier Regulation: Institutions and 
Practices," by F. P. Nix, R. K. House & Associates 
Ltd., Missisauga, and A. M. Clayton, Clayton. Sparks 
& Associates Ltd., Regina. (This is Vol. I. Vol. II is 
Working Paper No.3 above) 

Technical Reports 

No. 1 "The Incidence of the Costs of Compliance with 
Government Regulation," by Jeffrey I. Bernstein, Chris 
topher Green (McGill) 
No.2 "Rationales for Regulation" by Robert D. Cairns 
(McGill) 

No.3 "Sulphur Dioxide Regulation and the Canadian 
Non-ferrous Metals Industry," by B. E. Felske and 
Associates, Ltd. 

• pharmaceuticals - focussing on gov 
ernment intervention and the price of 
prescription drugs; 

• telecommunications - dealing with 
general issues of regulation as well as 
questions of natural monopoly and 
technical change. 

As well, a number of general studies 
have been undertaken to look at the 
costs of compliance with regulation, 
consumer protection legislation, vol 
untary standards and labour legislation 
as regulation. 

The final report on regulation will be 
published shortly. In conjunction with 
its release, the Council will sponsor 
three conferences on regulation In 
Toronto, Montreal and Vancouver. 
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Regulation 

Cabinet does poor regulating job 
\ 

I 
If its handling of the foreign invest 

ment review process is anything to go 
by, giving the federal cabinet a detailed 
regulatory role invites confusion and 
irresponsibility. Or so says a working 
paper written for the Economic Coun 
cil's study on regulation. 

Based on a study by Richard Schultz 
of McGill University, Frank Swedlove, 
on secondment from the Foreign 
Investment Review Agency, and 
Katherine Swinton of the Faculty of 
Law at the University of Toronto, the 
report says that when Cabinet takes on 
a regulatory function, as it has with the 
Foreign Investment Review Act, the 
result is "political control without 
meaningful effect and decision-making 
without responsibility" - the worst of 
all possible systems. 

Passed by Parliament in 1973, the 
Foreign Investment Review Act creat 
ed an agency to screen foreign take 
overs of Canadian firms, and the estab 
lishment of new foreign-owned business 
to determine whether they result in 
"significant benefit" to Canada. 

But the agency itself has no real 
power. It can make recommendations 
to Cabinet through the Minister of 
Industry, Trade and Commerce, but it 
can't give a final ruling on applications. 
Cabinet alone has this prerogative, 
along with the power to decide Cana 
da's policy on matters of foreign 
investment. 
Although the intention was to estab 

lish the principle of political control 
over the FIRA process, using the Cabi 
net as a regulatory authority has not 
exactly been an unqualified success. 
The Cabinet has failed to use its politi 
cal power to develop a meaningful for 
eign investment policy, says the report, 
and what is even more serious, it does 

" ~ 
N 

" o 
" s: f- 
I 

not have to explain or account to 
anyone for the decisions it takes. 

Why hasn't Cabinet set policy guide 
lines? Largely, the report claims, 
because it has become bogged down by 
the sheer number of cases it has to 
handle. Each application is considered 
separately - and 2,495 were processed 
between 1975 and 1979. In fact, the 
report comments, "no other individual 
activity routinely takes as much Cabi 
net time as acting as the decision-mak 
er on individual FIRA applications." 

Cabinet has not followed through on 
a ministerial promise that it would 
flesh out the very general principles 
laid down in the Act. The sole test of 
whether foreign investment should be 
allowed in the country still depends on 
the "significant benefit" it brings to 
Canadians - a test Opposition MPs in 
1973 called hazy in definition, and 
open to subjective judgement. Even in 
this important policy area, more specif 
ic guidelines have yet to be established. 
And when policy guidance is given, 
says the report, it's done informally and 
unofficially without public notification 
to interested parties. 

