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The Council finds that the existing tax system prevents 
the economy from performing at its potential, largely by 
impairing the rate of capital formation and by encour 
aging investments in projects that are attractive only 
because of their favourable tax treatment. A key aim of 
the Council's recommendations is to put similar invest 
ments - and the choice between saving and consumption 
- on the same footing for tax purposes. This would 
encourage people to make saving and investment deci 
sions based on economic returns rather than on tax 
considerations. 
The Council's road map puts forward two main themes 

for tax reform: on the corporate side, it opts for a 
broader definition of taxable income and lower tax rates, 
while generating the same amount of revenue; on the per 
sonal side, it also opts for base broadening and lower 
rates but at the same time proposes a longer time horizon 
for taxation, so that individuals would have more scope 
for averaging their incomes over their lifetimes, and so 
that they would pay the same tax whether they spend now 
or later. What all this means for Canadians in general is 
that they would not be discouraged from saving for a car, 
a house, and for retirement; they would have an easier 
time filling out their tax returns; they would pay no more 
taxes than anyone else in a similar income situation; and 
they would have larger incomes. Furthermore, says the 
Council, "working Canadians would benefit the most." 

In developing its recommendations, the Council was 
guided by the belief that tax reform should address three 
main issues: the choice of appropriate principles for taxa 
tion or the selection of tax bases; the breadth of the tax 
bases chosen; and the mix of taxes used to generate the 
government's revenue needs. It also believes that a good 
tax system should be assessed in the light of several 
criteria, including its efficiency, fairness, simplicity, 
stability over time, and the extent to which it encourages 
government accountability in a democratic society. Using 
these principles, the Council puts forward recommenda 
tions for policy change in five key areas - personal taxes, 
corporate taxes, the sales tax, property taxes, and 
resource taxes. 

RoadMap 
for 
TaxReform 

C anadian living standards would be much higher, 
and some tax rates lower, under changes to the tax 

system proposed by the Economic Council of Canada. 
In a new Statement on taxation, the Council says there 

is broad consensus on the need for tax reform. Govern 
ments are concerned about the tax system because it fails 
to generate enough revenue despite the relatively high 
statutory tax rates. Citizens are upset because they per 
ceive the system as being too complex and unfair. Busi 
nesses are critical of the complexity, the high statutory 
tax rates, the uneven tax treatment of different invest 
ment projects, and the changes that are constantly being 
made to the system. Consensus also exists on the need to 
broaden the tax base by eliminating tax preferences so 
that statutory rates can be reduced. (The consensus does 
not include agreement on specific measures, however.) 

The proposals put forward in the Road Map for Tax 
Reform are based on a three-year research program 
examining the taxation of capital income (income from 
savings and investment). The project is one of the largest 
research programs on taxation undertaken outside the 
federal Department of Finance since the Carter Royal 
Commission of the 1960s. (Detailed findings of the 
project will be published this spring.) The Council 
decided to focus on the taxation of capital income pri 
marily because of its profound impact on national output 
and living standards. The analysis takes account of all 
levels of government and of the major types of taxes on 
income, sales, resources, and property. 
The Council places two restrictions on its inquiry that 

are particularly important: its proposals are not designed 
to change the total amount of tax revenue that govern 
ments now collect; nor are they intended to change the 
overall distribution of income that results from the cur 
rent tax system. Instead, the Council concentrates on the 
question of tax structure. It examines how the tax system 
affects the efficiency of the Canadian economy and living 
standards in Canada through its impact on saving and 
investment decisions, and what changes in the tax struc 
ture would increase output and living standards over 
time. 
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What are the problems? 

C anada's tax system tends to 
discourage saving, thwart eco 

nomically sound investment decisions, 
and violate the basics of a good tax 
system, the Council argues. 
Tax rates on capital income vary 

enormously, depending on the indus 
try, asset, mode of finance, and tax 
status of the investors involved. These 
variations in tax treatment, the Coun 
cil says, "turn economic losers into 
tax winners." The complexity of the 
system is reflected in the fact that 
almost 40 per cent of federal tax 
payers now have their personal 
income-tax returns completed by 
others. Furthermore, abrupt changes 
in tax laws (over 100 pages of amend 
ments to the Income Tax Act, "even 
in a dull year," says one tax practi 
tioner) can cause economic disloca 
tion, create windfall gains and losses, 
and lower the rate of capital forma 
tion. Finally, while taxes should be 
visible to increase government 
accountability in a democratic society, 
some taxes, such as the federal 
manufacturers' sales tax, are largely 
hidden from the public. 
The Council is convinced that 

"taxes as they are now structured are 
a barrier to efficiency and to higher 
standards of living because they need 
lessly distort decisions by investors, 
savers, consumers, and producers." 
As part of its research, the Council 
documents some of the major short 
comings of the present tax system. 

Personal income tax 
The different tax rates on various 

savings and investment opportunities 
can encourage people to choose one 
investment over another. These deci 
sions may not be the most economi 
cally efficient, the Council finds. It 
notes as well that inadequate indexing 
for inflation can lead to hidden tax 
increases. Moreover, unless the cor 
porate and personal income taxes are 
integrated, shareholders are subject to 
"double taxation" - that is, corpora 
tions are taxed on their earnings, and 
shareholders are taxed again when 
they realize those earnings in the form 
of dividends and capital gains. 
Furthermore, under an annual 

income-tax system, the taxation of 

savings - first as part of income, then 
on the subsequent flow of returns - 
discourages saving and encourages 
immediate consumption. This in turn 
reduces the amount of savings avail 
able for investment and generally 
raises the cost of capital. The taxation 
of annual income thus discourages 
saving for future consumption (in 
retirement, for example). In the 
absence of averaging provisions, 
annual income taxation also treats 
people with a variable income less 
favourably than those with a regular 
income. That's because the former 
have to save in order to smooth out 
their consumption patterns over 
periods that can exceed one tax year 
(and are liable to be taxed on those 
savings). 

