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Introduction

While Canada’s economy has undergone widespread adjustment in this
decade, it faces additional challenges in the years ahead. Internationally,
the multilateral trade negotiations now taking place within the frame-
work of the General Agreement on Tariffs and Trade (GATT) will open
new markets and encourage competition, providing opportunities and new
problems for Canadian industries and consumers. Changing technologies,
altered aspirations, and the industrialization and internationalization of
Third World countries will inevitably affect the future evolution of the
Canadian economy. Domestically, the issue of structural change comes
up frequently in discussions about the Canadian economy. Increasingly,
various individuals and organizations are emphasizing the necessity of
new approaches and new policies.

In this Fifteenth Annual Review, as in the past, the Economic Council
examines Canada’s medium-term prospects, and comments on current
measures to improve the functioning of the economy. In addition, a
significant portion of this Review focuses on developments in the goods-
and services-producing sectors, with the objective of determining whether
some of the basic structural changes that have occurred may have hurt
Canada’s industrial competitiveness at home and abroad and resulted in a
lower potential growth path than foreseen earlier.

Another important source of structural change over the years has been
the development of better educational and health care services and the
enrichment of a number of social security programs. They are important
programs that affect the lives of virtually all Canadians. The production
of these programs and the sharing of their costs have been major factors
in the rise of government spending. But, in an increasingly competitive
world, priorities are changing. In the years ahead, major private and
public investments must be made to keep Canadian industries competitive
and to build new ones. The progressive aging of the population will create
added social responsibilities. A major reallocation of expenditures will be
required to create opportunities, to reward initiative, and to protect and
enhance the incomes and well-being of Canadians throughout all regions
of the country. At the same time, Canadians must acknowledge the new
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realities. They must seek to understand, and to deal with, the constraints
imposed by their past, by the current situation, and by the problems of the
future. It is a time for realism but, most of all, a time for reason.




1 An Overview of
Recent Economic Developments

During the three decades from the end of the Second World War to the
mid-1970s, Canada achieved fairly high rates of economic growth,
despite cyclical intervals of business slowdown. Real gross national
product (GNP) rose an average of almost 5 per cent annually, with the
result that Canadians became accustomed to steady and rapid improve-
ments in their standard of living. Since 1973, however, this trend has
been broken by a cycle of recession, inflation, and high unemployment;
and the economy has been marked by uncertain growth. Some observers
argue that this unsatisfactory performance represents merely a temporary
disruption of the normal growth pattern, caused by the unexpected rise in
oil prices and the emergence of inflationary expectations. Others see it as
the prelude to a slower growth path that is bound to prevail in western
countries, including Canada, in the years ahead.'

There is some validity to both of these interpretations of current events.
On the one hand, it can hardly be denied that the Canadian economy has
been operating well below capacity and that a much improved perform-
ance is possible. On the other hand, the growth potential of the economy
is expected to be lower as we move into the 1980s,? principally as the
result of the projected deceleration in labour force expansion. There is
also concern that productivity growth may remain low, reflecting factors
such as the depletion of natural resources, the loss of comparative
advantage in low-priced energy, and an increasing demand for labour-
intensive services.

Few observers believe that Canada will easily return to the standards
of low unemployment and relative price stability achieved in the 1960s.
The 1976 economic recovery was short-lived, and the pace of business

1 Organisation for Economic Co-operation and Development, “Prospects and Policies for
Economic Growth in the Medium Term,” Working Party No. 2, Paris, 1978.

2 See Economic Council of Canada, Twelfth Annual Review: Options for Growth
(Ottawa: Supply and Services Canada, 1975), p. 60.
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activity since then has been disappointing. This year, both the inflation
and the unemployment rates increased — a result of occurrences in both
the external and domestic spheres.

The External Environment

In an open economy like Canada’s, where export sales account for
some 25 per cent of gross national expenditure (GNE), the achievement of
a reasonably good domestic performance depends crucially on develop-
ments abroad: for every increase of 1 percentage point in the industrial
growth rate of OECD countries, Canadian exports tend to grow by 1.5 per-
centage points.” While Europe and Japan play a significant role here, the
United States, where more than two-thirds of Canadian exports are sold,
is obviously of prime importance.

Like Canada, most other industrialized countries have had difficulty in
getting their economies back on a more satisfactory and sustained path of
development after the setbacks triggered by oil price increases. After a
fairly brief recovery in 1976, real growth has since decelerated in almost
all of these countries. The slowdown was particularly pronounced in the
four major European nations — West Germany, the United Kingdom,
France, and Italy — where combined real output increased by less than
3 per cent in 1977 and 1978, compared with 4.8 per cent in 1976
(Table A-1). The weakening of expansion in these countries reflected
mainly the generalized slower growth in consumer spending, although
other components of private demand, particularly business fixed invest-
ment, were also hesitant. With the slower growth in overall activity,
unemployment worsened considerably throughout the year; total employ-
ment actually declined in Germany, and only marginal increases were
recorded in the three other nations. The pace of inflation decelerated
significantly in the second half of the year, in part because of the easing
of non-oil commodity prices. Slow growth has continued in most of
western Europe in 1978, and gains in real output have remained in line
with those recorded in 1977.*

In Japan, there was some decline in the growth rate in the latter half of
1977, mainly because of weak consumer spending and private investment.
But, led by expansionary fiscal measures and a temporary surge in
exports, activity rebounded in early 1978, with real GNP expanding at an
annual rate of 10 per cent. The rise in Japanese consumer prices
continued to decelerate — to less than 5 per cent in the first half of the
year from close to 8 per cent for all of 1977 — as the beneficial effects of
3 Economic Council of Canada, Thirteenth Annual Review: The Inflation Dilemma

(Ottawa: Supply and Services Canada, 1976), p. 103, footnote.
4 OECD, Economic Outlook (Paris: OECD, July 1978).
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the exchange rate appreciation began to be felt. With the private sector
regaining confidence and public investment acting as a stimulant, inter-
nal demand is expected to remain strong well into 1979. Net external
demand is likely to be restrained, however — one of the negative effects of
the rising value of the yen and the commitment by Japanese authorities
to curb the expansion of exports. Overall, the increase in Japan’s real
GNP in 1978 will probably be somewhat higher than last year’s rise but
still substantially below past performance.

In the United States, economic growth in 1977 exceeded the long-term
rate of expansion, though it was slightly slower than in 1976. Unemploy-
ment declined steadily, averaging 7 per cent for the whole year compared
with 7.7 per cent in 1976. There was some acceleration in price increases
after a marked slowdown in the preceding year. Abnormally high fuel
imports, induced by the severe winter of 1976-77, combined with a
decline in the traditional trade surplus in manufactured products, created
a trade deficit of over $30 billion for the year. Heightened consumer
expenditures contributed to this deficit, since many consumer goods are
imported. Faltering foreign demand for U.S. equipment also contributed
to the deficit. As a result, the U.S. dollar fell sharply in relation to most
other currencies.

In the first quarter of 1978, the U.S. economy paused, as the adverse
effects of the coal strike and poor weather conditions were felt. Since
then, industrial growth has resumed; unemployment has declined; and
consumer price increases have stabilized around 7 per cent. The underly-
ing growth trends appear to be weakening, however. As the U.S. recovery
enters its fourth year, the boom in residential construction seems to have
reached its peak and may subside in the coming months. Recent surveys
indicate only modest growth for business fixed investment in 1979. If, as
some expect, consumer spending eases as purchases of durable goods level
off, some deceleration in the rate of real growth in the United States may
well occur.

Within the context of this relatively weak recovery in Europe, Japan,
and North America, widening external payment imbalances in several
countries, erratic fluctuations in currency exchange markets, and the risk
of stronger protectionist reactions, the leaders of seven major industrial
countries met in Bonn last July. The participants agreed on the need to
adopt a strategy designed to ensure steady and minimal inflationary
growth, emphasizing that “a program of different actions by countries
that face different conditions is needed.... In countries whose balance-of-
payments situation and inflation rate do not impose special restrictions,
this requires a faster rise in domestic demand. In countries where rising
prices and costs are creating strong pressures, this means taking new
measures against inflation.” The leaders of West Germany, the United
Kingdom, Japan, France, Italy, and Canada therefore announced a
commitment to stimulate growth and employment within the limits




6 Recent Economic Developments

permitted by the need to contain inflation. The declaration also stated
that the reduction of inflation was to become the top priority of U.S.
economic policy. The participants regarded the implementation of these
programs as a necessity “to bring about a better pattern of world
payments balances and ... greater stability in international exchange
markets.””

Domestic Developments

In retrospect, the 1976 revival in Canada’s economic growth, in the
aftermath of the 1974-75 slowdown, now appears to have been merely a
temporary upsurge during a period of generalized weakness (Table 1-1).
Since the end of 1976, the growth of domestic demand has been
restrained. Consumer spending grew by only 2.8 per cent in 1977, as the
expansion of real disposable income dropped substantially. This in turn
was largely due to the continued lowering of the wage rate increases
allowed by the Anti-Inflation Board and an acceleration of inflation as

Table 1-1

Major Economic Indicators, 1975-78

Year-over-year change

1975 1976 1977 1978!
(Per cent)

GME 1.3 5.5 2] 33

Real disposable income per capita 49 48 1.3 3.9

Productivity? -1.2 29 1l -0.3

Employment 1.9 22 1.9 29

Labour force 3.7 2.5 3.0 35
Unemployment rate (as a proportion of

the labour force) 6.9 7.2 8.1 8.5

I First half of 1978 over the first half of 1977,
2 RDP per person employed.
SOURCE Based on data from Statistics Canada.

the year progressed. Final government expenditures increased at a rate
below that of GNP, as all levels of government sought to curb spending
and budget deficits. Despite a marked improvement in profits, business
fixed investment continued to grow slowly; corporations showed a general
reluctance to invest in the face of economic uncertainties and low
industrial capacity-utilization rates. The presence of large inventories of
unsold new housing units led to a decline in the volume of private

5 “Final Communiqué Issued at the Conclusion of the Bonn Summit — July 16-17,
1978,” pp. 2 and 9.
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residential construction. The sole source of strength in the Canadian
economy in 1977 was the high external demand associated with the
relative buoyancy of the U.S. economy. The volume of exports was
7.4 per cent above that of 1976; and, with the volume of imports growing
by only 2.4 per cent, net external demand contributed more than | per-
centage point to the 2.7 per cent increase in real GNE. Recently, with
domestic consumer spending and business investment showing some
strength, economic growth has been picking up.

Operating in such a climate, the growth in Canadian production has
been erratic. Output in the coal, petroleum, and natural gas industries
enjoyed an upward swing in early 1977, when emergency deliveries of
energy products to the United States provided a temporary boost
(Chart 1-1); but, on the whole, the minerals industry, which includes
fossil fuels, has remained sluggish. Housing starts, which in 1977 had
declined by more than 25,000 units from their 1976 levels, have shown

Chart 1-1

Real Domestic Product, Selected Industries, Canada, 1973-78
Total P A= Manufacturing

— e Mining  teesseeeees Construction
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SOURCE Based on data from Statistics Canada.
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some signs of recovery in 1978, but the growth is scattered and still
uncertain. Led by sustained export demands, strength has developed in
selected areas of manufacturing, such as the automobile and chemical
industries; but, by historical standards, output gains in both the manufac-
turing and service sectors have been rather modest, with increases slightly
above 3 per cent in 1977-78. Only recently has there been an improve-
ment in the level of industrial capacity utilization, after a year of increas-
ing idle capacity (Chart 1-2).

Although roughly half a million new jobs have been created since the
beginning of 1977, the unemployment rate has continued to drift up-
ward — averaging 8.5 per cent in August 1978 — as labour force growth
has outstripped the increase in employment by a sizable margin. In the
space of only 20 months, for example, there was a 3-percentage-point
increase in the participation rate of women, who accounted for two-thirds
of all new job seekers in that period. All age and sex groups have shared

Chart 1-2
Index of Capacity Utilization, Major Sectors, Canada, 1973-78
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SOURCE Based on data from the Department of Industry, Trade and Commerce.
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in the increased unemployment, with the August 1978 rates registering
5.5 and 7.7 per cent, respectively, for men and women 25 years of age,
and well over 14 per cent for younger people.

The relatively rapid employment growth, combined with weak
advances in real output, implies a marked slowdown in labour productiv-
ity; indeed, there was an absolute decline in the first half of 1978. This is
partly because the bulk of new jobs has been concentrated in the service
sector, where productivity is generally lower than in the goods industries.
In addition, despite a significant deceleration in unit costs, the relative
sluggishness of industrial output and construction has undoubtedly con-
tributed to Canada’s poor productivity performance over all.®

Wage, Price, and Cost Developments

In recent years, Canadians have experienced a difficult period of
adjustment in prices and in consumer and business expectations. Under
the pressure of strong domestic demand and a general surge in world
commodity prices in 1973, the rate of increase of the consumer price
index (cp1) in Canada accelerated markedly; and, with the change in
energy prices and high catch-up wage demands, it bordered on a high of
11 per cent in both 1974 and 1975. The implementation of the anti-
inflation program and the subsequent easing of food prices helped to
lower the inflation rate in 1976. In 1977, however, though there was a
pronounced decline in average wage gains and a low rate of economic
growth, increases in consumer prices reaccelerated. Two factors were
mainly responsible for this: the depreciation of the Canadian dollar,
which brought about a substantial advance in import prices; and poor
weather conditions, which damaged crops in the United States and
Canada and caused a sharp rise in food prices (Chart 1-3). Despite the
exchange rate adjustment and regular increases in food and energy
prices, however, the trend of the nonfood component of the consumer
price index has continued to moderate since the beginning of 1977, falling
from an average rate of increase of 9.4 per cent in 1976 to about 6 per
cent in August 1978. For most industrial goods and services produced
and consumed in Canada, therefore, the rate of price advance has slowed
more than recent trends in the aggregate consumer price index would
suggest.

Submissions to the Anti-Inflation Board provide another indication
that price trends for the nonfood components fell considerably in 1977.
Price increases requested in 1977 were markedly lower than in 1976, and
the proposals received by the Board for wage increases moved progres-

6 OECD, Economic Survey of Canada (Paris: 0ECD, 1978), pp. 27-28.
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Chart 1-3

Consumer Prices, 1974-78
(Year-over-year change)
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SOURCE Based on data from Statistics Canada.

sively closer to the arithmetic guidelines originally outlined in the legisla-
tion (Table 1-2). Although the federal government, in announcing in
February 1978 the phased termination of controls, eased the applicable
guidelines slightly for the balance of the year, the rate of wage increases
in major collective agreements has dropped gradually, averaging about
6.5 per cent for the first half of 1978, compared with 17.1 per cent in
1975.

The high wage settlements concluded during the period immediately
preceding the beginning of the controls program resulted in a strong
advance of unit labour costs in Canada, at a time when corresponding
costs in the United States were falling. As a result, a pronounced
disparity emerged between the two countries in the overall measured
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Table 1-2

Approval by the Anti-Inflation Board of
Salary Increases Submitted above the Arithmetic Guidelines,
by Program Year, to September I, 1978

Average
Number of Increases  Arithmetic  Increases
employees submitted guideline allowed
(Per cent)

Pre-program

Before Oct. 14, 1975 188,888 17.1 10.4 14.6
Program Year |

Oct. 14, 1975 to

Oct. 13, 1976 1,463,929 12.1 9.1 10.1
Program Year Il

Oct. 14, 1976 to

Oct. 13, 1977 1,343,398 8.6 7.1 7.5
Program Year III

Oct. 14, 1977 to

Oct. 13, 1978 538,080 6.3 5.5 Swl]

SOURCE Data supplied by the Anti-Inflation Board.

trends of unit labour costs in the manufacturing sector (Chart 1-4).
Since then, the combination of enforced wage restraints in Canada and
renewed upward costs in the United States has contributed to a narrow-
ing of the gap. Moreover, the decline in the exchange rate of the
Canadian dollar during 1977 and 1978 has helped considerably to restore
the relative competitiveness of Canadian manufacturing.

In rendering exports more competitive on foreign markets and imports
more expensive on domestic markets, depreciation has contributed to the
increase in the ratio of export-to-import volumes and brought about some
improvement in Canada’s external trade balance. But, since a sizable
portion of imports is composed of parts and equipment that enter into
Canadian production costs, upward pressures on domestic costs will
inevitably emerge, particularly if import prices continue to increase and if
this leads to higher domestic prices, wage settlements, and profits. If they
are strong enough, these pressures could partially or totally offset the
initial positive impact on the external trade balance. A recent empirical
study concluded that any analysis that ignored these indirect effects
“would grossly overstate the impact of a devaluation on the current
account” and thus the beneficial effects in general of a downward
exchange rate adjustment.?

7 But see Chapter 2, footnote 1, where we discuss the danger of using wage levels and unit
costs as a measure of comparability in the two countries, as statistical comparisons are
imperfect.

8 L.de Bever, U. Kohli.and T. Maxwell," An Analysis of the Major Dynamic Properties of
RDX2," Technical Report 13 (Ottawa: Bank of Canada, 1978), pp. 33-49.
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Chart 1-4
Unit Labour Costs in Manufacturing, Canada and the United States, 1973-77
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SOURCE Based on data from the U.S. Bureau of Labor Statistics and the Organisation for Economic
Co-operation and Development.

These pressures are of special concern now, as Canada’s wage and
price controls are in the process of being gradually phased out. All
income earners and companies will be free of controls by the end of this
year. At the end of the meeting of the federal and provincial First
Ministers last February, it was announced that the Anti-Inflation Board
would cease to function in 1979, and the Economic Council of Canada
was requested to accept the task of analysing price and cost developments
in the post-control period. In response to this request, the Council
established the Centre for the Study of Inflation and Productivity to
carry out this surveillance function. The Centre will rely on publicly
available information and use voluntary suasion to fulfil its mandate,
since it has no enforcement powers. It can, however, recommend that a
special commission of inquiry be set up when its analysis of a specific
price or wage development gives cause for alarm.
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The removal of controls raises the question of the possible acceleration
of price and wage increases in the post-control period. On the price side,
the immediate prospects are for only modest increases, since the economy
has already absorbed the first-round effects of depreciation and of higher
prices for beef and produce. Although further increases in energy prices
are expected, there is still sufficient slack in both domestic demand and
existing industrial capacity to allay fears of increased price mark-ups or
costly bottlenecks. The pressures on labour costs resulting from settle-
ments above the federal government’s recommended 6 per cent wage
ceiling are not likely to be very pronounced this year, since the bargaining

Table 1-3
Annual Change in Real Average Weekly Earnings,' by Sector, 1975-78

1975 1976 1977 19782
Mining 59 W 1.7 0.8
Forestry 2.6 7.1 0.8 1.8
Manufacturing 38 Sall 28] 1.1
Construction 49 5.8 35 2.2
Transportation and communications 33 4.2 2:9 1.9
Wholesale trade 27 383 1.4 1.0
Retail trade 2.6 33 0.7 2.43
Finance, insurance, and real estate 1.2 2.9 -0.5 -1.2
Services 2.8 39 -1.2 3.0
Industrial composite 30 43 1.5 1.9

1 Average weekly wages and salaries.

2 First half of 1978.

3 First five months of 1978.

SOURCE Based on data from Statistics Canada.

calendar remains relatively light. But next year, with its heavy schedule
of contract negotiations, will be crucial in this respect, particularly since
many union affiliates have expressed strongly their determination to
protect and improve the real wage levels of their members. Indeed, the
widespread decline in real weekly earnings observed in the first half of
1978 provides an indication that pressures for a catch-up of real income
may reoccur (Table 1-3). Clearly the federal government, as well as the
provinces and business and organized labour, will need to show firm
resolve and prudence if the common objective of containing inflation is to
be met.

Economic Policies

Over the last three years, the Bank of Canada’s monetary policy has
placed increasing emphasis on slowing the growth of the money supply.
The annual growth targets adopted by the Bank have all included upper
and lower bounds in the trend of narrowly defined money supply (M1)
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Chart 1-5

Money Supply and Target Growth Ranges, 1975-78
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SOURCE Based on data from the Bank of Canada.

from a base period.’ For instance, the initial target for monetary expan-
sion, announced in the fall of 1975, was an annual rate of increase in M1
of not less than 10 per cent and not more than 15 per cent from the
average level observed in the second quarter of 1975. The target was then
lowered in August 1976 to a range of 8 to 12 per cent. Another
downward adjustment was announced in October 1977, bringing the
target limits to a range of 7 to 11 per cent from a base beginning in June
1977 (Chart 1-5). A further reduction of 1 percentage point in the limits
of the target range was announced by the Bank in September. Except for
a period extending from the end of 1976 to the spring of 1977, the
evolution of M1 has remained largely within the limits adopted by the
Bank.'°

9 For an explanation of the difference in meaning between the monetary aggregates M1,
M2, high-powered money, etc., see Economic Council of Canada, Fourteenth Annual
Review: Into the 1980s (Ottawa: Supply and Services Canada, 1977), p. 21.

10 The Bank rate was reduced in four steps amounting to 2 percentage points during a
six-month period ending in May 1977, in order to bring M1 back within the targeted
range. See Bank of Canada, Annual Report of the Governor, 1977 (Ottawa: Bank of
Canada, 1978). pp. 19-20.
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Despite this relative success in reaching the targeted rates of expansion
in the money supply, the combination of federal monetary and fiscal
policies applied since the implementation of the anti-inflation program
has not fully achieved the desired results in terms of either price
deceleration or economic growth. The consumer price index has con-
tinued to exceed the price targets announced in the fall of 1975 by at
least 2 percentage points; GNP growth has faltered; and unemployment
has increased. Nevertheless, some progress has been achieved: the rate of
increase in the nonfood component of the CPI has decelerated; the
external trade balance has improved; the cash position of many Canadian
firms has become stronger; and Canadian equity prices have risen.

Since the beginning of 1978, the formulation of monetary policy has
been strongly influenced by foreign exchange constraints. The successive
increases in the Bank rate announced in the spring and summer were
chiefly motivated by the weakening of the dollar on foreign exchange
markets and the inflationary consequences of a further fall in its value.
Appearing before the House of Commons Standing Committee on
Finance, Trade and Economic Affairs, Governor Bouey stated that “the
increases in the Bank rate ... were undertaken with a degree of reluctance
because neither the present state of the domestic economy nor the recent
pace of monetary expansion would, in the normal course of events, have
seemed to call for any marked upward adjustment of short-term interest
rates in Canada.”"' The basic objective in raising the domestic interest
rate structure was to restore the Canada-U.S. rate differential (which
had shrunk because of rising U.S. rates) so as to encourage capital
inflows and strengthen the external value of the Canadian dollar. Until
now, the successive increases in the Bank rate have not altered substan-
tially the trend in the Canada-U.S. long-term interest rate differential.
And the growth trend in the narrowly defined money supply has con-
tinued to stand in the middle of the target range.

In addition to raising the Bank rate, the monetary authorities have
directly intervened in the foreign exchange market by making massive
purchases of Canadian dollars. This has been done to hold up the value of
the Canadian currency or at least to prevent it from falling too abruptly.
The action has cost the Exchange Fund Account some $4 billion (U.S.)
since the beginning of 1978. The federal government has also been
borrowing abroad and establishing revolving stand-by credit facilities to
defend the dollar. A credit facility of $1.5 billion arranged in October
1977 with Canadian chartered banks was expanded by another $1 billion
in April of this year. Furthermore, a revolving credit line of $3 billion was
negotiated in April with a consortium of U.S. banks. Although the
federal government rarely goes abroad to secure its financing require-

11 A statement by G. K. Bouey before the House of Commons Standing Committee on
Finance, Trade and Economic Affairs, May 16, 1978, p. 4.
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ments, it floated a debt issue on the New York market last March in a
move to offset the falling-off of Canadian borrowing on foreign markets.
One month later, in a further step aimed at bolstering the Canadian
dollar, a private placement of 1.5 billion German marks was arranged
through the Deutsche Bank.

Some observers believe that the Bank of Canada’s action in increasing
the domestic interest rates in order to protect the exchange rate may
impede the process and pace of economic recovery, since higher borrow-
ing rates will tend to choke off investment spending. According to this
view, the Canadian dollar should be allowed to find its own way in the
exchange market. For others, however, there is equal concern that the
inflationary impact of further depreciation of the Canadian dollar could
cause another round of price and cost increases of the type that led the
government to adopt controls in 1975. In this context, any further
weakening of the Canadian currency should therefore be resisted. The
choice is obviously a difficult one. It will be considered more extensively
in Chapter 8.

On the fiscal side, the growth in spending by all levels of government
has continued to moderate. Total government expenditure (net of inter-
governmental transfers) grew by 12 per cent in 1977, compared with an
average of 20 per cent in each of the previous three years. A pronounced
slowdown also occurred on the revenue side; total government revenue
increased by 10 per cent last year, compared with an annual average rate
of 17 per cent from 1974 to 1977. But the growth in revenues diverged
considerably among the various levels of government. Provincial and local
revenues rose at relatively high rates, and the overall provincial deficit
declined markedly from the level recorded in 1975-76. By contrast,
federal revenues increased only marginally, and the federal deficit grew
appreciably to $7.4 billion. The deficit of all levels of government moved
from $3.5 billion (1.8 per cent of GNE) in 1976 to $5.4 billion (2.6 per
cent of GNE) in 1977. A further deterioration occurred in the first half of
1978.

At first glance, a deficit of this magnitude would appear to be highly
expansionary; but, in fact, a large proportion reflects the state of the
economy. At the federal level, expenditures are automatically increased
in times of slow economic growth by programs such as unemployment
insurance, while revenue growth is reduced because personal and corpo-
rate incomes and expenditures are advancing more slowly.'? The federal
deficit, however, should be viewed in the context of the government sector
as a whole, as part of it reflected a transfer of fiscal resources from the
federal to the provincial governments that enabled them to lower their
collective deficit between 1976 and 1977.

12 Moreover, following a period of high price increases, the indexation of the personal
income tax system also tends to slow down the growth in government revenues.
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This perspective is borne out by an examination of the trends in the
estimated high-employment budget position of the government sector.
This measure provides estimates of the revenues that would be generated
in a situation of sustained high-employment growth and thus attempts to
show what the fiscal position of the government sector would be if the
economy had operated at, or reasonably close to, its full potential.
According to this indicator, the much larger actual deficit recorded in
1977 was primarily a reflection of the state of the economy (Chart 1-6).
A similar but more disaggregated indicator developed by the Department
of Finance shows that, after exerting a strong stimulus on the economy in

Chart 1-6

Fiscal Position of the Government Sector, as a Proportion of GNE, 1973-78!

All levels of By level of
government government
«——— High-employment position2 ==-== Federal
Ty — «wew., Provincial and local
ctual position governments, and hospitals
(Per cent) (Per cent)
4 — 4 —
A== R
\
i
\ £
\ rd
\ 1 /
\ L\
\ \
D e \ Py =9 = s o ,‘\.
2 v’ \\ 2 L 2N
\ 9
\ \
\ \
= \\ -4 — \
\ \.
\
SR (1o TR |
1973 75 77 18 73 75 77 718

| Data for 1978 are averages for the first two quarters.
2 As a percentage of high-employment GNE.
SOURCE Based on data from Statistics Canada and estimates by the Economic Council of Canada.



18 Recent Economic Developments

1975, the combined fiscal position of the government sector became
progressively more restrictive.'> The expansionary impact of federal fiscal
policies on the economy in 1977 was largely offset by the policies of the
other levels of government, with the net result that the government sector
as a whole provided less impetus to the economy in 1977 than in the two
previous years.'

The federal measures announced in October 1977 and the provisions
contained in the April 1978 budget were designed to achieve the dual
objective of modestly stimulating the economy in 1978 and, by lowering
retail sales taxes, of minimizing the risk of inflation. Tentative estimates
of the impact of the tax cuts suggest that they may have added about half
a percentage point to the increase of real GNP and temporarily eased the
rise of the CPI by as much as 1.5 percentage points. At the provincial
level, some budgets also contained stimulative measures in the form of
tax reductions. Both levels of government, however, have maintained the
commitment to restrain spending that they made at the February 1978
First Ministers’ Conference, thus tacitly acknowledging the widespread
public sentiment that the trend of government expenditure growth should
be held, on average, to less than the corresponding growth in the value of
total output.

Among the achievements of the Conference was an agreement by the
First Ministers to work jointly towards the development of a more
concerted approach to economic issues. The areas in which the need for
further co-operation was agreed upon include the exchange of informa-
tion between the two levels of government on compensation in the public
sector, the creation of working groups to formulate plans for improving
the performance of various industrial sectors, a larger degree of federal-
provincial consultation in the elaboration of a strategy for the multi-
lateral trade negotiations (GATT), an earlier start for some energy-related
investment projects, and improvements in the formulation and applica-
tion of manpower policies. The First Ministers also referred the whole
question of government regulation to the Economic Council for study and
recommendation. The progress achieved since that meeting will be
reviewed at the next First Ministers’ Conference in November.

The notion of “concerted action™ is also gaining ground at the inter-
national level, as exemplified by the strategy agreed upon at the Bonn

13 Called the “cyclically adjusted government balance,” this indicator measures the
budget balance that would have prevailed had the economy been operating at an
“average” level of economic activity. See Department of Finance, Economic Review,
April 1978 (Ottawa: Supply and Services Canada, 1978), pp. 85-88.

14 The deficit reduction at the nonfederal level was facilitated by the transfer of resources
from the federal government to the provinces — resulting from the new system of
federal-provincial fiscal arrangements that came into effect in April 1977 — as well as
by the continued increases in oil and gas revenues and in the surplus position of
Alberta.
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summit meeting of last July. Shortly after that meeting, the Prime
Minister announced a series of economic measures that included a
$2.5-billion cut in federal spending and the reallocation of an additional
$1 billion, so as to encourage industrial expansion and job creation and
free more income for the genuinely poor. The thrust of the package
indicates that the federal government will look primarily to the private
sector of the economy to achieve improved economic performance
throughout 1978 and 1979.

Conclusion

Net external demand was by far the outstanding contributor to Cana-
da’s growth in 1977. The performance of the rest of the economy was far
less impressive. The slow growth in domestic demand continued to reflect
consumer uncertainty, restraint in government spending, business reluc-
tance to invest in the face of economic and perhaps constitutional
uncertainties, and low capacity-utilization rates. It also reflected lower
levels of residential construction, resulting from large housing inventories.
The overall growth rate improved during the first half of 1978, but there
was some deterioration on the unemployment and inflation fronts. It is to
be hoped that efforts now being made by both levels of government to
harmonize and improve the Canadian economy, both in the public and
private sectors, may put within reach at least some of their mutual
objectives.