But Cabinet's failure in the policy 
area pales into insignificance beside its 
second drawback as a regulating body: 
its immunity from the process of politi 
cal accountability. No provisions in the 
Foreign Investment Review Act require 
Cabinet ministers to answer to Parlia 
ment for the rulings made on FIRA 
applications. The Act in fact bolsters 
the principle of Cabinet confidentiality 
by giving the responsible Minister the 
right to decide whether to release 
details of a particular case. To date, he 
has deferred to the wishes of appli 
cants, who usually don't want under 
takings made public. As a result, there 

is no way of knowing how - and how 
well - the Act is being implemented. 
"We do not know, and under the 
present system cannot know, if Cabinet 
has been consistent, prudent, honest or 
indeed lawful in its implementation of 
the law," the report charges. 

To avoid an accounting of how they 
performed their responsibilities, 
authorities hide behind the myth of 
FIRA's independence, the report 
claims. The very decision to establish 
an agency outside a department of gov 
ernment was an obvious attempt to 
focus attention away from Cabinet and 
the Minister, it says. Criticisms are 
directed at the agency because the 
public is generally unaware it has no 
power. And the habit of having the 
Commissioner of FIRA rather than the 
responsible Minister defend the Agen 
cy's estimates before the parliamentary 
committe, reinforces the fiction that 
the Agency makes the decisions. 
Parliament must take some blame 

for the FIRA situation, the report 
maintains. Members should have seen 
that better safeguards were built into 
the Act in 1973 - as they could have 
done in the minority government situa 
tion of the time. 

As a contribution to the Economic 
Council's work on regulation, the 
authors of the report saw their task as 
one of determining what advantages 
and disadvantages can result when 
Cabinet is employed as the regulatory 
agency. "The FIRA process as an 
example," they say, "suggests that the 
advantages may be wholly theoretical 
while the disadvantages may be all too 
real. " 

"The Cabinet as a Regulatory Body: The Case 
of the Foreign Investment Review Act," by R. 
Schultz, F. Swedlove and K. Swinton. Working 
Paper NO.6. 
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of poor crops. And with little promise 
of an international agreement or a 
system of internationally held stocks to 
safeguard against such a crisis, we can 
only hope, Ellison concludes, that har 
vests remain reliable. 

Canada would benefit from wheat agreement 
If fluctuations in the price of wheat 

can be controlled, Canadian consumers 
will be better off. But right now, coun 
tries can't agree on how to regulate the 
price of internationally traded wheat. 
Anthony Ellison, in a report prepared 
for the Centre for the Study of Infla 
tion and Productivity, argues that an 
unstable wheat market explains a good 
deal of the inflation experienced during 
the early and mid-seventies. When 
grain prices soar as they did in 1974, 
food prices soon follow suit, he says. 

During the sixties, wheat was pro 
duced abundantly by the United States, 
Canada, Australia and Argentina, the 
four big exporting countries. Trading 
prices were low as a result, and they 
were kept that way by the high tariffs 
the developed grain-importing coun 
tries imposed to protect their own grain 
sectors. Farmers in the exporting coun 
tries reacted by cutting back on grain 
production. Wheat stocks dwindled. 
And when poor harvests everywhere 
coincided with low levels of available 
grain in 1974, prices rose to record 
high levels. 

Canada felt the pinch along with 
everyone else. Higher grain prices here 
meant farmers could no longer afford 
to feed their livestock, and they 
responded by slaughtering cows, pigs 
and poultry. After initially falling, 
meat prices soared, raising the food 
component of the Canadian Consumer 
Price Index by 7.4 per cent, and push 
ing the total CPI up by over two per 
cent between 1973 and 1975, Ellison's 
simulations show. 

To avoid a repetition of the 1974 
grain price increases, exporting nations 
attempted to re-establish an effective 
international wheat agreement. One 
proposal recommended that importing 
and exporting countries should main 
tain internationally coordinated stocks 
of grain which would not be sold above 
or below an established price range. 
But at a meeting in Geneva in 1979, 
negotiating countries could not agree 
on what this range should be. And 
efforts made at the Tokyo round of 
GATT to ease trade barriers to grain 
were not very successful either. 