Corporate income tax 
The corporate income tax is 

riddled with a variety of tax credits, 
allowances, and deductions, with the 
result that some activities are taxed 
much more heavily than others. In 
any given year, in fact, about half the 
corporations in Canada pay no tax at 
all. Among the principal corporate 
income-tax provisions that distort the 
system are the investment tax credit 
(now being phased out); accelerated 
depreciation allowances for machinery 
(which allow businesses to write off 
new equipment against their tax liabil 
ities at a faster rate than for other 
investments); the unfavourable tax 
treatment afforded equity-financed, 
as opposed to debt-financed, invest- 

ments; preferential tax rates for 
manufacturing and processing firms, 
as well as for small businesses; and 
the lack of integration of corporate 
and personal income taxes. As a result 
of these incentives, tax rates for new 
investment in 1985 varied from as 
much as 102 per cent to as little as a 
subsidy of 78 per cent, the Council 
reports. 

Other taxes 
The federal manufacturers' sales tax 

introduces major distortions because 
it is applied unevenly on goods and 
services. It taxes some inputs used in 
the production of certain goods and 
hence has different effects on the final 
prices of goods. Provincial sales taxes 
share the same problems. Property 
taxes discriminate against businesses 
in favour of residential property 
owners. Taxation in the resource sec 
tor also varies widely and is compli 
cated by provincial royalty arrange 
ments (whereby firms pay for the 
right to extract natural resources); 
exploration, development, and pro 
cessing allowances; and the competing 
claims and responsibilities of the 
federal and provincial governments. 
All told, these variations in tax 

rates on capital income "exact a 
heavy toll in terms of Canada's 
productivity performance," the Coun 
cil concludes. It asks whether the sys 
tem can be modified "in ways that 
will encourage more efficient business 
decisions and increased prosperity." 

Tax rate on each dollar saved over time 

How the tax system discriminates against saving 

Taxpayer in 1 O-per-cent tax 
bracket who saves 
for 20 years 

Taxpayer in 50-per-cent tax 
bracket who saves 
for 1 year 

5 10 15 o 
(AssumiflQ inflation rate is 5 per cent; real interest rate, 3 per cent; nominal interest rate, 
8 per cent) 
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Proposals for relorm 

I n its bid to introduce major 
reform, the federal government 

should strive for a tax system that is 
more neutral (or even-handed) in its 
impact on the economy, the Council 
says. 
The Council believes that its tax 

reform package would move the sys 
tem in that direction, thereby making 
it simpler, fairer, and more efficient. 
The average incomes of Canadians 
would rise, and some tax rates would 
fall, even though governments would 
collect the same amount of revenue. 

Personal 
income tax 
The main thrust of the Council's 

recommendations in this area is to 
nudge the system toward a "lifetime 
income tax" - which would not dis 
criminate against saving and would 
allow taxpayers more scope to average 
their incomes over their lifetimes. The 
idea behind the Council's proposal is 
that those who save now should be 
given the same tax treatment as those 
who spend now. This would do two 
things: it would enhance efficiency by 
removing distortions in the current 
tax base through a more neutral treat 
ment of different types of savings and 
investment and of consumption over 
time; and it would give taxpayers 
greater freedom to manage their own 
affairs by taxing them at a marginal 
rate corresponding more closely to 
their lifetime incomes. 
The Council has six recommenda 

tions for accomplishing this goal. 
First, it suggests phasing out the 
$500,000 lifetime exemption for "cap 
ital gains" - the profit made when 
an asset is sold for more than its pur 
chase cost - and taxing that income 
in full (excluding capital gains on 
principal residences and the current 
treatment of family farms). Con 
versely, taxpayers should be allowed 
full deductibility for capital losses. 
Overall, this proposal would simplify 
the tax system substantially by treat 
ing capital gains like other income. It 
would also broaden the tax base and 
open up the possibility of reducing 
top marginal rates. 

Lower rates 
To compensate for the full taxation 

of capital gains and still leave the dis 
tribution of tax burdens unchanged, 
the Council recommends that the top 
federal marginal tax rate on personal 
income be reduced from 34 to 30 per 
cent and that the next highest bracket 
be reduced from 30 to 28 per cent. It 
would directly affect about 3 per cent 
of tax filers annually and could be 
made without exhausting the revenue 
earned from taxing capital gains in 
full. 

Registered saving 
The Council regards tax provisions 

for registered saving (such as registered 
pension plans and RRSPs) as a "con 
venient do-it-yourself income-averaging 
device enabling individuals to smooth 
out their lifetime tax payments" 
(because contributions to such registered 
savings are deductible from taxable 
income, while withdrawals are taxa 
ble). The Council opts for removing 
the dollar limits on the amounts con 
tributed to registered savings. As cir 
cumstances permit, the contribution 
rate should be increased to a level 
ranging from 25 to 30 per cent, and 
it should be total income that quali 
fies for the contribution rather than 
employment earnings only, as is now 
the case. 
For most taxpayers, a significant 

amount of saving is done through the 
purchase of durables, such as houses. 
But if taxpayers were to use registered 
savings to buy a house, for example, 
they could be overtaxed on the with 
drawals (because they could end up in 
a higher tax bracket). So the Council 
believes more provision should be 
made for nonregistered savings that 
are tax-exempt. It suggests doubling 
the current $1,000 deduction for 
interest and dividends, and including 
net rental income and taxable capital 
gains in that deduction, which should 
be indexed. 

Registered borrowing 
The Council also suggests intro 

ducing registered borrowing as a 
means of assisting a wider range of 
individuals through the tax system. In 
this way, a taxpayer who, for some 

reason, is experiencing a period of 
lower income could declare a loan as 
taxable income and then deduct the 
interest and amortization payments 
on that loan later on when his or her 
income increased. People who want to 
leave the labour force temporarily for 
reasons such as retraining would be 
eligible to benefit from this scheme. 