2 Trade and Foreign Investment

Traditionally, increases in the Canadian standard of living and in domes-
tic expenditures have been closely related to growth in the productivity of
the labour force. A significant feature of the 1970s, however, has been
the continued strong growth in real income and expenditures in the face
of a slowdown in productivity growth. The divergence was particularly
marked from 1972 to 1976, when the rate of productivity increases
dropped but real domestic expenditure per employee continued to rise
rapidly. Expenditure was largely sustained during this period by impor-
tant developments in Canada’s foreign trade sector. Initially, the terms of
trade improved as the prices of exports rose much faster than those of
imports. This boosted Canadian purchasing power substantially in the
rest of the world. The favourable international price movements helped to
raise Canadian real income and, in combination with heightened borrow-
ings abroad, enabled Canadians to increase their consumption by much
more than would have been possible on the basis of productivity growth
alone.

As it turned out, these developments were rather short-lived. With the
end of the boom in commodity prices and the rise in oil prices, Canada’s
favourable terms of trade began to deteriorate, offsetting some of the
fortuitous income gains of previous years. Slackening growth throughout
the western world led to a decline in Canadian exports, and the relative
size of Canada’s external deficit on goods and services increased as
Canadians bought more foreign-made goods and travelled abroad in
greater numbers than ever before. The widening current-account deficit
was financed by massive public borrowing abroad. Subsequently, the
exchange value of the Canadian dollar dropped. Canada’s trade position
has now improved to the point where the merchandise account is showing
a healthy surplus. Notwithstanding these adjustments, Canadian industry
must continue to increase its efficiency and its overall competitive
strength. This prerequisite is becoming especially clear in the context of
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the questions raised by Canada’s relatively high level of capital
imports, the GATT negotiations, and the important changes emerging
internationally.

Trade

The growth of export volume outpaced that of import volume, both in
1976 — when the Canadian dollar appreciated in relation to the U.S.
dollar — and in 1977. Initially, this growth was fostered by the strong
recovery of the U.S. economy from its 1975 recession. Later, the process
was reinforced by the depreciation of the Canadian dollar in December
1976 and throughout 1977. Largely as a result of the depreciation,
import prices in 1977 rose by 11.9 per cent, whereas export prices rose by
only 6.3 per cent during the year. In 1978, import prices have been about
13 per cent higher than last year’s, and export prices have risen by
approximately 8 per cent.

Sectoral trade balances have, by and large, followed traditional pat-
terns. As usual, primary resource products — farm, fish, mineral, and
forest products — exhibited a large surplus. Manufactured goods con-
tinued to be in substantial deficit (Table A-2), most of which was with
the United States. But, within the manufacturing sector, resource-
oriented industries generated a surplus in 1977, topping a consistent rise
in nominal-dollar terms since the mid-1960s. A major element of
manufacturing trade is, of course, automobiles and automotive parts,
which generate a substantial source of both export earnings and import
expenditures. In the late 1960s, following the signing of the Canada-U.S.
Automotive Agreement, Canada enjoyed a trade advantage in this sector,
which has since given way to a net deficit. The bulk of the trade deficit in
manufactured goods is, however, accounted for by other items.

A comparison of the volume and value of exports and imports shows
the extent of the trade deterioration from which Canada is only now
beginning to recover (Table 2-1). In aggregate terms, Canada’s share of
world exports of goods declined from 1971 to 1975, gained somewhat in
1976, and dropped again in 1977. Merchandise imports as a proportion of
spending on goods rose considerably in the early 1970s, leveled off, and
now show signs of increasing again.

During the two decades from 1951 to 1971, Canadian costs, measured
in either Canadian or U.S. dollars, increased less rapidly than U.S. costs.
Although wages rose faster in Canada than in the United States, the
productivity gains achieved by Canadian primary and secondary indus-
tries outweighed the wage increases, making Canadian unit costs lower
than those in U.S. industries and enabling Canadian goods to compete
more vigorously in world markets. Canada’s relatively favourable cost
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performance peaked around 1971, however. While productivity gains in
manufacturing continued to be somewhat higher in Canada than in the
United States, they were insufficient to cover the gap between Canadian
wage increases, which averaged 11.7 per cent between 1972 and 1977,
and those south of the border, which averaged 8.5 per cent. In the space
of a little more than five years, Canada lost most of the relative
cost advantage over the United States that had been gained during the
two preceding decades.!

Though its role is crucial, it would be wrong to saddle Canada’s goods
sector with the entire burden of improving cost performance. The service
sector also plays a role in shaping Canada’s international competitiveness,
as the rising travel-account deficit reveals. Real expenditures by
Canadians travelling abroad have increased about 10 per cent annually
since 1971, while the volume of spending by nonresident travellers in
Canada has not risen at all. Nonetheless, to the extent that higher costs
slowed the creation of jobs in Canada, there was a loss not only of
potential income but also, for the young in particular, of work experience
and the opportunity to acquire marketable skills on the job. Undoubtedly,
too, poor cost performance had a negative effect on investors’ confidence
and thus on investment decisions. In the meantime, Canada has absorbed
a large increase in net foreign indebtedness that will have to be paid for
out of future income flows.

Long-Term Capital Flows

Traditionally, Canada’s deficits on current account have been largely
financed by long-term borrowing abroad. Throughout the 1950s, much of
the inflow of long-term capital was in the form of direct investment, as
owners of foreign-controlled corporations increased their loans to, and
established or extended their equity share in, Canadian-based companies.
Since the late 1960s, portfolio investment has become a much more
important source of long-term capital (Table A-3).2 The main element of

1 For example, since the 1950s, Germany and Japan have displayed the highest rates of
increase in unit labour costs; yet they have been among the most competitive of nations.
We are aware, of course, that even when expressed in a common currency. there is some
danger in using only unit costs as a measure of ‘“‘comparative competitiveness.”
Nonetheless, when considering trends, Canadian and U.S. cost data are generally
comparable not only because of the interrelationship of Canada’s trade with the United
States, but also because practices are very similar in the two countries. In addition,
many of Canada’s larger firms are subsidiaries of U.S.-owned corporations, so that the
composition of manufacturing tends to be similar. Within each country, the continuing
competitive adjustment process that leads to the rise or decline of different firms or
industries makes rigid statistical comparisons between the countries somewhat
imperfect.

2 Movements of portfolio capital result from transactions in new and outstanding issues of
bonds and in equities that do not involve the transfer of Canadian control to foreigners.
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growth has been new issues of Canadian securities, whose value rose from
an annual average of $842 million, or 1.8 per cent of GNP, in the first
half of the 1960s to $3.4 billion, or 2.2 per cent of GNP, in the 1970-77
period.

Since 1973, capital outflows associated with the purchase of equities
abroad or with the repatriation of foreign-owned assets in Canada have
consistently exceeded the inflows of direct investment in Canada. Inclu-
ded in these movements were some large purchases by Canadian public
agencies of foreign holdings in the Canadian oil, potash, and aircraft
industries.’ In addition, over the last few years, a number of major
investments have been undertaken in the United States and abroad by
Canadian firms such as Inco, Falconbridge, Olympic and York, Northern
Telecom, and B.C. Forest Products. At the same time, foreign purchases
of new securities issued by provinces, municipalities, and corporations
reached unusually high levels. In 1976, corporations and provincial and
municipal governments raised an unprecedented 73 per cent of their bond
capital in foreign markets. While there was somewhat less reliance on
foreign bond markets in 1977, the value of new securities issued outside
Canada remained high.

This dramatic increase in new security issues can be attributed to two
factors. The first is the appearance of sizable budgetary deficits at both
the federal and provincial levels, resulting from the slump in business
activity. These deficits emerged in 1975, persisted through 1976, and
worsened at the federal level throughout 1977 and 1978. The second
reason springs from the government’s attempt to reduce inflation and to
restrain expansion of the money supply. Its efforts resulted in higher
domestic interest rates and a widening of the differential between
Canadian and U.S. rates from the third quarter of 1975 through 1976
and, to a somewhat lesser extent, in 1977. The differential encouraged
Canadians to borrow outside the country and nonresident lenders to
invest in Canada. In the process, the increased demand for Canadian
dollars buoyed the exchange rate, despite the substantial deterioration in
the current account sector, and intensified the difficulties faced by export
and import-competing firms. External developments thus amplified the
effects of monetary policy and thereby made policy choices both sharper
and more difficult.* Heavy long-term foreign borrowings delayed the
depreciation of the Canadian dollar and the adjustment processes neces-

3 The more notable examples are the purchase by the Canadian government of DeHavil-
land in 1974 and Canadair in 1976, the purchase by the Canada Development Cor-
poration of most of the Canadian oil and gas interests of Tenneco Inc. in 1975, and
PetroCanada’s purchase of the Alberta government's assets of Atlantic Richfield in
1976.

4 Simulations from the Bank of Canada RDX2 mode! suggest that these developments -
and particularly the increased interest rate differential in 1976 - would be likely to slow
down the growth in real output significantly.
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sary in Canada’s domestic activity and trade flows, and they contributed
to the steady deterioration of Canada’s current-account balance of pay-
ments (Chart 2-1). Interest and dividend payments to nonresidents rose
rapidly to reach $4.3 billion in 1977. Over two-thirds of this amount
comprised interest payments on portfolio borrowings.

Chart 2-1

Current Account Balance as a Proportion of GNP, 1950-77
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SOURCE Based on data from Statistics Canada.

Dividend payments on foreign-owned holdings normally vary with the
state of business activity in Canada and are now mostly retained and
reinvested in this country. In the early 1960s, subsidiaries sent back to
their foreign owners over half of all net earnings as interest and dividend
payments; today, the proportion is less than a third. Payments on direct
investment, which once were the equivalent of over 1 per cent of
Canada’s GNP, have fallen to almost half that proportion, whereas the
interest payable on portfolio borrowings has grown from less than 1 per
cent to 1.5 per cent of GNP. High interest rates, by historical standards,
have aggravated Canada’s position because, unlike dividends, interest on
portfolio debt must be paid year in and year out until maturity. Overall,
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the current-account nontrade deficit, composed mainly of debt service
payments and net tourist expenditures, will likely be around $8 billion in
1978, or about 3% per cent of GNP.

The Issue of Foreign Ownership

These developments, and particularly the most recent federal borrow-
ings to shore up the Canadian dollar, have revived concerns about this
country’s relatively high level of long-term portfolio and direct invest-
ment indebtedness. The latter especially is a worry to some Canadians,
although it represents less than half of Canada’s gross liabilities to
foreigners.

Table 2-2

Factors Contributing to Change in Book Value of
Foreign Direct Investments, 1965-77

Average, Average,

1965-69 1970-74 1975 1976 1977
($ Million)
Book value at year end 39,838  42,000! 45,200!
Net increase in book value 1,693 2,335 3,737 2,162! 3,200!
Capital inflow 666 785 670 295 410
Increase in undistributed earnings 815 1,751 2,595 -5 T
Other factors 212 -201 472

... figures not applicable.
.. figures not available.
1 Estimates.
SOURCE Based on data from Statistics Canada.

Broadly interpreted, direct investment refers to a process that covers
the movement not only of capital but also of management know-how,
marketing assets, technology, and other tangible and intangible products
that can be transferred from parent to subsidiary within a corporate
structure. As a package with a complex bundle of components, it brings
to the host country both opportunities and problems.* The book value of
direct investment in Canada is currently in excess of $45 billion, about
four-fifths of which is owned by residents of the United States. Growth in
the early 1970s was attributable mainly to increases in the undistributed
earnings of foreign-controlled firms (Table 2-2) rather than to net capital
inflows.

The proportion of the plant and equipment employed in Canadian
industry that is owned or controlled by nonresidents has declined margin-

5 Many of these issues were highlighted in two earlier reports: (The Gray Report),
Foreign Direct Investment in Canada (Ottawa: Information Canada, 1972); (The
Watkins Report), Foreign Ownership and the Structure of Canadian Industry (Ottawa;
Queen’s Printer, 1968).
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ally during the 1970s. Similarly, the percentage of industrial assets and
equity accounted for by nonresident-controlled corporations is somewhat
lower (Table 2-3). While these figures must be treated cautiously, since
most of the declines are relatively small and the figures are not unambig-
uous, the data nevertheless suggest that nonresident control in the
Canadian economy has leveled off. The main issue now is not so much
the number of subsidiaries as their mode of operation. A subsidiary may,
for instance, be totally owned by its foreign parent, but it may operate
virtually independently and in a way comparable to a domestically
controlled firm. Of prime importance is not control, in itself, but its
implications for the performance of Canadian enterprise and, more
broadly, for the achievement of Canada’s economic and social objectives.

Table 2-3

Financial Characteristics of Foreign-Controlled Corporations,' 1968-75

Assets Equity Sales Profits
(Per cent)
1968 35.3 41.5 355 44.8
1970 36.5 439 37.0 46.6
1973 344 4222 36.5 43.7
1975 329 40.6 36.6 45.7

1 As a proportion of total for all Canadian corporations. The data cover foreign-controlled firms with
growth revenue of over $500,000 or assets in excess of $250,000 in nonfinancial industries.
SOURCE  Corporations and Labour Unions Returns Act, Annual Report, Part 1, various years,

Because of the limited size of Canada’s domestic market, the influence
of domestic and foreign tariffs, and the pattern of relative costs, prices,
taxes, and regulations, foreign- and Canadian-owned firms share some
common features. The plants of foreign-controlled manufacturing firms,
for example, tend to produce a highly diversified range of products;
indeed, they may be much more diversified than U.S. plants of com-
parable size.® And, like Canadian firms, they have short production runs
and relatively high production costs. Subsidiaries also tend to export
relatively less than their parents and to devote relatively less money
(as a percentage of sales) to research and development activities in
Canada. But, at the same time, they may behave very differently from
domestically controlled firms. Subsidiaries, for example, tend to purchase

6 Caves has noted that, while the plants of both subsidiaries and domestic firms are
substantially more diversified than comparable-sized U.S. plants, subsidiary plants are
also more diversified than domestic plants. He attributes the difference between
domestic firms and subsidiaries to the potential advantages held by the latter when
entering a new product line, as a result of their access to the parent’s knowledge and
experience. Richard E. Caves, Diversification, Foreign Investment and Scale in North
American Manufacturing Industries, Economic Council of Canada (Ottawa: Informa-
tion Canada, 1975).




Foreign Ownership 29

a significantly higher proportion of materials outside Canada than do
domestically controlled firms. This procedure may largely reflect
corporate cost savings, since the additional operating costs borne by
multinationals producing to their affiliates’ specifications frequently
allow their prices to their affiliates to be below the market prices of
Canadian and other suppliers.

Recent studies of the factors influencing the pattern of U.S. direct
investment in Canada highlight the importance of intangible capital
assets made available by U.S. parent firms to their subsidiaries through
their own research and development advertising, marketing, and sales-
promotion efforts.” Such assets go beyond a particular technology or
brand name — both of which could probably be acquired through licens-
ing arrangements — and, in industries characterized by rapid technologi-
cal change and frequent product or brand changes, the availability of
relatively inexpensive services from their parent often gives subsidiaries in
Canada substantial advantages over their domestic rivals. This explains
in part why U.S. direct investment is usually higher in manufacturing
industries that, by international standards, are the most research-
intensive — transportation equipment, electrical products, chemical and
allied products, machinery, petroleum, and coal. It also helps explain why
U.S.-owned subsidiaries occupy a large share of the enterprises charac-
terized by heavy advertising and marketing expenditures — soaps and
cleaning compounds, toilet preparations, tobacco products, breakfast
cereals, pharmaceuticals, and medicines.

Comparisons between domestic and foreign-owned firms are heavily
influenced by the high proportion of very small Canadian-owned firms
and plants. Even after adjusting for this, however, it would appear that
foreign-owned plants are somewhat larger and somewhat more capital-
intensive than their Canadian-owned counterparts. In addition, labour
productivity in foreign-owned firms is higher in virtually every manufac-
turing industry. As a result, foreign-owned corporations tend to earn
higher profits. In 1975, for instance, among the medium-sized and large
corporations in Canada, foreign-controlled firms took over 46 per cent of
all profits on 37 per cent of total sales.®

Foreign control is still concentrated in much the same areas as it was a
decade ago, although the change of Alcan from foreign to domestic

7 Richard E. Caves, “Causes of Direct Investment: Foreign Firms' Shares in Canadian
and United Kingdom Manufacturing Industries,” Review of Economics and Statistics
56 (August 1974), pp. 279-93; Dale Orr, “Foreign Control and Foreign Penetration in
Canadian Manufacturing Industries,” unpublished paper, July 1973; Robert F. Owen,
“Inter-Industry Determinants of Foreign Direct Investments: A Perspective Emphasizing
the Canadian Experience,” unpublished paper, 1978.

8 Profit comparisons between Canadian and foreign-owned firms must be treated cau-
tiously because of differences in the procedures used for valuing equities, in the treat-
ment accorded intercorporate transactions, and in product mix.
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control and the repatriation of Inco reduced foreign control in the
metal-fabrication and metal-mining industries in 1972. Foreign-
controlled firms account for over 55 per cent of the assets and equity in
manufacturing, over 55 per cent in the mining sector, and over 70 per
cent in the mineral fuels area. In 1975, 280 of the top 500 enterprises in
Canada, based on sales, were foreign-controlled.® Even though foreign
ownership may be declining overall, there are indications that it may be
increasing where industry concentration in Canada is highest.'® While the
arrival of foreign-owned firms may lead to welcome innovation and
create employment in an industry, once established they may also act in
ways that discourage competition. Indeed, part of their superior profit
performance may result not from real economies but from the market
power they exercise.

The increased market power arising from horizontal mergers holds a
major attraction for foreign-controlled no less than Canadian-controlled
firms. This does not, however, single out direct foreign investment as a
significant cause of Canada’s relatively high degree of industrial concen-
tration. Indeed, the line of causation probably runs in the reverse
direction, as foreign investors are attracted to industries that feature high
concentration and moderately high barriers to entry.

In general, direct investment increases Canada’s exposure to the
international environment and thereby makes available some of the
benefits of increased competition and the more efficient international
allocation of resources. At the same time, though, it increases Canada’s
vulnerability to decisions and initiatives that are characteristic of the
global market but that may not accord fully with Canadian interests and
priorities.

Nonetheless, as noted earlier, Canada is no longer a net recipient but
rather a net exporter of direct equity capital. Over the 1973-77 period,
outflows of direct investment capital from Canada exceeded inflows by
about $1.5 billion, though it must be remembered that data on net capital
flows tell only part of the story, in that they exclude reinvested earnings.
This partly reflects some retrenchment in the foreign investment
strategies of U.S.-based multinational corporations and partly a number
of large foreign undertakings by Canadian-based corporations in the real
estate, mining, and manufacturing fields. It has been suggested that these
trends indicate a less favourable investment climate in Canada than
elsewhere — a view that undoubtedly had some validity when Canadian
unit cost increases were outpacing those in the United States and the
Canadian dollar was at or above parity with the U.S. dollar. The more

9 Corporations and Labour Unions Returns Act, Annual Report, 1975.

10 Richard E. Caves, Michael E. Porter, A. Michael Spence, John T. Scott, and André
Lemelin, Studies in Canadian Industrial Organization, Royal Commission on Corpo-
rate Concentration, Study No. 26 (Ottawa: Supply and Services Canada, 1978).
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likely explanation now is that, given the recent investment pause in
Canada, foreign-owned firms have been content to finance principally by
means of their retained earnings, whereas the net outflow of Canadian
equity funds probably is an indication of the growing maturity of
domestic corporations, which are increasingly exploiting their market
advantages and know-how through subsidiary enterprises in the United
States and elsewhere.

GATT and the Multilateral Trade Negotiations

At the Bonn summit meeting in July 1978, Canada joined with the six
other major western industrial nations present in urging GATT member
nations to complete their negotiations by mid-December 1978. More
nations are participating in this round than were involved in the Kennedy
Round in 1967. They have been faced with considerably worsened world
economic conditions, stagflation, extraordinarily high unemployment,
and heightened protectionist pressures in most of the industrialized
western world. As an added difficulty, exchange rates have been allowed
to fluctuate widely during the 1970s, without resort to widespread
exchange controls as in the 1950s."

In addition, the industrial countries have conceded a system of *“‘gen-
eral preferences” (GSP) intended to assist developing countries to export
their products. The policy implies, of course, that developing countries
should benefit at the expense of exporters in other industrial countries. In
practice, the results of the GSP have been somewhat disappointing. While
each industrial country intended to help the developing countries, clearly
this was not to have uncomfortably negative effects on its own producers.
Each member has therefore interpreted its GSP in its own way — in
general, excluding “sensitive” import items from the benefits of the tariff
preference. To the extent that the current GATT negotiations succeed in
reducing tariffs, however, the scope for applying general preferences will
be eroded.’? In the meantime, the practice of granting general preferences
exists concomitantly with the application of specific nontariff barriers
(NTBs) against imports from developing countries. These obstacles are
likely to be retained to varying degrees, especially against textiles and
agricultural products.

The working hypothesis for the present tariff negotiations sets a goal of
a weighted average reduction of 40 per cent of existing customs duties.

11 See Ambassador J. H. Warren, “Canada and the Multilateral Trade Negotiations,”
speech to the Conference on Canada in the World Economy, Montreal, The Conference
Board in Canada, April 1978, pp. 6-7.

12 See Economic Council of Canada, For A Common Future (Ottawa: Supply and
Services Canada, 1978).
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The European Economic Community, in line with its position during the
Kennedy Round, has generally pressed for the average cuts to occur in
high-tariff areas; this is referred to as “harmonizing” the tariff levels of
the industrial countries. Canada’s approach is a markedly different one.
Canadian industries that are under pressure from low-cost imports, such
as textiles and garments, are protected by very high tariffs and by NTBs.
The Canadian government has clearly been unwilling to reduce this
protection very much and, from time to time, has increased it for some
producers, at least temporarily. On the other hand, a basic Canadian aim
has been to secure the reduction, or even elimination, of low nominal
foreign tariffs on a whole range of semiprocessed and processed raw
materials in which Canada enjoys a natural advantage. The view is that
Canada, with a large capacity to process domestic raw materials, could
enhance the amount of industrial content, employment, and value added
before exportation. Low nominal foreign tariffs, which effectively confer
adequate protection on processing operations, frustrate the expansion of
such activities in Canada. Moreover, given the short production runs
peculiar to Canadian secondary manufacturing operating for the domes-
tic market, even low foreign tariffs can impede any reorganization
required to achieve the longer, lower-cost production runs necessary to
compete in the larger international market.

The United States, in its negotiating offer, indicated it was prepared to
put a large number of low-tariff items on the table. To illustrate the
importance of this possibility, about 65 per cent of Canada’s dutiable
exports to the United States, or about 20 per cent of total exports to that
country, enter at duties of 5 per cent or less.'* The total of these exports is
substantially higher than the sum of all of Canada’s exports to Japan, the
second largest export market. The Canadian position calls for greater-
than-average tariff and NTB cuts for two selected trade groups in
particular — forest products and nonferrous metals.

Clearly, if GATT members can agree on a substantial reduction of
existing tariffs, the result will be a general regime of very low tariffs, by
historical standards; thereafter, additional trade liberalization will
depend more than ever on the effective application of international rules
to govern the use of quotas, special surtaxes, public purchasing, industrial
and health standards, subsidies, and other nontariff barriers. The coun-
tries negotiating at Geneva are aiming at establishing a number of Codes
of Conduct that will provide guidelines for the use of NTBs. It is hoped
that, through the application of these rules, a more comprehensive body
of international jurisprudence governing international trading relations

13 Nearly 70 per cent of existing Canadian exports to the United States — products such as
lumber pulp, newsprint, a number of crude materials, farm machinery, and auto
products and parts — enter free of duty.



GATT and Trade Negotiations 33

will be established. Impetus in this direction could also help to revive
long-ignored provisions of the GATT treaty designed to maintain equity
under the Agreement.'*

The process by which constructive rules to govern the use of NTBs
becomes established is complex. The rules should not be a cover for
blatant protectionism; yet they must allow enough flexibility to enable
individual nations to implement adequate regional, security, health, and
safety policies, as well as temporary safeguards when import penetration
becomes critical. The process is more difficult than tariff-cutting, itself
no easy matter. The success or failure of international efforts to control
NTBs will depend not only on the outcome of the current negotiations but
also on the subsequent follow-up and, inevitably, on future negotiations.

The changes in tariff and nontariff barriers already agreed upon are to
be phased in over a period of at least eight years, probably starting in
1980, with a review of the pace of application of the tariff cuts likely to
occur around 1984 or 1985.' This will also be a critical time in the
development of international surveillance and policing of the use of NTBs.
In addition to the tariff and NTB negotiations on semiprocessed and
processed materials and manufactured items, special consideration is
being given to trade in grains, dairy products, and meats. Traditionally,
most western countries — and EEC members in particular — have adhered
to agricultural trade policies designed principally to protect the incomes
of their farmers. The regulation of NTBs in the face of these policies is
especially difficult.

During the current negotiations, the developing countries have been
exerting progressively more political weight in seeking to increase indus-
trialization and raise their level of exports relative to that of the rich
countries. In the past, export expansion from countries such as Taiwan
and South Korea has been led by light industrial products, food, textiles,
shoes, sporting goods, and toys. Trade patterns are changing quickly,
however, and some of the more rapidly developing countries have focused
their ambitions on heavy industry, chemicals, machinery, electrical and
transportation equipment, and construction services. During the next
decade or two, not a few of the developing countries will emulate the
Japanese experience of the 1950s and 1960s.'¢ They expect, and indeed
have been assured, that the new GATT agreements will facilitate fulfil-
ment of their aspirations. These countries represent both a competitive
threat to, and a promising export market for, Canadian enterprise.

14 T. M. Burns, President, Canadian Exports Association, “Are Tariff Reductions
Enough? The Non-Tariff Barrier Problem,” speech to the Conference on Canada in the
World Economy, Montreal, The Conference Board in Canada, April 1978.

15 See Warren, “Canada and the Multilateral Trade Negotiations.”

16 These developments are elaborated in the Economic Council, For @ Common Future.
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That the move towards more open world trade is integral to the
resumption of stronger growth in the industrial countries was a theme
stressed at the Bonn meeting in July. The co-ordination of growth was
also stressed, with Japan and Germany being encouraged to provide
stronger economic and import stimulants. Given the existence of the
present levels of excess capacity, such a strategy of co-ordinated growth
for the seven largest industrial countries could be achieved, in our view,
with minimal inflationary consequences and with a healthier distribution
of current account imbalances.

This suggests that, despite the genuine threat to Canadian manufactur-
ers of labour-intensive goods, which the opening-up of trade to developing
countries entails, there could be more than offsetting export opportunities
for the foodstuffs and raw materials (primary or processed) in which
Canada now enjoys a natural advantage. There will, however, have to be
structural adjustments. Not all of Canada’s primary industries are well
placed competitively, and not all manufacturing will be affected.




3 The Primary Industries

In Canada, the resource-based sector has long played a fundamental role
in the development and growth of the economy. Today, close to a fifth of
Canada’s domestic production is derived directly from resource-related
activities. About half of the value added by this sector originates in
resource extraction and harvesting industries, while the other half stems
from the initial stages of processing. Its share of total output varies from
province to province, exceeding 20 per cent in all of the Atlantic
provinces except Nova Scotia and 30 per cent in Alberta and Saskatchewan
(Table 3-1). Natural resources comprise about 60 per cent of total
Canadian exports - 33 per cent in crude form and 27 per cent in some
processed form. Such sales have traditionally provided an important
source of foreign exchange, helping to offset the deficits in Canada’s
trade on finished products and services.

Although the primary sector is vulnerable to broad fluctuations in
activity, the value of Canada’s primary production and exports has grown
rapidly during the 1970s, except for a brief slowdown in 1974-75
(Chart 3-1). The gains achieved in the volume of trade have, however,
been far less impressive. The situation differs, of course, among com-
modities. The value of Canada’s energy products has risen dramatically,
pulled up by the surge in energy prices and the federal decision to allow oil
and gas prices to move towards world levels. More recently, there has beena
marked upturn in the fortunes of the forest products. The fishing industry
has also come to enjoy much improved conditions. The agricultural
situation has been more hesitant. Wheat prices fell in 1976 and 1977, and
only in the past year has there been significant improvement in farm
income. Activity has also been sluggish in the mining industries, where
the slow economic recovery of the OECD nations and the surpluses of
world stocks of copper, nickel and, to a lesser extent, other nonferrous
metals have contributed to a continuing weakness in market conditions.
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Chart 3-1
Index of Canadian Primary Exports, 1971-77

(1971 = 100) Value == o= == Volume
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SOURCE Based on data from Statistics Canada.
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Some of the difficulties of Canada’s resource-based industries would
undoubtedly resolve themselves, as they have in the past, were overall
rates of growth more vigorous in the United States and other major
industrial countries. There are indications, however, of rising competition
within some primary commodity markets because of increased output in
Eastern Europe and several of the developing countries. There is evi-
dence, as well, that the significant shifts in consumption — specifically,
the growing demand for thinner, lighter materials such as aluminum and
plastics — could have some implications for the long-term rate of increase
in the demand for primary products used in the construction industry.

Still, increases in productivity within Canada’s primary sector will be
much more difficult to obtain in the years to come. Continuously rising
capital costs in the development of resources are a frequently cited source
of concern to those in the energy, mining, and forestry industries. The
recent sharp increases in Canadian energy prices and the substantial costs
related to pollution control are posing additional burdens on some firms.
In the case of Canada’s renewable resources, there are still the issues of
resource management and conservation. Notwithstanding these issues,
Canada’s endowment is such that primary-based industries will continue
to be a major source of export earnings for the economy.

Agriculture

Agriculture is an integral part of rural Canada’s way of life, though it
contributes less than 4 per cent to total national output and employs only
5 per cent of the work force. For several decades now, Canadian farmers
have been adopting many technical and biological advances. The increas-
ing use of fertilizers, higher-yielding crop varieties, better feed for
livestock, and new and improved machinery have increased farm output
relative to labour input. Productivity gains have allowed workers to
move out of agriculture and have helped to contain farm product prices;
in addition, consumers have been able to reduce the proportion of their
income spent on food. On the cost side, however, the retreat of workers
from agriculture and the move to larger and fewer farms has placed
economic and social strains on rural producers.

One of the results of these trends has been increased farm concentra-
tion, with a greater proportion of agricultural sales now being derived
from a smaller proportion of farms.' Farmers have become more special-
ized, particularly in animal production, and by reducing the number of
varieties of livestock, they are able to take fuller advantage of technological

1 Farm enterprises can be considered as two distinct groups - high-volume, full-time
farmers and low-volume, part-time farmers.
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advances. Yields per acre have picked up strongly in the 1970s, and the pace
of investment in farm capital has accelerated (Table 3-2). And, while
there is still a gap between the availability and the adoption of new
technology, the steady introduction of improved methods and machinery
will continue to enhance productivity. The effect on productivity is clear.
During the 1950s and 1960s, the annual increases in real farm output
per worker were quite remarkable, averaging 4.2 per cent in the 1950s and
5.0 in the 1960s. During the 1970s, the increments have eased to about
2.8 per cent annually, indicating that opportunities for raising productivity
are not inexhaustible and that the exodus of families from farming has
generally drawn to a close.