Canada stands to benefit substantial 
ly from a stabilizing of grain prices, 
Ellison says. As a large producer of 
both grain and meat, it has every inter- 
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est in keeping the price of grain within 
a range that allows farmers a decent 
return without raising food prices 
excessively. 

But if the present situation is allowed 
to continue, Canadian food prices will 
skyrocket whenever harvests are bad. 
Grain stocks are low now in all the 
exporting countries - probably insuffi 
cient to meet world demands in a year 

"The Canadian Interest in an International 
Wheat Agreement," by Anthony P. Ellison, Dis 
cussion Paper No. 167. 

Is the CPI overworked? 
COLA clauses have become a stand 

ard part of many collective agreements, 
and the inclusion of a cost-of-living 
adjustment clause has been a major 
issue in some strikes. For many 
Canadians, monetary compensation for 
the rising "cost of living" forms part of 
their daily lives. Tax brackets, pen 
sions, social assistance payments and 
some wages rise as prices rise. 

The key to these increases is the 
consumer price index. Every time the 
cost of the basket of goods and services 
which constitutes the consumer price 
index (CPI) moves upward, a host of 
payments are increased as well. Cost 
of-living adjustments are almost invari 
ably linked with the CPI. It is that link 
which Michael McCracken and Eliz 
abeth Ruddick, in their paper original 
ly prepared for the Centre for the 
Study of Inflation and Productivity, 
point out could lead to misunderstand 
ings about the economy and what is 
happening to prices. 

The authors conclude too much is 
being expected from the CPI, but there 
are many reasons for this state of 
affairs. The CPI is a convenient meas 
ure. It is published monthly, just a few 
weeks after the end of the period it 
covers. That speed allows changes in 
indexed payments to be made quickly. 
Since the index is not revised, it pro 
vides a consistent series for the types of 
adjustments built in to "cost-of-living" 
changes. 

But the index does have some disad 
vantages. A major flaw, according to 
the authors, is the CPI's inability to 
keep up with changing tastes, or, for 
that matter, substitutions made by 
Canadians as prices change. The basket 
of goods now being used is based on 
information gathered in a family ex 
penditure survey taken six years ago. 
At that time, it was found that Canadi- 

ans spent a smaller part of their budget 
on food and more on leisure activities 
and housing. As the relentless rise of 
prices continues, and new products are 
introduced, the authors question the 
emphasis we now place on what may be 
an outdated and misrepresentative 
selection of goods and services. 

There is also the possibility, they say, 
that improvements in the quality of 
goods may not be reflected accurately, 
though Statistics Canada does try to 
allow for such improvements when 
prices are measured. There are other 
drawbacks. The CPI is not a cost-of 
living index and therefore many items 
are never recorded in the CPI. Changes 
in income taxes and the cost of services 
paid out of tax revenue are not in the 
index. But price alterations here could 
affect what else the consumer buys. 

Since the CPI is really a national 
average, McCracken and Ruddick con 
clude its use leads to the over-compen 
sation of some individuals who have 
index-linked payments and the under 
payment of others. In addition, they 
worry that by using the CPI for index 
ing, Canadians are being shielded from 
the price effects of a devalued curren 
cy, thereby calling into question the 
effectiveness of devaluation as a tool 
for certain sectors of the economy. 

The authors caution against the 
increasing use of the CPI. They think it 
should be used in conjunction with 
other measures such as the implicit 
price index of gross national expendi 
tures and the industrial selling price. 
For them, the CPI is one tool in gaug 
ing price shifts and changes in the cost 
of-living, but it is not the only one. 