Indexation 
In the past, high inflation rates 

have created some of the greatest dis- 
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tortions in the tax system because of 
could be a complicated form of index- 

Capital cost 
the lack of full indexation. Inflation 

arion of capital income. has also increased government tax 

allowances 
revenue beyond any legislated tax CorpOrate 

Accelerated capital cost allowances 

increases. Last year the federal 

income tax 
allow firms to write off the cost of 

government limited the indexing of 

certain investments long before the 

the personal income tax to amounts in 
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lets them deduct about 25 per cent of 
their gross revenue under the federal 
resource allowance. In provinces 
where provincial resource payments 
fall below the federal allowance, com 
panies can end up with a federal tax 
subsidy. If the payments are higher, 
on the other hand, they can be taxed 
twice on the portion that exceeds the 
federal resource allowance. The Coun 
cil would allow a partial deduction for 
resource payments that exceed 25 per 
cent of gross revenue and full deduc 
tion for lesser royalties. With that in 
place, the federal resource allowance 
should be withdrawn. 

suggests creating a separate "capital 
component account" within registered 
savings plans that would make divi 
dend earnings eligible for the dividend 
tax credit at 33-113 per cent upon 
withdrawal (as well as treating capital 
gains in the same manner). 

Loss offsetting 
Under the present system, many 

firms are unable to take advantage of 
all the tax allowances for which they 
qualify. Almost half the investment 
undertaken in Canada between 1977 
and 1981, for example, was done by 
companies that were rarely able to use 
their capital cost allowances, invest 
ment tax credits, and other deduc 
tions. Although these deductions or 
tax losses can be carried forward (or 
backward), the period over which they 
can be spread is limited. Moreover, 
these tax allowances lose value over 
time, since companies forgo interest 
on the losses carried forward. In the 
Council's view, companies should be 
allowed to carry forward losses 
indefinitely - with interest - subject to 
appropriate tax-avoidance rules. 

Sales taxes 
Sales tax reform - federal and 

provincial - must aim at a reduction, 
or elimination, of the variation in tax 
rates across commodities, and at the 
removal of sales taxes on business 
inputs (materials and capital goods, 
for example). The Council favours 
replacing the federal manufacturers' 
sales tax with a broadly based, uni 
form "value-added" tax - which 
would tax the value added to a 
product at each stage in the produc 
tion process. The federal govern 
ment's planned business transfer tax is 
expected to take this form. The Coun 
cil supports its introduction, provided 
that the new tax is imposed at uni 
form rates, with as few exemptions of 
consumption goods and services as 
possible. It also encourages provincial 
governments to remove business 
inputs from the base of provincial 
sales taxes and recommends that both 
levels of government discuss simul 
taneous reform of their sales tax 
systems. 
The Council is concerned about the 

hidden nature of the proposed busi 
ness transfer tax, so it suggests having 
it invoiced separately or posted at the 
cash register to make it visible at the 
point of sale. In addition, the Council 
recommends that those with incomes 
below a stipulated threshold be given 

a sales tax credit. For a variety of rea 
sons, the Council also warns against 
using the business transfer tax to gen 
erate substantial increases in federal 
tax revenue. 

Resource Taxes 
In this area, the Council reiterates 

its position that some incentives and 
fiscal burdens affecting resource 
development should be removed from 
the tax system. While endorsing the 
deduction of exploration expenses 
from taxable income, it recommends 
the gradual withdrawal of the remain 
ing federal earned depletion allow 
ances and provincial processing allow 
ances. Their removal would be offset 
by a general reduction in federal and 
provincial tax rates. Given the current 
state of the market in the mining sec 
tor, however, these allowances could 
be phased out gradually. Unused 
depletion allowances should be 
allowed to be carried forward with 
the same interest as on losses carried 
forward. 
Furthermore, the Council would 

like to see a return to the system 
whereby provincial royalties are fully 
deductible from income taxable by the 
federal government. At the moment, 
companies are taxed by the federal 
government on income that includes 
royalties and other provincial resource 
payments. To compensate, Ottawa 

Property taxes 
Property taxes on businesses have 

more impact on overall tax rates on 
new investments in Canada than do 
either corporate or sales taxes, the 
Council finds. Moreover, in general, 
businesses pay much higher property 
taxes than do the owners of equivalent 
residential properties. Given the com 
plexities of provincial and municipal 
financial arrangements, however, and 
the fact that the property tax is the 
single most important revenue source 
for municipalities, the Council recom 
mends further study of the property 
tax system by the governments 
involved. It also advises that provin 
cial governments continue to impose 
property assessment standards. 
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The need for change 

T ax reform would make Canada 
more competitive and perhaps a 

better investment bet, the Council 
concludes. 
That's because the current tax sys 

tem favours selected industries "at the 
expense of productivity in the econ 
omy as a whole," it says. The Coun 
cil's tax reform package, on the other 
hand, would strengthen productivity 
growth by letting market forces steer 
capital income to its most efficient 
use, which would "enhance Canada's 
overall competitiveness from an inter 
national standpoint." 

Moreover, businesses in general 
would likely pay lower taxes under 
the Council's plan, because of the 
proposals to finance tax cuts by 
widening the corporate-tax base and 
to remove sales taxes on capital 
inputs. By contrast, in the United 
States the revenue from corporate 
income taxes is expected to rise 22 per 
cent over the next five years to finance 
a personal tax cut of 5 per cent. The 
result will "obviously make invest 
ment in Canada more attractive" than 
it was before, the Council says. 
While the Council's tax reform 

package has much in common with 
the U.S. approach, it also differs 
markedly. For example, the United 
States has not moved to reduce double 
taxation of corporate shareholders by 
integrating personal and corporate 
taxes. Nor has it indexed the tax sys 
tem for inflation. And while Canada 
has moved toward a lifetime-income 
tax through greater use of registered 
savings, the United States has cur 
tailed such schemes. These differences 
are not expected to affect adversely 
Canada's attractiveness for investment 
or highly skilled labour, the Council 
maintains. "Indeed, the reverse may 
well be true," it says. 