Table 3-2

Grain Yields and Investment Growth in the Agricultural Sector, 1950-77

Rate of real growth in agricultural

Yield per acre investment
Machinery and Building
Wheat  Barley equipment construction
(Bushels) (Per cent)
1950-59 20.5 27.6 -6.5 0.0
1960-69 219 329 42 1.2
1970-77 26.6 41.2 14.9 552

SOURCE Based on data from Statistics Canada.

Because of the nature of their produce and the lag between production
decisions and actual harvesting, the income of farmers frequently varies
widely from year to year. Unfavourable weather and diseases can severely
damage crops; and, while compensating changes in farm market prices or
government price supports help to stabilize incomes somewhat, they are
of little or no benefit to the individual farmer who loses all or part of a
crop. During the 1970s, there has been substantial relative improvement in
farm incomes, but there is greater instability than in the 1960s, mainly as a
result of international market fluctuations.?

Like the other resource industries, the agricultural sector contributes
positively to the balance of payments. During the 1970s, the annual trade

2 In an opening statement to the OECD Agriculture Ministers, February 1978, E. van
Lennep noted the sharp fluctuations in prices in international agricultural markets
since 1973, which resulted from rather modest changes in overall supply and demand
conditions, and enumerated the factors responsible for these sharp fluctuations:
improvement in animal feeding practices, causing demand for protein-rich animal feed
to rise rapidly and to become rather inelastic; difficulties in forecasting the appearance
on the market of large buyers such as the Soviet Union; the run-down of stocks and
inadequate stock-holding policies.
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surplus on the agriculture account has ranged between $500 million and
$1 billion. A major contribution to the surplus has been made by
Canadian wheat exports, which amount to about 20 per cent of the world’s
wheat trade. Sales to China and the Soviet Union have become increasingly
important. In future, China will likely become a more important market;
and, depending on the success of its own crop, the Soviet Union will
continue to be a periodic importer. In recent years, however, there has been
a notable increase in the volume of agricultural imports of items that
compete with domestic production, as well as commodities not produced
domestically, such as tea and coffee. Indeed, the worsening trade position
for fruits and vegetables is of mounting concern. Of some worry also is
the fact that, while the traditional markets of Western Europe and Japan
are still important commercial outlets for Canada, they have been eroded
in recent years by the adoption of protective measures in the European
Economic Community and of export incentives in other nations. On a
more positive note, exports to the OPEC and other developing countries
have been rising, and sales to less-developed countries now amount to
almost one-quarter of Canada’s agricultural exports. In the face of these
changes in trade patterns, agriculture is a particularly sensitive area in
international negotiations.

Within international circles, serious consideration is being given to
establishing an internationally co-ordinated system of nationally held
reserve grain stocks, financed by both producing and consuming nations.
Improvements in animal feeding practices have created such strong
demand for protein-rich animal feed, such as rapeseed and fishmeal,
and for some coarse grains and oilseeds that there has been a worldwide
run-down of stocks and inadequate stock-holding policies. A new interna-
tional wheat agreement would attempt to control prices through stock
adjustment measures. While the last international wheat agreement
foundered over surpluses and the inevitable clashing of producer-nation
and consumer-nation interests, the ministers of agriculture of the OECD
countries have formally agreed on the need for grain reserves as a means
of stabilizing the international grain market.’?

The major issues facing Canadian agriculture include the future costs of
energy and fertilizer, and machinery and equipment; transportation diffi-
culties; and - in the case of western farmers particularly — prospective
freight rates. The freight rate issue is complex and, of course, longstanding.
But many observers, while acknowledging the relatively low cost of grain
transportation, argue that apparent producer gains are lost in obsolete
rail, and grain handling and storage, facilities. The obsolescence is
attributed to an unwillingness on the part of the railways to maintain, or
invest in, a system that is not profitable. Indeed, there seems to be

3 OECD, Observer, March 1978.
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widespread agreement that higher freight rates and a rationalization of
the rail system would reduce much of the transportation problem.
Admittedly, such action would increase the costs of exporting grain, but
it would also provide much needed incentives to encourage livestock
production and other forms of further food processing in western Canada.

Looking ahead, anticipated market requirements suggest that there is
potential for expanded production of red meats, grains, oilseeds and, to a
lesser extent, poultry and eggs. Horticultural products, where competitive,

may provide some opportunity for growth in the agricultural sector.*

Fishing

The fishing industry contributes only a very small share to national
output; but, in the Atlantic region and, to a lesser extent, British
Columbia, the commercial fisheries form a significant component of the
respective provincial economies. Total fish landings in 1977 amounted to

Table 3-3

Landings in the Commercial Fisheries, by Province, 1977

Average
price
per metric ton Value

(Dollars) ($ Million) (Per cent)
Sea fisheries 378 456.2 940
Newfoundland 218 85.5 17.6
Nova Scotia 327 133.2 27.5
Prince Edward Island 768 15.2 3.1
New Brunswick 263 34.0 7.0
Quebec 376 204 42
British Columbia 820 167.9 34.6
Fresh-water fisheries 619 29.1 6.0
Total, all fisheries 387 485.3 100.0

SOURCE  Fisheries and Environment Canada.

about 1!, million metric tons, with a market value of about $500 million
(Table 3-3). Some 80,000 people work in this sector, with 20,000 of them
employed in the handling and processing industries. Exports of fish and
fish products were valued at $790 million in 1977, placing Canada third,
behind Japan and Norway, in the international fish trade.

The combination of the relatively easy entry into fishing and the
relatively open access to Canada’s fishing resources has led to serious

4 Federal-Provincial Conference of First Ministers, “An Agriculture Development Stra-
tegy for Canada,” November 1977.
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consequences for both the returns to the industry and the size of the
fish stocks. Some depletion of the Pacific herring and the Gulf of St.
Lawrence groundfish stocks has resulted from overfishing by the domes-
tic fleet. Far more serious, however, has been the damage resulting from
the activity of foreign fleets operating off the Atlantic coast. Since the
mid-1960s, both the total groundfish landings on the east coast fishing
grounds and Canada’s share of these landings have been declining. The
landings of Canada’s east coast fishing industry declined particularly
sharply in the seventies; and, in 1974, the combination of a drastically
reduced catch, sharply higher costs, and a cyclical drop in product prices
in the important U.S. market threatened dissolution of major segments
of the Atlantic fisheries. A massive injection of government aid was
required to deal with the crisis.

This was the background to the federal government’s decision to
extend Canada’s fishery-management jurisdiction over a zone extending
200 nautical miles seaward off the Atlantic and Pacific coasts, as of
January 1, 1977. The Pacific zone extends far beyond the continental
margin, and the Atlantic zone encompasses a part of George’s Bank to
the south and the greater part of the Grand Bank, as well as the whole of
the Scotian Shelf, the Hamilton Bank, and adjacent northern grounds.
Under this regime, Canada has established total allowable catches within
the zones and allocated quotas to all participating fleets. Foreign fleets
are permitted to operate, subject to Canadian regulation and under
certain conditions. These measures are designed to allow a replenishment
of stocks in the shortest time feasible. Future development prospects
depend upon the success of this regime on the Atlantic coast and upon the
achievement of a twofold increase in Pacific salmon production over
a 10-year period. In the early years, however, much of the effort is
directed towards stabilizing the annual catch, hitherto subject to
extremely wide annual variations.

These conservation efforts are expected to have only a modest influ-
ence on fishing stocks in the immediate future,® though they have
increased opportunities for Canadian fleets and given a boost to the
domestic industry. The real output of the fishing industry increased
substantially in 1976 as a result of the new quota program and the
termination of the strike that had paralysed the Newfoundland trawler
fleets for part of 1975 and 1976. In 1977, the volume of landings
increased markedly on both coasts, and prices also strengthened, with the
result that the value of sea fish landings was up some 25 per cent over the
previous year. Landings have been somewhat lower during the first half

5 One possible exception exists in the case of the northern cod stock, which, it appears,
may be capable, by 1985 and perhaps earlier, of providing a catch four times as large
as at present.
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of 1978, but prices for most species remain strong, and the overall
prospects for the industry continue to be favourable.

Of the total catch, 60 per cent is exported, and slightly more than
50 per cent of Canada’s fish exports go to the United States. Ongoing
disputes over fishing rights on George’s Bank and subsidies to Canadian
fishermen could, however, raise problems there in the coming years.
Meanwhile, markets in Japan and the EEC countries are becoming
increasingly important, partly because of the extended jurisdiction estab-
lished by most coastal states and the reduced access for distant-water
fleets to traditional fishing grounds. Tariffs have in the past been a
significant impediment to exports of Canada’s processed fish products,
but the increase in demand is also opening up new market opportunities
for this segment of the industry.

A variety of government programs have recently been put in place to
upgrade and modernize the industry, so that it will be better able to take
advantage of the opportunities provided by the 200-mile fishing limit.
These programs and related resource management activities will not
result in immediate employment increases, as there is considerable sur-
plus capacity in Canada’s fishing industry. The effort, however, should
help to put the industry on a sounder footing and contribute to improved
productivity and higher and more stable earnings.

Forest-Based Industries

Based on any measure of size and significance, the forest products
industries together stand out as one of Canada’s major industrial sectors.
Logging and related forest activities employ some 50,000 workers, and
about 250,000 workers are employed at the manufacturing stage. Forest
products comprise about one-seventh of total Canadian manufacturing
shipments. In 1977 close to $8 billion of forest products were exported.
Forest products are significant in all regions of the country, but they are
of particular importance to the economies of British Columbia and the
Atlantic provinces — especially New Brunswick.®

Canadian production is largely export-oriented. Softwood lumber,
as well as pulp and newsprint, constitute the major share of industry ship-
ments and exports (Table 3-4). These three products - lumber, pulp, and
newsprint — face minimum trade restrictions in most world markets.

6 British Columbia produces about two-thirds of Canada’s softwood lumber and is also
becoming an increasingly important producer of the type and grade of pulp that
Canada traditionally exports. The forestry industry in Ontario and Quebec produces
about two-thirds of Canada’s newsprint and about one-half of the output of paperboard
and other paper.
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Conversely, the more highly processed paper and wood products, such as
particle board, fine papers, box board, tissues, and converted paper
products, not only have higher costs than similar products from many
foreign producers, but they also face significant tariff barriers in the
United States and other potential markets.

Table 3-4

Regional Significance of Forestry Products, 1976

Wood industries Paper and allied industries

Value of  Proportion of  Value of  Proportion of

shipments shipments shipments shipments!

($ Million) (Per cent) ($ Million) (Per cent)
Atlantic region 221.5 4.4 704.4 8.6
Quebec 953.6 19.1 2,603.8 31.6
Ontario 734.3 14.7 2,459.7 299
Prairie region 445.1 8.9 354.4 4.3
British Columbia 2,642.9 529 1,855.7 22.6

| Data on shipments from Mewfoundland and Saskatchewan are not publicly available; hence
percentage distribution does not total 100.

SOURCE Based on data from Statistics Canada.

About 70 per cent of Canada’s forest exports go to the United States,
and the recent increased strength of the U.S. economy has provided a
major boost to the industry. Canadian lumber mills are benefitting from
the high rate of U.S. residential construction, and newsprint producers
are profiting from the sharply increased demand of U.S. publishers. Even
pulp producers, who have had to contend with a worldwide oversupply,
are seeing their inventories decline to more normal levels. Producers of
further processed products, such as fine paper and tissues, are also
enjoying more buoyant sales.

Notwithstanding these developments, some of which reflect gains on
export sales resulting from the decline in the Canadian dollar, most
assessments of the short-term prospects in this highly cyclical industry
are restrained. Canadian companies are residual suppliers to the U.S.
market and hence are particularly vulnerable to business fluctuations
there. There is also concern that the recent increases in U.S. mortgage
rates will slow down housing starts and weaken the demand for Canadian
lumber. A deceleration of growth in the United States, generally expected
in 1979, would hurt the sales of Canadian pulp and newsprint and other
wood and paper products.

The long-term prospects for the forest products sector are equally
uncertain. Most forecasts consider that, with the slowing population and
real growth trends, the world demand for forest products will grow more
slowly in the 1980s and that Canada will face increasing competition
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from the United States, Scandinavia, and some of the developing
countries where production capacity has been increasing. Among the
strengths of the Canadian industry is its sizable resource base, which
includes 13 per cent of the world’s supply of softwood.” In addition,
British Columbia’s interior softwood mills are fully cost-competitive with
other major producing countries. Thus much will depend on the ability of
eastern Canadian firms to improve their competitive strength. Eastern
suppliers of pulp and newsprint, however, operate under a number of
cost disadvantages vis-a-vis their competitors in southern United States.
In particular, in southern U.S. newsprint and kraft mills, the wood cost
component of every sales dollar is fully one-third less than that in
eastern Canadian mills; and the transportation cost component for the
U.S. mills is about half.#

Some encouragement can be drawn from the high level of efficiency
attained by the plywood sheathing mills in the interior of British
Columbia. Modernization and restructuring may be needed, however, if
Canadian producers of highly processed paper and wood products are to
take advantage of any widening of market opportunities following the
current round of trade negotiations. The slow rate of productivity
improvement in this sector generally reflects the low volume and relative
lack of specialization common to firms whose sales have been limited
principally to the Canadian market.

The Nonfuel Mineral Industry

Historically subject to development booms, activity in the nonfuel
mineral industry has leveled off in recent years. The value of mineral
production increased quite dramatically in the early 1970s, but this
represented a price, rather than a resource, boom. Rates of growth in the
volume of output have decelerated continuously in every five-year period
since 1950 - from an average annual rate of 9.8 per cent in 1950-55 to
5.2 per cent in 1960-65 and 3.3 per cent in 1970-75. Accompanying this
decline has been a gradual substitution of capital for labour. Nonetheless,
productivity in terms of real domestic product per person employed is little

7 While Canada has about 13 per cent of the world’s supply of softwoods, it cuts only
about 11 per cent of the annual world harvest. This contrasts with the situation in the
United States, which has 11 per cent of the world’s supply and cuts 22 per cent of the
world harvest, and in western Europe, which has 6 per cent and cuts 14 per cent. The
relatively low level of Canadian production can be mostly attributed to poor growing
conditions, difficult accessibility, and differences in forest-management practices.
Though it would not be economical to harvest all of Canada’s apparent surplus at
existing price levels, these figures suggest that there is scope for increasing Canadian
softwood production.

8 These approximations are based on data assembled by the Department of Industry,
Trade and Commerce and published by them in the “Sector Task Force Report on the
Canadian Forest Products Industry,” p. 7.
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higher today than it was in 1971 (Table A-4). The industry, when taken
to include both mining and primary mineral processing, employs about
300,000 workers; it contributes about 5.5 per cent to GNP; and, along with
the forest products industry, it is a particularly important source of export
earnings. Iron ore, nickel, and the base metals - copper, zinc, and
lead - together account for about two-thirds of the value of Canada’s
mineral output (Table 3-5). About 25 per cent of merchandise exports
are in crude or semifabricated form. The annual trade surplus averaged
close to $4 billion over the 1975-77 period.

Table 3-5

Production and Exports of
Major Canadian Metal and Nonmetal Minerals, 1977

Production Exports as a
Millions Percentage proportion of
of dollars of total production
(Per cent)
Iron ore 1,360 19 78!
Nickel 1,197 17 82
Copper 1,196 17 75
Zinc 814 12 81
Asbestos 564 8 93
Potash 421 6 89!
Gold 268 4 =
Silver 210 3 1142
Lead 195 3 93
Molybdenum 147 2 99
Other metals and nonmetals 596 9 -
Total 6,968 100

not available.
| Applies to the year 1976.
2 By drawing on stockpiles, exports exceeded production in 1977.

SOURCE Based on data from Statistics Canada and the Department of Energy, Mines and Resources.

With more than 60 per cent of Canada’s crude and semifabricated
mineral output destined for export, international market prospects are
crucial to the industry. Most observers foresee lower growth rates in the
1980s than in the past. Conservation measures, improvements in recovery
techniques, developments in deep-sea mining technology, substitution in
mineral sources and end uses, and the increasing use of recycled second-
ary minerals will all combine to reduce overall demand for the products
of Canadian-mining industries. Canada’s producers are also being con-
fronted with increasing pressures from producers in developing countries,
who enjoy a number of tax advantages and preferential tariffs as well as
lower labour costs.

Canada has another disadvantage in that the proportion of crude
relative to semiprocessed mineral exports is very large, resulting in the
Canadian position being closer to that of a developing country than a
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developed one. Government mineral policy clearly encourages processing
and downstream manufacturing where economically feasible, and this is
evidently the basis for Canada’s efforts in the GATT negotiations to im-
prove access to world markets for fabricated and manufactured mineral-
based products. Better trade arrangements may, or may not be, obtained;
but other avenues may exist to encourage more mineral processing in
Canada for subsequent sale abroad. In particular, the government has
undertaken to re-examine the level of taxation in the mineral industry.

Further serious consideration must be given to the projection in the
Mineral Area Planning Study of the Department of Energy, Mines and
Resources that Canada’s currently outlined reserves plus “mineral depos-
its that are estimated to be discoverable and mineable profitably” will be
adequate to cover Canada’s share of the world’s forecast requirements to
the year 2000.° Given that mineral demand forecasts have been revised
downward since this project was completed in 1975, limitations on the

physical availability of metals does not appear to present an obstacle to
the industry. What is a problem is the qualification. Profit levels in

the industry are currently at low ebb, and recent indications are that
Canadian mining companies are not spending sufficient funds to ensure
that new reserves and additional production capabilities will sustain
the desired future production levels. The strong continuous growth in
metal reserves of the 1960s has ceased since 1974, except in the case
of molybdenum.!0

Energy

In conjunction with the provinces, the Canadian government adopted
an energy strategy in 1976 whose main objective is increased energy
self-reliance. Using the price system to scale down demand, the target is
to reduce the average growth rate of energy consumption to less than
3.5 per cent per annum by 1986. In fact, that rate was reached in
1977 - a year of slow economic growth.

Oil has been the preferred fuel and has supplied close to half of
Canada’s total needs for most of the postwar period." Ontario and
Quebec are, of course, traditionally the largest energy consumers, and the
completion in 1976 of the extension of the Interprovincial Pipeline system
from Sarnia’to Montreal enabled Quebec to cut its reliance on imports by
about one-half.'? But, as oil prices rise, a shift is expected to other energy

9 Department of Energy, Mines and Resources, Metal Mining in Canada 1976-2000,
Mineral Bulletin MR167 (Ottawa, 1976).

10 D. A. Cranstone, “Canadian Reserves of Seven Metals,” Canadian Mining Journal
(February 1978).

11 Market shares for other fuels during 1976 were as follows: natural gas, 19 per cent;
coal and coke, 8 per cent; hydro-electricity, 25 per cent; and nuclear electricity, 2 per
cent.

12 Department of Energy, Mines and Resources, Energy Update 1977 (Ottawa, 1978).
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sources — initially electricity and, to the extent permitted by the federal
pricing and pipeline strategy, natural gas.'*> Over the longer run, nuclear
electricity, coal, and possibly solar and biomass energy will furnish the
requirements.

Higher prices and the phasing-out of oil exports have had a dramatic
effect on the Canadian balance of payments. Trade in crude petroleum
moved from a surplus of $800 million in 1974 to a deficit of $1.5 billion
in 1977 (Chart 3-2). Because of natural gas, and, to a lesser degree,
electricity exports, however, the overall energy trade balance remains
positive at well over $1 billion. For the future, the National Energy Board
recommended in September 1978 that the level of oil exports be held
constant at the 1978 level for three years and that, except in a few cases,
crude oil exports cease after 1981. The federal government’s objective is
to reduce the use of imported oil in 1985 to one-third of Canada’s total
oil demand.

Higher wellhead prices and additional provincial drilling incentives
have led to increased exploration for oil in conventional areas. A high-
light of 1977 was the discovery of a potentially important oil field in the
West Pembina area of Alberta — the first major oil discovery in Canada
since 1965. As well as encouraging exploration activity, higher prices
have increased the economic feasibility of further exploitation of existing
reserves. And legislation permitting output from the oilsands to be
marketed at the prevailing international price, as well as preferential tax
arrangements, have improved the economics of oilsands development
considerably. Two plants are currently in operation, and there are
relatively firm plans for another one similar to Syncrude in the Atha-
baska region and for a project in Alberta’s Cold Lake area.

Increased prices have also led to successful exploration in the conven-
tional gas fields of western Canada, have significantly expanded gas
reserves, and have created a “‘gas bubble” in Alberta — that is, a surplus,
at present prices, in relation to present Canadian demand. As a result, the
federal government has come under some pressure to allow larger exports
of gas to the United States. Its policy has been to honour only existing gas
export contracts. The petroleum and gas industry and the Alberta govern-
ment have called for enlarged export sales on the grounds that the higher
revenues thus generated would enable the industry to continue with the
massive exploration and development program needed to meet future
requirements. The option to negotiate exports on a swap basis, with the
gas being repaid later from Alaskan gas if it is required, is now being
considered by the National Energy Board. In making the decision, the
Board will no doubt weigh the long-term benefits entailed in extending
gas markets to eastern Canada against the more immediate gains from
the additional earnings of exported gas.

13 Department of Energy, Mines and Resources, An Energy Strategy for Canada
(Ottawa, 1976).
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Chart 3-2
Balance of Trade in Energy Commodities, 1968-77

e Crude petroleum
esvssseses  Other

= e wee  Natural gas
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1968 71 74 77

SOURCE Based on data from Statistics Canada.

If the federal decision is to make the natural gas available to Quebec
and the Atlantic provinces, this will require substantial investment in a
pipeline east from Montreal and in plant structure and equipment. Even
then, gas cannot be fully substituted for oil in all end uses. Moreover, on
the supply side, the continued refining of oil produces large quantities of
heavy fuel oil — a by-product that competes directly with natural gas in
the industrial market. Because heavy fuel oil must be used shortly after
production, refineries are usually prepared to sell at whatever price is
necessary to clear stocks. This could limit the rate at which consumption
of higher-priced natural gas expands in the industrial market.

Looking ahead, federal estimates suggest that total energy investment
over the 1976-90 period could total over $200 billion in today’s dollars.
This estimate may be high,'* but the fact remains that new energy
14 This may be an overestimation: frontier pipelines are being delayed; electric utilities

face excess capacity until the mid-1980s; and exploration and development spending is
being redirected from frontier areas to conventional areas.
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investment will be very large, by historical standards. As a proportion of
GNP, annual capital investment in new energy sources will move from a
past average of 3.4 to over 5 per cent. While this is well within the
capabilities of the Canadian economy, there will need to be alterations to
the regulations and the present funding and institutional arrangements
governing the industry, in order that funds will be available.

There is a danger that the current energy surpluses in Canada and
abroad could lull the general public into a sense of complacency. Admit-
tedly, growth in energy demand has moderated; the NEB, for instance, has
scaled down its estimate of Canadian energy consumption increases to
less than 3 per cent annually in the 1980-85 period. Alternative energy
sources are being studied; new oil and gas are coming on stream; and oil
prices have in fact declined in real terms. However, although they have
been massive, the recent world oil discoveries will satisfy demands only
for a limited time. For instance, the additions to proven reserves from the
discoveries of the past 15 years in North Africa, West Africa, the North
Sea, and the North Slope will fiil the world’s present requirements for
only six years. The International Energy Agency has stated that the
consequence of a failure by its member nations to hold oil consumption to
target levels could be insufficient world oil supplies by as early as the
mid-1980s.'* Thus determined efforts are necessary to conserve energy, to
use and produce it more efficiently, and to develop alternative nuclear,
solar, and less conventional energy forms. The federal government moved
in this direction in July 1978, with its package of programs to encourage
a domestic solar industry and the increased use of biomass energy.

Conclusion

Over the years, Canada’s primary-based industries have shaped much
of this nation’s development. As the major source of export earnings, they
have enabled Canadians to enjoy a rich and diverse life style. They
provide employment and incomes for Canadians in many regions and
reaches of the country that would otherwise remain barren. In the decade
ahead, as in the past, some resource industries will grow rapidly; others
may lose momentum. In the process, because the resource endowments of
Canada’s major regions are so different, the pace of economic growth
may differ from region to region. What is clear, however, is that massive
investments are required in the energy, the forest products and, to a lesser
degree, the mineral sectors. Since most of this investment will be made by
the private sector, there must be ample assurance that these efforts will
not go unrewarded. This, in turn, presupposes an economic environment
in which the investing enterprises will enjoy satisfactory cash flow
positions and have access to appropriate institutional funding over the
long term.

15 Financial Post, July 8, 1978.




4 The Manufacturing Sector
in Canada

Over the past quarter of a century, growth in output in Canada’s
manufacturing sector, which normally accounts for somewhat over 20 per
cent of the total real output of goods and services produced in this
country, has generally kept pace with the overall national level of
economic activity. Employment in the manufacturing industries grew
from 1.3 million to approximately 2 million during the same period.
While the proportion of total employment accounted for by the manufac-
turing sector has declined from 25 to 20 per cent over the past 29 years,
this sector has remained an important source of new job opportunities in
Canada. Furthermore, the productivity gains realized in the manufactur-
ing sector have been a prime contributor to the real income gains that
have been achieved by almost all Canadians.

Current performance has, however, raised questions about the viability
of important components of Canada’s manufacturing sector and the
overall potential of manufacturing as an employer and as a generator of
future growth. There are, of course, extraordinarily wide variations in the
productivity, profits, and prospects of individual firms and industries.'
But it is important to assess whether much of the current malaise within
certain parts of the manufacturing sector is cyclical in nature or whether
there are more fundamental structural factors underlying the difficulties
faced by many manufacturing firms. To examine this question, it is
necessary to consider the current state of the manufacturing sector in
light of the business cycles in the 1950s and the 1960s.

Cyclical Developments

While each business cycle is unique, all have certain similar character-
istics that occur at about the same phase of each cycle. In the early phase

1 Economic Council of Canada, Towards More Stable Growth in Construction (Ottawa:
Information Canada, 1974), Chapter 5.
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of a business recovery, most industries feature low levels of capacity
utilization. An increase in demand caused by any one of a number of
factors is usually met by more intensive use of existing factors of
production, and it is only after the expansion is well under way that there
is significant growth in employment. Eventually, however, the forces that
led to the recovery lose their momentum, and the expansion phase is
followed by a period of decline. From 1950 to the end of 1977, the
manufacturing sector went through four major phases of expansion and
relative contraction. The expansion phases lasted from nine to twenty
quarters, while the contraction periods lasted from six to nineteen
quarters (Table 4-1). More precrsely, the contraction periods encom-
passed years of slow growth as well as actual declines.

Table 4-1
Manufacturing Business Cycles, Canada, 1950-78

Average annual rate of growth

Real
Duration output Productivity! Employment
(Quarters) (Per cent)
Periods of growth
1950 QI 10 1953 Q1 12 6.3 2.1 42
1954 Q3 10 1956 Q4 9 10.2 5.1 .
1961 Q1 to 1966 QI 20 8.4 42 4.1
1970 Q4 to 1974 QI 13 7.9 4.7 B8R
Periods of contraction or
slow growth
1953 Q1 to 1954 Q3 6 23 1.4 -3.6
1956 Q4 to 1961 QI 17 2.0 3.8 1.8
1966 QI to 1970 Q4 19 42 4.1 0.1
1974 QI to 1975 Q! 4 9.2 4.5 -49
1975 QI to 1978 QI 12 4.0 44 -0.3

I Output per employed worker.
SOURCE  Based on data from Statistics Canada.

In comparison with the 1950s, the 1960s were a much more stable
period for manufacturing. The recovery phase got under way in the first
quarter of 1961 and lasted for five years, and real output grew at an
average rate of 8.4 per cent during this period. The subsequent four-year
contraction, which began in early 1966, proved to be mild, by historical
standards; indeed, quite vigorous growth occurred in 1968. Over this
period, the annual growth rate of manufacturing output averaged 4.2 per
cent.

The impressive performance of the manufacturing sector throughout
the sixties was partly attributable to particularly favourable outside and
domestic forces. The devaluation of the Canadian dollar, the Canada-
U.S. Automotive Agreement, the strength of the U.S. economy, and the
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increased demand brought about by the Vietnam War, the Defence
Production Sharing Arrangement, and the large Canadian grain sales
combined to stimulate the manufacturing sector and the economy as a
whole.

During the early 1970s, the sector maintained, and indeed improved
upon, its earlier performance. A new expansion phase, which began late
in 1970 and lasted until early 1974, coincided with the generally buoyant
economic conditions in most western industrialized countries. Real output
in manufacturing grew close to 8 per cent annually. The boom was fairly
well spread throughout the various manufacturing sectors in Canada. By
the end of 1974, however, it had lost its momentum, and manufacturing
entered once again into a period of slow growth — indeed, the most severe
contraction in the postwar years. By as late as the third quarter of 1977,
growth in manufacturing remained below its long-term trend, and the
level of output was only marginally higher than that of the fourth quarter
of 1974. Real growth in manufacturing has, however, picked up consider-
ably in 1978.

The manufacturing sector encompasses a vast array of goods and
enterprises. There are in all about 30,000 manufacturing establishments
in Canada. A large majority (almost 90 per cent) employ fewer than 100
persons. Only about 1.5 per cent of these establishments employ 500 or
more workers. Manufacturing industries are normally divided into two
major classifications — durable and nondurable — with these two groups
generally being divided into 20 major subsectors. As may be expected,
given the diversity of these subsectors, the output, employment, and
productivity performance of these industries varies widely (Table A-5).
Generally, the nondurable goods industries display lower rates of growth
in expansion periods, and their output tends not to fall as rapidly as that
of the durable goods sector during the contraction phases. In the current
phase, beginning in the first quarter of 1974, real output declined in five
of the eight durable-goods industries but in only two of the twelve
nondurable-goods industries. In the durable goods sector, the greatest
cyclical movements occurred in the high-technology and more sophis-
ticated transportation and electrical goods industries. Overall, from 1974
to well into 1978, employment in manufacturing fell at an average annual
rate of 1.5 per cent. This has been particularly evident in the electrical
products, furniture and fixtures, textiles, knitting, wood products, and
miscellaneous industries.

In last year’s Review, it was suggested that structural problems within
certain parts of the manufacturing sector were hurting the overall
competitiveness of Canadian manufactured goods.? Over the course of the

2 Economic Council of Canada, Fourteenth Annual Review: Into the 1980s (Ottawa:
Supply and Services Canada, 1977), p. 42.
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past two years, however, the depreciation of the Canadian dollar has
provided the equivalent of a 15 per cent tariff on imports and a
corresponding impetus to exporters, and the rate of increase of Canadian
unit costs has fallen substantially. Will these factors alone enable
Canadian manufacturing enterprises to compete vigorously once again in
both the domestic and foreign markets? The key to success will be the
productivity performance of these firms and their level of investment
activity.