Towards a Belter Understanding of the Consum 
er Price Index by M. C. McCracken & E. Rud 
dick (Catalogue No. EC22- 88/ 1980E, $3.50 in 
Canada, $4.20 other countries). 



happen. Agencies just seem to respond 
to any request that comes in and the 
loans officers view the requests in much 
the same way as their colleagues in the 
private sector. The most important cri 
teria in obtaining a loan from a public 
agency are the viability of the project 
and the firm's ability to repay. As well 
there seems to be little co-ordination 
between agencies at the same level of 
government or between agencies from 
different levels, so that a firm that has 
been turned down by one agency can 
always go to another one and try to get 
assistance. By definition, the research 
ers say, this frustrates any attempt to 
diversify industrial structure through 
such assistance programs. 

Lawmakers may be to blame for the 
haphazard way in which some public 
agencies operate. Governments often 
fail to make it clear how the agency is 
supposed to meet the objectives estab 
lished for it. Faced with the problem of 
implementing very vaguely defined 
objectives while at the same time keep 
ing down the cost to the taxpayers, the 
directors of these programs and agen 
cies often choose the line of least resist 
ance and work to more easily achieved 
objectives of their own, such as achiev 
ing a maximum growth rate of their 
assets or loans. 

Financing business 

New look at government aid 
Government assistance to business in 

the form of loans and loan guarantees 
may not be meeting all the objectives 
Parliament had in mind. And what is 
more, the general public's perception of 
some government industrial assistance 
agencies may not always be borne out 
by reality. 

These are two of the conclusions now 
emerging from an Economic Council 
study of government financial inter 
mediaries. Since October 1979, the 
Council's Financial Markets Group has 
been looking at federal and provincial 
government aid to the private sector in 
the form of credit and credit guarantee 
programs. An interim report, due out 
in the next few months, will focus on 
aid to business, although the group is 
also looking at assistance to exporters, 
agriculture and housing. 

Project Director André Ryba says 
that the group's work has been centred 
around an examination of the govern 
ment's objectives in developing indus 
trial assistance programs. What are the 
stated objectives? Do they respond to 
the needs of the economy? Are the 
programs effective for meeting the 
objectives? Could the objectives be 
achieved in some other way at less 
cost? 

Popular belief seems to support the 
idea that government industrial assist 
ance should focus on aid to small busi 
ness, but work in progress at the Coun 
cil indicates that this may not be the 
case. Some of the agencies studied gave 
up to 35 per cent of the number of their 
loans to firms with annual sales of over 
$2 million. This is much higher than 
the proportion of these firms in the 
Canadian economy. One agency gave 
65 per cent of its assistance funds to 
larger firms and another deployed 85 
per cent of its money in this way. 
Again, contrary to popular belief, 

government industrial assistance agen 
cies do not necessarily favour newly 
established firms. A comparison be 
tween public and private agencies of 
the same type revealed that close to 27 
per cent of loans made by private 
sector institutions went to new firms, 
while little more than 20 per cent of 
loans from public sector agencies went 
to firms of this type. In dollar terms, 
less than 10 per cent of all the money 
handed out by government agencies 
went to new firms, while most private 
agencies generally allocated at least 20 

per cent of their funds to new busi 
nesses. The project economists point 
out, however, that not all the agencies 
can be criticized for this because some 
do not have a legal requirement to help 
new businesses. 

Often the enabling legislation estab 
lishing government agencies mentions 
the goal of job creation and of helping 
to diversify the industrial structure of 
the geographical area in which the 
agency operates, although these may 
not be the most appropriate objectives 
for these kinds of agencies to pursue. 

Who lends to business? 

Distribution of loans to business by 
financial intermediary 

March 31, 1979 

D Chartered 
Banks _Government 

D Life insurance DOther companies 

D Trust 
companies 

On March 31, 1979, Canada had 23 gov 
ernment financial intermediaries (federal 
and provincial institutions) offering loans 
to business, including the Federal Busi 
ness Development Bank, the Ontario De 
velopment Corporation, the Quebec In 
dustrial Development Corporation and the 
Alberta Opportunity Company. The gov 
ernment also supplies loans directly with 
out creating an agency, for example 
through the Rural Development Authority 
in Newfoundland, or through guarantees 
provided by the federal Department of 
Industry, Trade and Commerce under the 
Small Business Loans Act. 
Outstanding loans to business from these 
government intermediaries totalled $5.1 
billion, while outstanding loan guarantees 
provided by the two levels of government 
amounted to $526 million. 