Since tax reform raises questions 
about winners and losers, the Council 
recommends gradual changes in some 
areas. But it opposes piecemeal 
reform, because the tax system is so 
interconnected. Nor should tax reform 
be interpreted as a substitute for fiscal 
reform. For example, tax changes that 
encourage personal saving do not 
remove the need for pension reform. 
There must also be a proper balance 

of concerns for economic efficiency 
and growth, on the one hand, and for 
fairness and even-handedness, on the 
other. 

Personal taxes 
The increased revenue from taxing 

capital gains in full should be used 
to reduce marginal tax rates and to 
remove elements of the tax system 
that discriminate against saving. The 
Council is aiming here for greater 
simplicity (by eliminating the need to 
devote pages and pages of the tax 
code to preventing the conversion of 
other income into capital gains) and 
for greater efficiency (through less tax 

on the industry, the asset mix, and the 
debt/equity ratio of each company. 
Hence the proposed changes must be 
made with appropriate consultation, 
the Council says. But it insists that the 
biggest change - a deceleration in cap 
ital cost allowances - would be offset 
to a considerable extent by lower tax 
rates. An indexed corporate-tax sys 
tem would act as an insurance policy 
against the distortions created by 
inflation and by the tinkering with the 
tax system that occurred in response 
to the inflation of the 1970s. Integrat 
ing the corporate tax with the per 
sonal tax would increase equity by 
reducing the double taxation of share- 

The Council opposes piecemeal tax 
reform, because the tax system is 

so interconnected. 

avoidance, more efficient use of sav 
ings, and more incentive to save). 
These proposals would provide 

Canadians with much more scope to 
save "for a rainy day" and for old 
age by averaging their incomes over 
time. This is particularly appropriate, 
the Council says, because of the 
increasing pressure on Canadians to 
change jobs frequently, to re-educate 
themselves periodically, and to pre 
pare for longer and healthier 
retirements. 
Finally, the tax burdens of different 

classes would not change under the 
Council's plan. Those with incomes 
below a stipulated threshold would 
have a tax credit to offset the impact 
of a business transfer tax, and all 
would share in enhanced access to 
registered savings and the growth of 
income that would occur under a 
more neutral tax structure. 

Corporate taxes 
The impact of changes in the 

corporate-tax structure would depend 

holders. It would also increase effi 
ciency by reducing the present biases 
against equity-financing by businesses. 

Other reforms 
Reform ·of the federal sales tax is 

long overdue, the Council says. While 
it supports replacing the manufac 
turers' sales tax with a business trans 
fer tax, in general it does not think 
that sales taxes as a proportion of 
total government tax revenue should 
increase. In the area of resource taxa 
tion, any negative effect of the Coun 
cil's proposals would be offset for 
most companies by a reduction in 
corporate-tax rates. The Council 
would also like to see a return to full 
deductibility of provincial royalties 
and mining taxes from income taxable 
by the federal government. Finally, 
provincial and municipal governments 
should study the distortions created 
by the property tax. 
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Hooking into new technology 

T he Council will provide better 
policy advice in the future, 

thanks to some new computer soft 
ware and equipment. 
These acquisitions will make the 

Council's economic simulations more 
realistic by reducing the time it takes 
to do them, says Ross Preston, the 
project leader responsible for the 
Council's CANDIDE econometric 
model. That model was developed in 
the early 1970s and has been an essen 
tial tool in the Council's work. It is 
used to determine the economic 
impact of the Council's policy 
prescriptions and the effects of vari 
ous economic developments, such as 
changes in monetary, fiscal, or trade 
policy, or an increase in interest rates. 
With the purchase of the new com 
puter equipment and software, CAN 
DIDE Model 3.0 is being phased out, 
and another econometric model is 
being adopted. To find out more 
about these changes, Au Courant 
interviewed Preston. 

Au Courant: Why is the Council 
making these changes? 

Preston: An econometric modeling 
system is like a car; every once in a 
while it needs repairs. Last year, 
Statistics Canada completely revised 
the National Accounts data. It 
changed the base year, revised all the 
numbers back to 1961, and in some 
areas even changed conceptual 
methods of measurement. That made 
CANDIDE Model 3.0 obsolete. At 
the same time, personal computers 
(PCs) were increasing in competitive 
ness, while the cost of buying main 
frame computer time to run simula 
tions on CANDIDE Model 3.0 wasn't 
falling all that quickly. We decided 
the best route would be to purchase 
some PC equipment and, instead of 
rebuilding CANDIDE, to enter into 
an outside agreement that would give 
us access to the econometric model 
used by the Conference Board of 
Canada, which is in fact very similar 
to CANDIDE Model 3.0. 

Au Courant: How is this an 
improvement on the previous system? 

Ross Preston 

Preston: The kinds of things we can 
do on a PC in terms of simulations 
aren't much different from what we 
could do on a mainframe. But how we 
do it and the costs involved are totally 
different. Even after the initial capital 

Preston: In a sense, yes. Being closer 
to the initial conditions in terms of 
having current data always provides 
some increase in accuracy. But the 
economics that drives it all is impor 
tant too. Accuracy depends on 
whether we as economists understand 
what's going on out there, whether 
the analysis we present is in fact well 
thought out, solid, and empirically 
based. Dennis Conner didn't win the 
America's Cup because of his boat or 
his crew, but because he knew how to 
bring it all together. 

Au Courant: What other advantages 
does the new system offer? 

Preston: It's very user-friendly. Any 
one can learn the rudiments of the 
system. It brings us one step closer to 
the whole idea of a supermarket of 
results that are accessible to virtually 
anyone. It's much the same as going 

The big pay-off is that we will be 
able to handle more work and to 

produce higher quality results. 

costs of buying the equipment, we 
expect to save well over $140,000 in 
the first three years, largely because of 
the reduction in computer-rental time. 

As for how things are done, part of 
the problem in the past was that by 
the time we got the simulation results, 
they were based on information that 
was six months old. With the new 
PCs, we can do in a matter of days 
what would have taken us a much 
longer period of time. Let me give 
you an example. We're developing 
an automated chartbook that can 
produce a whole series of graphs at 
the stroke of a key. These chart dis 
plays can give you a quick review of 
our latest economic projections using 
current data. We can simulate the 
impact of any number of changes in 
the economy, without requiring a lot 
of time-consuming activity. 

