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Introduction

The Economic Council has periodically published assessments of the
nation’s fulure economic potentials for growth and development. It has
also regularly published an appraisal of the economy’s performance in
relation to such potentials and goals. The present report continues
these “‘performance appraisals”. It sets out some of the main dimen-
sions of problems and shortfalls in performance in relation to the five
basic economic and social goals with which the Council is centrally
concerned. These goals are: full employment; a high rate of economic
growth; reasonable stability of prices; a viable balance of payments;
and an equitable distribution of rising income.

The central aim of this report is threefold:

— to monitor and assess the underlying progress of the economy
towards good performance in relation to basic potentials and
goals;

— to foeus attention on developments tending to produce signifi-
cant or persistent departures from good economic performance
which would jeopardize the future attainment of our basic
economic and social goals; and

— to extend and further develop our analysis in terms of some of
the significant challenges that Canadians will be facing in the
1970’s in the areas of employment, economic growth, price
stability and international economic relations.

The organization of the report is as follows. We turn first to an
assessment of major developments abroad to provide the international
setting for an appraisal of domestic developments. We then discuss
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the actual performance of the Canadian economy in relation to basic
potentials and goals, with a quantitative evaluation of recent short-
falls below these potentials. Next, we examine Canada’s trade and
the balance-of-payments position against the background of swiftly
changing international economic conditions. Finally, we turn to an
assessment of employment requirements to 1975—one of the most
important challenges which the country faces in the 1970’s.

The main body of this report was written prior to October 14, when
the federal government announced new tax reduction and expenditure
measures to further stimulate expansion of the economy and accelerate
the rate of job creation. We have not found it necessary to modify
our basic appraisal and conclusions regarding the economy’s medium-
term prospects and potentials in the light of these new measures. They
are, in fact, very much in keeping with the central thrust of our con-
clusions concerning the need for domestic demand expansion to move
the economy more decisively towards its potential level of output, to
reduce unemployment, and to relieve some of the upward pressure on
the exchange rate.




The External Environment

The attainment of Canada’s basic performance goals depends crucially
on the maintenance of a stable world economy oriented towards
growth and trade. In a number of ways, world economic developments
over the past year or two have not provided the most favourable
setting for the achievement of these objectives. Recession in the
United States and slower growth abroad contributed to a reduction
in the rate of growth of the Canadian economy in 1970. The deeply
entrenched cost and price inflation in the Western industrialized world
has increased the difficulty for Canada of attaining “price stability”
despite the vigorous domestic efforts that have been undertaken in
the fields of monetary and fiscal policy. More recently, developments
have emerged which have given rise to major uncertainties and may
entail substantial shifts in international economic and trade relations.
The U.S. economic measures announced by President Nixon on August
15 constitute a new initiative towards improved domestic performance
of the U.S. economy. But they also constitute a far-reaching challenge

to the international community to reform and restructure existing

international trade and payments arrangements. The international
financial system is now facing the prospect of a basic overhaul of
existing arrangements comparable in scale and difficulty to the inter-
national negotiations that established the present system at Bretton
Woods in 1944.

International Economic and Financial Conditions
The measures announced by President Nixon on August 15 were
designed to:
— provide incentives to stimulate the U.S. economy and reduce
unemployment;
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— check the rate of inflation in the United States;

— strengthen the international trade and financial position of the
United States; and

— set the stage for negotiations towards a basic reform of the
international monetary system.

Although they constitute an interrelated package, the measures can
be conveniently divided and summarized in two main groups—those
which are mainly domestic and those which have a direct international
impact. The domestic measures—those which will affect other coun-
tries mainly through their effects on the U.S. economy—include repeal
of the 7 per cent excise tax on automobiles; accelerated income tax
cuts; a new business and industrial investment tax credit of 10 per
cent applicable to investment in equipment of U.S. origin; and a
reduction of federal spending by $4.7 billion by deferring pay raises,
welfare reform, and revenue sharing with the States. Some of these
changes are proposals that require Congressional legislation. In the
prices sector, the President decreed a 90-day freeze on wages, salaries,
prices and rents, and established a Cabinet-level council to plan action
after the 90-day period. Subsequently, a number of new bodies have
been created to oversee the implementation of measures to achieve
the U.S. objectives for stability in incomes and prices.

On the international side, the convertibility of the U.S. dollar into
gold was temporarily suspended.! A temporary surcharge of up to
10 per cent was imposed on about half the imports into the United
States. An export incentive that would allow tax deferrals on earnings
from exports was proposed, to become effective on January 1, 1972
(if legislation now before Congress to authorize the establishment of
Domestic International Sales Corporation is passed). And finally,
expenditures for foreign aid were reduced by 10 per cent. A more
detailed account of these U.S. measures is set out in Appendix B.

There is widespread uneasiness among members of the international
trading community that President Nixon’s New Economic Program
may signal a basic shift towards a more inward-looking posture on
the part of the United States. There is also uneasiness that the present
emergency might precipitate a move towards retaliation and more
protectionist policies by other countries in response to the U.S.
measures. Either of these two developments would set back much or
all of the progress that has been made in the postwar period towards

! Monetary authorities outside the United States were already refraining from cashing their
‘“‘excess’’ dollars into gold. The President’s action could perhaps be viewed as, in effect,
“formalizing’’ a situation that already existed in a loose form.
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the freeing-up of international trade and a more open world economy.
They would be hostile not only to Canada’s interests but to those of
the entire world community. No one can predict at this juncture the
eventual outcome of the negotiations now getting under way, or
assess how Jong or how difficult they will be. But we should like to set
out a view which we believe represents the longer-term interests of
Canada.

The U.S. dollar is clearly no longer able to perform adequately the
task of serving as the world’s key reserve currency. U.S. gold reserves
have fallen to disquietingly low levels, and other countries have
accumulated large stocks of gold and U.S. dollars. The U.S. balance of
payments is in a position of major and deteriorating deficit, and other
countries have become increasingly reluctant to continue adding to
their holdings of U.S. dollars.!

The United States has received much advice about the need to get
its balance-of-payments deficit under control and to curb the out-
pouring of U.S. dollars to the rest of the world. It has now acted in
a decisive way to do this. That some emergency action was needed
is apparent from the fact that even with a slack economy and unac-
ceptably high levels of unemployment (which might eventually have
been expected to check the growth of imports), the U.S. trade balance
moved into a deficit position in mid-1971. Some other countries, on
the other hand, have continued in strong surplus positions.

No country has done more in the past quarter century to assist in
postwar reconstruction, to support multinational defence alliances,
to provide foreign aid, and to sponsor the dismantling of protective
trading arrangements than the United States. The fact that the world
now has a surfeit of U.S. dollars is not unrelated to these actions,
although the Vietnam War has exacerbated the dollar problem, and
U.S. capital outflows have also been a factor. In addition, until
recently, the U.S. dollar provided the essential element for the growth
of world liquidity reserves which provided the basic underpinning
for the remarkable expansion of world trade in the postwar period.

In the present atmosphere of crisis, three things are essential to
preserve the continued health and viability of the world economy.
The first is that the United States must be allowed sufficient latitude

1 The U. S. balance of payments, as measured by the change in official reserves,
showed a deficit of close to $10 billion in 1970, and this deficit widened sharply going into
1971. This situation is in sharp contrast to the position in the first half of the 1960’s when
the deficit on the U. S. balance of payments on the same basis averaged only
about $2 billion a year, and represented a useful and acceptable contribution to the growth
of international liquidity.




Performance in Perspective

within the framework of negotiations to eliminate the deficit in its
balance of payments, so that countries are no longer required to absorb
large quantities of U.S. dollars which they no longer wish to accept.
The second is to avoid any move towards retaliatory or protectionist
measures on the part of other countries which could begin to unravel
the progress towards freer trading arrangements that has been made
in the postwar years. The third is to reform and restructure the
international monetary system in a way that provides for a greater
degree of flexibility in adjusting exchange rates to meet changing
economic circumstances and that accelerates the freeing of the dollar
from its present role as the central reserve currency.

On the first of these points, the United States is, in effect, asking
that other countries share the burden of adjustment necessary to
reverse the deficit in the U.S. balance of payments. The import
surcharges, the currency realignments, the proposed export incentives,
the “buy-American” feature of the investment tax credit, are all
aspects of the basic decision to impose on other countries the trade
adjustments necessary to reduce U.S. imports and to increase U.S.
exports. Pressures are also being applied to encourage other countries
to ease nontariff trade barriers to U.S. exports and to have them accept
a greater share of the defence spending of the Western alliance. These
messures are bound to have a very uneven impact among countries,
and there is no way of assessing which country is likely to be most
affected.

The danger is that many of these measures contain an element of
compulsion and ‘“arm-twisting”, which could very well involve
retaliation. This would be a great mistake. The United States has a
strong need to correct its balance-of-payments deficit, and other
countries should recognize that it is in their long-term interests to
help it to do so.

On the third point, the recent suspension of the convertibility of
the U.8. dollar into gold! and the imposition of the temporary import
surcharges are measures intended to speed up the process of renego-
tiating the international monetary system. The U.S. authorities have
said that when certain conditions including satisfactory monetary
arrangements are achieved, the surcharges will be removed.

Various arrangements might be made to reform the monetary
system, and the details that would be negotiated are difficult to
foresee. It is, however, possible to set out at least three general lines

! The official 17.8. price of gold is fixed by law and has not been changed. The President has
simply decreed that the United States will not buy or sell gold.
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of reform that the United States apparently would like to see imple-
mented.

1. A new set of par values in the International Monetary Fund
for the more important currencies, particularly the yen and
the stronger European currencies. At the time of writing, the
U.S. dollar is, in effect, “floating” in value in relation to other
currencies (although some countries are “managing’”’ the value
of their currency against the U.S. dollar).

2. Greater flexibility for exchange rates to fluctuate around their
official par value. The IMF rules at present allow a currency to
move within a range of only 1 per cent above or below its par
value.

3. Facility for any currency, including the U.S. dollar, to be de-
valued or appreciated in case of “fundamental disequilibrium”.
This facility already exists for currencies other than the U.S.
dollar, although the tendency has been for countries not to use
1t readily.

From the viewpoint of good and economically healthy relations
between countries, it is desirable to get the U.S. import surcharges
removed as soon as possible. If agreement could be obtained on new
exchange rate arrangements, with agreement in principle to negotiate
other important issues, the United States might be successfully pressed
to remove the surcharges fairly quickly. It should not be necessary
to wait until all the details are ironed out.

The United States has been advised (in past years and more re-
cently) to raise the price of gold. This would have the effect of increas-
ing the U.S. dollar value of the world’s gold stocks, and therefore
would increase U.S. exchange reserves and world liquidity. The
administration has opposed such proposals in the past and has indi-
cated in the last few weeks that it is still opposed te any such action.