Investment in Manufacturing

As indicated in Chapter 1, part of the sluggish performance of the
Canadian economy is associated with the weakness of business invest-
ment. On average, the rate of growth in new manufacturing investment
has slowed considerably more than the other components of business
investment, with the exception of institutional investment. Real capital
spending in the manufacturing sector exerted a strong upward pull on
real GNP in 1973 and 1974 and a substantial downward tug in 1975 and
1976 (Table 4-2). It improved modestly in 1977 but, despite a rally in the
second quarter of this year, there has been no major impetus in new
manufacturing investment in 1978.}

A number of factors have dampened business expectations of prospec-
tive returns on new investments. A striking feature has been the low level
of capacity utilization since 1975, though in the second quarter of 1978
there were promising improvements throughout the durable and non-
durable sectors. The gap between potential and actual output has been
particularly evident in many of the capital-goods industries (machinery,
metal fabricating, primary metals, nonmetallic minerals), although sev-
eral consumer durable-goods industries (wood products, furniture and
fixtures, electrical products) have been at an equally low ebb (Table 4-3).
Clearly, however, some of this “excess” capacity is accounted for by
equipment that, because of its high energy consumption and its negative
effects on the environment, can no longer function economically.* While
exports to the very important U.S. market have picked up, the demand
for heavy goods is only now approaching the peak levels reached in 1973.
Firms in some of the durable-goods industries (furniture, appliances,

3 Statistics Canada'’s mid-year review of investment intentions forecasts an increase of
8.3 per cent for 1978 in current-dollar manufacturing capital expenditures. This
suggests littie or no increase in real capital spending.

4 A recent study estimates that unexpected increases in energy costs may have lowered
economic capacity in the United States by as much as 4.5 per cent. See Denis
Karnovsky, “The Link Between Money and Prices, 1971-76,” Federal Reserve Bank of
St. Louis Review (June 1976).
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machinery, and automobiles) are facing increasing import competition in
the domestic market. Utilization rates have also been affected by sub-
stantial capacity expansion in the plastics and chemical industries.

Table 4-3

Capacity Utilization in the Manufacturing Industry, 1973-78

Most Most

recent recent

peak 1978 Q2 trough
Food and beverages 94.2 86.3 85.8
Tobacco products 95.6 85.8 85.8
Rubber and plastics 84.3 84.3 56.0
Leather 87.6 76.7 68.1
Textiles 100.0 95.4 84.2
Knitting mills 100.0 100.0 82.2
Clothing 100.0 99.3 90.6
Wood 84.4 78.5 60.1
Furniture and fixtures 90.3 80.6 68.0
Paper and allied industries 96.6 91.6 61.5
Printing, publishing, and allied industries 100.0 99.2 929
Primary metals 91.6 79.7 68.7
Metal fabricating 934 7957 76.7
Machinery 100.0 84.0 71.7
Transportation equipment 100.0 94.6 79.7
Electrical products 973 80.9 77.4
Nonmetallic mineral products 92.9 81.0 77.2
Petroleum and coal products 100.0 75.1 75.1
Chemicals and chemical products 100.0 76.6 737
Miscellaneous manufacturing 100.0 100.0 85.0

SOURCE Based on data from Statistics Canada.

Corporate profit levels are still showing the effects of inflation and
weak market conditions. Following the record levels of 1974, the base
profits® of large Canadian manufacturing corporations, as a proportion of
sales and shareholders’ equity, have declined substantially (Chart 4-1);
but, again, the most recent figures show signs of improvement. Some
manufacturing industries (rubber and plastics, metal fabricating, electri-
cal products, nonmetallic minerals, and chemicals) have experienced
particularly severe declines in profitability in recent years.

These factors, which are by no means unique to Canada, have con-
tributed to the unfavourable investment climate. Political uncertainty and
worry among some businessmen about the relatively high degree of
government intervention in the Canadian economy have not helped the
situation. Nonetheless, a modest improvement in manufacturing perform-
ance over the past year is cause for some optimism. The strong growth in

5 Base profits reflect net income of a corporation before income taxes and extraordinary
items, and before recording transactions that, to a greater or lesser extent, can be
altered at the discretion of corporate management.
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Chart 4-1

Base Profits, as a Proportion of Shareholders’ Equity, Large Manufacturing
Corporations, 1973-78
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SOURCE Based on data from Statistics Canada.

export sales has contributed to higher rates of capacity utilization in some
industries — most notably paper products — and to sharply improved
profitability in the wood products and primary metals sectors. There has
also been a significant increase in the availability of funds to finance
business capital investment.® The increased ability of firms to finance
investment from internal sources is indicated by the growth in total
business savings, relative to total business investment (including inven-
tory investment), from 59.2 per cent in 1974 to 70.4 per cent in 1977 — an
increase resulting in part from the federal government’s liberalization of
capital cost allowances. While these developments are all encouraging,
there must nevertheless be a substantial improvement in business confi-
dence about economic prospects and, within each industry, about the long-
term potential for growth and profitability. This, in turn, will depend
critically on the performance of the U.S. economy and on the pattern of
labour-management contract negotiations in the coming months.

6 The Conference Board in Canada's Survey of Business Attitudes for the second
quarter of 1978 found external financing to be “abundant”; only 5 per cent of the
senior business executives surveyed indicated some difficulty in obtaining external
financing, compared with 10 per cent in the second quarter of 1977.
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Canada’s investment climate will also be influenced by the activities of
both the federal and provincial governments, who have developed a
variety of loan and subsidy programs to encourage investment in particu-
lar industries, to support certain important industrial activities, and to
foster the growth of various regions. At the federal level, in the fiscal year
ending March 31, 1977, direct transfers to firms involved in trade and
industry totalled around $250 million. This figure excludes subsidies
implicit in several federal loan programs and in certain procurement
activities. The federal government has also introduced various incentives
on the corporate taxation side aimed at encouraging additional invest-
ment and relieving some of the corporate tax burden that, in combination
with inflation, has dampened post-tax real rates of return on investment.
(In the Thirteenth Annual Review, for instance, we cited figures indicat-
ing that as a resuit of inflation, the manufacturing sector alone lost
$1 billion in extra taxes in 1974 because of the corporate requirement that
plant and equipment and inventories be costed at historical rather than
replacement cost.)

The increase in the deficit in Canada’s trade in manufactured products
that occurred in the 1970s was observed in Chapter 2. The gap between
imports and exports widened, particularly for those manufactured goods
that are not resource-related. Import penetration has increased substan-
tially for a range of products, including rubber and plastics, leather and
knitted goods, wood products, furniture, machinery, transportation equip-
ment, electrical products, and miscellaneous manufactured goods
(Table 4-4). In industries such as machinery and rubber products, this
has been accompanied by a strong rise in exports, suggesting that a
process of rationalization and specialization is perhaps under way.’
However, for many industries — especially leather and knitted products,
clothing, and furniture and fixtures — import competition has been
intense, and changes in production have been made in response to the
dictates of market forces.

Thus, while much of the slowdown in manufacturing growth and the
adverse movement in the trade balance can be explained by cyclical
factors, some industries within the manufacturing sector are beset by a
number of longer-term and more fundamental problems. It is not clear
whether these structural difficulties have become substantially more
pronounced in the recent period; but, in the context of the less buoyant
economic environment of the seventies, they are more worrisome. In view
of the questions that have been raised about Canada’s prospects in the

7 A recent study has noted the increase in intra-industry trade and the apparent process
of rationalization that occurred during the sixties in a number of manufacturing
industries, including machinery and chemicals, as well as automobiles. George Lermer,
“Evidence from Trade Data Regarding the Rationalization of Canadian Industry,”
Canadian Journal of Economics 6, no. 2 (May 1973).
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more competitive trading environment of the 1980s, it is of interest to
examine some of the factors influencing the efficiency and competitive
strength of Canada’s manufacturing industries.

Table 4-4

Trade Orientation of Canadian Manufacturing Industries, 1965-77

Export orientation Import pencetration

1965-70  1971-76 1977 1965-70 1971-76 1977

(Per cent)
Food and beverages 9.4 9.5 11.0 6.7 8.6 10.2
Tobacco products 0.6 0.5 0.5 I.1 1.4 1.3
Rubber products 4.3 6.9 9.0 16.1 228 234
Leather goods 5.2 6.4 8.5 17.8 29.2 36.0
Textiles 4.2 5.1 5.7 23.1 263 26.3
Knitting mills 2.0 2.1 1.4 15.6 30.3 30.5
Clothing 3.0 5.2 43 6.0 9.9 1.6
Wood products 40.4 440 493 8.5 12.2 1.4
Furniture 2037 4.7 5.6 5.4 9.6 13.0
Paper and allied industries 50.7 53.1 56.0 1.7 8.6 9.9
Printing and publishing 1.2 2.4 2.6 13.5 14.0 14.7
Primary metals 45.9 43.0 442 24.8 259 225
Metal fabricating 3.0 Sgll 6.3 12.3 15.4 15.8
Machinery 327 41.7 51.1 65.1 704 75.2
Transportation equipment 454 65.3 73.1 51.2 68.2 75.1
Electrical products 1.7 13.7 13.7 23.8 32.1 35.6
Nonmetallic mineral products 6.0 7.5 8.3 15.3 15.9 16.4
Petroleum and coal products 1.6 5.5 24 1.1 6.7 3.6
Chemicals 14.8 16.2 204 25.1 289 31.3
Miscellaneous manufacturing 22.1 19.4 16.6 497 529 54.0

SOURCF Based on data from the Department of Industry, Trade and Commerce.

Productivity in Manufacturing

Over the longer term, productivity growth is the major determinant of
the upward trend in per capita income.?® In previous reports, the Council
has noted that Canada’s productivity performance leaves much to be
desired.® This country’s average annual rate of productivity increase — as

8 Over the 1962-72 period there was a very close correspondence between the growth in
labour productivity and the growth in real income per person employed. During the
1972-76 period, however, some temporary developments - in particular, an improve-
ment in Canada’s international terms of trade - allowed per capita income to increase
at an exceptionally rapid rate, despite a sharp drop in productivity growth. See Charles
Freedman, “Recent Growth in Productivity, Real Expenditure per Capita and Real
Income per Capita: Accounting for the Differences,” Bank of Canada Review (August
1977).

9 See Economic Council of Canada, Looking Outward: A New Trade Strategy for
Canada (Ottawa: Information Canada, 1975), Chapter 2; Fifth Annual Review: The
Challenge of Growth and Change (Ottawa: Queen’s Printer, 1968), Chapter 2; and the
Sixth Annual Review: Perspective 1975 (Ottawa: Queen’s Printer, 1969), Chapter 2.
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expressed by the rate of growth of output per man-hour in manufac-
turing - is among the lowest of all industrialized nations, though it was
slightly higher from 1961 to 1977 than the rate attained in the United
States during the same period.

Another perspective can be gained by comparing actual levels of
productivity in Canada with those of other countries. Of particular
interest in this regard is the size of the gap between productivity levels in
Canadian and U.S. manufacturing industries. A report of the Senate
Committee on Canada-U.S. relations suggested that there is often a
significant divergence in productivity between the Canadian and U.S.
operations of the same company.'”” The Senate report reinforces the
conclusions of an earlier study in which the author took explicit account
of price differences between the two countries and attempted to measure
the gap in output per man-hour."" For the 33 manufacturing industries
examined, productivity in Canada in 1974 was found to be about 80 per
cent of that in the United States. There were, however, important
differences. Value added per man-hour in the Canadian durable-goods
sector was approximately 95 per cent as high as that in the United States,
while this measure of labour productivity in nondurable goods was only
about 70 per cent of that achieved in the United States. Not surprisingly,
Canadian productivity compared most favourably in the large-scale,
export-oriented wood products, iron and steel, and motor vehicles and
parts industries. The productivity of firms in the food-processing indus-
tries, petroleum refining, and the miscellaneous nondurable-goods sector
tended to be far lower in Canada.

These findings raise a number of questions: Has productivity growth in
the Canadian manufacturing sector slowed during the seventies? Why
has long-term productivity growth in this country lagged so far behind
the pace achieved by many other industrial countries? Why is there still a
very substantial gap in productivity between many comparable Canadian
and U.S. manufacturing industries? These questions require more com-
plete answers than can be given within the confines of this Review;
nonetheless, a number of the more important considerations can be
briefly examined.

Productivity is influenced by a wide range of factors, including entre-
preneurial talent, the attitude and skills of the work force, the amount of
capital per worker, and the rate of technical progress. It varies from
industry to industry and over the business cycle, decreasing in the initial
stages of a downturn as production facilities become less fully utilized

10 The Standing Senate Committee on Foreign Affairs, Canada-U.S. Relations, Canada’s
Trade Relations with the United States, vol. 11 (Ottawa: Supply and Services Canada,
1978).

11 James Frank, Assessing Trends in Canada’s Competitive Position: The Case of
Canada and the United States (Ottawa: The Conference Board in Canada, November
1977).
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and increasing as recovery gets under way (see Table 4-1). With respect
to recent performance in the manufacturing sector as a whole, it is
significant that the average rate of productivity growth has not departed
substantially from its long-term trend. Leaving aside the cyclical slump in
1974, the manufacturing sector has sustained a 4.4 per cent rate of
growth in output per employed worker since 1975 — or roughly the
equivalent of the average growth rate achieved throughout the 1960s and
the expansion years to 1974.

It is worth noting, however, that the sustained productivity perform-
ance from 1975 to 1978 was achieved with only half the rate of increase
in real manufacturing output from 1970 to 1973. In the earlier period,
annual real output and employment increased by 8 per cent and 3.2 per
cent, respectively, whereas in the later period a 4 per cent increase in real
output was accompanied by a 0.3 per cent decline in employment.
Moreover, within some industries, there has been actual disinvestment in
plant and equipment per worker. Some other recent developments may
also be having a negative influence on productivity growth that is not yet
apparent. Pollution regulations and related developments, for example,
have in some cases forced firms to invest quite heavily without adding to
their measured output. Also, rising energy prices may have eroded a
relative advantage that some Canadian firms held over their competitors.

A number of factors determine the rate of growth in manufacturing
labour productivity. Those that can be measured include growth in the
amount of capital per worker, which has made a substantial contribution;
shifts in the industrial structure — that is, changes in the relative
importance of industries with different productivity levels and growth
rates — which have been relatively unimportant; and cyclical factors,
which have been significant and which, because of their destabilizing
effects, tend to be counterproductive. Most of the long-term productivity
growth in manufacturing, however, is accounted for by “other factors”
that are not easily measured, such as changes in the skill and quality of
the work force, technical progress, increases in plant size, and improve-
ment in the organization of production. Within each industry, these
factors are continuously interacting, and it is difficult numerically to
separate their net impact. Still, some estimates have been developed for
the 1957-74 period. They indicate that if a 10 per cent increase in
productivity occurred in the whole manufacturing sector, roughly 3 per-
centage points would be derived from increases in plant and equip-
ment. This would be offset partly by a decrease of 1.7 percentage points
attributable to counterproductive cyclical factors and interindustry shifts.
The balance of 8.7 percentage points would come from other factors. This
suggests to us the importance of efforts to raise not only the skill level of
Canadian labour but, perhaps more important, the level of managerial
training and know-how. In addition, of course, there is wide scope for the
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improvement of industrial relations in many industries, particularly at the
shop level where many of the productivity improvements may be made.

Major differences in long-term productivity growth have been achieved
by various industries within the manufacturing sector. For some indus-
tries (wood, leather, and miscellaneous manufacturing), the annual cycli-
cally adjusted rate of increase in labour productivity'? between 1957 and
1974 averaged under 2 per cent, while for others (motor vehicles, rubber
and plastics, textiles, petroleum and coal products, chemicals) the aver-
age growth rate exceeded 5 per cent (Table 4-5)."° Increases in capital
intensity have been particularly important — accounting for over one-third
of the adjusted rate of productivity growth — in wood products, food and
beverages, tobacco products, paper and allied industries, and petroleum
and coal products. Other factors, including technical progress and
improvements in the organization of production, have been significant in
all industries, though they have made a particularly important contribu-
tion to the high rates of productivity growth in motor vehicles, rubber and
plastics, and textiles. It is interesting that in the automobile industry, the
huge expansion in plant and equipment that took place had little effect on
productivity growth; rather, the increased specialization made possible by
the Canada-U.S. Auto Agreement was the key factor in raising produc-
tivity in this industry towards the U.S. level.

A particular set of difficulties confront manufacturing firms engaged
in labour-intensive, standard-technology activities that are subject to
intense competitive pressure from manufacturers in some Third World
countries. Such firms are at present largely concentrated within six
industries — leather goods, textiles, knitting mills, clothing, electrical and
electronic equipment, and sporting goods and toys'¢ — which are located
mainly in Quebec and Eastern Ontario. There is also real concern that
some of the advanced developing countries are improving their capacity
to manufacture a greater range of products and thus pose a competitive
threat to a greater segment of Canadian industry. The competitive
difficulties of the labour-intensive industries are often discussed in terms
of the relatively higher wages in Canada than in developing countries, but
the problem could perhaps be more accurately perceived in terms of
productivity comparisons. Difficulties arise because the level of produc-
tivity within Canadian firms does not exceed that in the developing

12 These findings are based on P. Someshwar Rao, “An Econometric Analysis of Labour
Productivity in Canadian Industries,” Economic Council of Canada Discussion Paper
(forthcoming).

13 The industry productivity estimates cited in Table 4-5 are somewhat lower than those
in Table A-5, partly because they are based on output per man-hour rather than per
employed worker and partly because of the estimating techniques used.

14 Economic Council of Canada, For a Common Future (Ottawa: Supply and Services
Canada, 1978), Chapter 4.
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countries by a margin sufficient to offset the gap in wage rates. Indeed, in
some activities, productivity is higher in the developing countries than in
Canada, and the gap in real wages between Canada and these countries is
narrowing slowly. Certain segments of Canada’s vulnerable industries
may be well able to meet the competitive threat from Third World
countries, but it is clear that most can expect to face mounting pressures
for rationalization and adjustment to the realities of international
competition.

Cyclical factors have had a significant influence on the productivity
growth of the group of export-oriented industries dominated by firms
with relatively large-scale, capital-intensive operations. This group pro-
duces mainly basic material goods and durables, including motor vehi-
cles, iron and steel, cement, softwood lumber, pulp and newsprint, and
smelted and refined nonferrous metals. Major firms in all of these
industries generally employ modern technology'’ and have attained a
level of efficiency that enables them to compete in international markets
to varying degrees. For example, the competitive strength of integrated
iron and steel plants in Ontario or in British Columbia’s softwood
lumber mills contrasts with the relatively high costs and unfavourable
competitive position of eastern Canada’s pulp and newsprint producers.
Leading firms may also combine the processing function with the har-
vesting or extraction of the natural resource, so that their competitive
position as a manufacturer is related to Canada’s natural advantage as a
resource supplier. However, the sharp fluctuations in demand and in
world prices often deny firms in this group the internal cash flow needed
for contemplated investments and make the estimation of price-cost
margins for these investments particularly difficult. The impact of fluc-
tuations in demand within the North American economy is accentuated
where, as is sometimes the case, Canadian firms are residual suppliers to
the U.S. markets — a problem particularly in the newsprint industry.
These factors have contributed to the recent decline in investment and to
the slowing-down of productivity growth in some of these industries.

Most of the industries within Canada’s manufacturing sector fall into a
third category of firms that produce mainly for the domestic market and
enjoy some tariff protection, though to a generally lesser extent than the
labour-intensive industries. This group embraces a large portion of the
food-processing, appliances, plastics, soaps and detergents, and furniture
industries, and most highly processed paper and wood products firms, as
well as several other sectors. While there have been some important

15 In the steel industry, for example, the larger Canadian companies have tended to adopt
new technology faster than their U.S. counterparts. See H. Baumann, “The Diffusion
of the Basic Oxygen Process in the U.S. and Canadian Steel Industries: 1955-69,”
Research Report 7303, University of Western Ontario, London, 1976.
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examples of restructuring and rationalization within these industries, and
the tariff protection afforded this group has tended to decline over time,
substantial productivity differences remain between these Canadian firms
and their major U.S. competitors. Moreover, as comparisons between the
two countries are generally made on the basis of labour productivity, and
the amount of capital available per worker tends to be higher in Canada
than in the United States, the total factor productivity gap between

Canadian and U.S. industries is even larger than generally acknowl-
edged.'s

Specialization, Scale, and Efficiency

A number of studies have explored the variation in efficiency within
Canadian and U.S. manufacturing industries, emphasizing the prob-
lems associated with the scale — and, more important, the degree —
of specialization.'” While the diseconomies of small-scale plants are
significant in a few Canadian industries, greater emphasis has recently
been given to the problem of overdiversification and lack of specializa-
tion. When the very smallest plants are excluded, the other Canadian
plants are generally not very much smaller than those in the United
States. Moreover, small plants are much less common in those industries
in which there are large cost penalties associated with inefficient small-
scale operations. The problems of small scale and overdiversification are
related, however, in that both are, to a considerable extent, responses to
the constraint of small market size. The alternative to making plants
more diversified is to make them smaller, but Canadian firms have often
chosen the former course.'®

In heavily diversified plants, the volume of each particular item
produced tends to be smaller; production rates may be lower; and
production runs are often shorter. Plants of this type are generally unable
to make use of the most specialized machinery, and they tend to operate
at lower rates of capacity and to require frequent down-time for changes

16 Canada’s relatively greater capital intensity is indicated in E. C. West, Canada-United
States Price and Productivity Differences in. Manufacturing Industries, 1963, Eco-
nomic Council of Canada Staff Study 32 (Ottawa: Information Canada, 1971); and in
Frank, Assessing Trends.

17 See, for example, West, Price and Productivity Differences; and D. J. Daly, B. A,
Keys, and E. J. Spence, Scale of Specialization in Canadian Manufacturing, Eco-
nomic Council of Canada Staff Study 21 (Ottawa: Queen's Printer, 1968). More
recent findings are presented in Richard E. Caves er al., Studies in Canadian
Industrial Organization, Royal Commission on Corporate Concentration, Study 26
(Ottawa: Supply and Services Canada, 1978).

18 See Caves et al., Industrial Organization.
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between products using the same machinery."” A recent study has shown
that diversification in production patterns — as measured by the number
of secondary products and activities per establishment — tends to increase
with plant size. But, in virtually all size classes, both Canadian and
foreign-owned plants in this country are significantly more diversified
than U.S. plants, and foreign-owned plants in Canada are generally much
more diversified than domestically owned plants.?

The lack of specialization within Canadian plants can be partly
attributed to the limited size and wide distribution of Canada’s popula-
tion. But it is also associated with the relatively high degree of foreign
ownership and substantial tariff protection, as well as some general
weakness in competitive forces in important areas of the economy. While
the problems of scale and specialization have received most of the
attention of economists, the work of industrial engineers and others in the
field of production management indicates that there is considerable scope
for firms to increase efficiency, notwithstanding the limitations that may
be posed by the size of the market.?' As suggested by the quantitative
evidence on the factors contributing to productivity performance,
improvements in plant organization and routine can yield substantial
productivity gains. Yet there is evidence that firms in Canada do not
adapt to already-existing organizational and other innovations as rapidly
as their counterparts in the United States and that this is related in part
to their protected market situation.”

It is not clear to what extent the relatively high tariffs that protect
many Canadian manufacturing firms have impeded the processes of
innovation and industrial adjustment and rationalization. Indeed, the
relationship between tariff protection and cost inefficiencies is ambig-
uous. On the whole, tariffs on Canadian manufactured products are
substantially higher than the tariffs on similar goods produced in the
United States. It has been estimated, for instance, that the average

19 A recent report by the Tariff Board on the production of pleasure craft provides a
concrete illustration of the gains that are available through increased specialization.
The Board commented that a study by one of the manufacturers, comparing costs prior
to and after rationalization, “‘demonstrates rather strikingly the extensive savings in
labour and other costs per unit made possible by longer runs.” In this particular case,
substantial improvements in efficiency were achieved as workers became more familiar
with, and more proficient at, the fairly complex construction of large craft.

20 Richard E. Caves, Diversification, Foreign Investment and Scale in North American
Manufacturing Industries, Economic Council of Canada (Ottawa: Information
Canada, 1975).

21 See, for example, R. H. Hayes and R. W. Schmenner, “What'’s the “Right” Manufac-
turing Organization,” Working Paper, Harvard University, Graduate School of Busi-
ness Administration, 1977; and Wickham Skinner, “The Focussed Factory,” Harvard
Business Review, May-June 1974,

22 D. Daly and S. Globerman, Tariff and Science Policies: Applications of a Model of
Nationalism, Ontario Economic Council Research Study 4 (Toronto: University of
Toronto Press, 1976).
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Canadian manufacturing firm marks up prices by 0.5 percentage point
for every percentage point of tariff protection, that the markup increases
or decreases depending on the degree of industry concentration, and that
particular costs rise with the level of protection. On the other hand, there
is evidence for the 1961-72 period that Canadian industries that initially
enjoyed high protection showed a faster rate of cost reduction than less
protected Canadian industries.”® And, since the early 1960s, Canadian
manufacturing has enjoyed somewhat faster productivity growth overall
than U.S. manufacturing.?® What this implies to us is that the interrela-
tionship of international competition, domestic tariff and nontariff barri-
ers, and the elements that generate lower costs and higher productivity is
very complex and warrants much more intensive study than has been
possible here. The Council will be intensifying its research in this area
over the next few years.

Conclusion

In previous reports, the Council has elaborated on the important role of
market forces in generating productivity improvement and stimulating
increased industrial efficiency. Governments can promote these objectives
by ensuring that their policies help shape an environment that is favour-
able to the interplay of market forces and consistent with the social
aspirations of Canadians.

Governments exert their influence on industrial growth and develop-
ment through a broad range of general policies. But, in addition, there
has been, and will continue to be, an important role for policies directed
at some of the problems confronting Canada’s manufacturing industries.
These include policies to promote specific industrial activities — such as
the major program of incentives to promote research and development
recently announced by the Minister of State for Science and Tech-
nology — and schemes to support certain sectors where market failures
are creating unemployment and impeding growth. Canada’s manufactur-
ing sector — and most particularly the more labour-intensive industries —
faces a major challenge in adjusting to pressures of increasing interna-
tional competition. In the years to come, government efforts to encourage
adjustment and alleviate hardship will be important. Industrial adjust-
ment and incentives programs, including manpower training, mobility,
and job-creation incentives, will continue to require a significant share of
government resources.

23 Tim Haziedine, “Protection; and Prices, Profits and Productivity in Thirty-three
Canadian Manufacturing Industries,” Economic Council of Canada Discussion Paper
110 (April 1978).

24 Department of Finance, Economic Review, April 1978 (Ottawa: Supply and Services
Canada, 1978), p. 75.
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In pointing to the significance of industrial policies, however, we would
not wish to convey the view that existing or proposed policies in this area
should be accepted uncritically. On the contrary, government grants and
subsidies, procurement policies, export assistance, and programs to pro-
mote research and to encourage regional development involve substantial
public expenditures. In the present period of government restraint, we
think it most appropriate that these programs be subjected to rigorous
and systematic cost-impact analysis.

Immense difficulties are inherent in any government attempt to direct
or alter the course of market-determined industrial development. At the
First Ministers’ Conference last February, discussions took place about
the general problems facing Canada’s manufacturing industries. There
has been some attempt to come to terms with various problems in the
more recent reports issued by the Consultative Task Forces set up by the
federal Department of Industry, Trade and Commerce.?* The Council is
encouraged by this consultative process, which is broadly in keeping with
its recommendation one year ago. The Task Force reports have already
contributed to a more complete understanding of many of the problems
now facing individual Canadian industries. Nonetheless, many difficulties
must be overcome before governments, and departments within govern-
ments, can co-ordinate their industrial policies more closely. Moreover,
the Task Force reports — useful as they may be — represent the views of
particular groups, and governments have a responsibility to balance these
positions against the interests of consumers and others who were unrepre-
sented in the discussions. Indeed, the competing, and sometimes conflict-
ing, recommendations for specific measures of assistance in the Task
Force reports highlight the need for a careful examination of the criteria
that underlie the industrial support initiatives undertaken by each level of
government.

It should also be recognized that in most cases where firms or
industries are encountering competitive difficulties, the market is success-
fully carrying out its function; market signals are working as they should,
and resources are being directed to where they can be employed most
efficiently. Industrial measures introduced under these circumstances can
impede the market adjustments, with evident consequences for Canada’s
overall industrial efficiency.

There are, of course, perceptible shortcomings in the market system
that provide a legitimate focus for government intervention. No govern-
ment can remain aloof to major industrial dislocations or to severe
regional disparities and the attendant human concerns. Policy decisions
become particularly difficult in periods of relatively sluggish economic
growth, such as the present.

25 Industry task forces were established for twenty-three sectors. Their reports are available
from the Department of Industry, Trade and Commerce.




5 The Service Industries

In the preceding chapters, we examined Canada’s primary and manufac-
turing sectors, which together account for most of Canada’s economic
growth. Yet this country has proportionately more persons working in
civilian service-sector jobs than any other western nation, and there has
been a proliferation of new service activities in response to the choices
and changing life styles of Canadians.

Most service activities are interrelated with, and indeed contribute in a
major way to, the vitality of the primary and secondary industries. For
example, transportation, distribution, wholesaling, and retailing link pro-
ducers and consumers. Research has led to the development of new,
hardier strains of wheat and coarse grains, better-managed fisheries,
modernized forestry and mining equipment, efficient factories, and safer
processed food and household goods. Medical clinics, hospitals, and social
service workers help persons who are ill or in distress; teachers impart
knowledge; and public servants administer laws and regulations that
enable an urban, culturally heterogeneous society to function. In consid-
ering how best to allocate future resources to improve this nation’s
economy, the question is basically how to arrive at the most advantageous
combination of final goods and services.

Employment in the Service Sector

Over the last three decades, the number of working men and women in
Canada has risen by S million. Most of this net growth has occurred in
the service industries, where about 4.5 million additional workers are now
employed. By comparison, employment in secondary industries has grown
by 1.3 million workers and has actually declined by 660 thousand
workers in the primary industries (Table A-6).
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Today, the service sector — including transportation, trade, and
government-provided services — accounts for about 61 per cent of Cana-
da’s gross domestic product, and two out of three employed Canadians
work in service-sector jobs (Chart 5-1). With the growing affluence of
the population, employment in travel, outdoor recreation, hotels, restau-
rants, and fast-food franchises has doubled since the mid-1960s, rising at
more than twice the average rate for all industries. Employment in
noncommercial service activities — public administration, education, and
hospitals — has also risen significantly, although this has begun to level
off in more recent years. In the space of a generation, the number of
workers employed in government administration has increased by close to
450 thousand and, in the last decade alone, about half a million addition-
al jobs have been created in the education and hospital fields. Taken
together, government administration, education, and hospitals now pro-
vide employment for one out of every five Canadians.

The growth of service activities has been particularly conducive to
female employment. Nearly half of all service-sector jobs are filled by
women, as opposed to about 20 per cent in the goods-producing industries

Chart 5-1

Sector Employment, as a Proportion of Total Employment, Canada, 1946-77
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Chart 5-2

Distribution of Employment, by Sex and Industrial Sector, Canada, 1976
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(Chart 5-2); in absolute terms, four times as many women work in the
service sector as in the goods sector. The ratio of part-time workers to
full-time workers is also significantly higher; one employee in seven in the
service industries works part-time, compared with one in twenty-five in
the goods industries (Chart 5-3). The majority of part-time workers are
women; indeed, almost one-quarter of all working women hold part-time
rather than full-time jobs. The service sector also provides most of the
jobs for massive numbers of wives, students, and youth who are second or
third earners in their households and who want to work only part of the
year.