Au Courant: Does this mean our 
projections will be more accurate? 

to the library and finding information 
through a card catalogue. 

Au Courant: How will these changes 
affect the Council's research? 

Preston: I think PCs in general will 
change the way in which we do 
research, primarily because of the 
user-friendly characteristics of the 
software. An economist will 'be able 
to interface directly with the system 
rather than have a specialist do it. Of 
course, you will still need the experts 
to develop and maintain the system. 
The big payoff is that we will be able 
to handle more work and to produce 
higher-quality results that are more 
readily understood. We can devote 
more time to thinking about the real 
problems that we're here to think 
about. Ultimately, this will improve 
the analysis on which we base our 
policy advice. 
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The growth of white collar jobs 

W hether a Canadian industry 
has been hiring or dismissing 

workers over the past decade depends 
more on domestic demand for its 
products or services than on any other 
concern. 

Or so says a recent Council discus 
sion paper by Laval Lavallée of the 
Economic Council and Garnett Picot 
of Statistics Canada, who looked at 
structural change in the employment 
of industries and occupations between 
1971 and 1981. Their analysis was 
undertaken, says Council chairman 
Judith Maxwell, "to provide us with 
some understanding of those factors 
most closely associated with employ 
ment growth and restructuring among 
industries and occupations ... [to 1 
allow us to identify those industrial 
sectors and occupations for which 
further analysis could be done." 

Industrial employment 
Chart A indicates the importance 

of domestic demand in employment 
needs over the period in question. 
According to the authors, it accounts 
for about 50 per cent of employment 
growth, in contrast with such factors 
as labour productivity and changes in 
trade, which reduced employment 
requirements by 8 per cent and 4 per 
cent, respectively. 
The authors also make the follow 

ing observations: 
• The growth in domestic demand for 
manufactured goods (imported or 
domestically produced) was above 
average over the period. But because 
over half of that rise was met by 
imports, employment growth in this 
sector was below the average for the 
economy as a whole; 
• Within the manufacturing sector, it 
was primarily domestic demand for 
goods and services that distinguished 
the fast-growing firms from the 
declining ones; 
• All of the industries (and occupa 
tions, for that matter) that hired 
more workers because of changes in 
the trade picture were involved with 
Canada's natural resource base - 
either as resource industries, pro 
cessing industries, or transportation 
industries. This demonstrates the 
effect of Canada's comparative 

Chart A 
How demand affected industrial employment in Canada, 1971-81 

Chart B 
Employment shifts in major occupations in Canada, 1971-81 
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advantage in this sector, the authors 
note. 
• Service-sector employment grew at 
the expense of the goods-producing 
sector over the decade - primarily 
because of the increasing importance 
of service industries in the Canadian 
economy, coupled with the more 
rapid productivity growth in the 
goods-producing sector, which 
reduced its need for workers. 

Occupational employment 
As Chart B shows, employment 

grew by over 7 per cent in the profes 
sional occupations, at the expense of 
the blue-collar ones. The largest single 
explanation for this change, say the 
authors, was the more rapid growth in 
demand for the goods and services 
produced by the former group. 
The authors also found that in 

Total 
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Distributive services 
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Business services 
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some cases - particularly processing, 
machining and product manufacturing 
- growing demand was met by an 
increase in imports rather than in 
domestic production. 
Another major reason that jobs 

grew faster in some occupations lies 
in the changing skill requirements of 
industries during the period. These 
may have been the result of changes in 
production processes, or technology, 
or the types of information that com 
panies needed for their operations. 
Technological change probably played 
an important role in this restructur 
ing, the authors add, but their analyti 
cal approach did not allow them to 
measure its precise impact. 

Clerical/sales 

Managementladmin. 

White collar Jobs Blue collar jobs 

"Structural change in employment of 
industries and occupations, 1971-81: An 
input-output analysis," by Garnett Picot 
and Laval Lavallée. Discussion Paper 
NO.316. 
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the lowest level of concentration of all 
markets considered, the four largest 
companies accounted for almost 
33 per cent of total mortgages out 
standing in 1984, up slightly from 
30 per cent in 1979. 
While concentration appears quite 

high in most financial markets, this 
doesn't mean there is no competition 
whatsoever. On the contrary, research 

Issues in financial relorm 

L ondon had its Big Bang. Tokyo 
is opening up to world transac 

tions. New York is leading in the 
securitization process. Financial sys 
tems are changing all over the world, 
and Canada is no exception. Quebec 
led off with its 1984 Insurance Act; 
the province of Ontario is moving 
towards sweeping reforms to its secu 
rities industry; and last December the 
federal government proposed signifi 
cant changes to the organization of 
the Canadian financial system. 
The Economic Council of Canada 

took an active part in the consultation 
process leading to this re-regulation of 
the Canadian financial system. Last 
November it released a Statement 
including 31 recommendations that 
provided a framework for the reform 
of financial regulation (see Au Cour 
ant, Volume 7, No.3). The recom 
mendations were based on the 
research findings that have been 
spelled out in a new report entitled 
A Framework for Financial 
Regulation. 

Needed balance 
The Canadian financial system - 

the banks, the credit unions and 
caisses populaires, the trust com 
panies, the insurance companies, the 
securities firms, and others - plays a 
crucial role in the economy. It acts as 
the middleman between savers and 
borrowers. It provides for the safe 
keeping of funds. It offers informa 
tion on financial services, corpora 
tions, interest and exchange rates, and 
the economy in general. It contributes 
to the maintenance of a payment sys 
tem. In short, it is the backbone of 
modern monetary economies. If it is 
to perform its role efficiently, markets 
must be competitive; institutions must 
benefit from the confidence of the 
public; and all Canadians must have 
access to financial services from coast 
to coast. But competition, confidence, 
and access cannot be achieved simul 
taneously. Active competition, in fact, 
may cause insolvencies, which may in 
turn lead to a loss of confidence. One 
of the objectives of regulation - in the 
form of corporate governance, self 
regulation, or direct government 
involvement - is to guide the financial 

system to the best achievable balance 
between competition, confidence, and 
access. 