Canada has much more to gain than most countries from a successful
resolution of these difficult and complex matters because of her heavy
dependence on export markets and the associated need for stable
international trade and exchange conditions. Moreover, with negotia-
tions now under way for Britain’s entry into the Common Market,
Canada faces the uneasy prospect of being one of only two or three
industrially advanced countries in the world lacking access to a
tariff-free market of at least 100 million consumers. In a world in
which barriers to free trade were dropping rapidly, this would not be
a serious matter. But in a world in which a turnback towards more
protectionist policies could conceivably occur, Canada’s situation
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would become highly vulnerable in so far as the development of a
strongly growing advanced manufacturing industry, based on scale
and specialization, was concerned. The rate of job creation needed
in Canada over the next decade would indicate that a rapidly growing
manufacturing sector is at least one vitally important component of
a strategy for longer-term growth and development. Given the rela-
tively modest size of the Canadian market, and the importance of
scale and specialization in secondary manufacturing, assured access
to larger markets in a stable trading world continues to be one of the
principal conditions for reaching our economic and social goals.

Economic Growth and Prospects

The growth of output in the Organisation for Economic Co-operation
and Development area slowed in 1970 to about 2% per cent, or half
the average for the previous year. This slackening in the rate of growth
was in large part a reflection of the recession in the United States
(where output fell slightly), but it also reflected somewhat lower
rates of growth elsewhere in the OECD area, including the European
Common Market countries, the United Kingdom and Japan. The
figures are shown in the following table:

TABLE 1
THE GROWTH OF REAL OUTPUT IN THE OECD AREA
(Average annual rates)

1960 1970
to to
1969 1970 1971 1970 1980
(actual)  (actual) (estimated) (actual) (potential)
Canada............... 5.1 3.3 5.0 4. 5.4
United States.......... 2.8 —-0.4 3.0 4.2 4.7
Japan................. 11.9 10.9 8.0 11.3 10.0
France................ 77! 5.9 35 5.6 6.0
Germany.............. 8.1 4.9 3.5 4.7 4.6
Ttaly................. 6.1 5.2 3.0 5.7 5.6
United Kingdom. ... ... 252 2.0 0.5 2.7 B2
Total Seven Major
Countries. . ....... 4.8 ) 3.7 4.8 5.4
Other Northern
European Countries. . 6.0 5.2 3.7 4.6 4.2
Other Southern
TFuropean Countries. . 6.9 6.2 6.5 6.7 6.3
Total OECD........ 5.0 2.6 3.7 4.8 553
European Common
Market. ............ 7.3 5.4 4.2 5.2 5.2

8OURCE: OECD Economic Outlook, July 1971, and The Growth of Output 1960-1980,
Retrospect, Prospect and Problems of Policy, OECD, December 1970.
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Despite the slower growth of output in 1970, unemployment in the
overseas OECD area remained well below North American levels.
In general, rates of unemployment in Europe and Japan have held
persistently below North American rates over the past decade. The
unemployment figures, adjusted to a comparable basis to allow for
differences in definition and concept, are shown for a number of the
major countries in Table 2 (with unadjusted figures shown in brackets).
It may be noted that low rates of labour force growth have made it
relatively easier to achieve the extremely low levels of unemployment
that are shown for some countries.

The recovery from recession that is now under way in the United
States should ensure a stronger rate of output growth in the OECD
area in 1971. Official estimates indicate that the growth of output for
the OECD group as a whole could amount to close to 4 per cent this
year, with increased growth in North America being partially offset
by a further slowdown in the Common Market countries and in
Japan (see Table 1). This assessment, however, makes no allowance
for the new economic measures announced by President Nixon on
August 15. The new measures might marginally raise the growth of
U.S. output in 1971. (The announced measures were expected to have
a much stronger effect on U.S. growth in 1972.) There would undoubt-
edly be partially counterbalancing reductions in the growth of output
of other countries due to the effects of currency realignments and the
various U.S. measures. The net effect of the U.S. measures on the
growth of output for the OECD group as a whole would thus not
alter the assessment for the year 1971 in a significant way. A rate of
growth of around 4 per cent for all OECD countries in 1971, if it
materializes, would be well below the average of the 1960’s, when
growth was in the neighbourhood of § per cent per year. It would
also be well below the potential growth rate of the OECD group for
the period 1970-1980, which is estimated to be about 5.3 per cent
per year.

Prices, Productivity and Growth

prRICES—The level of prices in the 23 industrial countries that
make up the Organisation for Economic Co-operation and Develop-
ment has risen on average at an annual rate of more than 5 per cent
over the latest period for which statistics are available. This is more
than double the average rate of the early 1960’s. The world-wide
aspect of the present inflation, and the fact that it is now proceeding
more or less simultaneously in so many countries, has raised many
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questions concerning its nature and causes, and the appropriate policy
strategies to deal with it. The purpose of this section is to provide
some perspective on these matters.

Table 3 shows the rates of increase in the Consumer Price Index
of 17 OECD countries through the decade of the 1960’s and into
1970 and 1971. Two points are evident from this table: the fact that
rates of price advance have increased substantially in virtually all
countries in recent years compared with the first half of the 1960’s;
and the fact that Canada’s performance has at no time been seriously
out of line with that of other major industrial countries. Indeed, even
in 1969, when Canada had the highest rate of increase in consumer
prices of any year since the Korean War, prices rose in Canada less
rapidly than in the United States, Japan, the United Kingdom, France,
and some of the smaller countries. In the latest year for which data are
available, Canada shows the lowest price increase of any country.

TABLE 3
CONSUMER PRICES IN SELECTED OECD COUNTRIES

(Average annual percentage change)

1960-65 1965-68 1969 1970 1971t
United States............. 1.3 343! 5.4 5.9 4.6
Canada.................. 1.6 3.8 4.5 BRI 281!
Japan...... ... . ... . ... 6.2 4.8 5.2 e 1. 6.7
France................... 3.8 3.3 6.4 5.3 5.3
Germany................. 2.8 2183 207, 3.8 4.7
Italy.......... .. ....... 4.9 283 2.6 5.0 4.9
United Kingdom.......... 3.6 3.7 5.5 6.4 9.4
Austria. . ................ 3.9 3.0 3.0 4.1 4.4
Belgium.................. 2.5 3.2 3.8 3.9 3.8
Denmark................. 5.5 7.4 3.5 6.7 6.1
Finland. ... . ............. 5.3 6.2 Ol 2.8 4.9
Ireland. ................. 4.2 N6 7.3 8.2 9.2
Netherlands. . ............ SFD 4.3 7.5 4.4 T2
Norway.................. 4.1 SR/ Shl 10.2 6.9
Spain.... ... ... ... ... 7.0 5.8 2.2 5.4 8.2
Sweden.................. 3.6 4.2 2.7 7.1 7.5
Switzerland. .. ..... ... ... 3.2 3.7 2.5 3.6 6.6

1 January—July data except for Italy, Ireland and Spain which are based on January—June
data.

80URCE: OECD Main Economic Indicators, various issues.
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This relatively better price performance, however, has not been
achieved without cost. It reflects the appreciation of the exchange
rate that has significantly affected the international competitive
position of various manufacturing industries; the squeeze on profit
margins; and a generally slack economy. Other factors in Canada’s
price performance have been the accelerated tariff reductions under
the Kennedy Round in 1969, and a drop in food prices in 1970 partly
associated with a price war among various food chains.

A recent study by the OECD of inflationary developments in
member countries provides some revealing insights into the nature,
causes, and policy implications of recent international inflationary
trends.! (Since the study is oriented broadly towards international
trends, its conclusions do not necessarily cover the situation of each
particular country.) Among the factors to which the OECD drew
attention are the following:

— the major countries (with the possible exception of Germany)
are not suffering from demand inflation but rather from cost
inflation in various forms and degrees of intensity;

— there is general agreement that any prolonged shortfall in
growth, by halting the movement and readaptation of labour
from low to high productivity sectors, accentuates inflationary
difficulties over the longer term (although the potential for
such shifts differs considerably among countries);

— recent cost-push tendencies appear to have been strongly in-
fluenced by psychological and sociological factors, including:
the role of expectations, where income claims and pricing decisions
are geared to expectations of ever increasing costs; changes in
economic and social attitudes associated with decreasing fears of
recession and job security, greater militancy and aggressiveness
in seeking to acquire the products of the “consumer society”,
and the resentment against inequalities in the distribution of
income and wealth; and rising demands for public expenditures
and soctal security not matched by willingness to pay for it, with
claims for higher real incomes including compensation for in-
creased direct and indirect taxation;

— the more that such sociological factors have been important,
the less meaningful has become the concept of some simple or
permanent relationship between rates of price increase, on the

t “Present, Policies Against Inflation’’, A Report by Working Party No. 4 of the Economic
Policy Committee, OECD, Paris, June 1971, Canada and the United States are included
in the Working Party Study.

12
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one hand, and demand pressures, rates of growth, and levels of
unemployment, on the other; indeed, the relationship under
some circumstances may well be perverse;

— there are a great variety of channels through which inflationary
impulses are transmitted from country to country, including
demand and income effects (e.g., a country undergoing a boom
imports heavily from another country); cost and price effects
(e.g., the costs of imported or exported goods rises in response
to changing international conditions); monelary effects (e.g.,
where balance-of-payments surpluses or capital inflows result
in domestic liquidity creation); and psychological effects and
demonstration effects (e.g., where industrial unrest or large
wage and salary increases in one country affect behaviour in
another).

PRODUCTIVITY AND GROWTH—Economic performance in Western
Europe and Japan has, in general, outstripped that of North America
in the 1960’s, especially with regard to the ability to maintain “full
employment’’ and strong rates of productivity growth. We have drawn
attention in Table 2 to the remarkably low levels of unemployment
that prevailed in these overseas countries during the past decade. We
bave also pointed out, in earlier studies and reviews, that Canada
has one of the least impressive records with regard to produectivity
growth of any of the major industrialized countries.

Table 4 illustrates, on a more up-to-date basis and in a very broad
way, the general pattern that had already emerged from our earlier
studies of international productivity performance. Economic growth
in Canada has depended much more than in most other countries on
the sheer physical increase in the quantity of labour and capital (in
this table we show only the increase in output per person employed)
and much less on increases in the efficiency with which the various
factors of production are used, or on improvements to their quality.!

1 We have drawn attention in our earlier studies to the fact that productivity is a many-
sided concept, and that faster rates of growth in productivity in one country thanin another
can reflect a large variety of different factors relating to the “‘efficiency’’ with which the
factors of production are used or combined, or to improvements in their ““quality’’. For
example, countries with a high proportion of the labour force in agriculture may achieve
substantial productivity gains as a result of shifts in employment from the relatively low-
productivity agricultural sector to sectors of the economy where productivity is higher.
The potential for such shifts differs considerably from country to country. In addition, the
capacity to achieve economies of scale and specialization may well depend upon the size
of a country’s home market, or its ability to penetrate export markets. The speed with
which the skill level of the work force is upgraded, the stock of education increases, or the
quality and efficiency of the capital stock is raised, may also be among the factors contrib-
uting to differing rates of productivity growth among countries. Inshort, Table 4 expresses
in summary form the outcome of a considerable constellation of factors operating in the
various countries in different ways and under different conditions.

13
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TABLE 4

OUTPUT, EMPLOYMENT, AND OUTPUT PER PERSON EMPLOYED
IN SEVEN MAJOR COUNTRIES!