Because of this higher labour turnover, it is probable that the growth of
service activities has contributed somewhat to increased frictional unem-
ployment. Moreover, some services, such as are found in the tourist and
recreational industries, are highly seasonal. On the other hand, since most
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Chart 5-3

Full-Time and Part-Time Employment Shares, by Sector, Canada, 1975-76
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public services are not subject to the same cyclical fluctuations that affect
the goods-producing sectors, that part of the services boom may have
moderated the cyclical character of unemployment somewhat.

The question that needs to be answered is why the growth in service-
sector employment has been so substantial and so rapid. Is it entirely due
to heightened consumer or producer demand? Does it reflect a shift in
spending preferences away from material goods?

The Demand for Services

The demand for services, as for goods, is determined by many influ-
ences, such as rising per capita incomes, changes in relative prices,
urbanization, altering tastes, trends in family composition, and altera-
tions in the distribution of income. Since these factors work simultane-
ously, albeit with different intensities, it is not easy to measure precisely
how each factor affects demand. Moreover, consumers frequently use
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services and material goods together. Parks and recreational services
presuppose boats, cars, trailers, swimming gear, and barbecues; restau-
rants and hotel services presuppose automobiles and aeroplanes; and even
bureaucrats have their automatic calculators and coffee cups. Moreover,
the demand for government administration or police, health, and educa-
tion services, which consumers purchase indirectly through taxes, is not
necessarily determined by changes in real incomes, or even by consumer
choice, but rather by political decisions.

Table 5-1

Gross Domestic Product, by Sector, Canada, Selected Years, 1951-76
(In 1971 dollars)

Annual rate of
growth of real

1951 1962 1976 output, 1950-74
(Per cent)

Goods sector 39.9 41.2 38.8 4.6
Primary goods sector 10.4 9.1 6.9 34
Secondary goods sector 29.5 32.1 318 5.1

Service sector 60.1 58.8 61.2 4.7

Total 100.0 100.0 100.0

SOURCE Based on data from Statistics Canada.

But are the consumption preferences of Canadians tilting increasingly
towards services, thereby causing service-sector employment to grow so
rapidly? If so, there would be a significant shift in the composition of real
output from goods to services. Yet the service and the goods-producing
sectors’ shares of real output have remained almost the same since 1951,
and the annual rate of growth of real output in both sectors has been
almost identical (Table 5-1).! Moreover, final expenditures on services as
a share of total expenditures have remained almost stable, the govern-
ment’s somewhat increased share being offset by the slight decline in the
consumer’s share of expenditures.? It has also been suggested that part of
the growth of service-sector employment in Canada is attributable to the

1 The statistics on real output for some of the service industries, particularly for the
rapidly growing noncommercial industries (public administration, education, hospital
care), are questionable. Because there are difficulties in identifying that output,
employment is used as an indicator for a number of noncommercial services. Since this
method assumes zero productivity growth, the resulting output measures tend to be
underestimated. This downward bias would, therefore, have resulted in the stability of
service output shares.

2 It may, however, be noted that there are important differences between the “service
output” of the service sector, based upon the industrial classification, and the “service
expenditure” in the final-demand classification. They are not equivalent in concept or
definition. For example, the trade and transportation service output related to consump-
tion of durable, semidurable, and nondurable goods is embodied in the demand for goods
rather than in the demand for services.
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fact that the goods industries are now more specialized and therefore
purchase service inputs from the service industries rather than generate
them in-house. While there is a slight trend in this direction, it would not
alone explain the employment phenomenon.

There is strong evidence to suggest that increases in real household
incomes tend to lead to even larger increases in the volume of services
demanded. This is what is meant by a positive income effect in the
demand for services. On the other hand, because the price of services has
increased more than that of goods, households have economized in their
use of services. Overall, after taking account of changes in relative prices,
a 10 per cent increase in per capita real disposable income has increased
consumption of services by about 10.2 per cent and of goods by 9.7 per
cent. If there had been no negative price effect, even more rapid growth
in the household use of services would have occurred.

The impact of income and price changes differs among various kinds of
services. The increase in demand for a number of services in response to
increases in income has been very strong for medical and hospital care, as
well as recreation, hotel, restaurant, and transportation and communica-
tion services (Table 5-2). For health services, the possible offsetting
restraint that higher relative prices would have exerted has been blunted
by the fact that these are now almost entirely government-financed. The
income effects on demand are also positive and strong in the recreation
and the restaurant and hotel service industries, but they have been offset
to some extent by rapid increases in relative prices. The result has been a
somewhat less rapid growth in demand than in the health care field. The
demand for dry-cleaning and laundry services has declined for reasons
that appear to be associated with income but in fact reflect changes in life
styles and the introduction of easy-care fabrics and automatic washers
and dryers. Domestic services have almost disappeared, with costs
increasing and fewer people willing to undertake such employment.

The influence of rising per capita income on the demand for durable
goods is also positive, although not as strong as for some services. But,
since the purchase of durables is strongly affected by price and the
relative prices of durables have been declining over time, there has been
pronounced growth in the demand for them. Expenditure growth for
nondurables has been slower.

In sum, the positive income effect for most services has often been
offset by a negative response to relatively higher prices, whereas in the
case of durables and, to a lesser extent, semi- and nondurables, a weaker
income effect has been reinforced by a positive response to lower relative
prices.
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Productivity Trends in the Service Sector

The difficulty of measuring productivity trends in the service sector
precisely is well known. Ideally, real output should be measured by
deducting the quantity of input used from the quantity of output pro-
duced. For most service activities, however, the output is either qualita-
tively heterogeneous or it is difficult to identify or quantify separately
from the input. For most noncommercial public service activities, labour
input is employed to measure output change’ — an approach that
virtually rules out any likelihood of being able to measure productivity
growth.

Despite these difficulties, it is possible to get some idea, at least in
relative terms, of the differences in productivity growth between the
various sectors (Table 5-3). The “commercial service” subsector includes
those service industries whose real output measures are based on other
than labour inputs: wholesale and retail trade; transportation and com-
munications; and finance, insurance and real estate. It excludes health
and education, as well as some commercially sold business and profes-
sional services. While output per employed worker has been clearly
growing much more rapidly in the goods sector than in the service sector,
the productivity differential narrows when the commercial service subsec-
tor is considered. Indeed, productivity growth in this sector has not been
insignificant, amounting to more than half that in the goods-producing
sector. Part of this growth undoubtedly springs from the competition that
leads to innovative managerial initiatives and increased efficiency.

There are, however, wide variations in productivity growth. Output per
worker in transportation and communications has grown rapidly — the
industry being a heavy beneficiary of advanced technology — outpacing
the manufacturing average by about 0.8 percentage point per year since
1950. Trade follows, with the increase in output per worker averaging
2.1 per cent per annum — a rate only slightly lower than the national
average during the same period. The finance, insurance, and real estate
sector has also shown signs of productivity improvement. Recent studies
using revised measures for the finance and insurance sector indicate that
output per employee has been growing at an average rate of 2.3 per cent
in savings and credit institutions and 2.8 per cent in life insurance firms.*

3 This is done by using either wages and salaries, deflated by average earnings per worker,
or numbers of workers employed, multiplied by base-year average earnings — with
additions in most cases for capital consumption in constant dollars.

4 See R. Hirshhorn and R. Geehan, “Measuring the Real Output of the Life Insurance
Industry, *“Review of Economics and Statistics LIv, no. 2 (May 1977); and R. Geehan
and L. Allen, “Measuring the Real Output and Productivity of Savings and Credit
Institutions,” Canadian Journal of Economics (forthcoming).
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Several factors account for the differences in the growth of output per
worker between the goods sector and most of the service industries. The
latter feature a slower rate of increase in capital employed per worker
and in the quality of labour, and a faster rate of decline in hours of work
per employee.” Over the 1950-77 period, the amount of plant and
equipment put in place increased at about the same pace in both the
service and goods-producing sectors. But, because employment in the
service sector has grown relatively faster, the annual rate of increase in
capital per worker has been less than half that in the goods-producing
sector. In 1977, the service sector had about 37 per cent less capital in
plant, machinery, and equipment per worker than the goods sector.¢

There is also a qualitative dimension contributing to the productivity
differential. While public-sector activities — particularly in health, educa-
tion, welfare, and legal services — employ many professionals and other
highly trained people, they also have a large number of clerical and
secretarial staff. Indeed, a large segment of service-sector manpower is
still only modestly skilled, whereas the proportion of unskilled workers in
the goods-producing sector has been shrinking rapidly. In commercial
services — such as wholesale and retail trade, and banking — there are
many who are secondary earners in a household and who receive lower
pay and have less permanent tenure than the average worker in the goods
sector. In addition, service-sector workers have higher rates of unemploy-
ment, and their average work experience is generally shorter.

Although productivity gains have been lower, through the combination
of heightened and skilful collective bargaining, workers in the service
sector have enjoyed wage increases of almost the same percentage as
workers in the goods-producing sector, with the result that the relative
price of services has increased roughly twice as fast as that of goods. In
particular, there has been a very rapid growth in prices (i.c., costs) in non-
commercial services, especially in education and hospital care (Chart 5-4).

5 A. Bower, C. West, and R. Crozier, “Change in Industrial Structure: A Long-Term
View,” Economic Council of Canada Staff Paper (unpublished), January 1967; David
A. Worton, “The Service Industries in Canada, 1941-1966,” in Production and Produc-
tivity in the Service Industries, ed. Victor R. Fuchs, National Bureau of Economic
Research, Studies on Income and Wealth, 32 (New York: NBER, 1966), pp. 260-79.
Canadian studies have followed the methodology developed by Fuchs in his two basic
papers: Productivity Trends in the Goods and Service Sector, 1929-1961: A Prelim-
inary Survey, Occasional Paper 89 (New York: NBER, 1964); and The Growing
Importance of the Service Industries, Occasional Paper 96 (Mew York: NBER, 1965).
See also Fuchs’ later work, The Service Economy (New York: NBER, 1968).

6 In 1977, the service sector had about $52,000 in gross capital per worker, while the
comparable figure for the goods sector was around $83,000. The inclusion of transporta-
tion and communication industries in the service sector results in considerably higher
estimates for capital per worker. These figures are based on Statistics Canada mid-year
estimates of gross capital stock in current dollars.
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Chart 5-4
Index of Implicit Price Deflators, by Sector, 1950-74
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I Includes education, hospital care, public administration and other noncommercial services.
2 Excludes owner-occupied dwelling rents.
SOURCE Economic Council of Canada, CANDIDE 2.0 Data Bank.

One important consequence of the rise in service prices has been the
substitution of self-service for marketed services — in restaurants and
gasoline stations and do-it-yourself household repairs. While many per-
sonal services are vanishing partly or even fully from the market, the
need for the service does not normally disappear. Consumers meet their
demands through their own efforts, and a whole industry has developed
to provide the tools and materials to do the job. In addition, more and
more durable goods are being designed to facilitate home repairs. The
rediscovery of arts and crafts means many are fulfilling their own needs,
and the immense popularity of evening courses in home and automotive
care attests to the desire to substitute one’s own effort for services
otherwise purchased.

It is not just at home that a substitution process is taking place.
Although the industrialization of services is still in its adolescence, the
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number of productivity-enhancing technological developments is growing
rapidly. Computers do much of the routine office work of billing,
preparing payrolls, and related chores. The credit card system has
substituted a single credit transaction for the numerous bank services.
Automatic cheque-cashing systems, coffee-vending machines, and self-
operated travel-insurance machines provide services without the need for
an employee. Other technological developments have enhanced the prod-
uctivity of the service worker rather than replaced him, as in the case of
hand calculators, electric hand tools, and electronic diagnostic car equip-
ment. Similarly, the use of brain scanners has aided the work of
neurosurgeons; and laser technology will soon increase efficiency in many
functions.

Moreover, within many of the traditional service activities, an industri-
alizing process to capture economies of scale and efficiency is in progress.
Preplanned organizational systems involving custom-made equipment,
division of labour, and specialization improve service and efficiency in
individual service establishments. For example, fast-food franchises and
restaurant chains with limited preset menus are designed to produce and
deliver prepared foods with speed and cleanliness at relatively low cost.
Other examples of preplanned service systems include prepackaged vaca-
tion tours.

Conclusion

Future technological developments in the service as well as the goods-
producing industries, involving innovations, capital accumulation, and
economies of large scale, are expected to lead to a cumulative rise in
output per man and per man-hour. The prospects, however, vary
immensely, depending on the type of service activity. As taxpayers,
Canadians are re-examining the growth requirements of the public
services, such as education, health care, and public administration. The
big push to expand these services, arising in part from the effects of the
postwar baby boom, is about to end. The trend now is towards a decline
in some public services. It is still not clear how long the commercial
service sector will provide the employment opportunities required to
absorb a growing labour force. The electronic and organizational innova-
tions that have been described have so far not led to a significant
displacement of clerical and other semiskilled workers, although the type
of work performed has changed in many cases. But, with increases in the
relative price of services outstripping those of most of the new electronic
equipment, the automation of offices and business procedures may be
close at hand. At issue is whether this capital/labour substitution process
will aggravate the unemployment situation or whether Canadians will be
able to direct their efforts to as-yet-unforeseen activities.
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Moreover, as consumers, Canadians will continue to be influenced by
both income and price motivations. With rising incomes, they will seek
more customized services to serve their specialized tastes; but, as price-
conscious buyers, they will also seek competitive and efficient sources
of supply. As workers, Canadians employed in service activities will
continue to be faced with uncertainty about the permanency of their
work, the wages they can expect, and the career prospects that lie ahead.



6 Perspectives on
the Unemployment Rate

Fundamental changes have taken place in the structure and characteris-
tics of the Canadian labour market since the Second World War. Indeed,
with the recognizable demographic, institutional, and social changes, the
Canadian work place is very different from what it was even a decade
ago. A consequence of these changes is that the traditional measure of
the state of the labour market — the national unemployment rate — no
longer adequately reflects the complex forces that mark the contempo-
rary scene. That rate was a very good proxy for the tightness of the
economy and the hardship that befell families when the labour market
was almost entirely composed of heads of households who were the sole
income earners in their families. Their need for employment and income
was undeniable. Today it is quite clear that the situation has changed.
Value judgments aside, the fact is that the unemployment rate, which
includes large numbers of additional earners whose membership in the
labour force is intermittent, does not portray the same economically,
socially, or politically trying conditions that prevailed when a family’s sole
income earner was out of work in the 1930s.

It is therefore increasingly apparent that the unemployment rate is
only one of a variety of measures that should be examined in any
interpretation of the overall labour market situation. Taken alone as
“the” indicator of the state of the labour market, it is likely to provide an
inadequate — and, indeed, misleading — basis for the formulation of
macroeconomic policy. In the development of social and income-related
policies, it is also very clear that the unemployment rate is a poor proxy
for financial hardship and that more direct and incisive measures are
needed.

It cannot be emphasized too strongly, however, that whatever measure
or perspective is adopted, none can minimize the severity and urgency of
Canada’s present unemployment problem. While it is true that, for most
out-of-work Canadians, the availability of unemployment insurance or
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the surety of a spouse’s income offsets much of the financial privation
that characterized the Depression years, it is equally true that unemploy-
ment imposes severe personal costs in terms of forgone work experience,
lowered status, eroded self-confidence, and reduced family well-being. In
addition to the output lost to the economy, unemployment sometimes
leads to crime, alcohol and drug abuse, suicide, and even political
polarization and violence. Indeed, we regard the aggregate unemploy-
ment rate, by itself, as only a starting point in measuring the hardship
and sometimes brutal and tragic social consequences of an economy that
is performing poorly.

The Unemployment Rate as a Cyclical Indicator

In its 1976 report on the Canadian labour market, the Economic
Council identified several factors that contribute to the persistence of
high unemployment rates, even in years of considerable economic
growth.! Among them were included the seasonality of many production
and service activities, the high rate of labour force growth associated with
the changing demographic structure, and the increased inclination and
opportunities for married women to work, as well as several far-reaching
institutional changes. The report suggested that the economy was gener-
ating not only more income security for individuals and families and
more employment opportunities for family members but also more likeli-
hood of unemployment, particularly among women and young people.
The aggregate unemployment rate seemed to have shifted to persistently
higher levels, quite apart from the tightness, cyclical phase, or inflation-
ary potential of the economy.

Essentially, the Council argued that the minimum achievable unem-
ployment rate at full capacity may now be several percentage points
higher than in earlier years. It cited a number of reasons for this, but
perhaps the main one was that a growing part of the work force is
composed of persons other than the head of the household who take
part-time or occasional jobs. In addition, the increase in the participation
rate of women and their rising joblessness have done much to change the
characteristics of the overall unemployment profile (Chart 6-1).

Correspondingly, the proportion of males in the labour force has
diminished over the last decade and a half. While the relative number of
young males has actually increased, this has been more than offset by the
relative decline in the number of older men. These changes have also
altered the profile of the unemployed. While adult males accounted
for 43 per cent of all unemployment in 1966, their share has now dropped

1 Economic Council of Canada, People and Jobs: A Study of the Canadian Labour
Market (Ottawa: Supply and Services Canada, 1976).
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Chart 6-1
Age-Sex Components of the Labour Force, Unemployment, and the

Unemployment Rate, Canada, 1966-77
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lines add up vertically 10 the aggregate unemployment rate in any year.

SOURCt Based on data from Statistics Canada.
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to 29 per cent. Women in the same age group, who constituted only 15 per
cent of the unemployed at that time, now account for 21 per cent. The
share of jobless young people continues to be disproportionately high, and
the problem appears to be worsening for young women.

Many observers have also pointed to attitudinal and institutional
changes, such as the increasing inclination of young people — now more
educated — to “shop around” for jobs, as well as the relatively easier
access to unemployment insurance (UI). No doubt these are contributory
factors; and some, adopting a high moral tone, have stressed the “volun-
tariness” of a portion of current unemployment. The critical point is,
however, that whatever the original motivations of those without work,
the lack of appropriate jobs is a serious problem. Moreover, by enabling
persons to search longer and more widely for jobs, unemployment insur-
ance may actually improve the qualitative matching of jobs and workers.?

Other analysts have emphasized the fact that there is accumulating
evidence that recent unemployment figures contain a larger proportion of
frictional and structural unemployment than in the past.> Needless to say,
for someone without a job such labels are less than impressive. But they
indicate the problem of inadequate matching of the skills and location of
workers and jobs, and thus reflect a condition that cannot be easily
resolved by conventional aggregate demand policies.*

While there is little doubt that the sluggish performance of the
economy has contributed considerably to the magnitude of Canada’s
unemployment today — when almost one million people are out of work —
it should be noted that a considerable number of jobs have been created
since the peak of economic activity in 1974; indeed, employment has
grown by about 950 thousand jobs since 1975. At the same time,
however, the labour force has grown by more than 1.2 million individuals,
adding several thousand to the ranks of the unemployed.

Still another reason for the need to view the national unemployment
rate in the context of other measures of labour market performance is
that the aggregate figure does not portray the dynamics of the labour
market — the absolute numbers of people who flow in and out of the
labour market, who quit or lose their jobs and become unemployed, or

2 This question is examined in Abrar Hasan, “Search Behaviour in Canadian Labour
Markets,” Economic Council of Canada Discussion Paper (forthcoming).

3 See, for example, Frank Reid and Noah Meltz, “Causes of Shifts in the Unemployment-
Vacancy Relationship: An Empirical Analysis for Canada, 1953-75,” Review of Eco-
nomics and Statistics (forthcoming).

4 The policy dilemma is further aggravated by the volatility of the effects of changes in
aggregate demand on participation rates. A recent Council study suggests that fiscal
stimulus may increase the labour force participation of some age-sex groups to such an
extent that employment-creating effects are offset and unemployment in those groups
actually increases. See T. Siedule, N. Skoulas, and K. Newton, The Impact of
Economy-Wide Changes on the Labour Force: An Econometric Analysis, Economic
Council of Canada (Ottawa: Supply and Services Canada, 1976).
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who, previously without work, find a job. It has been estimated that there
are over 5 million job departures or terminations in Canada annual-
ly and an even greater number of hirings. During the summer, well over
2 million students - most of whom return to school - find work. The
enormous amount of turnover in the labour market is indicative of
important qualitative elements that are not captured by aggregate unem-
ployment measures. For instance, even the high unemployment rate in
recent years does not predominantly reflect job loss. Fewer than half of
those unemployed in 1977 had actually lost their jobs, while almost a
quarter had quit, and more than a quarter were persons who, because of
school, household responsibilities, or other factors, had not previously
been looking for work (Table 6-1). Contributing to this considerable
turnover are the often unfulfilled expectations of school-leavers, the
less-than-equal treatment of some labour force groups, and the poor
working conditions in some jobs.

Table 6-1
Unemployed Persons, by Flows into Unemployment and by Age and Sex, 1977!

Job Job
losers leavers Entrants Re-entrants
(Per cent)
Men
15-24 51.7 19.9 6.8 20.3
25-65 67.1 23.2 — 4.1
Women
15-24 303 24.7 12.4 315
25-65 39.1 24.8 — 31.2

I Sec also Table A-7 for additional characteristics of the unemployed.

SOURCE  Bruce MacDonald. “Flows into Unemployment.” Statistics Canada. Labour Force Survey
Division, Research Paper Mo. 17 (May 1978).

The concept of alternative unemployment measures is, of course,
contentious. And, indeed, a number of valid questions can be posed. Is it
appropriate, for example, that workers with intermittent labour force
attachment who are not the principal earners in their households and who
may have voluntarily left their jobs be given the same weight as family
heads who are involuntarily laid off? Should persons who want only
part-time work be counted among the unemployed on a par with those
seeking full-time work? Conversely, should not the unemployment meas-
ure include an estimate of the underemployment of persons working
part-time only because they cannot find a full-time job? And how should
we register the not inconsiderable numbers of people who, discouraged
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and distllusioned by an unsuccessful job search, have given up the effort
altogether and abandoned the labour force?*

To contend with some of these questions, which are currently the
subject of a government-initiated study in the United States by the
National Commission on Employment and Unemployment Statistics, the
U.S. Bureau of Labor Statistics now publishes six other measures in
addition to the official aggregate unemployment rate. The rates are
labeled U1 through U7 and are defined as follows: U1 counts those who
have been unemployed fifteen weeks or longer; U2 is composed of those
who have lost their jobs; U3 measures the number of unemployed heads
of households; U4 counts unemployed people seeking full-time jobs; US is
the official aggregate rate, U6 is a weighted measure that includes U4
plus unemployed people looking for part-time work and also part-time
workers seeking full-time jobs; U7 adds to U6 an estimate of the number
of discouraged workers who have left the labour force. Statistics Canada
produces similar figures for Canada (Table 6-2).¢

Table 6-2
Estimates of Ul through U7, Canada, 1976 and 1977

Ul U2 U3 U4 us* U6 u7
1976 24 3K/ 4.7 6.1 il 6.9 7.2
1977 28 4.5 53 i 8.1 8.1 8.5

*Official aggregate rate.

SOURCE  Based on data from Statistics Canada.

One labour market indicator of the economy’s relative tightness or
slackness that is quite widely watched by analysts is the unemployment
rate for males aged 25 to 54 years. The reason for isolating this group is
not male chauvinism,; it is that, unlike other groups, almost all males in
the 25-54 age group have a permanent attachment to the labour force.
Other analysts, in an effort to be more comprehensive, have attempted to
design measures that better express the severity of unemployment. One
such indicator simply combines the aggregate unemployment rate and the
consumer price index. Other measures add or subtract certain categories
of unemployed or underemployed individuals. And some try to take
account of the earnings forgone.’

5 Estimates of the numbers of discouraged workers are notoriously difficult to obtain. The
Labour Force Survey shows a 1977 monthly average of 29,000 persons who had looked
for work sometime during the previous six months but who were no longer seeking work
because they felt no suitable work was available.

6 The Labour Force (Statistics Canada Catalogue 71-001) contains only a small part of
the total monthly volume of information generated by the Survey.

7 A variety of alternative unemployment measures were advanced in the Economic
Council’s People and Jobs. See also Douglas Smith, “Alternative Measures of Unem-
ployment,” Carleton University Economic Paper 77-11 (June 1977).
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One of the measures of the labour market that has recently received a
good deal of attention is the “employment ratio,” which is, quite simply,
the ratio of the total number of persons employed to the total working-
age population.® This measure is widely used in the United States and has
been published regularly by Statistics Canada since January 1978. This
ratio has certain advantages over the aggregate unemployment rate.
Because it is based on working-age population, which grows rather
steadily from month to month and from year to year, it is not affected by
the volatility of labour force participation rates as is the traditional rate.
The use of the population base means that the percentages employed are
less likely to fluctuate merely because the base varies. Also, it clearly
draws attention to the employment side of the labour market, without
neglecting those who are seeking work or not working.’

Table 6-3

Persons Employed, Unemployed, and Not in the Labour Force as
Percentages of Working-Age Population, 1966-69 and March 1978

Average of four

March “full-employment”
1978 years 1966-69
Working-age population
Employed! 57.0 55.3
Unemployed 5.4 23
Not in labour force 37.6 424
Total 100.0 100.0

I This is, of course, the employment/ population ratio

SOURCE Based on data from Statistics Canada.

The employment ratio lends an interesting perspective to the interpre-
tation of labour market information. For example, we know that, despite
high rates of unemployment, Canada’s job-creation record has been
extraordinarily impressive by international standards. In comparing the
August 1978 unemployment rate of 8.5 per cent with the figures that
prevailed during the years of relatively full employment in the late 1960s,
people often lose sight of the fact that the Canadian economy is employ-
ing proportionately more persons of working age now than in the four
years from 1966 to 1969, when the unemployment rate was below S per
cent (Table 6-3). In other words, if jobs per capita were the criterion,
Canada would have fuller employment today than it did then.!® The ratio

8 This is what Statistics Canada calls the employment/population ratio (see also
Table A-8).

9 Furthermore, according to Statistics Canada, the criteria for identifying employed
persons are more straightforward than those for identifying the unemployed, and the
large sample size means that employment data contain relatively smaller estimation
errors.

10 Note that “per capita” refers to the working-age population and excludes children and
persons over the age of 65.
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further indicates that the potential labour reserve of working-age persons
who are not in the labour market is shrinking. With so many persons
shifting readily in and out of the labour market, the magnitude of this
reservoir should not be overlooked.

Unemployment and Financial Hardship

Quite apart from its use as a measure of tight or slack economic
conditions in Canada, the unemployment rate has long been viewed as an
indicator of social distress in Canadian society. Since the days of the
Depression, unemployment has been seen as financially and psychologi-
cally impoverishing, requiring extensive remedial action to keep individu-
als and families from becoming forced to rely on other social assistance
measures. It is well known that, with some major exceptions (e.g.,
construction workers), layoffs and unemployment tend to hit those whose
wages are already low and that, once unemployed, it may take them a
long time to find alternative work. Unemployment insurance was origi-
nally designed to spread the burden of guaranteeing income to job losers
over a broad working population. But, of course, it provides benefits only
to those people who have worked and contributed and become unem-
ployed. It offers no protection to those who, because of age, disability, or
parental responsibilities, are not members of the labour force, among
whom a more-than-proportionate number of the very poor are found.
Hence, while the unemployment rate is often used to convey a sense of
the financial hardship and inequity among Canadians, our research has
indicated that, once again, the aggregate rate is an unreliable proxy.
Many fully employed people exist on incomes that border on the poverty
threshold, and many among the unemployed have no really severe
financial problems at all.

To set some light upon these issues, the Council has undertaken a
closer analysis of financial hardship among individuals and families with
different demographic characteristics and labour force experience. This
investigation sought to resolve the following questions. To what extent are
those family units'' experiencing financial hardship also experiencing
unemployment? Has the relationship between financial hardship and
unemployment changed over time? What is the incidence of financial
hardship among family units experiencing unemployment compared with
that among families not in the labour force? What role have government
transfers in general, and unemployment insurance in particular, played in
this evolution?

11 A family unit here refers to both unattached individuals and economic families, defined
as persons sharing a common dwelling unit and related by blood, marriage, or adoption.
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The definition of financial hardship is always difficult and, in the end,
arbitrary. We are under no illusion that the criterion adopted here
adequately reflects all the individual or family situations in which there is
genuine financial need. Nonetheless, we elected to accept the revised
low-income cutoffs published by Statistics Canada (Table 6-4)'? and
assume that all families whose incomes fell below the cutoffs were indeed
experiencing financial hardship and poverty. We selected the year 1975
for analysis, since that is the latest period for which detailed data linking
the employment and earnings experience of Canadians are available
(Table A-9). Some comparisons are drawn with 1971, the last year in
which the old Unemployment Insurance Act was in force. For the
purposes of relating financial hardship to unemployment, family units in
Canada were separated into three basic groups: those with no member in
the labour force during the year; those with at least one member in the
labour force with no unemployment; and those with at least one member
experiencing some unemployment.

Table 64

Cutoffs in the Definition of Low Income for Family Units,
by Size of Family, Canada, 1971 and 1975

Cutoff values

1971 1975
Number of persons in (Dollars)
family units

1 2,512 3.481
2 3,642 5.046
3 4.647 6.437
4 5.526 7.655
5 6.178 8.558
6 6.782 9.396
7+ 7.435 10,301

SOURCE Based on data from Statistics Canada.

The results of our work show that the proportion of Canadian families
and unattached individuals experiencing at least some unemployment
during the year was higher in 1975 than in 1971, though somewhat fewer
were faced with financial hardship. In 1975, of all family units, only
about one in thirty — or 3.4 per cent — experienced both unemployment

12 The low-income cutoffs used by Statistics Canada allow for the extra dimension
of sizeof area of residence. Our cutoffs correspond to Statistics Canada cutoffs for
cities with a population of 30,000 to 99,999. We feel that these provide a reasonable
“average” for Canada as a whole. Because of this approximation, the estimates quoted
throughout this chapter differ marginally from the data published by Statistics Canada.
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and financial hardship, whereas the comparable figure in 1971 was
5.7 per cent. When only the unattached individuals and families experi-
encing unemployment in 1975 were considered, only about one in seven
had incomes that fell below the hardship cutoffs. Clearly, broad social
security schemes and growing numbers of multiple-earner families have
altered the relationship between employment, unemployment, and finan-
cial hardship. In addition to unemployment insurance, a foremost defence
against the financial hardship caused by unemployment is the complemen-
tary earnings of other family members.!3

Of those individuals and families confronting poverty in 1975, over
one-half were neither working nor looking for work, and about two-thirds
of these were 65 years of age or over; about one-fifth were unattached
individuals or families headed by females who had been in the labour
force some or all of the year and who, for the most part, had not
experienced unemployment. Basically, then, the real problem of financial
hardship tends to be concentrated among those family units that are not
part of the labour force. Nonetheless, among working families headed by
males - by far the largest group of family units - the incidence of hardship
was notably higher in 1975 among those families with unemployment
(10.9 per cent) than those with none (5.7 per cent).