Concentrated markets 
One measure of-competition is the 

degree of concentration in the finan 
cial system. While market concentra 
tion - the share of an industry's out 
put accounted for by a small number 

R esearch shows that competition in 
the finandal sector has increased 

over the last few years. 

of firms - should be the primary con 
cern in this respect, recent debate has 
often confused it with concentration 
of ownership (the distribution of the 
shares of an institution) and con 
centration of power (the ability to 
influence regulators, legislators, or 
other institutions because of the size 
of assets of an institution). 
Concentration of ownership has 

increased over the past few years. A 
series of mergers and acquisitions and 
the recent growth of financial holding 
companies have led to an increase in 
the number of financial institutions 
under the control of a few share 
holders. Concentration of assets is 
also high. Among banks, trust and 
loan companies, and life insurance 
companies, the four largest institu 
tions accounted for 52 per cent of 
total assets in 1984. By comparison, in 
1983 the four largest manufacturing 
enterprises accounted for only 
11.1 per cent of total assets. 
Market concentration, while genei 

ally high, has tended to decrease in 
recent years. In the deposit market, 
dominated by the large Schedule A 
banks, the four largest companies 
accounted for about 48 per cent of 
deposits in 1984, down from 54 per 
cent in 1979. In the personal and com 
mercialloan market, also dominated 
by the banks, the four largest com 
panies accounted for 63 per cent of 
loans in 1984, compared with 70 per 
cent in 1979. 

In the mortgage market, which has 

shows that it increased over the last 
few years. But the continued existence 
of an "uneven playing field" hinders 
the competitive efforts of various 
institutions. Firms in the different 
financial pillars are subject to differ 
ent legislation and regulation even 
though they serve the same customers. 

Unequal access 
An important measure of how well 

the financial system serves the needs 
of all Canadians is the availability of 
financial services. In that regard, over 
1,700 localities in Canada are served 
by only one pillar (excluding the 
insurance business). That means the 
bank branch or the local financial 
cooperative is the only available point 
of sale for a great number of Cana 
dians who live outside the larger 
urban centres; trust companies or 
investment dealers are not directly 
accessible in many areas of the 
country. 

Responsibilities and 
harmonization 

The absence of a clear sharing of 
responsibilities and a lack of harmoni 
zation between the federal and provin 
cial authorities explain in large part 
why the existing regulatory framework 
is unable to provide for a level playing 
field and to cope efficiently with the 
recent financial difficulties faced by 
many institutions. The Constitution 
gives the Parliament of Canada 
authority over banking, the means of 
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payment, trade, commerce, bankrupt 
cies, and matters of national interest, 
while provincial legislatures have 
authority over property rights, con 
tracts, and regional concerns. As 
financial transactions are carried out 
via a contract procedure, they tend to 
fall under provincial jurisdiction. At 
the same time, the federal responsi 
bility for banking can - and does - 
encroach upon this provincial author 
ity. Moreover, the courts have, time 
and time again, reaffirmed the federal 

authority - for example, in the 1938 
and 1947 Privy Council decisions, 
and in the 1980 Canadian Pioneer 
Management case. 

Yet the definition of "banking" 
remains an issue that has not been 
resolved. The courts, however, have 
linked it to the provision of the means 
of payment, and a similar definition 
has been proposed by the Economic 
Council. 

All these issues - and many more, 
such as solvency and conflict of 

interest, for example - are crucial to 
the efficient functioning of Canada's 
financial sector and to its ability to 
maintain its world-class status. Regu 
lators will have to bear these concerns 
in mind as changes in the financial 
sector make further regulatory reform 
necessary. 

A Framework for Financial Regulation 
(EC22·137/1987E; $8.95 in Canada, $10.75 
elsewhere). 

The softer side of technology 
T he following passage is an 

excerpt from the Economic 
Council's best-selling publication 
Workable Futures: Notes on Emerg 
ing Technologies. (For ordering infor 
mation, see publications page.) 
In addition to some of the "hard" 

technologies like robotics, there are 
other innovations - in organizational 
design, for example - that may ulti 
mately be as important as productivity 
and competitiveness. 

Statistical process control 
Using SPC, the Court Valve Com 

pany of St. Catharines, Ontario, 
became the first Canadian firm to 
receive General Motors' number-one 
supplier rating. In the 1983 model 
year, Court shipped three-and-a-half 
million pieces, in the form of 33 
different components, to GM; there 
were no rejects. 

In its simplest form, SPC is the use 
of basic statistical concepts to monitor 
how consistently a product fits engi 
neering specifications. At various 
stages of a production run, tests are 
made to determine the conformity 
of the product with various critical 
characteristics, such as weight and 
dimensions. Results are recorded and 
charted to show how the samples 
checked compare with specified toler 
ances. Minute variations recorded in 
the process can warn skilled SPC 
users of potential problems. Changes 
in the patterns of variation over time 
can be traced to a host of factors, 
such as material quality, environmen 
tal conditions (heat, pressure, etc.), 
servicing intervals, or operator skill. 
In this way, SPC cannot only show 
how well a particular product con- 

forms to specifications, but can also 
be used as a diagnostic tool to predict 
and correct defects in the production 
process. 
In Japanese hands, SPC has been 

used to promote an approach-to-work 
organization in which production and 
inspection are no longer separate and 
antagonistic but merged and self 
supporting: production workers are 
their own inspectors. In Canada's 
automotive industry, more than 
60 per cent of parts manufacturers 
have given some SPC training to 
hourly workers in the last two years. 
Certainly the pressure of demand 

from automobile assemblers - who 
have explicitly made the use of SPC 
by suppliers a condition for doing 
business with them - has led to a 
spectacular rise in this quality-control 
technique since 1980. The percentage 
of companies using the technology 
shot up from about 7 per cent in 1980 
to over 80 per cent today. 