(Average annual percentage change)

1960-65 1965-70
Output Output
per per
Employ- Person Employ- Person

Output  ment Employed Output ment Employed

Canada......... 5.5 2.8 2.6 4.4 2.8 1.5
United States.. .. 4.8 1.6 3.1 3.7 1.8 1.8
Japan........... 10.1 13 8.7 12.4 1.5 10.8
France.......... 5.8 0.6 5.2 5.3 0.1 5.2
Germany........ 551 0.7 4.4 4.3 -0.1 4.4
Tt yE m e e 5.1 -1.0 6.2 6.3 -0.5 6.8
United Kingdom. 3.0 0.8 2.2 2.4 -0.5 2.9

Total....... 5.2 1.0 4.1 4.5 0.9 3.6

1 These countries account for 90 per cent of the output of the 23 countries that are members
of the Organisation for Economic Co-operation and Development.

8OURCE: The Growth of Output 1960-1980, Retrospect, Prospect and Problems of Policy,
Organisation for Economic Co-operation and Development, Paris, December 1970.

Measured output per person employed has risen much more slowly
in Canada than in the countries of the European Economic Com-
munity or in Japan, as this table indicates.

The countries of the European Economic Community and Japan
have made a very strong commitment to economic growth but under
conditions in which the supply of labour is growing much more slowly
than in Canada. For more than a decade, the rate of growth of em-
ployment in the European Economic Community countries has been
close to zero. (It may be noted that this group of countries now
constitutes a tariff-free area of 200 million people, with a labour force
approaching 80 million workers—about the same size as the labour
force of the United States.) In Japan, employment growth has been
about 1.5 per cent per year (compared with 2.8 per cent in Canada).
The strong rates of growth in output which these countries have
achieved has thus reflected a heavy contribution by, and emphasis
on, productivity. At the same time, the lower rates of growth of the la-
bour force have simplified the process of achieving and maintaining
high levels of manpower utilization.
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The External Environment

The above assessment of relative international performance in
growth and productivity is based on global measures of total economie
activity. The appraisal is reinforced and sharpened when comparisons
of productivity based on output per man-hour are made for the manu-
facturing sector alone. As Chart 1 shows, Japan achieved the highest
rate of growth in output per man-hour in this crucial sector in the
1960’s, with the three largest members of the European Economiec
Community also showing extremely rapid rates of increase. Canada,
the United States, and the United Kingdom showed relatively much
smaller increases. (Some of the qualifications that attach to inter-
national comparisons of productivity performance as set out in Charts
1 and 2 are discussed in footnote 1 on page 13.)

CHART 1
OUTPUT PER MAN-HOUR IN MANUFACTURING
(1960 =100)
300 —
RATIO SCALE
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Source: Based on data from Statistics Canada and National Institute of Economic and Social
Research,
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Productivity is much more than a factor in economic growth; it is
directly related to cost and price performance and is an ingredient of
international competitiveness. Much of the concern for productivity
growth has centred on this aspect of competitiveness.

Chart 2 sets out comparisons of increases in output per man-hour,
average hourly earnings, and wage costs per unit of output in manu-
facturing for this group of countries for the periods 1960-65 and
1965-70. In the first half of the 1960’s, as growth in the North American
economy speeded up following a prolonged period of slack and high
unemployment, the increase in output per man-hour in manufacturing
exceeded the increase in average hourly earnings, and wage costs per
unit of output actually declined in Canada and the United States.

CHART 2

PRODUCTIVITY, EARNINGS AND WAGE COSTS IN
MANUFACTURING, SELECTED COUNTRIES

(Average annual percentage change)
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Source: Based on data from Statistics Canada, National Institute of Economic and Social
Research, and U.S. Department of Commerce.
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Later in the decade as the rate of productivity growth slackened and
average earnings rose, unit wage costs in Canada and the United
States showed a significant increase. In the European countries and
in Japan, on the other hand, there was no general slackening in the
rate of productivity growth in the last half of the 1960’s (except in the
case of Italy). Even though average hourly earnings rose at a signi-
ficantly faster rate than in North America, wage costs per unit of
output did not rise correspondingly. In Japan, France, and Germany,
the rate of increase remained below that in North America. Strong
gains in productivity not only supported larger increases in average
hourly earnings in these countries, but also provided the basis for a
strong competitive performance.
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Performance in Relation to Goals and
Potentials

The GNP “Gap”

The Canadian economy recently has been operating at a level
3 to 4 per cent below its potential. In other words, there was a shortfall
of about $3 billion, on an annual basis, from levels of output and income
that might have been achieved with reasonably full use of Canada’s
labour force and other productive resources. The size of the GNP “gap”’
between actual and potential output is illustrated in Charts 3 and 4.

This large GNP “gap” which emerged in 1970 was partly a delayed
reaction to the building-up in Canada in 1969 of a vigorously restraining
combination of monetary and fiscal policies. But another important
contributing factor to the economic slowdown was the emergence of
a large gap between actual and potential output in the U.S. economy
{Chart 3). By the second quarter of 1971, U.S. Gross National Product
was almost 63 per cent below potential, representing a shortfall in
income and output of about $70 billion on an annual rate basis.

Chart 4, presented on a quarterly basis, provides a closer look at the
GNP “gap’”’ as it has emerged in Canada since 1967, when the economy
was also operating with some degree of slack. In the first two quarters
of 1971—the latest period for which data are available—the GNP
“gap” was in the neighbourhood of 3% per cent of potential. With a
potential GNP of over $90 billion (in current dollars), the shortfall in
income and output in the first half of 1971 was thus of the order of
$3 billion at annual rates. (The revenue shortfall associated with this
“gap” for the three levels of government combined—revenues that
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CHART 3

POTENTIAL AND ACTUAL GROSS NATIONAL PRODUCT
CANADA AND UNITED STATES

(Billions of 1967 dollars)
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Source: Based on data from Stotistics Conada, U.S. Department of Commerce, U.S. Council of
Economic Advisers, and estimotes by Economic Council of Canada. Potential GNP is calculated
on the basis of a 3.8 per cent rate of unemployment for comparability with U.S. estimates.

would have flowed to the government sector had the economy been
operating at potential—was over $1.0 billion.)

A GNP “gap” of 3} per cent in the first half of 1971 has signi-
ficant implications for the growth path over which the economy must
move to close this “gap”. Put another way, it has considerable rele-
vance for the time path required to reduce the unemployment rate
to 3.8 per cent (the basis on which “potential” GNP has been calcu-
lated). With an underlying “potential” growth rate of 5.2 per cent,
the economy would need to grow on average by about 7 per cent to
close the “gap’ in two years, and by close to 63 per cent on average to
close the “gap” in three years. The significance of these figures is that
even with a sustained growth rate of over 6 per cent in real GNP, it
would likely be the middle of 1974 before the unemployment rate could
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CHART 4
POTENTIAL AND ACTUAL GROSS NATIONAL PRODUCT
(Billions of 1967 dollars, quarterly*)
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Source: Based on data from Statistics Canada and estimates by the Economic Council of
Canada,

be expected to be back down to the neighbourhood of 4 per cent of the
labour force.!

Components of the Gap: Actual and Polential Demand

Last year, in our report, Performance and Potential: Mid-1950’s to
M1id-1970's, the potential supply estimates were recalculated on the
basis of a 3.8 per cent level of unemployment at 1975, essentially to
provide comparability with official U.S. potential output and GNP

1 It is conceivable that the underlying ‘‘potential’’ growth rate of the economy, calculated
at 5.2 per cent, may have been somewhat impaired by the extended period of slack through
which the economy is passing. If so, these growth rates would be marginally reduced. On
the other hand, even if this were the case, the time required to reduce unemployment
would be lengthy. Faster-than-average gains in productivity growth as the economy picks
up the slack are not usually accompanied by any similar acceleration in the rate of new job
creation.
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“gap” calculations that had been developed on this basis. In the present
report, we have retained the assumption of a 3.8 per cent level of
unemployment as a basis for our performance analysis. This is, inci-
dentally, equivalent to the average unemployment rate of the years
1965 and 1966, the two best years of the 1960’s. But we emphasize
that this does not represent a change in the Council’s basic view about
desirable medium-term future employment goals. Such goals have been
articulated periodically in Council Reviews that have set out medium-
term appraisals of Canada’s potentials for economic growth and
development. The latest of these was in the Sizth Annual Review. We
expect to return to this matter next year in the Ninth Annual Review.

The calculations of demand at 1975, and the rates of increase in the
demand components shown in Table 5, are consistent with the growth

TABLE §

ESTIMATES OF DEMAND TO POTENTIAL OUTPUT AT 1975

At
Potential
1967 in 1975 1967-75
(Billions of (Average
1967 dollars) annual
percentage
change)
Personal consumption outlays..... ... 39.0 58.5 5.2
Expenditures of all governments on
goods and services................ 13.9 22.1 6.0
Housing outlays... ... ... .. ... ... 2.8 4.5 5.9
Business plant and equipment outlays 9.9 15.4 5.6
Value of physical change in inventories 0.4 1.1
Balance on international trade in goods
and services. .................... —-0.5 —-1.4
Exports of goods. . ... ....... ... 11.3 21.8 8.5
Imports of goods. . ........ o —10.8 —20.8 8.6
Gross National Expenditure*. ... . ... 65.7 99.9 5.4

*Includes residual error of estimate.

Source: Based on data from Statistics Canada and estimates by Economic Council of
Canada.
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of the Canadian economy to potential output in 1975, as set out in the
Economic Council’s Sizth Annual Review. There have been some rela-
tively small adjustments to the figures presented in the Sizth Annual
Review to allow for the fact that potential output as calculated in the
present report is based on an assumption of a 3.8 per cent level of
unemployment and the fact that the GNP data for the base year 1967
have been revised. As was emphasized in the Sizth Annual Review,
this is not the only possible pattern of demand that would be con-
sistent with the achievement of potential output at 1975. But it is in
conformity with the Economic Council’s assessment of underlying
trends and forces in the economy and in the world at large.

The charts immediately following illustrate the ‘“growth trends”
that would be involved for each major category of demand between
1967 and 1975, based on the average annual rates of growth indicated
in Table 5. They also show how each category of demand has actually
performed in relation to its underlying ‘“‘growth trend” over the
period 1967-71.

PERSONAL cONSUMPTION—This is the largest single category of
demand, accounting for about 60 per cent of Gross National Expendi-
ture. In 1970, total consumer expenditure rose by only 2 per cent in
volume terms—a rate of increase far below its potential growth trend
of over 5 per cent (Chart 5). There was thus a significant shortfall in
the demands placed upon the economy by the consumer sector in 1970.
The volume of durable goods outlays actually declined by 8 per cent
in 1970 from 1969 levels. But in 1971, consumer spending appears to
be making a strong recovery.