The expectation seems to be that the 
agency has some industrial develop 
ment plan to guide it and that it will 
seek out clients according to the plan's 
directives. But the researchers have 
found that this usually does not 

The problem may be further com 
plicated by the fact that when govern 
ments check on the progress of their 
agencies they tend to look at the 
performance of each individual agency, 
ignoring the impact of that agency on 
the total economic picture. An agency 
may report the total number of jobs 
created as a result of its loans, for 
instance, without taking account of the 
number of jobs that may have disap 
peared in the same sector or in other 
sectors of the economy as a result of its 
activities. It is quite possible, in fact, 
that the recipient of a loan from one of 
these agencies may be able to expand 
operations and create jobs while at the 
same time forcing unsubsidized firms 
to reduce their activities or even to go 
out of business entirely. 

The Council's work, says Mr. Ryba, 
should be able to provide guidance on 
what the scope of government credit 
and credit guarantee programs should 
be, how the objectives could be more 
clearly defined, and how programs and 
agencies could meet their objectives 
most efficiently. 
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was unable to compete effectively in 
the manufacturing area when it comes 
to sales to developing countries. The 
one exception seems to be public transit 
vehicles, but these sales are often tied 
to external aid programs. 

Developing countries 

Canadian trade barriers hit hard 
There is a fundamental contradiction 

in relations between developing and de 
veloped countries which always crops 
up when the discussions turn to trade. 
Developing countries have been push 
ing to industrialize while developed 
countries have devoted great efforts to 
devising the means to keep goods from 
developing countries outside their fron 
tiers. As Vittorio Corbo and Oli Hav 
rylyshyn point out in a study prepared 
for the Economic Council of Canada, 
Canada's behaviour has been true to 
the norm. Our trade barriers are high 
est against those countries which pro 
duce goods in competition with our 
domestic suppliers. 

Corbo and Havrylyshyn, formerly 
with Concordia University's Institute 
of Applied Economic Research, have 
studied Canada's trade relations with 
developing countries from both the 
export and the import sides. They were 
curious to know if their feelings about 
the behaviour of markets and govern 
ments could be supported by the data. 
And they wanted to take the analysis ~ 
further than just a look at tariff levels ~ o 
in comparison to other countries. They '0 

wanted to estimate how much more of ~ 
a product a country could sell to ci5 
Canada if tariff barriers were eliminat- ~ 
ed or changed. In other words, domes- ~ 
tic demand might be so great that ~ 
imports of some commodities might be Z 

quadrupled if tariffs were removed. 

The authors constructed a series of 
equations, including in their calcula 
tions such figures as import elasticities, 
ratios of imports of a particular com 
modity from a country to all imports 
from that country, and similar com 
parisons on the export side. 

The results show that Canada's trade 
barriers aimed at developing countries 
are higher than those faced by devel 
oped ones. The difference is particular 
ly marked when petroleum imports are 
taken out of the equations. Different 
comparisons are made using different 
lists of goods but the bias does not 
alter. 

Canada's trade with developing 
countries is not large, perhaps just over 
two billion dollars a year in the mid- 
1970s. That is a small sum compared to 
the tens of billions of dollars worth of 
goods which move between Canada and 
the United States annually. But the 

L_'~8~ 

effects on Canadian industry of specific 
imports can be dramatic. 

The authors broke down their results 
to study several industrial classifica 
tions from up to a dozen regions. What 
they found was what many people have 
suspected. Asia faces the strongest bar 
riers to trade with Canada, and that's 
because Canadian industries face com 
petition from that region's textiles, 
clothing and shoe production. 

In comparison with the level of 
tariffs imposed by the European Eco 
nomic Community (EEC), Canada 
comes off badly, at least at first glance. 
But the authors point out that countries 
wishing to trade with the EEC often 
face many more non-tariff barriers, 
such as import quotas, which also 
restrict trade. On balance, they say, 
EEC barriers to trade may be as 
strongly biased - or even more so - 
than those of Canada. 