Just in time or not at all 
" ... in 1980 an auto assembler 

might have had several weeks' 
production of seats on hand. Now, 
assemblers may take hourly delivery 
of seats of the precise colour and 
materials required for that day's 
production. Planning is such that 
seats can be unloaded from the deliv 
ery truck in the exact order that they 
are required on the assembly line." 
(Report of the Automotive Industries 
Human Resources Task Force, 
January, 1986.) 
The essence of the just-in-time (JIT) 

approach is to eliminate costly inven 
tory. But the reduction of inventory 
itself imposes the need to identify and 
quickly solve production problems. It 
also imposes the very highest stan 
dards for quality control: if inventory 
is to be minimized (and the target is 
zero), there is no room for rejects. It 
is clear, therefore, that JIT and SPC 
go hand in hand. 
The increased flexibility of delivery 

means ability to switch quickly to 
smaller production runs and, in turn, 
places a premium on quick change 
over, increased machine utilization, 
and enhanced preventive maintenance. 

Like SPC, JIT is being adopted 
rapidly, particularly in the automotive 
sector. An interesting aspect of this 
process is that just as the assemblers 
have required their suppliers to adopt 
SPC and JIT, those parts manufac 
turers will, in turn, tend to demand 
adoption by their own suppliers. Ulti 
mately, the system will be founded on 
computer communications between 
assemblers and suppliers, using com 
mon, industrywide specifications and 
terminology. 
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P rairie agriculture, a key element 
of the western economy, has 

struggled through drought, grass 
hoppers, and falling wheat prices in 
recent years. What lies ahead? How 
should policymakers and farmers 
prepare for future world markets? 
The Economic Council of Canada 

is setting out to answer these ques 
tions in a research project on the 
future of Prairie agriculture, headed 
by Dr. Andy Schmitz, a leading 
agricultural economist in both 
Canada and the United States. He is 
now at the University of Saskatche 
wan in Saskatoon. 

Schmitz, who will be based in 
Saskatoon, will lead a group of 
about 10 researchers in wide-ranging 
studies to be completed by mid-1988. 
He took time recently to discuss the 
state of Prairie agriculture and the 
Council's project plans in an inter 
view with Au Courant. 

Au Courant: How important is 
Prairie agriculture to the western 
economy? 

Schmitz: Well, it's extremely impor 
tant. And this holds true even out 
side Saskatchewan, where agriculture 
is more important for the total econ 
omy than in Alberta or Manitoba. 
Just as an indication, last year the 
Prairie region, overall, produced 
somewhere in the neighbourhood of 
a billion bushels of wheat. So if the 
price of wheat drops by $1.50 or 
$2.00 a bushel, you're talking about 
a $2-billion shortfall. And if you 
then go ahead and look at some mul 
tiplier effects, that $2 billion could 
easily exceed, let's say, $5 billion. 

Au Courant: By "multiplier effects" 
you mean an impact on farm 
machinery industries, that kind of 
thing? 

Schmitz: Right. This is what I think 
we have to keep in mind in the 
Prairie region. We're not just talking 
about farmers; we're talking about 
the service sector that's related to 
agriculture. This includes fertilizer 
producers and dealers, farm 
machinery dealers, and the whole 
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gamut of industry that's tied into 
agriculture. 

Au Courant: What are the current 
problems facing Prairie agriculture? 

Schmitz: Well, they started about 
three or four years ago, at least in 
Saskatchewan, with the extreme 
drought and the grasshopper infesta 
tion. These conditions meant that a 
lot of farmers were hit by crop 
failure. Then prices dropped sub 
stantially, partly as a result of the 
international price subsidy war that 
was taking place. This year, in parts 
of Saskatchewan and also in Alberta 
and Manitoba, the yields were sub 
stantially higher than normal, and 
acreage was at an all-time record in 
terms of wheat, but quite a few of 
the farmers never got their crop har 
vested because of extremely bad 
weather conditions at harvest time. 
So some farmers have ended up with 
low-grade wheat, which doesn't 
move fast on international markets 
and which brings in lower prices. As 
a result, they're having a tremendous 
cash-flow problem. Also, while it's 
true that input prices are starting to 
come down - interest rates have 
dropped; fertilizer, until recently, 
was actually declining in price; the 
farmers got a rebate on fuel from 
both the federal government and the 
Saskatchewan government - the 
drop in the cost of inputs certainly 
hasn't offset the drop in the price of 

the final commodities, which, in this 
region, include wheat and other 
crops. 

Au Courant: What kind of effects 
are all these problems having on the 
family farm at this point? 

Schmitz: Well you know, we really 
don't have a very good feel for 
what's going on in the rural areas 
with respect to the stress on farm 
families. I gather data the best I can 
from medical doctors and people in 
the industry, which suggest that the 
crisis really hasn't hit yet - that peo 
ple are just starting to go through 
this whole stress crisis, and they're 
going to have some serious problems 
in the future. There are signs now 
of increased suicide rates among 
farmers, increased alcoholism among 
farm families, and a higher divorce 
rate. Another problem is the impact 
on rural communities. If things stay 
this dismal for several years, then 
many of our rural communities will 
probably go by the wayside, and 
there'll be fewer and fewer rural 
people in the Prairie region. These 
questions have to be looked at, 
along with the cost of wheat or the 
cost of inputs. 

Au Courant: How about the global 
markets for Prairie agriculture at 
this time, and how do you see them 
developing? 