This shortfall in consumer spending in 1970 was associated with
relatively high rates of unemployment, a slowing down in the growth
of per capita personal income, and a small rise in the rate of personal
saving between 1969 and 1970. When the effects of higher prices and
higher taxes have been taken into account, the slowdown in the
growth of real disposable income per capita has been even more pro-
nounced than the slowdown in the growth of personal income per
capita, as Table 6 indicates. In fact, such income rose by only 1 per
cent in 1970 over 1969. This sharp check in the growth of real disposable
income per capita following several years of substantial gains has no
doubt contributed to the persistently strong pressures for large wage
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CHART 5

MAJOR COMPONENTS OF DEMAND
ACTUAL AND POTENTIAL

(Billions of 1967 dollars, quarterly*)
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Source: Based on data from Statistics Canada and estimates by Economic Council of Canada.
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TABLE 6

CHANGES IN PERSONAL INCOME, DISPOSABLE INCOME, AND REAL
DISPOSABLE INCOME PER CAPITA

(Year-to-year percentage change)

Real
Personal Disposable Disposable
Income Income! Income?
Per Capita Per Capita Per Capita
1964-65....... ... 8.9 8.5 5.9
1965-66..................... 10.5 8.3 4.5
1966-67..................... 7.8 6.3 2.5
NIET=68F 1.8 . e vy vororons « 8.2 6.7 2.6
1968-69. . ................... 9.5 7.3 2.6
1969-70.. . .omevcmn 3505 7o 6.1 4.4 1.0
1970-71%. ... ... ... 6.7 5. 3.

1 Disposable income is defined as personal income less direct personal taxes and other trans-
fers from persons to government.

? Disposable income per capita after adjustment for increases in the Consumer Price Index.
2 First half 1970 to first half 1971,
source: Based on data from Statistics Canada.

CHART 6

CHANGES IN PERSONAL AND REAL DISPOSABLE
INCOME

(Percentage change from same quarter of previous year*)

(Quarter to quarter)
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and salary increases. A pictorial view of changes in personal income
per capita and real disposable income per capita is shown in Chart 6.

HOUSING OUTLAYS—Although housing outlays turned up sharply
towards the end of 1970 and into 1971, new housing outlays in volume
terms for 1970 as a whole were down by 11 per cent from 1969. Earlier
monetary restraints and high interest rates were important factors in
this decline.

The Council’s estimates of potential to 1975 indicate that a growth
rate of about 6 per cent per year in the volume of housing outlays will
be required to meet the needs of Canadians. This is a very much faster
rate of growth than that actually achieved in the decade 1957-67,
which amounted to less than 3 per cent. Our estimates imply the need
for a rate of housing construction in the neighbourhood of a quarter
of a million units per year by the mid-1970’s.

BUSINESS PLANT AND EQUIPMENT OUTLAYS—We have estimated
that in order to provide full and productive employment for Canada’s
rapidly growing labour force to 1975, the volume of business outlays
for plant and equipment would need to grow at a rate of over 53 per
cent per year over the period 1967-75. Since 1967, however, the
volume of plant and equipment expenditures has fallen persistently
below this rate. By the first half of 1971, business plant and equipment
outlays in real terms were running about 12 per cent below the level
indicated by the potential growth trend (Chart 5).

This weakness in business investment reflects the substantial amount
of slack now present in the economy, as well as reduced profitability
in a situation of weak market demand and continued cost increases.
Indeed, our experience would suggest that rising costs have become an
important factor leading to the deferment and in some cases even the
elimination of some projects. We would also emphasize that the
emergence of a large “gap” in investment outlays during the current
period of economic slack could well lay the basis for another major
surge of investment once the economy begins to move more vigorously
towards its potential. The investment boom of 1963-66, with its
inflationary consequences, was in large part associated with the need
to quickly build up capacity and make good earlier deferrals of invest-
ment that had been allowed to develop during the period of slow growth
and economic slack in the late 1950’s and early 1960’s.
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EXPENDITURES OF ALL GOVERNMENTS ON GOODS AND SERVICES—
This component of demand, which encompasses both government
current expenditures for goods and services and government capital
expenditures, has also risen more slowly than we had estimated to be
consistent with the achievement of potential at 1975. In part, this
reflects a slower rise in government capital outlays than implied in
the trend projection. But, in addition, all levels of government were
asked in 1969 to restrain their demands on the resources of the economy
as a part of the federal government’s anti-inflation campaign.

EXPORTS OF GooDs—Merchandise exports to date have risen faster
than the average rate projected between 1967 and 1975 in the Sixzth
Annual Review (Chart 7). Until 1970, this was largely a reflection of
the huge rise in automotive trade under the agreement with the
United States. But in 1970, export growth was mainly concentrated
in shipments to overseas markets. There was only a small rise in
exports to the United States, and exports of automotive products
showed little change. These patterns have been reversed to some extent
during the current year.

Most of the support to total demand in 1970 came from the external
sector. About three-quarters of the year-to-year increase of 3.3 per cent
in real Gross National Product is attributable to the increased trade
balance. The remainder is accounted for by the net increase in all
other sources of demand.

IMPORTS OF GooDs—Merchandise imports in 1970 fell well below
the projected growth trend (Chart 7)—although they had been above
the trend in 1968 and 1969, due largely to the rapid rise in automotive
imports. The weakness of imports in 1970 reflected the large amount
of slack in the economy, and the lack of strength in domestic demand.
In addition, in late 1970 the strike in the automotive industry con-
tributed to the sharp decline in imports. Over the full two-year period
from early 1969 to early 1971, the volume of merchandise imports
showed very little change.

Employment

Table 7 shows recent changes in the labour force and employment
in Canada since the mid-1960’s. Over the five-year period 1965-70, the
average increase in the Canadian labour force has been about 250,000
persons per year. In 1970, the growth of the labour force slowed to
212,000 persons. But the rate of net job creation also fell off sharply
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CHART 7

EXPORTS AND IMPORTS OF GOODS
ACTUAL AND POTENTIAL

(Billions of 1967 dollars, quarterly*)
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Source: Based on data from Statistics Canada.

in Canada in 1970; of the 212,000 increase in the labour force, less than
half were able to find jobs.

The rate of job creation has, in fact, fallen short of the increase in the
number of job seekers in four of the past six years, as Table 7 indicates.
The largest shortfall occurred in the year 1970, but there were signi-
ficant increases in unemployment in 1967 and 1968 as well. In the
first nine months of 1971, the increase in the labour force from one
year earlier has again outstripped the year-to-year rise in employment.
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TABLE 7

CHANGES IN REGIONAL LABOUR FORCE AND EMPLOYMENT
OVER PREVIOUS YEAR

(Thousands of persons)

5-Year
Average
1966 1967 1968 1969 1970  1971* to 1970

CHANGES IN LABOUR FORCE

Atlantic......... 15 9 8 11 4 18 9
Quebec......... 95 80 31 63 38 71 61
Ontario......... 105 115 100 97 99 112 108
Prairies. ........ 20 20 50 33 29 18 30
British Columbia 43 52 35 39 42 27 42
CANADA....... 278 276 224 243 212 247 246
CHANGES IN EMPLOYMENT
Atlantic......... 20 7 3 9 4 12 9
Quebec. ........ 104 64 2 50 13 52 47
Ontario......... 103 94 85 106 60 70 90
Prairies. .. ...... 26 16 42 32 8 13 26
British Columbia 39 45 27 45 16 28 34
CANADA....... 292 226 159 242 101 175 204

*Nine months over nine months.
80URCE: Based on data from Statistics Canada.

As a result of these developments, unemployment has risen in all
regions of Canada (Chart 8). Typically, the Atlantic Region and
Quebec have had the highest rates of unemployment—well above
the national average—with the rate in the Atlantic Region tending
to run higher than in Quebec. In 1970, the unemployment rate in
Quebec exceeded that of the Atlantic Region, but in the first nine
months of 1971 the unemployment rate for the two regions was
similar.

In the period 1970-75 we have estimated that the average rate of
increase in the Canadian labour force will be about 2.8 per cent per
year'—one of the highest rates of increase of any industrialized
country. With unemployment having risen to about 6 per cent of the

1 Somewhat lower than the 3.2 per cent rate over the period 1965-70.
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CHART 8
REGIONAL UNEMPLOYMENT RATES
(Annual average percentage of labour force unemployed)
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Source: Based on data from Statistics Canada. 1971 figures are averages of nine months
seasonally adjusted data.

labour force in 1970, the rate of job creation needed to absorb future
labour force growth and to reduce unemployment to around 4 per
cent of the labour force would be 3.3 per cent per year. This is a
substantially faster rate of growth in employment than Canada was
able to achieve in the 1965-70 period, when the average was 2.8 per
cent per year. The dimensions of Canada’s future employment require-
ments to 1975 are set out more fully in a later section of this report.
They involve the creation of close to 1.4 million more jobs (net growth)
over the period 1970-75.

Prices

There was some improvement in the price performance of the
economy in 1970 compared with 1969. The price index of Gross
National Product rose by 4.1 per cent in 1970, compared with 4.7
per cent in 1969. Canada’s overall price performance was also better
than that of the United States, where the Gross National Product
price index rose by 5% per cent in 1970 (Chart 9).
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CHART 9

GROSS NATIONAL PRODUCT PRICE INDEX
CANADA AND UNITED STATES

(Quarterly*, 1967 =100)
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The rate of increase in the Consumer Price Index slowed in 1970
to 3.3 per cent, compared with a 4.5 per cent rise in the preceding
year. Among the factors that contributed to this improved price
performance in Canada in 1970 were: the exchange rate appreciation
in mid-1970, which helped to lower the price of imports; implementa-
tion of the final stage of the Kennedy Round tariff reductions in
1969; the absorption by business of higher costs through reductions
in profit margins; lower food prices, resulting partly from a ‘price
war’”’ among various Canadian food chains; and more generally, the
large amount of slack that built up in the economy last year. The
improved price performance in 1970 was most pronounced in the
latter half of the year, when there was a particularly sharp decline
in food prices and a small drop in the overall Consumer Price Index
(Chart 10).
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CHART 10
CONSUMER PRICE INDEXES
(Quarterly, 1967 =100)
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In 1971, the Consumer Price Index again began to rise at an ac-
celerated rate—by 3.4 per cent in the January-September period,
compared with 1.6 per cent in the same period of 1970. Food prices
advanced sharply, and most other major components of the index
also moved up more rapidly. Since 1967 (to the third quarter of 1971),
consumer prices have risen by 15.0 per cent overall. The largest
increases have been in the services component; services excluding
shelter have risen by 21 per cent, with shelter costs up by 26 per cent.
Durable goods prices have risen by only 6 per cent; food prices by
10 per cent; and nondurables (excluding food) by 12 per cent.

Productivity, Costs and Profits

The rise in wage and salary costs per unit of output was three times
faster through the period 1965-70 than in the preceding five-year
period (Table 8). This acceleration in wage and salary costs basically
reflected a step-up in the size of claims for higher incomes, but it
was given additional impetus by a slowing-down in the rate of produc-
tivity growth in the latter half of the decade. As a result of rising
costs and slower productivity growth, slack markets during the past
two years, and an exchange rate appreciation that has affected the
profitability of many Canadian industries, profits per unit of output
have undergone a sharp decline.