On the export side, Canada's trade 
performance has not been outstanding, 

Southern Ontario shoe-making 

according to the authors. This coun 
try's sales to developing countries have 
been concentrated in three products, 
wheat, road motor vehicles and paper 
and paper products. The authors have 
found that where exports have been 
growing at all, it's because Canada is 
selling to countries with growing mar 
kets rather than taking a larger share 
of the market. Price increases have also 
added to the dollar value of our 
exports. But in terms of competitive 
ness, Canada has been losing out. 

The slide is particularly obvious on 
the manufacturing side. By the middle 
of the last decade manufactured goods 
made up a smaller proportion of our 
exports than five years earlier, while 
sales of raw materials were on the 
increase. The conclusion is that Canada 

, 
Two other facts emerge from the 

analysis. Canada has been having dif 
ficulty selling in the area which is the 
fastest growing, that is the manufactur 
ing sector, and many of our exports 
have gone to developing countries 
which are not showing the fastest 
growth. 

Developing countries are in a quand 
ary. The authors share some of the 
views of Steven Langdon (see page 19) 
on the problems faced by these coun 
tries as they try to industrialize. Many 
have encouraged the growth of domes 
tic industry by themselves setting up 
high tariff walls. This action has led to 
higher prices for domestically-produced 
goods, and has increased the depend 
ence of local industry on imports of raw 
materials as companies try to keep up 
production and employment. As a 
result, developing countries are looking 
for new markets just as developed 
countries are slamming the door to pro 
tect their own industries. 

j 

In Canada's case the restrictive 
effect on a list of special-interest goods 
which are usually labour-intensive 
manufactures is just about double the 
effect on other imports. Despite that, 
the authors have found that Asia con 
tinues to expand the volume of its 
exports to Canada. 

The authors have made a stab at 
estimating the effects of various tariff 
changes. Since the study was com 
pleted before an agreement at GATT 
was reached, the authors looked at 11 
hypotheses, and estimated the effects 
on five different lists of goods. They 
concluded that the overall adjustment 
Canada would have to make to higher 
import levels would not be that large. 
"It appears that it would cost Canada 
little and allow the less developed coun 
tries to gain much," say the authors. 
But they point out that it is not the 
aggregate level of tariff cuts which is 
important so much as the lists of goods 
which are used. 

Canada's Trade Relations with Developing 
Countries, by V. Corbo and O. Havrylyshyn, 
(Catalogue No. EC22-80/1980E, $12.00 in 
Canada; $14.40 other countries). 



• Developing countries 

Few benefits from direct investment 

r 

Canadian investment in the develop- ~ 
'" ing countries has generally been ~ 

regarded as desirable, but direct invest 
ment in these countries by Canadian 
controlled multinational corporations 
may not be beneficial either for the 
developing countries or for Canada 
itself. 
These are the findings of a study, 

prepared for the Economic Council ?y 
Ste ven Langdon of the Economics 
Department of Carleton University. 
And Langdon believes that the govern 
ment should abandon its policy of 
encouraging this kind of investment 
and focus on other aspects of develop 
ment instead. 

Despite the widespread belief that 
"Canadian" investment in developing 
countries comes mainly from Canadian 
subsidiaries of foreign corporations, the 
study found that Canadian-controlled 
corporations have become important 
participants in direct foreign invest 
ment and technology marketing in the 
developing world. Canadian firms now 
have an important position in the 
economies of various developing coun 
tries. 
As multinational companies transfer 

their technology to the developing 
countries, they often establish the same 
import-intensive product range and 
capital-intensive production techniques 
·they are using elsewhere in their organ 
ization, so they generate less employ 
ment in the host country than a domes 
tic enterprise would. The dislocating 
effects of transferring technology in 
thi's way can be enormous. The pres 
ence of a multinational company can 
distort the local income structure if 
higher-than-average wages are paid to 
a small number of workers. And in 
countries where many workers cannot 
find jobs, the introduction of a capital 
intensive operation seems particularly 
inappropriate, says the author. 