Among unattached breadwinners, the likelihood of being poor is
notably greater than it is for families of two or more in each age-of-head
category, despite the fact that the incidence of unemployment was lower
among unattached individuals than among families. Among the working
men and women living alone who experienced no unemployment in 1978,
about one out of seven males and one out of five females had incomes
below the hardship line; of those who experienced unemployment, abeut
one in four males and one in three females were below the hardship line.
Among working women responsible for their family’s support, one in five
experienced hardship but no unemployment, while one in three of those
experiencing unemployment had family incomes below the hardship line.

The difficulties confronting women, particularly those who are the sole
supporters of their families, are manifest. They constitute a growing
proportion of the poor. Not only do they lack a complementary source of
income, but in most cases they earn substantially less than men. This in
turn means that, when unemployed, they usually draw proportionately
lower overall insurance benefits even though they face longer periods of
unemployment than males. In 1975, unattached males in the labour force

13 Of those who reported being unemployed at any time in 1975, 88 per cent were members
of families of two or more persons. Those who were members of families and who
experienced unemployment were, in roughly three out of five cases, other than the
head of the family. Further, among those families experiencing unemployment, there
was at least one other member employed at the time in two-thirds of the cases.
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received about one-third more total income than did their female counter-
parts. Among the male-headed families who experienced unemployment,
the average family income in 1975 was nearly $5,000 higher than the
income of female-headed families with no unemployment.

Social Security Transfers

Apart from the difficulties that confront the growing number of
women who support a family on their own, the increase in the number of
multiple-earner families and the more generous provisions of the social
security system — including unemployment insurance — clearly helped to
reduce the occurrence of financial hardship for most Canadians during
the first half of the 1970s. Two major pieces of legislation directed
towards families in their prime years — the revisions to the Unemploy-
ment Insurance Act and the changes in the Family and Youth Allow-
ances — were adopted during that period. The combined effect of these
and other changes was to increase the share of transfer payments going to
members of the labour force and their families from 58 to 63 per cent,
and the share going to those with some unemployment from 23 to over
30 per cent. The result has been a reinforcement of the incomes of the
non-poor. Overall, the percentage of total government transfers directed
towards family units with incomes below the poverty line dropped from
45 per cent to about 29 per cent (Table 6-5).

It has been suggested that the 1971 revisions to the Unemployment
Insurance Act “provided virtually no fiscal benefits for the poorest
families, although they did redistribute benefits from the upper income
families and the highest income families towards lower-middle income
families.”'* A comparison of the distribution of total costs and before-tax
unemployment insurance benefits between 1971 — when the old Act was
still in force — and 1975 indeed shows some distributional change in
favour of higher-income family units (Table 6-6). It is evident that, while
there was little change in the redistributive pattern of costs (i.e., contribu-
tions plus the calculated share of general revenue) between the two years,
there was a considerable shift of benefits towards higher-income family
units. Undoubtedly, this shift reflects, at least in part, growing unemploy-
ment among members of multiple-earner families and somewhat easier
accessibility to benefits under the new Act. Moreover, since a rising

14 W. Irwin Gillespie, In Search of Robin Hood: The Effect of Federal Budgetary Policies
during the 1970s on the Distribution of Income in Canada (Montreal: C. D. Howe
Research Institute, 1978).
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Table 6-6

Distribution of Unemployment Insurance Before-Tax Benefits and Costs among
All Family Units, by After-Tax Income Quintile, Canada, 1971 and 1975

1971 1975
Contributions, Contributions,
including including
Before-tax taxes from Before-tax taxes from
benefits general revenues benefits general revenues
(Per cent)
Quintile
First 9.8 1.6 8.1 2.1
Second 24.5 11.3 22.0 11.4
Third 27.8 20.3 25.0 20.8
Fourth 22.0 269 22.6 27.0
Fifth 15.9 399 223 38.7
Total 100.0 100.0 100.0 100.0

SOURCE J. E. Cloutier, “The Distribution of Benefits and Costs of Social Security in Canada,” Economic
Council of Canada Discussion Paper 108, February1978.and data from Statistics Canada
(Survey of Consumer Finances).

share of the lower-income family units were not in the labour force, their
overall share of the benefits remained disproportionately small.!s

While much of the enriched benefits ultimately reached the pockets of
the relatively well-to-do, defined in family terms, much also reached the
poor and non-poor members of the work force. Not only did the propor-
tion of family units in the labour force that experienced financial
hardship drop significantly from 17 per cent in 1971 to less than 11 per
cent in 1975, but a great many persons and families were also kept out of
the poverty ranks by unemployment insurance benefits. Our estimates
indicate that without Ul benefits another 6.6 per cent of the unemployed

15 In the former unemployment insurance system, the benefit structure was defined in
relation to contributions. During the early years of the program an individual’s benefit
rate would be 34 times his average contribution rate if he had no dependants and 40
times if he had some dependants. These multipliers changed over the years; in 1952, for
example, they were 36 and 52, respectively. Despite revisions and extensions over the
years, the old unemployment insurance program protected mainly the middle- and
low-income workers, who constituted about 80 per cent of the labour force. Just before
the new plan came into effect, unemployment insurance was available to persons earning
less than $7,800 a year and, regardless of annual income, to those with wages calculated
hourly or daily, as well as to pieceworkers. The new provisions, which took effect in
1972, allowed for benefits of two-thirds the previous wage (or three-quarters, in the case
of beneficiaries with dependants during the extended benefit periods prior to the passage
of Bill C-69, which took effect January 1, 1976) up to a maximum insurable earnings
level of $9,620 in 1975, under broader conditions of eligibility. They included, as well,
maternity and sickness benefits and retirement benefits not earlier available. Total
benefits paid out were $890.6 million in 1971 and $3,144.0 million in 1975. In the
1971-72 fiscal year, roughly 45.6 per cent of the costs were borne by employer and
employee contributions; in 1975, 57.9 per cent. Effective January 1, 1979, the benefit
rate will fall to 60 per cent of the previous insurable earnings.
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— or over 100 thousand family units — would have had incomes below the
poverty levels (Table 6-7), and many more would have been among the
nearly poor. In short, for low-income family units confronted with
unemployment and severe financial insecurity, a smaller proportion of a
substantially enriched scheme may be preferable to a larger portion of a
less generous plan. Nonetheless, with high unemployment, the necessity
of larger government expenditures on benefits and the favourable eco-
nomic status of many receiving those benefits continue to be matters of
concern.

Table 6-7

Unemployment Insurance and the Incidence of
Low Income among the Unemployed, 1975

Proportion of unemployed

Below the low-income

Below the low-income cutoff, without
cutoff unemployment insurance
(Per cent)
Unattached males 234 338
Unattached females 339 45.0
Male-headed families 10.9 16.2
Female-headed families 357 45.5
All family units 15.6 222

SOURCE Based on data from Statistics Canada (Survey of Consumer Finances), and estimates by the
Economic Council of Canada.

Conclusion

Two principal characteristics of the labour market are heterogeneity
and flux. In devising employment strategies, therefore, there is need for
selective, targeted policy instruments. In this way, the particular prob-
lems of women and the young, as well as of certain provinces, industries,
and occupations, may be recognized specifically. Overemphasis on the
aggregate unemployment rate tends to obscure these more pressing
issues.

In addition, the all-important dynamic and micro-level characteristics
of the labour market clearly call for the development, utilization, and
popularization of labour market measures that supplement the message
of the traditional — and familiar — aggregate unemployment rate. Further
analysis based on such information is a prerequisite for policy-makers
facing the challenge of Canada’s changing labour force.

Further, while it is apparent that the aggregate unemployment rate
serves less than faithfully in all the many roles to which it is assigned — as
an indicator of cyclical phase, tightness, inflationary potential, and
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hardship — it is in the latter role that its inadequacy is most glaringly
obvious. The overlap between the individuals and families who experience
unemployment and those who are poor is relatively weak. This is partly
because the majority of the poor are not attached to the labour force.
And, while a significant number of family units in the labour force
experience financial hardship, many — indeed, perhaps the majority - are
poor not so much because of unemployment but rather because of
low-paying employment and their family circumstances.

Unemployment insurance is only one of a battery of legislative instru-
ments designed to reduce the nightmare of income insecurity and poverty.
But the high costs of the program, which are clearly related to Canada’s
high unemployment rate, are worrisome. While classified in the National
Accounts as a transfer payment, the system is inherently wage-related
insurance to which virtually every employed Canadian contributes. About
one-half of the unemployment insurance costs are paid directly by
employers and employees, and this proportion is increasing.'® The rest is
financed out of general revenues.

Since most Canadians are neither poor nor nearly poor, it is not
surprising that unemployment insurance benefits flow to middle- and
upper-income groups; nor is it surprising that these same groups bear
their costs. Although less so than under the old Act, the program does
distribute from richer to poorer, as do other social security programs. The
question is: Should it do so more effectively and at less cost? The federal
government has recently taken steps to limit the accessibility of unem-
ployment insurance and lower the benefit rate. It remains to be seen
whether these steps will achieve their purpose without materially hurting
those least able to bear the potential loss of benefits, and to what extent
they might affect the universality of the program. Perhaps additional
measures are in order. In any event, it is evident that the most efficient
method of reducing the costs of unemployment insurance to the taxpayer
is to reduce the incidence of unemployment itself. This, obviously,
presupposes measures to re-energize the economy.

16 Under current regulations, employer/employee contributions render the fund self-
sufficient only if the unemployment rate is approximately 6.5 per cent. At this
unemployment rate, these contributions would represent close to three-quarters of the
costs of the program; however, when the tax deductibility of the contributions for both
labour and management and the taxability of benefits are taken into account, the
proportion funded by federal general revenue then increases.



7 Governments and
the Search for Equity

In the preceding chapters, we examined how Canadian enterprise has
fared in the 1970s, and we took note of employment developments and
the altered unemployment profile. But a further major change from a
generation ago is the increasing presence of all levels of government in
the lives of Canadians. Some of the largest spending programs have been
in areas that intimately affect the social well-being of Canadians, both
young and old, and their sense of equity and security. We have also
observed that much of the employment growth since the 1960s has been
in public sector jobs. This source of growth is now diminishing, as a sense
of public sector restraint takes hold, and ways and means are being
considered to render public spending more efficient.

General Observations

Government expenditures in the 1966-76 period rose rapidly, largely as
a result of the development and enrichment of programs in the fields of
health, education, and social security. Building on initiatives undertaken
in the mid-1960s, the federal government’s social policy was directed
towards the establishment of a coherent set of measures that would
provide Canadians with virtually cradle-to-grave security against extreme
deprivation caused by age, illness, or loss of employment. Additional
initiatives were undertaken in postsecondary education and manpower
and regional incentives programs. The programs ranged widely. Some fell
wholly within the federal government’s jurisdiction, while others that
involved provincial responsibilities were generally developed on a cost-
sharing basis through intergovernmental agreements.

Two phases can be identified — one associated with the 1960s, the other
with the 1970s — as programs were put into place (Chart 7-1). During the
earlier period, the Canada and Quebec Pension Plans were established,;
major amendments were made to the Old Age Security Act; the Medical
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Chart 7-1

Government Expenditures on Social Programs as a Proportion
of GNE, 1964-76

(Per cent)
A5 e —

1964 66 68 70 72 74 76

SOURCE Based on data from Statistics Canada and the Department of Nationa! Health
and Welfare

Care Act received Royal Assent, and almost all provinces joined the
program; the Canada Assistance Plan was started; the federal grants
policy for postsecondary education was changed; the Adult Occupational
Training Act replaced earlier legislation; and the Department of
Regional Economic Expansion commenced its incentive schemes. Most of
the increase in the government share of gross national expenditure
occurred from 1966 to 1970, rising from 30.9 to 36.4 per cent. In the
space of these four years, Canada’s GNE increased by $24 billion, half of
which came from government, particularly provincial government,
spending.

With the provincial infrastructure in the health and educational fields
generally in hand, government spending expanded after 1970 at a slower
rate. The overall population growth was slowing, and the effects could
already be seen in the diminution of the numbers of primary and
secondary school children. But unemployment and inflation were on the
rise, and much of the thrust of the new federal initiatives was aimed at
alleviating these and their associated problems. Hence coverage and
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enrichment of the Unemployment Insurance system was broadened; the
Local Initiatives Program and Opportunities for Youth experiments were
undertaken; and the Registered Home Ownership Savings Program was
introduced. In addition, individual and child-care exemptions were
increased; personal income taxes were indexed; and the Family Allow-
ances were raised to bring the proportionate expenditures for that
program back into line with the levels of the early 1960s. In the process,
government expenditures as a proportion of GNE moved to 40.2 per cent
in 1976.

Implementation of all of these measures was made easier by the
general economic buoyancy and the rapid growth in federal revenues — a
result of the effects of inflation and the progressivity of both the personal
and corporate income tax systems. But subsequently, when faced with the
combination of sustained inflation, sluggish economic activity, rising
unemployment, and a slower growth in tax revenues, the federal govern-
ment found its fiscal stance undermined and its room to manoeuvre
limited.

It is not the Council’s intention in this Review to assay the respective
merits and shortcomings of each of the measures that have been cited. In
some cases that has been done elsewhere; in others, we have already
commented or will be doing so.' In general, we believe that Canadians are
relatively satisfied with, and have been well served by, these programs.
Nonetheless, for all their tangible benefits, there seems now to be a
growing belief that at least some of the committed resources could be
better used to activate the economy, create jobs, and assist the poor
directly. And, indeed, the federal government’s latest pronouncements
can be interpreted as indicating support for this view. It should be
recognized, however, that for some Canadians any breach of the principle
of universality, especially in contributory schemes, would be ideologically
unacceptable.

While maintenance of these programs may be difficult in a slower-
growing economy because of their large size and propensity to expand,
there is yet another reason for singling them out for discussion. Slower
growth in GNP means slower increases in real income per capita, on
average, but in fact much of the burden of adjustment is likely to be
borne by those at the lower end of the income scale who are least able to
bear it. In the scramble for a larger share of a diminishing rate of
economic gain, people whose bargaining position is weak, such as the
aged or unskilled, are likely to lose out. Social programs that redistribute
income from rich to poor take on greater importance in such times.

1 See, for example, Economic Council of Canada, People and Jobs: A Study of the
Canadian Labour Market (Ottawa: Supply and Services Canada, 1976). In the spring
of 1979, the Council will publish a report dealing with income support for older
Canadians.
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Every social program serves a variety of functions, but they were all
intended to improve the real income position or opportunities of those
who are, or might be, experiencing financial hardship. Certainly, family
units with low income depend very much on government transfers; and
many programs, even when they do not involve an income means test, are
specifically structured to benefit groups with low incomes. Hospital and
medical care and old age security programs provide a disproportionate
share of total benefits to the elderly, an expanding group with large
financial needs. The importance of transfers to the elderly is underlined
in a period of rapidly rising prices, when the real value of their past
savings and their fixed pensions is being eroded.

The effectiveness of a social program in helping low-income family
units depends upon the “progressiveness” of the distribution of benefits
and costs — that is, the degree to which low-income families pay less than
their share of contributions but receive more than their share of benefits,
and the reverse for high-income families.? This includes, of course, the
costs that individuals and families pay through taxes as well as through
direct contributions or premiums. It also includes benefits in services as
well as in cash. Such calculations have been made for the largest social
security programs for the 1971-75 period and for the hospital and
medical insurance programs for 1974.> There is, of course, no simple
relationship between the size of government expenditures and assistance
to low-income families or between growth in spending on social programs
and the degree of their progressivity. Indeed, usually the expansion of
programs to make them more accessible makes them less progressive.*
Hence, if public concern about the large expenditures on social security
precludes additional expansion in programs, this does not mean that more
of their net benefits could not be directed to low-income families.

Health Care Programs

The introduction of public medicare throughout Canada meant the
rapid growth of government expenditures on health as a percentage of
GNE. Though much of this expansion was simply a transfer to the public

2 Of course, low money income is not a perfect means of identifying the poor. There are
other factors that influence the material well-being of a family unit. Nonetheless, the
extent to which programs benefit family units at the lower end of the income scale
provides a useful indicator of the support extended to Canadians in need.

3 The distribution of costs and benefits is discussed in more detail in Appendix B. See
also J. E. Cloutier, “The Distribution of Benefits and Costs of Social Security in
Canada, 1971-1975,” Economic Council of Canada Discussion Paper 108, February
1978; and J.-A. Boulet and D. W. Henderson, “Distributional and Redistributional
Aspects of Health Insurance Programs in Canada,” Economic Council of Canada
Discussion Paper (forthcoming).

4 -Morgan Reynolds and Eugene Smolensky, “The Fading Effect of Government on
Inequality,” Challenge, July-August 1978.
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Table 7-1

Change in the Number of Physicians and in Their Earnings Relative to Average
Earnings per Employed Member of the Labour Force, Canada. 1968-75!

General practitioners

and specialists Average earnings
Number per Per employed member
Total 100,000 Per of the Ratio of
number  population  physician labour force Col. 310 Col. 4
(1 (2) (3) 4) (5)
(Dollars)
1968 18,244 88 28,615 5,064 5.65
1969 19,260 92 30,861 5,497 5.61
1970 19.906 93 34360 5,897 5.83
1971 21411 99 39,203 6,357 6.17
1972 22.642 104 39.977 6,885 5.81
1973 23,363 106 41,221 7.587 5.43
1974 24,680 110 42,289 8,719 4.85
1975 25,884 114 45.360 9.997 4.54

| Figures in Col. | represent estimates of the number of self-employed physicians. Thus interns,
residents, and other salaried physicians are excluded. Figures in Col. 3 represent average net
professional earnings.

SOURCE  Based on data from Health and Welfare Canada, and estimates by the Economic Council of
Canada.

sector of costs formerly borne privately, Health and Welfare Canada
tabulations reveal that combined public and private health care costs
relative to GNE also rose during the late 1960s but at a slower rate than
in the early 1960s.° And, too, the amount and accessibility of medical
services has grown in response to increases in real per capita income. The
Ontario government, for example, recently reported that the average
number of health insurance claims per user rose from over 4 in 1972 to
about 7 in 1978, and the number of doctors per capita has steadily
increased (Table 7-1). But the fact that physicians’ average earnings have
risen more slowly than average earnings in the economy during the 1970s
has helped to keep medicare costs in line with GNE growth.

Hospital, rather than medical, care accounts for most of the growth in
health expenditures.” Many factors have contributed to this increase.
Modern health care equipment is expensive to acquire and to operate.
Nurses’ salaries have improved measurably relative to average earnings,

5 Overall, expenditures by the public sector on health care constituted about 76 per cent
of the total health care expenditures in Canada in 1974.

6 Globe and Mail, July 10, 1978. Part of this increase can be explained by the changing
age composition of the population and particularly the growing size of the group that is
over 65 years of age.

7 1In 1975, hospitals accounted for 3.3 per cent of GNE compared with 2.2 per cent in
1960.
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Chart 7-2

Change in Total Health Expenditures as a Proportion of GNP, Canada
and the United States, 1960-76

Canada e e Jnited States

(Per cent)
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SOURCE Based on data from Health and Welfare Canada, and estimates by the
Economic Council of Canada.

and the total number of hours worked by hospital nursing staff has
grown, reflecting increases in the number of patient days and in services
per patient day in hospital.

Overall, government policies in the health care field have led to
improvements in both coverage and intensity without imposing an inordi-
nate burden on the economy. Indeed, a comparison of Canadian and U.S.
health care costs indicates that, since the adoption of comprehensive
medical and hospital care programs in Canada in the late 1960s and early
1970s, total health care expenditures as a proportion of GNE have
remained stable, whereas in the United States these expenditures have
continued to increase more rapidly than GNE (Chart 7-2). The major
reasons for these real cost differences between the two countries seem to
be the higher administrative costs in the United States (undoubtedly
reflecting the fragmentation of various public and private schemes there)
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and the fact that U.S. residents appear to visit their physicians an
average of about 10 per cent more frequently than do Canadians.8 The
growth rate of Canada’s public expenditures on health care has been
slower than that of all other major OECD countries with the exception of
the United Kingdom; among the OECD countries, Canada’s health care
expenditures measured as a proportion of GNE rank about midway.

Table 7-2

Family Contributions' to, and Consumption of, Health Care,
by Family Income Quintile, Canada, 1974

Quintiles?

First Second  Third Fourth Fifth Total

Medical care program

Contributions? 1.6 9.8 19.7 215 41.4 100.0

Consumption 15.8 17.2 20.1 23.2 23.6 100.0
Hospital insurance program

Contributions? 0.3 5.2 14.1 24.1 56.3 100.0

Consumption 21.7 22:7 20.7 18.2 16.8 100.0
Both programs

Contributions 1.0 79 17.4 26.1 47.6 100.0

Consumption 19.8 20.9 20.5 19.8 19.0 100.0

1 Contributions are estimated from income tax and premium information based on family-unit income
and other characteristics.

2 Each quintile contains 20 per cent of all family units. The first quintile comprises family units with the
lowest total incomes, and the fifth quintile comprises family units with the highest incomes.

3 Through premiums and/or federal and provincial income taxes on individuals, depending on the
province.

4 Through federal and provincial income taxes on individuals,

SOURCE Bascd on data from Statistics Canada (Survey of Consumer Finances) and estimates by
Economic Council of Canada.

Both the jointly funded hospital insurance program and the medical
care programs administered by the provinces combine universal health
care coverage with equitable income redistribution. Canadian families
with higher-than-average incomes pay over two-thirds of the medical
costs and over four-fifths of the hospital costs, either through direct
premiums or federal and provincial income taxes. At the same time,
wealthier families consume slightly more medical care services and
marginally fewer hospital insurance services than family units in lower
income brackets (Table 7-2). Transfers under the hospital insurance
program are more progressive than those under the medical care pro-
gram. This is principally because hospital care is funded mostly from
general revenues, whereas medical care is financed largely through

8 Canada and the United States have approximately the same physician per capita ratio,
but Canada has substantially more hospital beds per person than the United States.
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premiums, which are a less progressive source of funding than personal
income taxes.

Governments have, in our view, done an admirable job of developing
cost-conscious universally available hospital/medical programs, and we
are aware that many further efforts to increase effectiveness and efficien-
cy and reduce costs are under study. In this connection, however, we are
disappointed by the federal government’s recent decision to eliminate
completely the annual health survey carried out by Statistics Canada. In
order to measure the efficacy of the health care system, information on
what it is producing as well as the resources employed is necessary. Even
though we recognize the need for government economies, we would have
thought that alternative arrangements could have been made to collect
relevant information, at least on a partial basis, every few years.

Yet it is equally important that individuals from lower-income family
units not be denied access, for financial reasons, to what is available to
them now. Such was the view, too, of the Ontario Economic Council
when it urged the Government of Ontario to refrain from the introduc-
tion of user fees or similar devices in its search to contain health care
costs. We recognize, of course, that the primary objective of medical care
and hospitalization programs is to ensure that services are available to
people in times of need. The positive redistributive effect of benefits is a
secondary consideration. Nonetheless, we believe that some relief can be
given to individuals and families who find the premiums and attendant
costs of obtaining medical care onerous, and we endorse systems, such as
Ontario’s, that provide rebates in full or in part to older persons and those
with limited income.

Looking to the longer term, however, some problems in containing
health costs can be anticipated simply because our population is aging.
Persons aged 65 years or over visit physicians considerably more fre-
quently, and they require hospitalization almost one and a half times as
often and stay in hospital almost twice as long as younger adults.
Estimates of the impact of expected population changes on medical and
hospital insurance costs have been developed using several demographic
alternatives covering a range of life expectancy and related assumptions.
Our findings indicate that demographic factors alone will not push up
health expenditures faster than the rate of growth expected in GNE per
capita.’ However, they will leave less scope for improving the level of

9 Persons aged 65 years or over accounted for 14 per cent of medicare costs in 1976 and
are projected to account for 17 to 18 per cent of costs in 2001. They accounted for
37 per cent of hospital costs in 1976. By 2001, 42 to 44 per cent of hospital costs are
projected to be attributable to the elderly. See J. E. Grenier and J.-A. Boulet, “Health
Expenditures in Canada and the Impact of Demographic Changes on Future Govern-
ment Health Insurance Program Expenditures,” Economic Council of Canada Discus-
sion Paper (forthcoming).
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health care or reallocating resources elsewhere and could exert consider-
able pressure on hospital facilities. Hence we urge that provincial govern-
ments continue their examination of medical and hospital care services
with the view to encouraging the use of multidisciplinary clinics on an
out-patient basis, thereby reducing the necessity for expensive hospitali-
zation in cases where such care is not required.

Education

Canada has proportionately more of its young people in postsecondary
educational institutions than does any other OECD country except the
United States. Moreover, a much greater proportion of education costs in
Canada are borne from general revenue rather than student fees; as a
result, postsecondary education in Canada is probably more accessible to
students from lower-income families than it is in most other countries.
Although access to education at all levels is quite broad, there remain a
number of areas that should be substantially improved, such as secondary
education opportunities for recent immigrants to large cities, as well as
others where state support might be made more selective. The combina-
tion of the relative youthfulness of the population and the commitment to
the universality of educational opportunity has meant that public expen-
ditures on education are proportionately higher in Canada than in almost
any other OECD nation.

Expenditure on elementary and secondary education as a share of GNE
is now considerably higher than it was in the mid-1960s, despite the
recent decline in enrolment rates. Part of the increase can be explained by
the drop in the student-teacher ratio from roughly 26 to 21 students in
elementary schools and 20 to 18 students in secondary schools — a
phenomenon largely related to the widened variety of courses being
offered and to the assignment of counselling and other nonteaching tasks
to teachers. Expenditures on postsecondary education as a share of GNE
doubled between 1961 and 1976, with proportionately two and one-half
times more students enrolled today than at the beginning of the 1960s.

While the relative price of education on all fronts has risen, in fact
educational expenditures as a proportion of GNE peaked in 1971 and have
modestly declined since then. With virtually all of the educational
infrastructure now in place, the annual growth in expenditures per
student has leveled off to the same growth rate as GNE per capita.

The growth in enrolment has shifted from the lower-cost elementary to
higher-cost secondary and postsecondary institutions. Indeed, the number
of children of high school age peaked in 1976 and will continue to fall
until the late 1980s. Within the universities, undergraduate full-time
enrolment as a percentage of persons aged 18 to 21 years climbed from
12 per cent in 1961 to 18.5 per cent in 1971, where it seems to have
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leveled off. Graduate enrolment also increased from 1.1 per cent of
persons aged 22 to 24 years to 3.2 per cent in 1971, where it has
stabilized. The number of full-time postsecondary students is expected to
remain more or less stable between 1977 and 1982 and then to decline
absolutely for about a decade. However, major readjustments are occur-
ring in response to altered perceptions of the role of education and the
needs of the job market. In recent years, part-time enrolment in post-
secondary institutions has risen faster than full-time enrolment.'® There
has also been a shift in course selection away from arts and science,
letters, and philosophy to more occupationally oriented fields of study.
This change in emphasis is also evident in the growth in postsecondary,
nonuniversity enrolment.'" Between 1970 and 1976, enrolment in com-
munity colleges and related institutions grew by 37 per cent compared
with 22 per cent for university enrolment.

One educational area that has grown rapidly is adult education, and
with the changing age composition of the population it is likely to become
even more important. Continuing education is already a large element in
universities, but community colleges, public school boards, and provincial
departments of education are also involved. The major source of enrol-
ment growth has been in noncredit evening courses whose popularity has,
as we observed in Chapter S, increased remarkably.'?

It is clear that to meet the educational needs of Canadians in the future,
there will likely have to be more discriminating funding priorities and
shifts in resource allocation among programs, teaching specialties, and
locations. At the elementary and secondary levels, for example, there
have been some calls for still lower student-teacher ratios, argued princi-
pally on “quality of education” grounds. But findings here and in the
United States suggest that, up to a certain point, larger classes do not
necessarily hurt the cognitive development of students, and we would
want to see evidence to support the view that a significant reduction in
the average size of classes will produce a corresponding increase in the
quality of learning among students. Thus we urge that in dealing with
funding arrangements, governments assess the question of class size in
the light of its relationship to the improvement in the cognitive and
affective skill development of students. At the same time, however, we

10 In September 1975, the number of students enrolled in graduate and undergraduate
programs on a part-time basis was 185,254 compared with a full-time enrolment of
370,416. Counting all sessions, the number of students taking a credit course(s)
part-time at a university rose to 334,231. Statistics Canada, Education in Canada,
1977, pp. 30-35.

11 Statistics Canada, Education in Canada, 1973, p. 138. The federal government used
these institutions to make available manpower training under the Adult and Occupa-
tional Training Act of 1967.

12 Enrolment in non-credit courses (many of which are job-oriented) increased by 85 per
cent from 1971-72 to 1975-76.
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applaud the efforts of educational institutes — through more flexible
teaching arrangements, television, and other media — to bring educational
opportunities and diversified courses to a broader cross-section of
Canadians.

Social Security

There are now so many social security programs — each with complex
and changeable eligibility conditions, benefit rates, and funding provi-
sions — that we can only attempt here to review their growth and
redistributive effects in the broadest sense. Expenditures on these pro-
grams as a proportion of GNE increased from less than 5 per cent in 1966
to 8.5 per cent in 1976. Two factors that may have contributed to this
growth in expenditures on particular programs have been identified.
First, the number of beneficiaries relative to the total population may
have increased because changes in the eligibility rules or the demographic
composition of the population made a larger group eligible.'* Second, the
generosity of benefits — defined here as the average benefit per recipient
as a percentage of GNE per capita — may have been altered by policy
changes or by some form of indexing.

Old Age Security

A level of income security in old age is ensured in Canada through the
Old Age Security Program (0AS), the contributory Canada and Quebec
Pension Plans (Cpp/QPP), and the Guaranteed Income Supplement (GIS)
for those in need. Beginning in 1966, the qualifying age for the Old Age
Security pension was gradually reduced from 70 years of age,'* so that
today all persons aged 65 years or over receive the basic pension. Benefits
have not kept pace with economic growth, even though they are now
adjusted quarterly at the full rate of increase in the consumer price index.
However, the recent increase in the basic pension announced by the federal
government will help to improve the income position of pensioners.

In the initial years of the contributory Canada and Quebec Pension
programs, the number of recipients was relatively small, and the sum of
contributions markedly exceeded the amount of benefits paid out. The
balance is changing rapidly, however. The proportion of the population

13 Obviously this involves some oversimplification because, for some programs, the
composition of benefits taken up can change, as can the persons who become eligible.