The effect of these developments on profits may also be seen in
Chart 11. As a percentage of Gross National Product, corporation

TABLE 8
PERCENTAGE CHANGES IN PRODUCTIVITY, COSTS AND PROFITS
(All industries)
Wages and
Output per Salaries Profits

Person Output per  per Unit per Unit
Employed Man-hour of Output  of Output

1960-65................. 14.9 19.1 10.9 9.7
196570 ................ 9.4 15.3 34.0 -9.8
196768, ................ 3.3 5.2 4.1 4.8
196869 ................ 0.7 1.9 7.5 0.8
196970, . ............... 1.5 2.4 5.7 -8.5

80URCE: Based on data from the Economic White Paper for 1971 presented to Parliament
on June 14, 1971.
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CHART 11

CORPORATION PROFITS* AS PERCENTAGE OF GROSS
NATIONAL PRODUCT, CANADA AND UNITED STATES
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*Before taxes, and adjusted to remove effects of inventory gains or losses not directly afttribu-
table to current year's production.

Source: Based on data from Statistics Canada and U.S. Department of Commerce. 1971 figures
are averages of seasonally adjusted data for first two quarters.

profits in 1970 were at their lowest level in the postwar period. With
recovery from the economic slowdown now under way in both Canada
and the United States, it seems likely that attempts will be made to
restore profit margins to more normal levels as soon as market demand
permits.

The foregoing discussion has dealt with productivity, wage and
salary costs, and profits for the economy as a whole. The analysis
can be extended and confirmed by an examination of developments
in the vitally important manufacturing sector, where data can be
marshalled and focused with greater precision. Chart 12 shows that
this same pattern of developments has characterized the manufac-
turing industry—with falling productivity growth, escalating wage
and salary costs per unit of output, and a steep drop in profit margins.!

Table 9 provides some additional perspective on these matters,
focusing on the nonfarm business sector. In the period 1961-65, real
compensation per man-hour (i.e.,, compensation per man-hour

1 Available data indicate that some recovery in profit margins occurred in the early part of
1971,
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CHART 12

MANUFACTURING PRODUCTIVITY
PRICES, COSTS, AND PROFITS

(Percentage change from previous year)
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adjusted for price change, line 5), rose more slowly than output per
man-hour, implying some increase in the share of income other than
wages and salaries. Over this period, as Chart 11 shows, profits as
a percentage of Gross National Product increased. But in the period
1965-69, real compensation per man-hour rose considerably more
rapidly than output per man-hour, implying a decline in the share
of income other than wages and salaries. And in this period, corpora-
tion profits as a percentage of Gross National Product fell sharply.

Historical experience would suggest that the share of income
going to profits and interest, etc., is not likely to remain squeezed
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TABLE 9

CHANGES IN PRODUCTIVITY, PRICES AND COSTS
IN THE NONFARM BUSINESS SECTOR

(Average annual percentage change)

Growth Rates

1961-65 1965-69

1. Wages, salaries and supplements................ 8.6 10.3
2. Man-hours. .......... .. 3.7 1.8
3. Compensation per man-hour.................... 4.7 8.3
4, Prices'. .. ... .. 1.9 3.5
5. Real compensation per man-hour................ 2.8 4.6
6. Output per man-hour (productivity)............. 3.1 3.1

1 Implicit price of Gross National Expenditure excluding government expenditures. Although
it was not possible to exclude the influence of agricultural prices, their inclusion does not
affect the analysis in any significant way because of their small weight in total output.

s0URCE: Based on data from Statistics Canada.

indefinitely into a substantially reduced relationship to total income
and output, and that some reversal of these tendencies is likely to
occur. Some sense of what would be involved here can be derived from
a consideration of Table 9. Simply to stop any further declines in
the profits and interest share of GNP would imply a jump in produc-
tivity growth from 3.1 per cent per year in 1965-69 to close to 5 per
cent—if the other factors were to remain the same. Or it would imply
a need to reduce the growth of compensation per man-hour from 8.3
per cent to about 63 per cent per year, again with other factors un-
changed. Or there would be a need for an acceleration of price in-
creases from the 3.5 per cent per year average in 1965-69 to about
5 per cent, other factors being equal. Or, more probably, some com-
bination of all three factors would be involved. These are broadly
the orders of magnitude required to simply check any further widening
in the relative structure of income shares. To begin to reverse the
process would involve more far-reaching changes in recent trends
in some of these relationships.

The conclusion that emerges from this analysis is that the situation
created by the recent marked shift in income shares provides an
environment in which the possibility of further relatively large price
increases is quite high. From the point of view of maintaining price
stability in the future, the position of the income shares appears to
be less favourable now than at any time in the postwar period.
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There have been huge surpluses of merchandise exports over imports
in 1970 and 1971, which contributed to upward pressure on the fixed
rate and to appreciation of the dollar after it was unpegged. The
higher value of the Canadian dollar in turn has affected the economy
significantly. There have been notable adverse effects on profits,
a weakening in the capability of domestic producers to meet foreign
competition, and—on the plus side—some restraining effects on
Canadian prices. Since August 15, 1971, the U.S. New Economic
Policy has superimposed a major new set of factors on Canada’s
external position.

These profound changes highlight the crucial interdependence
of domestic and external economic developments. The purpose of
this section is to discuss these matters briefly in the context of the
objectives of a high-growth, high-employment economy.

Perspective on Trade and Payments Performance

During the 1960’s there was a shift in the balance of merchandise
trade, from deficits in the 1950’s to increasingly large surpluses. These
developments clearly reflected the large competitive lift that the
Canadian economy received from the 13 per cent depreciation in the
1960-62 period, and the effects of the Automotive Agreement. The
1960’s have been described as a decade of “export-led growth”. The
data in Table 10 show the rising trend of the merchandise surplus
since 1965, and the contributions to financing the increasing services
deficit made by this surplus and by capital inflows. It may be noted
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that the overall surplus on the total current account of $1.1 billion
in 1970 was the first surplus to occur since 1952.

The increasing strength of the trade position was somewhat ob-
scured in 1969, since the surplus was reduced by about $400 million
as a result of strikes and the fact that grain exports were unusually
low that year. But in 1970, an unprecedented merchandise trade
surplus of $3.0 billion emerged, and a large surplus may again be in
prospect for 1971 (Table 10).

TABLE 10

CANADA'S MERCHANDISE TRADE AND INTERNATIONAL
BALANCE OF PAYMENTS SINCE THE MID-1960'S

(Billions of dollars)

First Half
1965 1966 1969 1970 1970 1971

MERCHANDISE TRADE

Exports................. 8.7 10.3 14.9 16.8 8.4 8.8
b 0] LU S 5.0 6.2 10.5 10.9 5.6 6.0
Toother.............. 3.8 4.1 4.4 5.9 2.8 2.8

Imports................. 8.6 10.1 14.0 13.8 7.2 7.5
FromUS............. 6.0 7.2 10.1 9.8 5.3 5.4
From other............ 2.6 2.9 3.9 4.0 1.9 2.1

CURRENT ACCOUNT BALANCES

Merchandise. . ........... 0.1 0.2 0.9 35 1. 1.3
WithUS.............. -1.0 -1.0 0.4 1.1 0.4 0.6
With other. ........... 1.2 1.2 0.5 1.9 0.9 0.7

Nonmerchandise! . . . ... ... —1.4 —-1.3 —-1.9 -2.0 —1.1 —-1.1
WithUS.............. -1.0 -1.2 -1.3 -1.4 -0.9 —-0.9
With other............ -0.4 -0.2 -0.6 -0.6 -0.3 -0.2

Current Balance. . ........ -1.1 -1.2 -0.9 1. 0.2 0.2
WithUS.............. —2.1 —-2.2 -0.9 -0.2 —-0.5 -0.3
With other. ........... 0.8 0.9 -0.1 1243 0.6 0.4
Gold................. 0.1 0.1 0.1 0.1 0.1 0.1
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TABLE 10 (Concluded)

First Half
1965 1966 1969 1970 1970 1971

CAPITAL ACCOUNT BALANCES

Total. . ................. 1. 0.8 1.0 0.4 1.0 -0.2
WithUS.............. 0.4 0.9 1.1 0.9 1.1 0.5
With other............ 0.9 -0.1 -0.1 -0.5 -0.1 -0.6

Total................... 1. 0. 1.0 0.4 1.0 -0.2
Long-term forms. ... ... 0.9 189) 201 0.8 0.6 0.3
Short-term forms..... .. 0.4 -0.4 -1.1 -0.4 0.4 -0.5

BALANCE OF PAYMENTS AND CHANGE IN RESERVES

Total balance Current and
Capital. . ............. 0.2 -0.4 0.1 1545 1.2 0.1

Change in reserves?.... ... 0.2 -—-0.4 0.1 1.5 1.2 0.1

! Nonmerchandise trade includes services such as transportation and tourism, interest and
dividends, and transfers such as migrants’ funds.

2 Excludes Special Drawing Rights in the International Monetary Fund.

s0URCE: Based on data from Statistics Canada. Figures may not add due to rounding.
Data for the later years are subject to revision.

The data in Table 10 indicate that the change in the merchandise
surplus since 1965 is attributable mainly to trade with the United
States. The traditional bilateral trade deficit with that country
turned into a surplus, and the turnaround from bilateral deficit to
surplus between 1965 and 1970 was about $2.1 billion (the increase
in the surplus with all countries in this period was $2.9 billion). The
increased strength of exports to the United States in the latter half
of the last decade arose in large part from the performance of highly
manufactured exports, notably automotive products moving under
the agreement with the United States, but also including a wide
variety of other advanced goods of Canadian manufacture.

In the same period, imports from the United States also rose mark-
edly, again paced by growth of trade in automotive products. The
deficit with the United States in nonmerchandise trade or ‘‘services”
increased over the period. As a result, Canada since 1965 has con-
tinued to run a large current account deficit in bilateral transactions
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with the United States, apart from 1970-71 when the smaller deficit
was in large part a reflection of cyclical conditions within Canada.

The large overall merchandise surplus in 1970 and 1971 reflects
the fact that exports have been buoyant in a situation in which im-
ports have been held in check, primarily as a result of sluggish capital
investment and the generally weak performance of domestic demand.
Imports flattened out early in 1969 and declined in 1970 (see Chart
7). In fact, the volume of imports was lower at the end of 1970 than
at the beginning of 1969. Exports, on the other hand, rose strongly
in 1970 by 13 per cent (in value terms), with most of the increase
going to overseas markets, which were continuing to expand in eir-
cumstances of widespread inflationary pressures. Export growth to
the United States, however, was slowed by a recession of activity
in that economy last year.

Grain exports in 1970 rose by 60 per cent over the low 1969 level,
and shipments of crude materials were up by nearly 25 per cent.
In contrast, exports of automotive products showed little change in
1970, due partly to the effects of strikes near the year-end. Exports
of other highly manufactured goods rose by over 10 per cent. Imports
declined slightly in 1970, due partly to a sharp decline in automotive
imports. But the overall picture in 1970 was one of import stagna-
tion—the traditional pattern when the Canadian economy is oper-
ating with a large margin of unemployed resources.

The overall level of exports has been well sustained into 1971
despite the appreciation of the dollar, although exports of goods in
the first half of 1971 were only moderately above the values reached
in the early part of 1970. Export growth of goods in the highly manu-
factured sector has been spotty. Imports rose moderately in the first
half of 1971, reflecting in large part a recovery in automotive imports.