Langdon's list of problems associated 
with multinational subsidiaries is a 
long one. He says countries often buy a 
complete package- with direct invest 
ment from a corporation, meaning 
there are few spin-offs into the local 
economy. The growth of local entre 
preneurs is often hindered and the 
financial flows out - in the form of 
dividends, interest and intra-company 
charges - can be very large. 

Between 1970 and 1976, the study 
shows, there was a fivefold increase in 
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Bauxite mining in Jamaica 

the investment flows from Canadian 
controlled companies to Latin America 
and the Caribbean. Investment in Asia 
is growing rapidly and by the middle of 
the last decade, Canadian-controlled 
companies had two billion dollars 
invested abroad. 

Much of the expansion undertaken 
from Canada has been carried out by 
mining, smelting and petroleum com 
panies, but utilities and finance corpo 
rations are also active. Langdon is of 
the opinion that these investments can 
harm Canada as much as they can 
harm the developing countries. By set 
ting up production facilities overseas, 
the Canadian company may be reduc 
ing employment opportunities ~or 
Canadian workers who would otherwise 
be producing for export to these coun 
tries. Resource export prices may also 
be depressed and resource exports cur 
tailed, but research work in this area 
has so far been sporadic and Langdon 
says more study is needed to determine 
what effects foreign investment in de 
veloping countries has on employment 
levels and the balance of payments of 
the home country. 

Canadian-controlled multinationals 
have switched some of their resource 
investments to the developing coun 
tries, says Langdon, and this has 
"almost certainly come at the expense 
of domestic investments in resource 
processing and manufacturing that 
would have generated wide social ben 
efits for Canadians." In the continuing 
argument between governments and 
the resource corporations about how 
resource earnings should be divided, 
the resource companies can then play 
off different options against the govern 
ment authorities in Canada to get a 

larger share of the windfall profits gen 
erated in this country, says Langdon. 
Canada's policy strongly favours 

direct investment in developing coun 
tries, although, Langdon says, "it is 
based on quite limited information and 
even less public scrutiny." Canada's 
role in the current "North-South" dia 
logue reflects an expressed commit 
ment that economic growth should ben 
efit the poorest segments of the 
population in developing countries. But 
the findings of this study indicate that 
hopes of achieving this aim through 
direct investment by Canadian compa 
nies may be misplaced. Given the grow 
ing efforts of developing countries to 
seek alternatives to foreign direct 
investment, Langdon believes that 
Canadian policy should try to find dif 
ferent ways in which technology can be 
transferred to Third World countries. 
It could be done through government 
agencies such as the National Research 
Council, for example, or through non 
governmental agencies like the univer 
sities, co-operatives or Oxfam. 

He also suggests an extension of the 
government insurance guarantees pro 
gram, with an independent public 
agency, other than the Export Develop 
ment Corporation, being given a man 
date "to assess investment projects 
carefully and fairly from a Canadian 
and developing-country perspective, 
rather than a mandate to expand 
Canadian exports." 
Rather than spending CIDA money 

to promote direct investment ties, he 
says, the money could be spent to 
encourage the growth of Canadian 
trading companies active in the de 
veloping countries. Studies show that 
such trading companies may establish 
local manufacturing firms which forge 
more links with the local economy and 
are freer to buy expertise and ma 
chinery where they want rather than 
from parent companies. 

Finally, says Langdon, the Canadian 
government should abandon its public 
policy stance of encouragement for 
increased Canadian direct investment 
in developing countries and adopt a 
position of "strict agnosticism" on the 
matter. 

Canadian Private Direct Investment and Tech 
nology Marketing in Developing Countries. by 
S. W. Langdon (Catalogue No. EC22-82/1980E; 
$8.95 in Canada. $10.75 other coun tries). 
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