14 The federal-provincial cost-shared Old Age Assistance program covered persons aged
60 and over. It started in 1952 and was gradually phased out between 1965 and 1970.
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aged 65 years and over receiving benefits under the two programs increased
from just over 12 per cent in 1971 to almost 35 per cent in 1977. The rapid
growth in payments means that the plans do not generate sufficient funds
from contributions and interest to cover liabilities established by present
benefit provisions.'s

Because it is financed from general revenue and because many in the
target population have no other source of income, the OAS program,
reinforced by the GIs, is highly progressive, concentrating its benefits on
the lowest income quintiles and its costs on the highest (Table 7-3).'¢
Even with the pension, almost half of all family units in which the head
was aged 65 years or over had an income of less than $5,000 in 1975 —
very much above the level of the low-income cutoff defined in Chapter 6
for a one-member, and below the level for a two-member, family unit. Of
course, because of the universality of OAS, some recipients have relatively
high incomes. Their numbers are not very large, however, as only 5.6 per
cent of older family units received incomes of over $20,000 in 1975.

Hence, while a few observers have taken issue with the nonselectivity
of the flat OAS pension, any savings from moving away from the
universality of the program would be relatively modest. A stronger case
might be made for removing the special income tax exemption for
taxpayers aged 65 years and over, since the tax saving for high income
earners is now greater than for poorer families; the accruing tax revenues
might then be redirected to augment the existing GIS or the OAS pension.
Alternatively, with more of the total public old age benefits being paid
out of the contributory cpp/QPP schemes, another possibility for achiev-
ing greater selectivity in the overall transfer of income to the aged would
be to reduce the flat universal OAS grant and increase the GIS.

Both these approaches imply that the costs of raising the needs-tested
GIs component of pension income should fall on the more well-to-do
among the elderly, rather than the population at large. This strategy may
not be palatable to some Canadians, but it is currently under study by the
Council, along with the related question of the indexation of all private
and public pensions.

Family and Youth Allowances

Another social security program that has become increasingly expen-
sive for government in recent years is the Family and Youth Allowance.
After a lengthy period of decline, payments relative to GNE began to
climb when the new Family Allowance Act went into effect in January

15 See S. Rea, “Redistributive Effects of Canada’s Public Pension Programs,” prepared
for the Economic Council of Canada (mimeo). 1978, Table 2.
16 Cloutier, “The Distribution of Benefits and Costs.” pp. 14, 23, and 27.
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Table 7-3

Benefits from, and Contributions' to, Selected Social Security Programs,
by Family After-Tax Income Quintile,? Canada, 1971 and 1975

1971 1975
Total Total
before-tax before-tax
Quintile benefits Contributions benefits Contributions
(Per cent)

Familv and Youth Allowances
First 6.8 0.5 W 0.1
Second 15.0 59 12.6 5.1
Third 23.7 14.4 219 17.0
Fourth 26.4 24.0 27.6 27.6
Fifth 28.1 55.2 322 50.2

Total 100.0 100.0 100.0 100.0
Unemployment Insurance
First 9.8 1.6 8.1 2.1
Second 245 1.3 22.0 114
Third 27.8 20.3 25.0 20.8
Fourth 220 26.9 22.6 27.0
Fifth 15.9 39.9 228 38.7

Total 100.0 100.0 100.0 100.0
Old Age Security Pensions
First 34.0 1.6 38.0 0.2
Second 32.6 8.7 3H183; 6.2
Third 129 15.3 13.6 15.5
Fourth 9.5 23.0 8.2 243
Fifth 11.0 51.4 8.9 53.8

Total 100.0 100.0 100.0 100.0
Guaranteed Income

Supplement
First 436 0.5 474 0.2
Second 34.4 59 33.1 48
Third 8.2 14.4 7.1 13.9
Fourth 6.6 24.0 5.6 24.8
Fifth 7.2 55.2 6.8 56.3

Total 100.0 100.0 100.0 100.0
Canada and Quebec

Pensions Plans
First 20.2 %9 26.8 2.4
Second 30.2 13.9 30.8 13.6
Third 18.8 22.3 18.4 21.6
Fourth 11.7 27.1 12.7 2
Fifth 19.1 342 1.3 35.2

Total 100.0 100.0 100.0 100.0

I Only the personal income tax segment of general revenues is included in the contributions calculations.
Excluded elements of general revenue  for example, sales and excise taxes, and corporate income
taxes - are distributed less progressively than personal income tax. Hence the contributions, as
prescnted. display too progressive an incidence.

2 Each quintile contains 20 per cent of all family units. The first quintile comprises family units with
the lowest total incomes. and the fifth quintile comprises family units with the highest incomes.
SOURCE J. E. Cloutier, *“The Distribution of Bencfits and Costs of Social Security in Canada, 1971-1975,"

Economic Council of Canada Discussion Paper 108, February 1978; and Statistics Canada
(Survey of Consumer Finances).
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1974. The allowance was raised substantially and indexed to increase
annually by the full increment in the consumer price index. This auto-
matic indexation was subsequently suspended for a year, restored, and
then amended by the most recent federal announcements.

The program is universally available to all parents of children under 18
years of age, though the rates differ from province to province. Since the
new Act requires that the parent claiming the tax exemption for a child
also declare the family allowance as income, the program is progressive in
terms of net benefits. Nonetheless, it is still the least progressive of the five
social security schemes examined here. And, if the personal income tax
exemption for young dependants is considered in conjunction with the
program itself, the effect on income redistribution is regressive, with the
highest income quintile receiving the largest proportion of net benefits
(Table 7-3).

The federal government recently announced reductions in family allow-
ance payments coupled with the introduction of income-related supple-
ments paid out as a negative income tax for families in need. It might
have gone further or adopted the alternative of removing completely the
child-related personal income tax exemption, which favours the higher
income earner, and used the funds to enrich the allowance payable to
poor families. Nonetheless, we consider the federal initiatives in this area
to be in the right direction, though we recognize that there may be severe
administrative problems in channeling tax refunds to mothers.

Social Welfare

Under the financing umbrella of the Canada Assistance Plan (CAP),
social assistance is the final fallback source of income and support for
individuals and families in need. It is directed to the financially impover-
ished, a growing number of whom are single parents. CAP was designed as
a federal-provincial cost-sharing program that would provide general
welfare assistance. In the legislation there is no stipulated age of eligibili-
ty, no specific residence requirements, and no maximum level of allow-
able income or rate of assistance. CAP provides assistance to needy adults
and their dependants and to guardians of children without parents, as
well as “welfare services to persons who are in need or likely to become
so if they do not receive such services.”

The federal government provides 50 per cent of the funds for provincial
and municipal assistance programs. Eligibility conditions and rates of
assistance are set by the provinces and, to some extent, by the municipali-
ties. Sharable costs include the expenses of general assistance, main-
tenance for persons in need who are living in homes for special care, child
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welfare programs, health care services (excluding hospital and medical
care covered under health insurance plans), welfare services, work activ-
ity projects, and comfort allowances for certain institutionalized persons.
Welfare services include, among a host of things, day-care services. Since
1974 two sets of federal-provincial agreements (effective 1973-74) have
been signed, providing additional federal funding for certain costs that
cannot be shared under cAP. One provides for supplementary nursing
home care benefits in Ontario, Manitoba, and Alberta. The other
embraces a number of agreements with Ontario and New Brunswick,
under which the federal government contributes to the cost of services to
young offenders."”

The availability and level of payments is generally in line with what
Canadians feel to be reasonably minimal, and for the most part the
provincial programs are administered in a flexible way so as to meet local
and individual circumstances. Each year, between 1.3 and 1.6 million
Canadians, or between 6 and 8 per cent of the population, are assisted
under CAP, with the highest percentages to be found in the Atlantic region,
the Yukon and Northwest Territories, and Quebec (Table 7-4). There is,
of course, a relationship between the availability of unemployment insur-
ance (U!) and the need for social assistance, and it is significant that since
the ul revisions of 1971, the number of persons assisted annually under
CAP has dropped by between 100 and 230 thousand. The recently
announced measures to limit the access of “repeaters” to Ul benefits may
now result in a rise in social assistance cases. At any rate, CAP is not a
program that, in our opinion, should be reduced in order to generate
expenditure savings.

Other tangible supplements are available in the form of day-care and
housing subsidies. For the year 1973-74, the total CAP expenditures on
day care were estimated by the Canadian Council on Social Development
to be $26 million. Many of the children whose care is subsidized come
from single-parent families. Despite major government subsidies under
CAP, it has been estimated that fewer than 3 per cent of all children 14
years of age and under, whose mothers work, are in day-care centres and
fully 90 per cent of all estimated day-care expenditures are paid mainly
to sitters rather than to formal centres.'® Many of these informal arrange-
ments are more convenient for parents and for the sitters who need a
source of supplementary income.

Since the early 1970s and in some cases before that, the Central
Mortgage and Housing Corporation has engaged in a variety of subsi-
dized housing programs. Operating subsidies from governments, reduced

17 Statistics Canada, Social Security — National Programs, 1978 (Ottawa: Statistics
Canada, 1978), pp. 297-300.

18 Economic Council, People and Jobs, pp. 163-64.
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interest rates, and capital contributions have become important for
certain other housing programs. While little information is available on
the families benefitting from these housing schemes, low-income elderly
family units are well represented. In Ontario, for example, about one-third
of public housing units were occupied by senior citizens (those 60 years
or over) in 1976,'% and in Manitoba and British Columbia over one-half
of public housing was occupied by the elderly. Our tentative estimates for
1975, based on very sketchy information, suggest that of the low-income
family units about 11 per cent of those 65 years or older and almost
20 per cent of those headed by a female were receiving annual
federal/provincial rental subsidies amounting to about $1,000 per unit.
What is especially noteworthy about day care and the various forms of
housing subsidies is that they are not equally available in all parts of
Canada; the rural poor, in particular, are not likely to be helped.

Conclusion

We have looked in this chapter at the various health, education, and
social welfare elements in government expenditures, and we have seen
that for many reasons these expenditures represent a much larger slice of
GNE than, say, a decade ago. There is, in our view, relatively little room
for expenditure savings other than those that may occur as a result of
changes in the composition of the population — in the areas of education
and family allowances, for example. Limited savings might be found by
moving away from universal to more selective programs, but selectivity
has its own costs in terms of an increased bureaucracy, regulations, and
enforcement procedures. Moreover, for programs that involve contribu-
tions, participants build up a strong sense of entitlement, quite apart from
the level of their income. Very modest savings might be achieved by
eliminating special tax exemptions that favour the well-to-do, but on the
matter of taxes we would urge much more extensive study than has been
possible in this Review.

We have said very little on the question of equity except in connection
with income distribution. But considerations of equity go much beyond
that, involving effort and opportunity no less than income. It is our view
that Canadians are more likely to focus their concern about fairness on
the circumstances in which incomes are generated and distributed rather
than on the differences in financial income alone. In a democratic plural
society such as Canada’s, the kinds of social policies that are initiated will
generally mirror the consensus of voter desires collectively expressed.
And the majority of voters are middle-income earners.

19 Ontario Housing Corporation, Annual Report, 1975.
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Most social programs are categorical, in the sense that they are
intended to benefit a particular group - the aged, the young, the sick, the
unemployed, and the mothers with children — rather than a particular
income level. Initially there may be some congruity between the target
groups and the poor. But, as programs expand and become more univer-
sally accessible, inevitably they embrace more and more middle- and
upper-income families. As a consequence, it is probably inevitable, as
several American economists have reported for the United States, that
“most redistribution goes back and forth within middle income groups.”?

20 Reynolds and Smolensky, “The Fading Effect of Government.”
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Dissenting Comment

There are a few aspects of Chapters 6 and 7 which I find troubling.
Three of these warrant, in my view, particular notice.

The first is the proposition underlying Chapters 6 and 7 that the
principle of universality in social security programs such as Unemploy-
ment Insurance, the Canada Pension Plan and Old Age Security and
Family Allowance, could be abandoned in favour of greater selectivity in
eligibility. This is considered in the interests of channeling a larger share
of the income supplements within these programs to those most in need,
and perhaps, of realizing some saving in their total cost.

The Review acknowledges “that for some Canadians any breach of the
principle of universality, especially in contributory schemes, would be
ideologically unacceptable”. There are sound reasons for this point of
view. The universal social security schemes now in place have been
evolved painstakingly over a long time. That they are now as universal as
they have become derives from the belief, well tested in experience, that
universality is the way best to minimize arbitrariness of any kind in the
delivery of these programs, and, accordingly, the way best to safeguard
the dignity of each and every individual who comes into contact with
them.

It is true, as the Review makes clear, that we still find that the way we
distribute income in our society leaves some Canadians in poverty.

I remain convinced that the proper approach to this problem, is
through our primary instrument of income redistribution, the progressive
tax system, rather than through a sacrifice of universality.

The second difference 1 have is with the suggestion in Chapter 7 that it
may be appropriate to consider increasing the effective rate of taxation
on the elderly by removing some of the special tax exemption they now
enjoy. This again is being advanced in the interests of effecting some
further redistribution of income in favour of those most in need. Here the
idea is that the redistribution should take place among the elderly, from
those with more income to those with less.

The Council in its Thirteenth Review explained to Canadians that
inflation is accompanied by significant shifts in income and wealth from
one part of the economic society to another. The most important of these
shifts is from savers, among whom are the elderly who have built up
savings in CPP and in private pension schemes, to borrowers among whom
are younger members of society. Savers see the present and future
purchasing power of their savings beingeroded. Correspondingly, borrow-
ers benefit from a decline in the real value of their debt.

At a time when inflation is having a major effect of this sort on the
elderly, it seems to me only just to consider matters of equity in their
distribution of incomes in the light of the broader distribution of incomes
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among all age groups in society. Pending such broader consideration by
the Council, the suggestion on the tax exemptions for the elderly is, in my
view, not a priority.

My third difference is with the proposition implicit in Chapter 6 that
unemployment insurance might appropriately look to the income of the
family rather than the income of the individual in deciding on the proper
level of insurance benefits.

The problem of providing jobs for all those who wish to work is the
pre-eminent one confronting us. In addressing that problem, however, |
do not believe we should dilute the principle that every Canadian has a
right to work, and a corresponding right to unemployment insurance. We
should not be postulating, in effect, that some, by reason of the status of
the families of which they are members, have a lesser right to employment
and to unemployment insurance than others.

K. Kaplansky
October 6, 1978




8 The Bounds of
Economic Management

We discussed in Chapter 7 some of the ways in which Canadian
governments have responded to structural changes within the economy
and to demands by society for new and more comprehensive social
programs. The ability of governments to ease structural adjustmentsand to
respond to particular social and economic problems, however, is often tied
in with their success at demand management. This in turn reflects the skill
with which policy-makers have manipulated the main stabilizing levers of
monetary and fiscal policy, and attended to Canada’s international and
financial affairs. In the period ahead, perhaps even more so than in the
past, governments will have to weigh their objectives carefully and take
circumspect reading of the underlying direction of economic forces.

The Economic Issues

The more immediate outlook is mixed. The international and domestic
competitiveness of a range of Canadian goods is stronger, as a result of
the depreciated Canadian dollar and the slowing of increases in produc-
tion costs in Canada. Overall, the rate of productivity growth in the
manufacturing sector continues to be relatively satisfactory, although
there are cvident weak spots. On the export side, more Canadian goods
than ever before are processed before being sold abroad.' Idle manufac-
turing capacity has diminished, although there are unused reservoirs in
some durable goods sectors; and the mining industry is relatively
depressed. Notwithstanding its shortcomings as a measure of hardship,
the aggregate unemployment rate is still intolerably high. So, too, is the
inflation rate. Investors continue to be quite cautious, conscious of the
slower growth path that almost all OECD countries are treading. Despite a

! The Conference Board in Canada, Canada's Manufacturing Sector: Performance in the
1970s (Ottawa: September 1978).
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modest merchandise trade surplus, the current account deficit remains too
large. And, even with government expenditure restraint, the prospects are
for sizable, though diminishing, federal budgetary deficits for at least a few
more years. Added to these factors, of course, is the worry over national
unity and some serious federal-provincial differences on constitutional
1ssues.

With inflation, too, has come a remarkable increase in personal savings
as a percentage of personal disposable income. It is not entirely evident
why this has occurred, although, clearly, families are taking advantage of
tax breaks, trying to hedge against a future in which inflation will erode
the purchasing power of their income. One indication of this phenomenon
has been the remarkable growth in registered retirement savings plans;
indeed, the annual flow of funds into RRSPs now exceeds that into
trusteed private pension plans. Housing also appears to have been a
repository of savings, both through the equity payments made each year
and the investments directed to Registered Home Ownership Savings
Plans (see Chart 8-1). In the long run, the rise in the personal savings
rate is desirable in that it makes funds available for Canadian-controlled
investments; in the short run, however, it has weakened aggregate
demand by lowering the rate of consumer spending.

Chart 8-1

Total Personal Savings and Components, as a Proportion of Personal
Disposable Income, 1971 and 1976

- CPP/QPP

1976

(Per cent)

SOURCE Based on data from Statistics Canada and Revenue Canada.
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On the basis of the Canadian and foreign analyses at mid-year, the
immediate expectations were for rather modest, and somewhat uneven,
growth through the first half of 1979 for the main OECD countries and
Canada; risk of a reacceleration of inflationary trends; and reduction in
the international payments imbalances.> No clear signs were perceived
that private business and household demand would be sufficiently strong
to reduce unemployment or substantially improve capacity utilization. The
medium-term prospects for most leading OECD countries were deemed to
be similar to those for Canada, and it was because of their common
anxieties that the heads of governments met in Bonn in July 1978.

At the Bonn Summit, the seven largest OECD countries each agreed to
certain steps that, taken individually or collectively, promised improved
world economic performance. Germany undertook to provide some addi-
tional expansionary thrust in its domestic economic policy. Japan acceded
to a similar effort, as well as to an attempt to increase its imports of
goods and services. The United States contracted to try to implement
steps to slow inflation, reduce energy imports, and sustain output levels in
the years ahead. The other participating countries promised to make their
contribution towards more growth, less inflation, and reduced payments
imbalances. The need for concerted action was recognized, as was the
fact that the domestic situations and ability to manoeuvre differed among
the various countries. While agreeing that stimulative action was needed
to achieve more satisfactory growth in 1979 and beyond, specific growth
pledges were not undertaken at the Bonn Summit. There was, however,
increasing recognition that many of the problems resulted from structural
elements shared more or less in common by all countries — elements not
easily or quickly corrected by any single monetary, exchange rate, or fiscal,
strategy.

The Bonn Summit and its follow-up have not yet improved by much
the rather unsatisfactory world economic prospects that lie immediately
ahead; n all fairness, though, it is simply too soon to expect much to have
happened. If most of the undertakings are indeed delivered by the
individual countries, the odds will be better than before the Summit for
at least modest growth in the OECD countries next year.

For Canada, the Summit has sharpened several issues for consideration
in this Review. For example, what will be the effects of reduced govern-
ment expenditures with, or without, parallel reductions in government
revenues? What are the prospects of these and related changes stimulat-
ing the recovery of private business and household expenditures? How
might recovery itself ease the government fiscal position? Are there
Canadian initiatives that could reduce the proportionate size of our
current account deficit? And, more generally, what are the medium-term
prospects and problems for Canada and the strategic policy options?

2 OECD, Economic Outlook, July 1978.
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The main intention of this Review has been to attempt to determine
whether there have been basic structural developments that have hurt
Canada’s industrial competitiveness at home and abroad and resulted in a
lower potential growth path than earlier foreseen. This has not been an
easy task, since each industry — and, indeed, each enterprise — is unique,
with its own strengths and shortcomings. Nonetheless, apart from the
higher relative costs associated with the rise in energy prices in Canada,
our analysis does not show that there has been a discernible serious
structural breakdown in the competitive performance of most of Canada’s
industrial and service enterprises.

Looking back over the past decade, we found that the vigour of the
primary sector is determined almost entirely by world demand, which has
been sluggish and, as far as can be seen, will progress more slowly over
the next few years than in the 1960s or early 1970s. While depreciation
of the Canadian dollar and the recovery of the U.S. economy have
helped, the gains have been almost entirely due to recovery in interna-
tional commodity prices rather than increased output. On the energy
front, there may be serious shortfalls of crude petroleum by the mid-90s,
but revenues from surplus natural gas should offset the growing oil
deficits until the end of the century. The manufacturing sector is still in
the process of recovering from the severe slump of a few years ago.
Traditionally labour-intensive industries and firms - textiles, clothing,
footwear, and furniture — continue to be weak in Canada and in other
OECD countries in the face of Third World competition; and some other
industries are encountering competitive difficulties as well. Still, in 1977,
the rate of growth in the value of Canadian manufacturing exports
outpaced that of imports and may do so again this year. Thus, while there is
a chronic deficit in total manufacturing, and specifically in automotive and
other finished products, the overall manufacturing situation is showing
signs of improving competitive strength. Provided that increases in unit
costs remain modest, there are reasonably favourable sales prospects
ahead for many manufacturing enterprises; for others, however, there will
be continuing pressure from imports.

In its discussions with the provinces last winter, the federal government
set its real, medium-term economic growth target at about 5 per cent for
1978 and 1979. Our perception is, however, that unless there are
unforeseen and fortuitous changes in world markets or domestic expendi-
ture patterns, the likelihood of achieving that magnitude of growth in
1978 or 1979 is very slim indeed. In our view, the more probable outcome
is that real growth in both years will be in the 3.5 or 4 per cent range. Next
year’s growth performance, and that of subsequent years, could improve if
there were substantial expenditures to stimulate the economy. Almost
surely that would require a new fiscal initiative at the federal level,
presumably through tax cuts to complement the expenditure restraints that
have been announced. But the federal government is still faced with a very
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large deficit, and tax cuts would only add to it. The question to be answered
is whether the deficit is so serious that no federal stimulus should be
considered at this time.

Fiscal Policy

Through the recent period of relatively sluggish economic growth, the
Canadian government has made frequent use of fiscal initiatives in an
attempt to renew the economy’s vigour. Have these policy initiatives been
as effective as expected or hoped? Has the impact of fiscal policy been
reduced by the size and persistence of government deficits, the increase in
the degree and rigidity of the government’s control of the national output,
the changed structure of federal-provincial fiscal arrangements, or some
combination of these? We have not attempted in this Review to provide
definitive answers to these questions, since our examination has been
directed towards sectoral issues and to the medium-term future. None-
theless, we can provide a few reflections that may be immediately
applicable and lay the groundwork for more intensive study in subsequent
Reviews.

Central to the stabilization objectives of most modern economic sys-
tems is the notion that the government’s fiscal stance should be counter-
cyclical. When private business and consumer expenditures, and export
demand, are low or declining, and an economy is operating at unsatisfac-
torily low levels of employment and plant and equipment utilization,
fiscal policy should attempt to offset this condition by buttressing or
increasing demand. When private demands are excessive, the govern-
ment’s fiscal position should limit or reduce the growth of public
expenditures.

A second aspect of the economic stabilization objectives is that much
of the process should occur automatically rather than require discretion-
ary decisions. When private demand falls below that necessary to keep
jobs and output up to certain levels, the fiscal system should automatical-
ly bring about slower growth in revenue and a quickening of expendi-
tures, so that any fiscal surpluses will be reduced or deficits increased.
Governments may, however, choose to take additional discretionary steps
if business confidence, and output and employment levels, are considered
to be so low that the automatic deficit is an insufficient stimulus to
recovery. Generally, such discretionary steps would likely add to the
government deficit; but, if they were at all successful, the added deficit
would soon be partially offset by the additional government revenues that
an expanding economy should yield.

A third aspect of most modern fiscal systems is that, even under
noninflationary circumstances, an increasingly larger share of the
nation’s income flows into government revenue, unless tax rates are cut or
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exemptions are increased from time to time. This occurs essentially
because of the combination of tax progressivity and rising money
incomes. In times of high or increasing inflation, this process is aggra-
vated unless there is extensive use of indexation in the tax system,
as in Canada, or substantial discretionary tax cuts. Inflation, of course,
increases government costs, though not necessarily apace with the
increases in government revenue; hence the process does not necessarily
lead to increased government surpluses or reduced deficits, especially if
governments increase expenditures.

Canada’s fiscal system differs substantially from that of most other
nations. More than half of all government expenditures are made by
provincial and local governments and hospitals. Thus the potential for
fiscal stabilization arrangements by provincial and local governments is
large, though co-ordination with federal government policies is difficult.
Also, many provincial and municipal expenditures are recurrent and
relatively incompressible, and thus they do not lend themselves to
discretionary decisions.

With these generalities in mind, what has Canada’s fiscal experience
been in recent years? In the first half of the 1970s, with rapid growth and
accelerating inflation, government revenues and expenditures increased
more rapidly than national income. Both the federal and provincial
governments in all parts of Canada used these “windfalls” not to create
surpluses, but to increase expenditure. Eventually, too, a massive transfer
of generously indexed tax points was made to the provinces.

When all the industrial countries entered into an extended period of
recession after 1973, government deficits increased. The severity and
prolongation of the recession added to Canada’s difficulties, with most of
the record, or near-record, deficits being attributable to the automatic
features of the Canadian fiscal system rather than to discretionary fiscal
stimuli. The federal government did, however, undertake several discre-
tionary tax cuts coming into effect particularly in 1975 and, on a more
modest scale, in 1977 and 1978. Provincial governments added to these
stimuli 1n 1975 and 1976, but less so in more recent years. These
discretionary fiscal actions added to the net accumulation of government
deficits.

As it turned out, the Canadian economy did not perform up to the
expectations of the Minister of Finance during the period from 1975
through to 1978. The domestic and external private forces of recovery
were less strong than expected. And, while the built-in elements of fiscal
support helped to sustain demand and the growth of employment above
what they might otherwise have been, they did not contribute to eco-
nomic expansion. Despite the various elements of the government’s anti-
inflation program, Canada’s inflation performance was somewhat worse
than expected. This, too, inhibited a strong fiscal stimulus. Given the
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persistent lack of business and consumer spending, the federal deficit has
turned out to be significantly larger than expected.

The large-scale public borrowings abroad, described in Chapter 2, and
the cumulative increase of public debt relative to national income or to
the tax base have raised questions - at least in some minds - about the
ability of governments to play as large a discretionary role now and in the
future. Whereas the federal government’s deficit position continues to be
strongly contracyclical, provincial governments and their emanations
have become notably less expansionist than they were earlier. Of course,
the fiscal position of the provinces varies widely, with Alberta enjoying
sizable surpluses and most other provinces sustaining modest debts.

It is, perhaps, instructive to observe the fiscal positon of other govern-
ments. In comparison with other major OECD countries, and particularly
Germany and Japan, Canada’s overall fiscal performance has not been
too unfavourable (Table 8-1). Indeed, the figures suggest that in combi-
nation with expected improvements in the federal budgetary position as a
result of the modest growth anticipated next year, there is room for new
fiscal stimuli, should the government choose this course. Allowance must,
however, be made for the generous indexing of federal and provincial
transfers under the phase-in arrangements of the Established Program
Financing agreement, and for the gradual removal of the subsidized
interest on, or availability of, capital funds provided to the provinces
under the CPP/QPP programs.

Table 8-1

General Government Deficit or Surplus, as a Proportion of Nominal GNE or GDP,
Major OECD Countries. 1975-78

1975 1976 1977 1978
(Per cent)

West Germany 5.8 37 247 4.0
France 2.2 0.8 1.2 2.0
ltaly 14.5 9.8 9.8 11.5
United Kingdom 4.8 4.9 33 3.8
Japan 4.0 3.7 -4.2 5.5
United States 4.2 2.1 11 0.8
Canada 2.3 1.8 247 3.0

SOURCE  OrCD. Economic Outlook.

Monetary and Exchange Rate Policies

Monetary and exchange rate policies also directly affect economic
performance. At the time of writing, the Canadian dollar was at, or
below, 85 cents (U.S.) on the foreign exchange market for the first time
since 1933. This development reflected the continuing internal inflation-
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ary situation, a weakening of Canada’s exports in the summer of 1978,
and a falling-off of Canadian borrowing in foreign markets. The Bank
of Canada has responded to this dollar depreciation in two ways: it has
intervened directly on foreign exchange markets by buying Canadian
dollars; and it has raised the Bank rate four times since the beginning of
the year.

There are reasons for believing that a further fall in the dollar will only
have a transitory effect on Canada’s inflation rate and that the exchange
value will go back up on its own. The Canadian dollar is caught in the
backwash of strong speculative pressures against the U.S. dollar, and the
current rate is substantially below the level that most analysts think is
appropriate to Canada’s international position. Both the Canadian and the
U.S. dollars have declined relative to European currencies, and notwith-
standing the difficult economic conditions in both countries, the value of
both currencies has fallen below their intrinsic worth.

The policy choices are, of course, difficult. Should priority be granted
to the fight against inflation by adopting a restrictive fiscal stance and a
contractionary monetary policy, thus raising interest rates and dis-
couraging domestic investment? Or should the government’s primary
objective be to promote a higher rate of real growth in order to fight against
unemployment, while letting the Canadian dollar find its own way on the
exchange markets? The authorities seem to be following the former course.
With this year’s rise of more than 2 percentage points in interest rates and
the recently announced reduction in the cash deficit, the fiscal and
monetary policies adopted by the federal government will most certainly
restrain the Canadian economy next year. While contained inflation and a
stronger dollar are no doubt desirable, there have been optimistic signs -
higher capacity utilization, and increased profits and private investment —
that the Canadian economy is beginning to show some strength, and it will
require a fine balancing act to avoid a monetary policy so tight as to abort
the long-awaited recovery.

Conclusion

Looking ahead, the choice of policies will be determined largely by the
urgency that Canadians attach to different objectives. They will not be
easy choices, since no single objective can be achieved without cost. A
vigorous pursuit of growth and high employment would require measures
that could aggravate inflation and worsen the current account deficit. A
further tightening of monetary policy to combat inflation would jeopardize
growth and increase unemployment. A reduction in the balance-of-
payments deficit would require policy-makers either to allow the exchange
rate to sink to a level that would encourage a large trade surplus but could
aggravate inflation, or to adopt a tight monetary policy that would
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| encourage capital inflows but discourage investment and slow domestic
growth. We indicated in last year’s Review that

“...the outlook for the next five years, as we perceive it, is for relatively
modest growth, persistent inflation, high unemployment, and very large
current account deficits. Qur examination of alternative fiscal and
monetary policy options...suggest that it may not be possible to im-
prove the performance of the economy on all these fronts simultane-
ously. To achieve reasonably sustainable economic growth will require
a balancing of objectives. The room for manoeuvre by the federal and
most provincial governments is limited by financing constraints, and
policymakers will continue to be faced with restricted options in
selecting a policy mix that, hopefully, will propel the economy along a
more desirable growth path.””

The events of the past year and the prospects for the future have, if
anything, added confirmation to this perspective.