The upward pressure on the exchange rate produced by the massive
trade surplus in 1970 and 1971 has a number of implications for
the performance of the Canadian economy. Exchange appreciation
caused a significant erosion of profits in many of the resource-based
export industries (e.g., primary metals, and pulp and paper) where
prices tend to be set in world markets and denominated in foreign
currencies; returns to exporters of farm products were also reduced
by the appreciation of the dollar. (In other words, one U.S. dollar
now yields less in Canadian currency than it did when the exchange
rate was set at $.925 U.S.) It has raised the price to foreign buyers
of the products of Canada’s secondary manufacturing industries.
(Foreign importers must now pay more in foreign currency to pur-
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chase Canadian dollars.) And it has made it more difficult for domestic
producers to compete in domestic markets against foreign imports
where the price to Canadians has now been reduced by the apprecia-
tion of the exchange rate. To offset these disadvantages, there has
been some easing of pressures on the domestic price level due to the
lower cost of imports and more indirectly, in some cases, of exports.!

The increase in the merchandise surplus in 1970 was a major sus-
taining force in the growth of the economy last year, accounting for
$2.1 billion of the rise in total demand (and three quarters of the
rise in real GNP) This surplus seems unlikely to increase further
in 1971, and may well show a decline as imports begin to rise in re-
sponse to the re-expansion of domestic demand, and as exports are
affected by the new package of U.S. economic measures and the
continuing effects of the appreciation of the exchange rate. What
this implies is that there will need to be a major increase in the sources
of domestic demand to fully restore the momentum of growth and
to replace the stimulus that will no longer be coming from the trade
account.

Implications of Recent Developments

If the Canadian dollar in the future were to remain above its former
fixed rate of $.925 U.S., both exporting and import-competing in-
dustries would need to achieve productivity increases greater than
would otherwise have been required to maintain competitiveness.
Stable and sustained growth policies would assist in this process,
since productivity tends to slacken sharply in periods of sluggish
growth. But the problem of achieving a better productivity per-
formance will require efforts on many fronts.

It is a matter for concern that Canada remains an “outer one”’, a
small trade-dependent country in a world in which very large tariff-
free market areas are becoming increasingly significant, and where
the achievement of economies of scale and specialization is a prere-
quisite to competitiveness. The prospective entry of the United
Kingdom and other countries into the EEC underlines the increased
isolation of a few small industrial countries such as Canada in this
respect.?

1 Import prices fell in the last half of 1970 but are now moving upward again. The prices of a
wide range of exports also fell in late 1970 and early 1971 aiter the dollar appreciated, be-

cause exporters attempted to absorb some of the impact of appreciation on prices expressed
in foreign currency.

2 We considered various aspects of the changing trade environment in our Seventh Annual
Review (see pages 81-90) of September 1970.
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The trade aspects of the New Economic Policy of the United
States are certainly a cause for deep concern. A successful resolution
of current international economic problems is essential to maintain
the postwar thrust towards an “open” world economy and would
be beneficial in the longer run. There is, however, a danger that
short-run conflicts of interests could lead to longer-term deterioration
of international arrangements.!

A constructive outcome would require, among other things, a
substantial improvement in the U.S. balance of payments. In practical
terms this means a return to large surpluses in the U.S. trade account.
In the reality of world arrangements, such improvement must come
in large part from countries with a considerable trade surplus—such
as Japan and Germany. Canada is also included in this grouping,
at least during the last year or so.

A more rapid increase of domestic demand in Canada would tend
to increase imports, reduce the trade surplus and, in that way, con-
tribute to easing the problem that is focused on the U.S. balance of
payments. Canadians have powerful reasons for seeking an expansive,
rather than a protectionist, solution to this aspect of the world prob-
lem. Certainly, export industries have been harmed by the combina-
tion of the U.S. measures and the upward float of the Canadian
dollar.

Although two-thirds of Canadian exports go to the United States
(see Table 11), Canada certainly also has important market outlets
overseas in Europe (including Britain), in the rapidly growing Jap-
anese market, and in other countries. These overseas markets have
provided an important source of export growth and diversity, and
for some important industries, they provide the major export outlet.
The distribution of Canadian exports by commodity groups and
countries is shown in Table 11.

We draw attention below to the task of job creation that faces
Canada in the 1970’s if the nation’s rapidly growing labour force is
to be fully employed. And we have indicated that a vigorously grow-
ing and competitive secondary manufacturing sector (based on scale
and specialization, which would be difficult to achieve without large
two-way trade flows) is an essential condition for success in meeting
this challenge.

1 In this context, it is especially worrying for Canada that the U.S. Domestic International
Sales Corporation is proposed as a permanent measure for altering the relative export
position of U.S. industry as compared with industry abroad.
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A Major Challenge
for the 1970’'s—Job Creation

Canadians face a formidable task of job creation in the decade
ahead—proportionately as great as in the 1960’s, and even greater
in terms of actual numbers of new jobs that need to be opened up.
During the 1960’s, by far the fastest labour force growth occurred in
the 20-24 age group—that is, the group born during the great baby
boom of the early postwar years. In this age group, the rate of growth
in the labour supply was more than double that of the labour force
as a whole, as Table 12 indicates. In the 1970’s, these young adults
moving through the labour force will cause a dramatic increase in
the labour supply in the 25-34 age group (Table 12). This particular
group will also grow at double the rate of the total labour force in
the 1970’s and account for more than 40 per cent of the growth in
the total labour supply. Associated with this development, growth
rates in the younger 14-24 age groups will ease considerably in the
1970’s.

Table 13 provides a closer view of these changes at five-year in-
tervals within the two decades. In the younger 14-19 and 20-24 age
groups, growth rates ease sharply between 1965-70 and 1970-75, and
fall further in the period 1975-80 (turning negative in the 14-19 age
group). For the total labour force, however, there will be only a slight
reduction in the growth rate in the latter half of the 1970’s.

Table 13 also sets out average annual growth rates by age-sex
groups for employment through the 1960’s and the first half of the
1970’s. The growth rates for employment in the 1970-75 period are
based on the assumption that a 3.8 per cent average rate of unem-
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ployment will be attained by 1975. For unemployment to reach such
a level at some earlier date would, of course, require even higher
growth rates than those shown for employment in the table for the
1970-75 period.

TABLE 12
CANADIAN LABOUR FORCE GROWTH

Percentage Change
in Labour Force

Age Group 1960 1970 1980 1960-70  1970-80
(Thousands)
14-19. . ... ... 627 861 926 33, 7.5
20-24. .. ...l 777 1,286 1,703 65.5 32.4
2534, . ... 1,506 1,825 2,921 21.2 60.1
3544 ... ... 1,445 1,733 2,094 19.9 20.8
45-54. ... ... ... 1,152 1,515 1,815 31.5 19.8
5664................. 674 948 1,220 40.7 28.7
65 andover........... 230 206 247 —10.4 19.9
Total............. 6,411 8,374 10,926 30.6 30.5

80URCE: Based on data from Statistics Canada and estimates by Economic Council of
Canada.

TABLE 13

GROWTH RATES IN LABOUR FORCE, EMPLOYMENT AND
EMPLOYMENT REQUIREMENTS, BY AGE AND SEX

(Average annual percentage change)

1960-65  1965-70  1970-75  1975-80

TOTAL, ALL AGE GROUPS

Total Labour Force............ 2.2 3142 2.8 2.6
Employment......... .. .. 2.8 2.8 383

Male Labour Force............. 1.3 2.3 2.4 2.2
Employment............. 2.1 1.9 2.9

Female Labour Force............ 4.6 513 37 3.2
Employment........... .. 4.8 4.9 4.1
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TABLE 13 (Concluded)

1960-65  1965-70  1970-75  1975-80

BY SPECIFIC AGE GROUPS

14-19
Total Labour Force.......... 3413 3l 1.7 -0.3
Employment........... 4.3 2.0 2.8
Male Labour Force.......... S 3.2 1.6 -0.3
Employment........... 4.7 2.1 2.7
Female Labour Force.......... 3.5 3.0 1.9 —-0.2
Employment........... 3.9 2.0 2.9
20-24
Total Labour Force.......... 3.8 6.6 3.2 2.5
Employment........... 4.8 5.7 4.0
Male Labour Force.......... 3.0 5.6 3113 2.5
Employment........... 4.6 4.5 4.3
Female Labour Force.......... o1 8.1 3.0 2.6
Employment........... 5.2 7.6 3.4
26-34
Total Labour Force.......... -0.1 4.1 5.3 4.4
Employment. . ......... 0.6 3.7 5.6
Male Labour Force.......... —0.8 2.8 4.9 4.1
Employment........... 0.1 2.4 5.3
Female Labour Force.......... 2.1 7.7 6.1 4.9
Employment........... 243 7.4 6.4
36-64
Total Labour Force.......... 2.8 2183 1.9 2.2
Employment........... 3.3 2.0 2.2
Male Labour Force.......... 1.8 1.5 1.2 1.5
Employment........... 2.4 1.2 1.5
Female Labour Force.......... 6.0 4.3 3.4 3.5
Employment........... 6.1 4.1 3.7
66 and over
Total Labour Force.......... -0.7 —1.4 1.8 1.9
Employment........... —-0.7 -1.3 1.7
Male Labour Force.......... —-1.5 —1.6 1.1 1.5
Employment........... —1.6 —1.4 0.9
Female Labour Force.......... 4.0 -0.9 4.3 3.2
Employment........... 3.5 —-0.9 4.4

80URCE: Based on data from Statistics Canada and estimates by Economic Council of
Canada.

Generally speaking, growth rates for employment in the 1970-75
period are substantially above the labour force growth rates in Table 13.
This is basically because the required rate of job creation must
not only absorb the steady increase in the labour force, but it must
be sufficiently high to reduce unemployment to more acceptable
levels. Even though the total labour force growth rate will slacken
to 2.8 per cent per annum in 1970-75 from 3.2 per cent in 1965-70,
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the reverse of this situation is required for employment. Employment
must move up from 2.8 per cent per annum in 1965-70 to 3.3 per cent
per annum in 1970-75. This is a rate well above that attained fer
employment over the whole of the 1960’s. The growth of employment
among males will need to accelerate from 1.9 per cent in 1965-70 to
2.9 per cent in 1970-75. The estimated employment growth rate for
females will also need to exceed the growth in the female labour force.
However, some moderation in the growth of the female labour force
compared with the 1960-65 period is anticipated.

In the 25-34 age group where the fastest increase in the labour
supply will be occurring, employment growth will need to jump to
5.6 per cent per year in 1970-75, from 3.7 per cent in 1965-70. This
group will account for 40 per cent of the increase in the labour supply
in the first half of the 1970’s. Among males in this age group, the
growth rate in employment will need to more than double—from
2.4 per cent per year to 5.3 per cent.