Schmitz: Well there's no doubt that 
certain sectors in Prairie agriculture 
are doing very well. Right now, for 
example, some of the people produc 
ing eggs, chickens, and broilers, as 
well as some of the dairy farmers, 
may not be doing magnificently, but 
at least they're not suffering as much 
as, say, the wheat farmers. Also, the 
beef sector, at the moment, is in 
excellent shape. For the first time 
in years, the livestock industry in 
the Prairie region has really been 
buoyant and is likely to stay that 
way for several years to come. But 
the grain sector is another story. 
I happen to be somewhat optimistic 
about the future, but that view is not 
shared by many of my colleagues or 
people in the farming business. I 



think that within four or five years 
the grain industry could be healthy 
again. But certainly in the near term, 
given the world buildup of stocks, 
one has to be pessimistic about grain 
prices. I just looked at some num 
bers again on the stocks of U.S. 
corn, and when you talk about a 
5-billion-bushel surplus of corn, you 
know, that has to have a depressing 
effect on the whole feed-grain mar 
ket. That doesn't mean that we 
won't have a good export market for 
malt barley, but certainly it raises 
questions about what prices are 
going to be like for feed barley over 
the next two to three years. When 
you look at the world stocks of 
wheat, and especially those held by 
the United States, things look doubt 
ful. But what makes this outlook 
even more pessimistic is the use of 
subsidies by the European Common 
Market, which I think are totally 
distorting world trade and Canada's 
comparative advantage in interna 
tional markets. 

Au Courant: Can we turn now to the 
Council project? What is its overall 
objective? 

Schmitz: The broad objective is to 
examine those factors which have 
shaped the current structure of 
Prairie agriculture and those which 
will influence its future, and to 
determine how the future direction 
of Prairie agriculture can be 
integrated with various policy 
choices. 

Au Courant: What sort of policy 
choices are you talking about? 

Schmitz: Well, for example, we'll 
look at the issue of whether Canada 
should continue to specialize in low 
yielding, high-protein wheat. One of 
the questions raised in recent years is 
whether a country should produce 
high-yielding varieties of low-protein 
content, as opposed to low-yielding, 
high-protein varieties. Another 
policy area we'll be looking at is 
Canada's role in promoting interna 
tional export cooperation or other 
such policies. In other words, how 
can we try to convince other nations 
to stop their subsidy wars? Another 
example has to do with policies 
integrating livestock and grain. For 
instance, what would be the implica 
tions of introducing a stabilization 
program that would benefit not only 

grain producers on the Prairies but 
also livestock producers over the 
long haul? Look at our exports of 
beef to Japan. At present, Canada 
has only a small share of the 
Japanese beef import market, unlike 
countries like the United States and 
Australia. We'd like to find out 
whether the barriers to Canada's 
beef exports are largely political or 
economic. And we'd like to deter 
mine how we could do better in 
penetrating the Japanese market. 

further diversification and how they 
could best be removed. Finally, we 
want to see whether Canada's long 
run competitive advantage is in 
wheat and feed-grain production or 
in other areas of agriculture. 

Au Courant: How do you plan to go 
about your research? 

Schmitz: We're going to use several 
approaches and then, hopefully, 
integrate them. First of all. we will 

If things stay this dismal for several years, then many of our rural 
communities will probably go by 
the wayside. 

Au Courant: Can you give me some 
details about the specific areas you 
plan to study? 

Schmitz: Number one, to be explicit, 
is to examine agricultural policies in 
major importing and exporting 
countries and determine the extent to 
which they have contributed to the 
world grain glut. Number two, we 
want to determine whether the excess 
supplies on world grain markets 
today are short-term aberrations 
from a long trend or whether the 
trend has just shifted upward. Num 
ber three, we want to determine 
whether Canada's traditional mar 
kets for grain are fading and 
whether there's a need to diversify 
into markets of newly developing 
countries. Number four, we want 
to explore the potential for greater 
diversification in livestock produc 
tion. Number five, we want to exam 
ine the programs that are currently 
in place or that are in the process of 
being implemented, including farm 
finance and the family farm. Num 
ber six, we want to look at the 
human cost associated with the 
financial difficulties resulting from 
depressed farm incomes. We should 
also take a look at some of the mul 
tiplier effects I talked about earlier. 
Number seven, we want to discover 
how much of the change in farm 
incomes over the past decade or two 
has come from changes in farm 
prices and how much has come from 
yield technology. Number eight, we 
want to determine how serious the 
existing institutional barriers are to 

review what has already been done 
in these areas. Second, we'll supple 
ment this with our analysis of exist 
ing data and also with interviews 
with different people. Then we'll use 
some fairly elaborate econometric 
models that are already in place. For 
example, we plan to hook into what 
is called the F APRI Model - a food 
agricultural policy model used by the 
United States - as well as other 
large, mathematical models in use 
there. 

Au Courant: One final question, 
which perhaps wraps everything up. 
How important is the future of 
Prairie agriculture to the average 
Canadian? 

Schmitz: Well, again, I think it's 
very important. First of all, Cana 
dians have to eat. And therefore 
they have to buy beef, and pork, and 
poultry, and eggs, and bread, and all 
those commodities. So it's important 
that Canadian agriculture remain 
efficient and competitive from the 
food-price standpoint. Second, the 
multiplier effects from Prairie 
agriculture work their way through 
the entire economic system. For 
example, eastern manufacturers sell 
tractors, trucks, farm machinery, 
cars, and consumer goods to the 
Prairies. So you could say that 
Prairie agriculture is a Canadian 
issue. And, third, Prairie farmers 
produce grain for world markets; 
those exports improve Canada's 
trade balance; and that benefits 
all Canadians. 
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. . . that has been the chief 
concern of the Economic Council of 
-------------- 
Canada since its creation as an 
independent advisory body in 1963. 

Over the past two decades, the 
Council has focused on public policy 
issues of key importance to Canadians 
- including economic growth, the role 
of new technology, the impact of 
government regulation and the changing 
job market, to name only a few. 

The Council pursues its goal of 
improving Canada's economic 
performance in three ways: 

Consultation 
Members of the Council; representing 

a wide cross-section of Canadian society, 
meet regularly with governments and 
groups to study, analyse, and make 

recommendations on significant 
economic issues. 

Research 
An expert staff originates research 

and provides background information 
on a variety of topics, with particular 
stress on the medium- and longer -term 
problems of the Canadian economy. 

Information 
The need for better information on 

economic issues has led the Council to 
place strong emphasis on its contact 
with the public, through the use of 
topical publications, speeches, 
conferences, 
workshops and 
media relations. 
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