In the younger age groups, 14-19 and 20-24, labour force growth
will slow sharply in the first half of the 1970’s to about half the rate
of the 1965-70 period. Nevertheless, still about one-quarter of the
total increase in the labour supply will come from these two groups.
But because unemployment rates are currently very high in these
two groups, the growth in employment needed to reduce unemploy-

TABLE 14
EMPLOYMENT GROWTH RATES

Average Annual Annual Rate
Rate Required So Far

1970-75 This Year!
Total Employment. . .............cccovvinnn. 3.3 2.2
Male............. .. i 2.9 1.4
BEIANC s, v: w1557 8 5o 5,475 sReTe D Biner « & 7T 7 K6 4.1 3.9
4Bl oo e 3.5 3.0
Male. ..o 3.7 2.5
Bemaler, sy - m e T e el - o 3.2 3.7
A 5.6 5.2
VAT e PP o colene oo - el e O 5.3 4.2
Female................................. 6.4 787/

1 Based on nine months in 1971 over nine months in 1970.

80URCE: Based on data from Statistics Canada and estimates by Economic Council of
Canada.

48




The Challenge of Job Creation

ment to a level consistent with an overall national figure of 3.8 per
cent of the labour force remains extremely high. About 45 per cent
of Canada’s current unemployment is concentrated in these particular
age groups, although they make up only about one-quarter of the
total labour force. Among males, there will be no overall reduction
in rates of job creation needed in the 1970-75 period if unemployment

CHART 13
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is to be brought down to a more acceptable level. The magnitude of
the youth employment problem will thus continue to be very large
in 1970-75 in spite of the sharp reduction in the growth of the labour
supply in these groups that will be occurring over the next few years.

It may be useful to compare the estimated rates of growth in
employment over the 1970-75 period as set out in Table 13 with the
actual rates attained so far in 1971 (Table 14). It is clear from this
comparison that the rate of job creation must be increased consider-
ably over the next few years if the employment targets are to be met.
With the exception of the 14-34 year-old female groups, employment
growth in 1971 has fallen well short of the rates required to reach
“full” employment by 1975. Early strong employment gains are
not usual in the early stages of a recovery, since increases in the
average work week and in productivity typically tend to delay the
need for new hirings.

The employment requirements discussed above imply the need
for the creation of 1.4 million new jobs in the five-year period 1970-75.
Table 15 indicates these requirements in terms of sex and age groups.

TABLE 15

LABOUR FORCE GROWTH AND EMPLOYMENT REQUIREMENTS
1970-75

(Thousands of persons)

Percentage
Distribution
Labour Force Employment  of Employment

Total . . ................. 1,256 1,385 100
Male................. (714) (810)
Female............... (542) (575)

7% 294 364 26
Male................. (172) (221)
Female............... (122) (142)

26-84. ... ... .. .. 534 547 39
Male................. (349) (360)
Female............... (184) (186)

S6andover.............. 428 474 34
Male................. (193) (229)
Female............... (235) (246)

8oURCE: Based on data from Statistics Canada and estimates by Economic Council of
Canada. Figures may not add due to rounding.
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Conclusions

We have sought in this report to draw attention to a number of
shortfalls in the performance of the Canadian economy over the past
year or two, and to measure these against what we regard as reason-
ably good standards of performance. We have also sought to set out
some dimensions of the main challenges that confront Canadians
in endeavouring to reach sustained high standards of economic
performance in the future. In this final section, we briefly sum up
our conclusions.

Employment

Canada faces a major task of job creation over the next few years.
In the period 1970-75, some 1.4 million new jobs will need to be
generated if employment is to grow sufficiently fast to absorb the
prospective large increases in the labour force and reduce unemploy-
ment to a more acceptable level. This would represent a rate of
growth in employment equivalent to that which Canada has been
able to achieve only in circumstances of very unusual increases in
output and demand. We note that the rate of job creation in Canada
has not kept pace with the growth of the labour force in four out of
the past six years.

By far the largest increase in employment requirements will oceur
in the 25-34 age group, and it will be especially great for males where
the rate of employment growth will need to be more than double that
of the last half of the 1960’s. This is the age group in which most
families tend to become established, with their large demands for
housing and durable goods and associated needs for urban services.

51




Performance in Perspective

Any significant shortfall in meeting the employment needs of this
group will produce serious economic and social strains in the 1970’s.

Unemployment as a percentage of the younger work force (in the
age group 14-24) is now running at around 11 or 12 per cent in Canada,
or about double the overall unemployment rate for the labour force
as a whole. We recognize that in the process of the initial adjustments
in moving from the world of education to the world of work, and in
the process of establishing employment careers, the unemployment
experience for this group is likely to be above the national average.
But we do not regard the present high proportion of unemployment
among this country’s young people as being reasonable or acceptable.
The number of persons entering the labour force in this age group
will slow down in the first half of the 1970’s. But with unemployment
now currently so high for this group, the rate of job creation needed
to reduce unemployment to more acceptable levels and to absorb
new entrants into the labour force is still very large. The problem of
finding adequate job opportunities for the youngest part of the
nation’s work force remains a particularly troubling feature of the
prospective labour market situation. Increased concern has recently
been focused on the difficulties of finding employment for young
people with university degrees, and especially with more advanced
degrees. This is a problen that warrants serious attention. But in
addition it should be emphasized that there are also great difficulties
faced by young job seekers who have less education.

Given these very large needs to generate employment over the
next few years, decision-makers should be guided by a more exact
and elearer view of the industrial and occupational requirements of
the economy than is presently available. Studies setting out the
industrial and occupational needs of the economy over a period of
years into the future are badly needed as a guide to manpower plan-
ning and educational policies. At the present time, the balancing of
the supply and demand for manpower—a process that begins far
back in the educational system—is haphazard and subject to much
more uncertainty than need be the case. Uncertainty in so difficult

an area cannot be eliminated, but it should be possible to greatly
reduce it.

Growth

We have estimated that a rate of growth of over 6 per cent per
year over a three-year period from the middle of 1971 would be re-
quired to move the economy back reasonably close to potential
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output—that is, to reduce unemployment to 3.8 per cent of the
labour force. Such a rate of growth is not sustainable once the economy
comes close to potential and the existing slack is taken up (the under-
lying growth rate of the economy once potential is achieved is cal-
culated at 5.2 per cent per year). But initially, until the unemployment
rate begins to move down in a decisive way, the objective of policy
should be to promote rates of growth in real Gross National Product
in excess of 5.2 per cent per year.

In contrast with 1970, there will be no increase in net foreign
demand in 1971—in fact, there may be some reduction. As a conse-
quence, the job of getting the economy moving decisively back up
towards its potential level of output must now rest entirely on domestic
demand expansion.

In this connection, monetary and fiscal policies in Canada have
been moved, over the past 18 months, towards significantly stronger
expansionary settings. Monetary policy in particular has been strongly
expansionary, with growth in the money supply between October
1970 and September 1971 of about 16 per cent (Chart 14). Fiscal
policy has shifted towards less restraint, and the full-employment
budget surplus of all levels of government taken together—although
still significant in 1971—has come down substantially over the past
two years (Chart 15).
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CHART 14

CHANGES IN SUPPLY OF MONEY
CANADA AND UNITED STATES

(Quarter to quarter*)
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*Seasonally adjusted at annual rates.

Note: The supply of money is here defined as follows:
Conado—Currency outside banks and Canadian dollar chartered bank deposits held by the
general public,
United States—Currency plus demand deposits, plus time deposits of commercial and mutual
savings banks.

Source: Bank of Canada and U.S. Federal Reserve Board. Third quarter 1971 figure for the
United States is based on July-August average.
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CHART 15

ESTIMATED HIGH-EMPLOYMENT BUDGET SURPLUS
OR DEFICIT AS PERCENTAGE OF POTENTIAL GROSS
NATIONAL PRODUCT, ALL LEVELS OF
GOVERNMENT, CANADA AND UNITED STATES

(Quarterly*)
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*Seasonally adjusted at annual rates.

Note: High employment is defined for this purpose as the level of employment associated with
3.8 per cent unemployment. The high-employment budget position is calculated on o national
accounts basis and is derived by estimating the change in revenues that would be realized at
high employment; expendiiures are assumed to remain unchanged.

Source: Based on data from Statistics Canada, U.S. Department of Commerce, U.S. Council of
Economic Advisers, and estimates by Economic Council of Canada.

Price Stability

As we observed in last year’s performance report, we believe that
inflation will continue to remain a major problem for policy in the
1970’s. The evidence that we have set out in this year’s report re-
inforces that belief. There are many reasons for this assessment. First
are the changes in psychological and sociological attitudes relating
to job security, greater militancy, and rising demands for public
goods, as deseribed by the OECD in its report on inflation. These
are international in scope. Second is the fact that the growth potential
of the industrialized countries is very large in the 1970’s—Ilarger than
in the 1960’s—and that the commitment by governments to try to
attain these potentials is likely to keep employment high and demand
pressures strong. Third is the squeeze on profit margins—a situation
that appears to provide an increased potential for price increases unless
exceptionally strong productivity gains occur. And finally, there
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have been changes in the structure of labour markets in Canada (and
in the United States), which would clearly imply that labour markets
are in fact tighter today for any given level of unemployment than
they were a decade or so ago (see Appendix A).

We are impressed by the fact that the rate of price increase in
Canada in 1969, as well as in 1970 and the first half of 1971, was
significantly lower than in any of Canada’s major trading-partner
countries. The evidence does not lead us to believe that Canada’s
international competitive position was at any time threatened during
this period. Indeed, in 1970 we suffered from an embarrassment of
strength in our trade position. A further proposition emerges from
a consideration of international price performance; namely, given
the international linkages through which price pressures are trans-
mitted from country to country, Canada cannot expect to be able to
cope with inflation occurring on an international scale through uni-
lateral action.

Canada and the World Economy

Several factors emerged on the international scene over the course
of the past year or two that made it more difficult for Canada to
achieve her economic and social goals, or threatened to do so. The
first of these was the recession in the United States, which adversely
affected Canada’s growth and employment performance in 1970.
The second was the appreciation of the exchange rate, which again
has had adverse consequences for growth, employment, and the
profit position of some industries. The third such factor has been
the deeply rooted and widespread inflation that has gripped so many
countries during the past two or three years and that has severely
limited Canada’s ability to bring inflation in this country under
control. Finally, there has been continued erosion of the stability
of the international financial system, with implications for the future
viability of international trade and payments arrangements in the
event of failure to resolve basic difficulties. This situation has now
been brought to a head by recent U.S. actions. All of these factors
are essentially beyond the influence of any discretionary action that
might be taken by Canada, with the single exception of the exchange
rate appreciation. Here, a vigorous expansion of domestic demand
would help to relieve some of the upward pressure on the exchange
rate.

The prospective entry of Britain into the Common Market once
more raises the question of Canada’s place in a world economy that
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is becoming increasingly dominated by groups of nations operating
in large tariff-free areas of a hundred million or more consumers.
Canada greatly needs the advantage of scale and specialization that
access to such markets confers if she is to sustain a dynamic and
vigorously growing secondary manufacturing sector. We believe this
to be an essential component of an industrial strategy for Canada,
especially in the light of the rapidly growing employment needs of
the economy and the present heavily resource-oriented structure of

our industry.
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Appendix A

Changing Composition of

Unemployment and the Labour Force'

The most commonly used indicator of labour market tightness is the
official unemployment rate. It provides an overall measure of the
excess supply of labour in the economy. A low level of unemployment
reflects generally tight labour markets and may exercise strong
pressures for, and readier acceptance of, substantial wage and salary
increases. A high level of unemployment typically reflects slack
labour markets and, in the past, it has usually been accompanied by
diminishing pressures for high wage and salary increases.
Unemployed workers, however, are not homogeneous with respect
to skills, productivity and earnings potentials, or average unemploy-
ment experience. If the composition of unemployment today compared
with the 1950’s contains a higher proportion of young people and
women whose earnings and productivity potentials are lower than
those of prime-age males, or whose unemployment experience is
typically higher than that of prime-age males, or whose unemploy-
ment experience has worsened in relation to prime-age males, then
1 This section owes much to the studies of George L. Perry of The Brookings Institution on
the changing composition of the U.S. labour market; see especially his paper ‘‘Changing

Labor Markets and Inflation’’, Brookings Papers on Economic Activity, no. 3 (Washington:
The Brookings Institution, 1970).
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the labour market is relatively tighter today for any given aggregate
level of unemployment than it was two decades ago. All of these factors
have been a feature of the changing composition of the labour market
in Canada over the past 20 years.

Moreover, even if the composition of unemployment had remained
unchanged during this time, the fact that the supply of prime-age
males in the fotal labour force is proportionately smaller today (and
the supply of women proportionately much larger) compared with
two decades ago, would in itself imply a relatively greater degree of
tightness in the labour market for a given level of unemployment.
Two basic sets of factors have thus been operating on the labour
market in Canada over the past two decades—a change in the com-
position of unemployment, and a change in the composition of the
labour supply. Both sets of factors have operated to produce a rela-
tively tighter labour market situation for any given level of unem-
ployment than existed in the early 1950’s.

These developments have significance for two of the basic economic
goals with which the Council is concerned—price stability and high
employment. For the maintenance of cost and price stability will be
a more difficult challenge to the extent that labour markets are
relatively tighter today than in the 1950’s at the same overall level
of unemployment. And the task of future job creation will need to
consider not only total employment requirements, but the special
needs of the younger age groups in our society where unemployment
is particularly high.

Table A-1 sets out some of the key elements of the changes in the
composition of the labour force and in unemployment that have
occurred during the past two decades. As a proportion of the labour
force, prime-age males (age group 25-64) have declined sharply. This
is the group that tends to have the highest average earnings (and
presumably the highest average productivity) in the labour force
and it also experiences generally lower unemployment rates than the
younger age groups. More than counterbalancing the declining share
of prime-age male workers in the labour force is the rapid increase
in the proportion of females, with the most dramatic increase in the
25-64 age group. For all age groups, females now approximate about
one-third of the labour force, compared with only one-fifth 20 years
ago. A continuing shift towards a greater proportion of females in
the labour force will undoubtedly take place during the 1970’s.

The right-hand portion of Table A-1 shows that as the proportion
of prime-age males in the labour force has fallen, there has been a
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significant increase in unemployment rates for most age-sex groups
relative to that for prime-age males. In other words, as the relative
number of prime-age males has fallen during periods of economic
expansion, employers have tended to push the already low unemploy-
ment rate for this group even lower, rather than shift readily to very
rapidly expanding employment of other workers. The result has been
a general worsening in the unemployment rates of most of the other
age-sex groups, more particularly the younger age group 14-24. The
unemployment rate for this group as a whole was double that for
prime-age males in 1970 (for males 14-19, it was three times as high).
The 14-24 age group accounts for about 25 per cent of the total
work force but accounted for 45 per cent of total unemployment in
1970, compared with 38 per cent in 1950.

In the foregoing analysis, we have taken age-sex differences in the
demographic structure of the labour force as proxies for differences
in economic and social characteristics such as productivity, work
experience, and earnings. If the different age-sex groups were perfect
substitutes for one another in the labour market, employers would be
indifferent to age and sex differences in their hiring practices, and
there would be no divergence between the various group unemploy-
ment rates and the rate for prime-age males. In fact, however, not
only is there a very considerable divergence in the rates relative to
prime-age males, but this divergence has increased over the past 20
years. This continued upward trend in the ratio of unemployment
rates of all groups (except the 65 and over) relative to prime-age males
implies a relatively ‘“‘tighter’” labour market situation today com-
pared with the 1950’s at any given overall level of unemployment.

Higher-than-average rates of unemployment among young people,
and compositional changes that result in a relatively greater scarcity
of the most highly productive workers, undoubtedly constitute a
situation in which, for any given level of total unemployment, cost
and price pressures are more pronounced today than two decades ago.
But it would be improper to conclude from this that the attainment
of cost and price stability should be sought in operating the economy
with a greater degree of slack and higher unemployment. Unemploy-
ment 1s a disaster for the individual (and frequently for his family)
regardless of the age and sex group to which he belongs. The social
consequences of unemployment among young people are particularly
serious.
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Details of the U.S. New Economic Policy'

This section briefly summarizes details of the U.S. New Economic
Policy under two main headings: the measures that are mainly domestic
and those which have a direct international impact.

Domestic

The domestic measures include the 90-day freeze on wages, salaries,
prices and rents; the repeal of the 7 per cent excise tax on automobiles;
accelerated personal income tax exemptions; a new investment tax
credit; and reduced federal expenditures. Many of these proposals
require Congressional legislation.

(a) The 90-day freeze (from August 16, 1971), decreed by President
Nixon, imposes a ceiling on all prices (with the exception of those of
raw agricultural products), wages, salaries, and rents at a level not
exceeding that which prevailed during the month ending August 14,
1971. It also encompasses increases scheduled under existing confracts.
Policy direction is by the Cabinet Cost of Living Council, chaized by

1 This material is based on official releases made available immediately following the
August 15 announcement of the new economic program of the United States. The jrogram
may be expected to be modificd in various ways, as progress is achieved in attaining its
objectives, or in response to changes proposed by the Congress.
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Secretary Connally, with monitoring by the Office of Emergency
Preparedness. A second stage after the freeze is being established,
with plans developed by the Cost of Living Council.

(b) The Administration is recommending to Congress the repeal
of the 7 per cent excise tax on automobiles, effective August 15, 1971,
and it is anticipated that all of this tax reduction will be passed on
to consumers through lower automobile prices. The average tax per
car is $200. The price reduction for new cars is expected to have a
secondary impact on used car prices. For cars imported from overseas,
the excise tax removal would approximately offset the import sur-
charge (discussed below) which raises this duty from 33 per cent to
10 per cent—the legal ceiling. Canadian-made cars are not subject
to the import surcharge.

(¢) The Administration is recommending that tax reductions in
the form of increased personal income tax eremptions presently
scheduled for January 1, 1973 should be advanced to January 1,
1972. This measure would be in addition to personal income tax
reductions already scheduled to go into effect on January 1, 1972,
and provided for in the fiscal 1972 budget.

(d) The Administration is recommending to Congress the estab-
lishment (from August 16, 1971) of an investment tazx credit of 10 per
cent for one year and a permanent rate of 5 per cent thereafter. The
credit would be based on the value of equipment of U.S. origin, so
long as import surcharges continue to apply. When the surcharges
are removed, a credit at the rate of 5 per cent would be allowed with
respect to foreign-produced machinery and equipment. The credit
would not be available for used machinery and equipment and would
not be allowed for products with a life of four years or less; it would
be one-third of the amount otherwise allowed for property with a
four-to-six-year life span, two-thirds for six to eight years, and full
credit for longer-life property. Credit for public utility property
would be allowed at one-half the rate applied to other property.

(e) A reduction in federal expenditures of $4.7 billion is proposed
for fiscal year 1972. This would involve a reduction of 5 per cent in
federal employment within the year; a freeze for six months on federal
pay increases scheduled for January 1, 1972; deferring the date for
revenue-sharing with other levels of government by three months;
deferring welfare reform measures by one year; and a 10 per cent cut
in foreign economic aid.
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International

On the international side, the convertibility of the U.S. dollar into
gold was suspended. A temporary surcharge of up to 10 per cent was
imposed on about half the imports into the United States. The adop-
tion of an “export incentive” involving the setting up of Domestic
International Sales Corporations was proposed.

(a) Suspension of full convertibility of dollars into gold—This was
announced as a ‘‘temporary suspension”. Specifically, the United
States no longer freely buys and sells gold for the settlement of inter-
national transactions. Also, it strictly limits the use of other U.S.
international reserve assets, and the Federal Reserve Board is directed
to suspend its swap operations for the purpose of converting dollars
into other currencies. Changes in the exchange rate for the dollar are
anticipated, but official statements in the United States emphasize
that there will be no change in the official dollar price of gold.

(b) The vmport surcharge is generally at a rate of 10 per cent addi-
tional duty, and it is imposed under authority of the Trade Expansion
Act of 1962. It applies to all dutiable U.S. imports not already subject
to U.S. quantitative limitations—about 25 per cent of Canadian
exports to the United States (based on the year 1970) are affected.
In some cases, the legal ceiling on U.S. tariffs means that the full
10 per cent extra duty cannot be imposed. This is important for a con-
siderable number of Canadian products. Official U.S. statements
emphasize that this surcharge is temporary and that it is intended
to achieve a relatively rapid benefit to the U.S. balance of trade and
payments while more fundamental measures take effect. In his address
on August 15, President Nixon linked the surcharge to the disad-
vantages suffered by the U.S. economy attributable to ‘“unfair ex-
change rates” and added “When the unfair treatment is ended, the
import tax will end as well.”

(¢) The Administration proposes the adoption of the Domestic
International Sales Corporation export incentive effective January 1,
1972, providing tax deferrals on earnings from export sales. The idea
1s that a U.S. firm would establish a subsidiary Domestic Interna-
tional Sales Corporation, which would conduct the parent’s export
business. Taxes on DISC profits would be deferred under certain
conditions. The Administration estimates that DISC would increase
U.S. exports by $1.5 billion annually. Direct revenue losses (already
reflected in the 1972 budget) would be $400 million in fiscal year
1973, and $600 million annually thereafter.
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The Administration indicates that the overall effects of its program
will be expansionary as far as jobs and production are concerned.
Even though the net budgetary effects are small, *“. .. the elements
of the program which stimulate employment are extremely powerful
in relation to the revenue loss they involve . ..."” The following table
summarizes the estimated effects of the U.S. economic program on
the fiscal year 1972 budget.

APPENDIX TABLE B-1

EFFECTS OF NEW ECONOMIC PROGRAM
ON FISCAL YEAR 1972 BUDGET

(Billions of dollars for year ending June 30, 1972)

Revenue reduction
Accelerated investment tax eredit. ... ..... ... ... ... ... . ... ... 3.0
Accelerated income tax exemptions. ........... ... ... ..., 1.0
Auto exciBe LaX . . ... ... 2.3

i ) R PR SR 6
Revenue increase from import surcharge. . ...................... 2.1
Net revenue reduction. .................. ... —4_;
Expenditure reductions. . ............. . ... .. 4.7
Excess of expenditure reductions over revenue reductions......... —(;G

80URCE: Release from the White House, August 15, 1971.
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