3 Economic Council of Canada, Fourteenth Annual Review: Into the 1980s (Ottawa: Supply
and Services Canada, 1977), pp. 83-84.
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The moods of Canadians are changing. The sense of optimism of the
early 1960s, the youthful confrontation and experimentation of the early
1970s, the ebullient expectations of only a few years ago, are all past
history. One way or another, the fervour that seemed on occasion to
divide the generations has been diffused. Solutions to issues have been
found - not satisfactorily to everyone, perhaps, but to most.Yet some
issues, as we have seen, have defied solution; and so institutional pallia-
tives have been developed to ease the indignation and distress. Unemploy-
ment is cushioned by unemployment insurance; inflation, by indexation.
Today, retrenchment seems to be in vogue. Many of the old virtues —
work, thrift, efficiency — are being clarioned anew. Governments are no
longer considered uncritically as the instruments of social change. Most
of the issues are complex; tomorrow they will be more so.

The Longer Term

The prospects for Canada, both domestically and internationally, call
for recognition of the current hard realities along with a sense of
optimism about the future. Domestically, there is ample scope for
ingenuity and resolution, as this country adjusts to the progressive aging
of population, modifies and replaces manufacturing and household equip-
ment by more energy-efficient- facilities, and resolves the national unity
issue. The rate of growth of the Canadian population over the next two or
three decades will return to the slower pace that preceded the postwar
baby boom — or about half the growth rate that marked the 1950s and
1960s - and affect the structure of both demand and supply. Indeed,
already the population is becoming increasingly middle-aged, and the
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rate of household formation is declining.! The demand for housing and
schools is declining as well, and consumer demand for durable goods may
also be slowing.? Unless immigration expands, the labour force growth
rate will fall because of a slowdown in the rise of female participation
rates and, particularly after 1985, slower growth in the size of the source
population. Increases in per capita real income are not expected to be as
rapid as they have been in recent years.

Internationally, the changes in the world economy and world trade will
create both problems and opportunities. In the postwar period, economic
recovery in Europe, the United States industrial expansion, and the
reduction of trade barriers stimulated Canada’s economic growth. Trade
links were forged with those developed countries, and Canada’s economy
grew apace. Today, however, a number of developing nations are bur-
geoning, and the composition of the trade flows is altering, as they
expand their sales and purchases in world markets. The increased com-
petitive pressure on labour-intensive industries, such as textiles and
clothing, shoes, and many electrical and rubber products, has been
evident for some years. Now the role of developing countries is expanding
very quickly in steel and other industries with capital-intensive and
standard-technology facilities. The population of these countries is grow-
ing faster than Canada’s, and the rates of increase in per capita real
incomes among the leading nations are impressive. Hence they will be
seeking markets for a growing number of exports, many of which will
compete directly with Canadian supplies, but they will also represent an
expanding market for foodstuffs and for processed forest, metal, and
mineral products.

As the world’s population continues to expand, pressure will undoubt-
edly be exerted on the global supplies of food, raw materials, and energy.
Though few observers predict that permanent physical scarcity will
impair world growth, relatively high prices are expected for many raw
materials over the next 10 to 20 years. This could lead to a shift in the
terms of trade that will favour Canada, which is relatively well-endowed

! Population has been projected to grow at the following average annual rates: 1.1 per cent
from 1976 to 1995 by the Department of Finance, Canada’s Economy: Medium-Term
Projections and Targets (Ottawa: 1978), p. 25; 0.9 per cent for the low, and 1.4 per cent
for the high, estimates from 1976 to 2000 by B. L. Eyford and B. Cain, “Simulations with
CANDIDE to the Year 2000,” Economic Council of Canada Discussion Paper 89, p. 22;
1.6 per cent, 1.1 per cent, and 0.5 per cent from 1976 to 1996 by M. J. Drouin and
B. Bruce-Briggs, Canada Has a Future, prepared for the Hudson Institute of Canada
(Toronto: McClelland and Stewart Ltd., 1978), p. 254; 0.9 to 1.1 per cent by H. H.
Postner, “Canada and the Future of the International Economy: A Global Modeling
Analysis,” Economic Council of Canada (in preparation).

2 Increases in the number of youngsters during the 1990s - a faint reflection of the postwar
baby boom - should revive consumer investment.
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with natural resources, in contrast with advanced, but relatively resource-
poor, countries such as the United Kingdom and Japan.

Canada’s future in the extremely competitive high-technology indus-
tries is uncertain. New enterprises will be built where investment will be
best rewarded, where complementary research and development is under
way, and where local markets and relative costs of capital and labour are
favourable. Some observers believe that without corrective action, insuffi-
cient research and development will be undertaken in Canada to support
these high-growth industries. The Council shares these concerns. Recent
actions by the federal government to stimulate research and development
indicate that it too recognizes the problem. The Council urges that the
government act with business and the provinces to stimulate and harmo-
nize Canadian initiatives in these areas.

Adaptation to new high-priced energy will also generate profound
changes in the economy and in the living patterns of Canadians. Indeed,
the need to develop domestic energy supplies could create such a large
demand for investment that the capabilities of Canada’s capital-goods-
producing and financial sectors will be seriously stretched. While invest-
ment in the traditional areas of housing, education, and health may not
grow as fast as in the past, extensive investments in other non-energy
sectors, such as transportation, resource development, and water conser-
vation, will be made. Canada will, therefore, likely continue to depend
rather heavily on foreign investment to supplement domestic savings.

It may well be, too, that as these investments are made and the 1980s
progress, Canada will experience more rapid productivity improvement
than appears likely in the shorter run. Slower labour force growth by
itself will reduce the potential for overall GNP growth, but it will also
encourage the introduction of new labour-saving modes of production,
which will raise productivity levels. These, in turn, could enable Canadians
to look forward to significant gains both in real income and leisure time.

The Council has developed very tentative projections of how the
Canadian economy is expected to perform from now until the year 2000.
Using the “energy conservation™ projection of the U.N. model, a toler-
able long-term real growth trend of 3.6 per cent annually is charted for
Canada. This presupposes a relatively high rate of business capital
formation each year and alterations in the structure of the economy along
the lines suggested in Table 9-1.

Clearly, the longer-term future, no less than the past, will otfer
opportunities to countless Canadians. As a nation, Canada should con-
tinue to prosper materially. The rising margin of prosperity could open up
choices and free resources for alternative uses, offering broad opportuni-

3 Postner, “Canada and the Future of the International Economy.”
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ties for genuine human betterment. We are reasonably hopeful about the
longer term — which is a sequence of medium terms embodying short
terms — because we believe in the collective good sense of Canadians and
in their ability to adapt and to find common solutions to difficult issues.
And, in the years ahead, difficult issues shall doubtless abound.

The Economic Projections

It is the practice of the Economic Council to examine annually
Canada’s medium-term economic prospects with a view to setting forth
projections for key performance indicators such as the rates of growth of
real GNE, prices and unemployment, and the state of the current-account
balance of payments. The simulations described in the following pages are
intended to assist decision-makers in forming judgments on the problems,
prospects, and policy choices that lie ahead.

The Fifteenth Annual Review has been written this autumn in the
midst of a series of federal government announcements about new
economic policy initiatives. At the time of writing, not all of the govern-
ment plans have been revealed, nor have the details of the plans enunci-
ated by the Prime Minister in his post-Bonn speech and in the Throne
Speech been fully articulated. In general, the “new economics” seems to
entail transferring resources back to the private sector by constraining
federal expenditure growth to less than the growth of GNE and encourag-
ing the provinces to do likewise, by reducing spending for some programs
and expanding others with a more immediate or larger job-creation
potential, and by introducing more selective unemployment insurance
benefits and family allowances. So far, the response of provincial govern-
ments to the federal measures or to the altered prospects for economic
activity have not been spelled out. They will likely be more fully
expressed at the Federal-Provincial Conference of First Ministers in
November.

In a sense, then, in advancing our perspectives about the medium term,
we feel that we are on shifting sands. Therefore, the scenarios that have
been developed using the Council’s CANDIDE econometric model must be
very tentative. They are nonetheless based upon the most recent National
Accounts information and also the most up-to-date forecast of U.S. and
world economic and trade prospects derived from the Wharton Economic
Forecasting Agency model.

Nine complete simulations were run to take account of the various
possible changes in international and domestic market prospects that
might occur and the alternative monetary and fiscal strategies that might
be pursued. The federal government’s budgetary pronouncements of
August and September 1978 were taken into account and underlie all the
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solutions with the exception of the pre-austerity case. This brings up an
important point. In other years, we singled out a reference solution that,
in our view, coincided with a business-as-usual federal and provincial
response to economic conditions. In the absence of major subsequent
policy pronouncements, we considered the reference solution to be our
best projection of the likely economic developments over the medium
term. This year, however, it is somewhat unclear whether all provincial
governments will follow the federal lead and curb their expenditure growth
with equal resolve. Were they to choose this course, the solution among
our simulations that would best correspond to the reference solution of
previous years would be that entitled “extreme austerity.” We have gone
on the expectation, however, that most of the provinces will pursue their
own priorities in a sound and fairly business-as-usual fashion. The simula-
tion called “mixed austerity” is consistent with this expectation, and it re-
presents, in our view, the projection of the medium term that best coincides
with the former reference solution. Accordingly, all the other prospective
solutions, except the “extreme austerity” and “pre-austerity” ones, are
built on the assumptions that are inherent in the mixed austerity case.

Pre-Austerity

This scenario assumes that federal expenditures, unemployment insur-
ance, and family allowances remain as announced in the budget last
spring. It is also assumed that the economy responds to monetary and
fiscal initiatives and external economic stimuli largely as it has done in
the past, and public employee salaries are held in line with those of
private sector workers. Had these conditions held, the real GNE growth
would have averaged over 4 per cent over the next three years, led by
strong private investment in 1980 and 1981. The overall government
deficit would have fallen to less than 2 per cent of GNE. However,
unemployment rates would have remained above the 8 per cent level until
1981; prices, as measured by the GNE deflator, would continue to increase
annually at about 7 per cent or more; and the current account deficit, as a
percentage of GNE, would remain large.

Extreme Austerity

This scenario presupposes that all governments combined keep expen-
ditures 1 per cent below the increase in money GNE. There are no major
changes in federal or provincial revenue policies, in private sector invest-
ment, or in consumer spending intentions from the pre-austerity solution,
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despite the relative sluggishness of the Canadian economy. The adverse
effects of this scenario are evident. Real growth drops to about 3.5 per
cent over the next three years, and below 3 per cent thereafter. Private
investment is discouraged, and unemployment moves progressively higher
into the 9 per cent range. The overall government deficit is sharply
reduced, and there is some improvement in the current-account balance
of payments.

Mixed Austerity

This scenario uses the same assumptions as the extreme austerity case,
except that government expenditures here are kept roughly 0.5 per cent
below the growth of money GNE, to correspond to an austere federal and
a business-as-usual provincial stance. While better than the extreme
austerity outcome, the mixed austerity projections indicate that real
growth of GNE next year will be under 4 per cent and that, over the
medium term, it will exceed 4 per cent only in 1981. Private investment is
still quite strong in 1980 and 1981, though somewhat reduced from the
pre-austerity case; prices stay in the 7 per cent range, and unemployment
rates persist at about 8.5 per cent. The all-government deficit is measur-
ably reduced from the pre-austerity solution, but it persists. Indeed, none
of the nine solutions report an all-government budgetary surplus in any
of the next five years.

Full-Steam Private Spending

Many of those who have supported the recent austerity measures have
argued that public taxes have displaced savings, crowded out potential
private investment, and thereby slowed growth. “Shrink the public sec-
tor,” so the “new economics” says, “and the private sector will do its bit.”
To examine what would be implied in terms of real activity, we developed
a simulation designed to achieve a real growth rate of 4.5 per cent in
1979 and 5 per cent in 1981 through domestic private initiative alone. To
achieve those rates of growth - while still maintaining the mixed auster-
ity stance with no new public stimuli - a burst of business and consumer
confidence would be required such as to promote rates of growth in
private sector demand unprecedented in the last 50 years in Canada, both
as to size and duration. The simulation calls for 50 per cent higher
investment levels in 1983 than in 1978 and anticipates a drop in private
savings, as a percentage of personal disposable income, from their present
11 per cent level to 7 per cent. Given the investment knowledge at hand
and the present consumer spending and savings patterns, it is highly
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improbable that this outcome will be achieved; hence this full-steam
scenario is mainly — though perhaps not entirely — speculative. Even if it
were possible to achieve the buoyancy we set for the solution, there would
still be economic difficulties. Real growth, of course, would gain strength,
although by less than 0.5 per cent of the pre-austerity situation, and with
rising revenues the all-government deficit would almost be eliminated.
Unemployment would drop, but not below the 7 per cent level. There
would be no reduction in inflation, and the current-account balance-of-
payments deficit, as a percentage of GNE, would soar. Massive foreign
borrowings would be necessary.

Income Tax Cut

This scenario assumes that mixed austerity prevails but that the federal
government introduces a permanent cut in personal income tax rates
equal in the first round to $2 billion, to take effect commencing in 1979.
This solution imparts a significant stimulus in the first year, raising real
growth to 4.5 per cent. Private investment is encouraged, and the impetus
is carried forward in lessening amounts in subsequent years. Nonetheless,
even with a tax cut of this magnitude, unemployment remains above
8 per cent, and both the government budget and the current-account
balance of payments deteriorate somewhat.

Federal Sales Tax Cuts

Several leading economic organizations and commentators have urged
a reduction in federal sales taxes as a means to stimulate the economy
and, by reducing the prices of manufactured goods, to ease inflation. This
scenario starts from the mixed austerity simulation but assumes that the
federal government cuts its indirect sales taxes almost in half — roughly
the equivalent of a $2 billion sales tax reduction - effective January I,
1979. It is also assumed that these reductions are passed on directly to
the consumer. Not surprisingly, the results of this stimulus are quite
similar to those derived in the preceding income tax cut simulation. The
real growth of GNP is up by 0.5 percentage point in 1979, and by more
modest levels thereafter. Compared with the income tax cut scenario,
private nonresidential investment is strengthened, the government deficit
as a percentage of GNE rises in 1979 but declines thereafter, the
balance-of-payments deficit as a percentage of GNE remains high, and the
unemployment rate is persistently above 8 per cent. The most notable
impact is on inflation. A federal sales tax cut equivalent to $2 billion
would, according to the simulation, reduce the inflation rate by a full
percentage point in the first year and by diminishing margins thereafter.
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Combined Tax Cuts

If each of the tax cut scenarios stimulates the real growth of GNE and
modestly helps to reduce unemployment, would there be merit in combin-
ing them into a major fiscal thrust corresponding to a $4 billion tax cut?
Predictably, real growth accelerates, exceeding S per cent in 1979 and
continuing in subsequent years to be stronger than the mixed austerity
solution by about half a percentage point. With lower prices resulting
from the federal sales tax reduction, inflation in the first year drops to
slightly below 6 per cent; private investment is strengthened; and, in the
1980s, unemployment drops by almost a percentage point. But the
government deficit as a percentage of GNE soars to record heights, and
the current-account balance-of-payments deficit as a percentage of GNE
also becomes much larger.

Extra Exports

The foregoing simulations were based on expectations about Canadian
trade and travel that are consistent with the OECD and most other
projections on U.S. and world growth rates. They also assumed a modest
strengthening of the Canadian dollar from its present unusually low
levels. The “extra exports’” scenario starts from the mixed austerity
solution and assumes no special federal fiscal tax stimuli and no special
surge of business and consumer spending akin to the “full-steam private
spending” scenario.

[t does, however, take account of possible improvements in Canada’s
trade position through federal initiatives in some areas, such as energy,
tourism, and automotive vehicles and parts, and through appropriate
changes in present trade arrangements and patterns of activity. On the
energy front, in Chapter 3 we mentioned the prospects for “swaps” with
the United States. The travel and tourism account is more uncertain, but
it is possible that the initiatives already undertaken or planned, including
reduced airfares and more varied packaged tours in Canada, together
with the depreciated Canadian dollar, might spark a major increase in
foreign travel into Canada® and convince some of the Canadians who are
now travelling abroad to remain here. On the automotive front, now that
the decision has been made to build major new plant facilities in the
Windsor area, it is not at all unlikely that federal initiatives to ease
Canada’s large automotive trade deficit could lead to more automotive
exports to the United States.

4 The recent easing of U.S. customs laws should also help.
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Should all these developments occur on a significantly larger scale
than now projected, they would result in an increase in the real growth of
GNE of about the same magnitude as that yielded by each of the tax cut
scenarios taken separately. There would be little change in the unemploy-
ment or inflation prospects, but there would be a marked improvement in
both the government deficit situation and the current-account balance of
payments.

Tight Monetary Policy

A final simulation assumed that the Bank of Canada limited increases
in the money supply to about 5 per cent per year. This would be consistent
with the view advanced by many Canadians that the main objective of
government policy in Canada today should be to reduce inflation and that
the appropriate technique would be to reduce the rate of growth in the
money supply, as advocated by the monetarists. The conditions of the
mixed austerity solution were maintained, with no tax cuts or unusual
surge of domestic investment or spending, or foreign purchases of
Canadian goods. This scenario projects steadily decelerating real growth in
GNE, rising interest rates, and higher unemployment. Private investment is
discouraged. There is a measurable improvement in the balance of
payments; but, in the medium term, the government deficit is enlarged
because of slow growth and reduced revenues. The inflation rate is hardly
affected at all. In fact, over the full medium term, the overall price increases
measured by the GNE deflator move more slowly with the federal sales tax
cut than with the tight monetary policy solution.

Conclusions and Recommendations

What can be deduced from a study of these simulations? The projec-
tions of the main indicators flowing from them are presented in summary
form for the 1978-83 period in Table 9-2. A brief examination reveals
several worrisome facts. First, if governments maintain their commitment
to keep public spending below the growth rate of GNE - or even if they
hold it to a level roughly equal to the growth rate of GNE, and there is no
startling resurgence of domestic and foreign demand - Canadians can
expect to live with persistently high unemployment rates for quite a few
years yet. A corollary is that without the type of fortuitous and
unforeseen developments described in several of the simulations, it is
most unlikely that the Canadian cconomy can reach and sustain a 5 per
cent real annual growth rate in GNE in the next few years. If all
governments adhere to an austere fiscal stance, and this is combined with
tight monetary policy at the Bank of Canada, the medium-term real




Table 9-2

Selected Indicators Associated with Alternative Policy Scenarios, 1979-83
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1979 1980 1981 1982 1983
(Percentage increase)
Real gross national expenditure
Pre-austerity solution 4.2 39 4.6 2.8 3.0
Extreme austerity 35 32 38 1.9 2.1
Mixed austerity 39 35 4.2 2.3 2.5
Full-steam private spending 4.5 4.2 5.0 32 8.3
Income tax cut 4.5 ) 45 2.6 2.6
Federal sales tax cut 44 37 4.5 24 2.4
Extra exports 44 I/ 43 24 2.5
Combined tax cuts 5.1 38 4.8 28 2.5
Tight monetary policy 3.7 32 3.6 1.7 1.8
Gross national expenditure deflator
Pre-austerity solution 72 7.6 68 7.3 6.6
Extreme austerity 7.3 7S 6.7 7.0 6.3
Mixed austerity 7.2 6 6.7 7.1 6.4
Fuli-steam private spending 7.2 7.6 6.8 7.4 6.8
Income tax cut 7.0 7.6 6.8 e 6.6
Federal sales tax cut 6.1 7.2 6.5 7.0 6.4
Extra exports 7.1 7.7 6.8 7.2 6.5
Combined tax cuts 59 7.3 6.5 7.1 6.6
Tight monetary policy 7.2 7.5 6.8 7.1 6.3
(Real percentage increase)
Private nonresidential investment
Pre-austerity 4.7 8.5 7.2 1.8 1.9
Extreme austerity 4.0 7.6 6.3 09 1.0
Mixed austerity 4.4 8.1 6.8 1.3 1.5
Full-stecam private spending 9.2 12.8 10.6 5.2 5.0
Income tax cut 49 8.5 7.1 1.6 1.6
Federal sales tax cut S.1 8.8 7.5 1.5 1.2
Extra exports 4.8 8.5 7.1 1.4 1.4
Combined tax cuts 5.6 9.2 7.7 1.7 1.3
Tight monetary policy 4.0 7.3 52 0.6 0.5
(Percentage of GNi)
Government deficit
Pre-austerity solution 24 1.8 |.8 22 2]
Extreme austerity 2.1 1.2 0.8 1.0 1.1
Mixed austerity 28 1.5 1.3 1.6 1.8
Full-steam private spending 2.0 1.0 0.5 0.5 0.6
Income tax cut 2.9 2.2 2.0 2.2 25
Federal sales tax cut 31 2.1 1.9 2.1 25
Extra exports 2.0 1.1 0.9 1.1 iL.g
Combined tax cuts 37 2.8 2.5 28 3.2
Tight monetary policy 23 1.6 1.5 1.9 D2
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Table 9-2 (concl’d.)

1979 1980 1981 1982 1983

(Percentage of GNE)
Balance of payments

Pre-austerity solution -2.4 2.8 -2.8 -2.6 =27
Extreme austerity 22 2.3 -2.1 -1.7 1.5
Mixed austerity -2.3 2.6 -2.4 -2.1 201
Full-steam private spending -2.6 38 =35 36 38
Income tax cut -2.6 29 -2.8 -2.6 2.6
Federal sales tax cut -2.6 2.9 -2.8 25 24
Extra exports -2.1 -2.1 -1.9 -1.7 1.7
Combined tax cuts -29 -3.2 -3.2 3.0 -2.9
Tight monetary policy -2.3 24 2.0 1.5 1.2
{(Percentage of labour force)
Unemployment rate
Pre-austerity solution 8.3 8.0 7.5 7.6 7.6
Extreme austerity 8.7 8.9 8.8 9.3 9.9
Mixed austerity 8.5 8.5 8.3 8.6 9.0
Full-steam private spending 8.2 S 7.3 U/es) 7.3
Income tax cut 8.3 8.2 7.8 8.0 8.3
Federal sales tax cut 8.4 8.3 7.9 8.2 8.5
Extra exports 8.3 8.2 7.9 8.2 8.5
Combined tax cuts 8.2 7.9 7.4 7.5 =9,
Tight monetary policy 8.6 8.7 8.7 9.3 9.9

SOURCE For a more complete discussion of the assumptions of each of the simulations, together with more
detailed indicators, see R. S. Preston, T.T. Schweitzer, and J. Fortin, “Fifteenth Annual Review
Statistical Documentation,” Economic Council of Canada Background Paper, 1978.

growth prospects beyond 1981 fall dismally to levels in the 2 per cent
range. Unemployment rates rise to almost double-digit levels, with the
only bright spot being the reduced government and current account
deficits as a percentage of GNE. Inflation, as measured by the GNE
deflator, will continue at annual rates of between 6 and 8 per cent.

There are no easy ways to alleviate the difficulties. The government is
faced with objectives that are not symmetrical and that, indeed, are often
conflicting. Fiscal initiatives in one direction may prove to be counter-
productive in another. There are choices to be made even about medium-
term objectives and the relative importance of economic growth, the
unemployment rate, the government deficit, the current account balance,
and equity. In earlier years, it was generally assumed that strong
sustained economic growth was consistent with full employment, but this
is by no means clear today. If government expenditures are to be
restrained, the principal sources of the stimulus must come from invest-
ment and consumer expenditures — that is, from a reduction in private
and corporate savings rates. But private savings rates remain high and
are not likely to diminish measurably as long as inflation persists.
Moreover, in the longer run, if Canadians wish to recapture more control
over the economy, they must reduce their traditional reliance on foreign



Conclusions and Recommendations 141

borrowings and save more domestically, as suggested in the Fourteenth
Annual Review.’

Finally, the question remains whether the present large federal deficit
is so genuinely serious as to inhibit additional federal tax or expenditure
stimuli? Our perception is that it is a worrisome, but not a terminal, case;
that legitimate concern over fiscal responsibility does not rule out room
for manoeuvre. Crucial to the success of the “new economic strategy” is
the restoration of business confidence, sustained consumer spending, and
optimism about export markets. While we would like to believe that
Canada is on the threshold of such an economic renewal, we see no signs
of an early new dawn. We observe underlying strengths in the economy,
particularly in the market sector. But we also perceive a continuation of
difficult choices and a delicate balancing of strategies so as to encourage
efficiency and reward effort and initiative while preserving the elements
of equity and security that render Canada a fundamentally decent place
to live.

The ultimate resolution of Canada’s economic malaise lies clearly in
more vigorous growth. Qur simulations indicate that the federal expendi-
ture restraint program alone, however much it is intended to encourage
business initiative and employment creation, will depress the economy
unless it is accompanied by stimulative measures that will encourage
business and consumer spending. Accordingly,

We recommend that the federal government introduce measures to
stimulate the economy, with a view to achieving a 4.5 per cent rate of
real output growth in 1979 and to gaining momentum towards sustaining
growth at this pace or a little better in the next few years.

We believe that a modest fiscal stimulus to improve our chances for sucha
growth rate can be undertaken without reaccelerating inflation. Even if the
private sector increases investment and spending in response to govern-
ment expenditure restraint programs, it will take time for the effects to
filter through the economy. As a minimum, the dampening effect on the
economy from the lapsing of the temporary reductions in provincial sales
taxes should be offset. Indeed, particularly in view of the expenditure
restraints, something more than such a minimum is required. Of course, in
choosing the size of the discretionary fiscal stimulus, account must be taken
of the comparatively large reduction of tax revenues that will result from
the indexation of the federal and of most provincial personal income taxes.

We recognize that such a stimulus might be imparted in a number of
ways, and we leave it to federal authorities to determine what instru-
ments will best serve this purpose. In our view, the choice lies between a
marked reduction of the federal sales tax, either on a selective or across-

5 Economic Council of Canada, Fourteenth Annual Review: Into the 1980s (Ottawa:
Supply and Services, 1977).
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the-board basis; and major reductions in the personal income tax, pref-
erably on a selective basis that will quickly bolster consumer confidence.
A third option would be to renew the federal-provincial arrangements
that provided the reductions in provincial sales taxes. Any one, or some
combination, of all three approaches - which would, of course, call for
provincial as well as federal participation — would seem appropriate. If
joint participation cannot be agreed upon, we would urge at least as much
consultation and fiscal harmonization as possible in the interests of
stimulating growth. In any case, some federal government fiscal stimulus
is required.

We are concerned too that a cycle of intensified, and then too little,
investment may lic ahcad for Canada. Sooner or later — perhaps as
investment in new energy projects approaches its peak - a broad general
increase in private investment in Canada will take place. And, even with
restraint on government activitics, major public investments lie ahead.
The danger is that public and private investment could rise concurrently
and, if accompanicd by strong consumption spending, set off a new
inflationary spiral. Then, as growth in energy investment recedes, there
could follow a slump in both the public and private sectors. Almost all of
our simulations, for instance, projected a pronounced slowing of invest-
ment by 1982,

The Council’s study of the construction industry® made recommenda-
tions to reduce the traditional Canadian pattern of swings from depressed
conditions to overheating of that industry. But Canada’s public and
private institutional arrangements do not yet appear to be adequately
concerted to smooth and offset investment cycles. This is an important
issue, not only for investment in itself, but for the ensuing variations in
inflation, employment, and productivity. There is danger, too, that periods
of great strain, and then slump, in financial markets will interact with, and
reinforce, instabilities in the economy. Initially, therefore, there is the need
to reduce the uncertainties and to restore business confidence among
private investors. Thereafter, it is a matter of timing the public investments
s0 as to ensure steady growth. Mindful then of the immediate expenditure
restraints and long-run investment requirements, and of the need to
anticipate and counter a possible recession in the medium term,

We recommend that the federal government, in co-operation with the
provinces and with the business and financial community, make a renewed
effort 1o plan and develop a medium-rerm strategy of phased spending on
major capital works designed to contribute 10 the efficient operation of
Canada’s industrial structure.

6 Economic Council of Canada, Towards More Stable Growth in Construction (Ottawa:
Information Canada, 1974).
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In this Review, we have identified many problems that cannot be
solved overnight or by spectacular changes in a single policy. The
reduction of unemployment and inflation, the improvement of productiv-
ity, the advance of technology, the adaptation to changes in markets and
competition, the changes in the structure of the work force and of the
young and aged population, the shifts in the role of government, the
strengthening of the country’s balance-of-payments position — all of these
posc problems that can only be dealt with by persistent private and public
effort over several years. But, in this Review, we have also identified
many of the strengths and opportunities that Canadians have at hand for
use in tackling these problems. We are confident that they will respond
with their usual resolve, imagination, compromise, and reason.



144

A  Statistical Tables

Table A-1

Major Economic Indicators for Selected OECD Countries, 1964-78

Real GNP Productivity!
Average

1964-65 Average
to 1974-75 1976 1977 1978 1967-77 1976 1977 1978

(Percentage change)
West Germany 3.6 57 24 25 4.1 67 29 30
France 5.0 46 3.0 3.2 44 29 32
Ttaly 4.5 5.7 1.7 20 50 16 15
United Kingdom 23 23 07 28 28 28 03 22
Japan 8.6 60 51 55 6.9 5.1 38 45
United States 3.0 60 49 38 0.9 27 14 00
Canada Sl 55 27 40 1.8 26 07 1.0

not available.
| GNP or GDP per person employed.

SOURCE Organisation for Economic Co-operation and Development, Economic Outlook.
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1965

1971

1977

Total goods

Manufactured goods
Mainly resource-oriented?
Motor vehicles and parts
Other secondary?

Other goods

Re-exports

Merchandise balance

Balance as a proportion of GNp

Manufactured goods
Mainly resource-oricnted?
Motor vehicles and parts
Other secondary’

Other goods

Re-exports

Merchandise balance

(Billions of dollars)

1.43
2.43
0.78
3.08
1.32
0.24
0.13

0.87
3.84
0.08
4.62
2.65
0.42
2.20

(Per cent)

4.18
9.20
1.15
12.22
5.44
0.87
2.13

I Manufactured and other goods are calculated as domestic exports less imports. Re-exports are not

distributed by manufactured category in the statistics.

2 Food and beverages. primary metals, nonmelallic minerals, petroleum and coal products. wood

products, paper and allied products.

3 Transport other than automotive, metal fabrication, machinery, industrial chemicals. clectrical
products, printing, textiles, clothing, rubber and plastics, and miscellaneous.
SOURCH  Based on data from the Department of Industry, Trade and Commerce.
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Table A-5

Real Output, Productivity, and Employment, by Manufacturing Industry,
Canada, 1960-78

Average annual rate of growth

1960 Q1 1966 Q1 1970 Q4 1974 Q1 1975 QI

to 1o to 10 to
1966 Q1 1970 Q4 1974 QI 1975 QI 1978 QI
(Per cent)

Real output

Nondurable goods 6.2 43 6.7 7.1 4.8
Food and beverages 49 3.6 23] 2.7 2.6
Tobacco products 39 25 343 0.3 2.8
Rubber 9.2 1.3 12.9 16.8 13.5
Leather 22 0.1 23 7.9 4.1
Textiles 8.1 6.6 9.0 16.3 2.5
Knitting 7.6 8.3 7.4 14.0 33
Clothing 44 1.2 5.3 0.9 22
Paper 6.7 4.2 7.0 13.2 8.2
Printing and publishing 34 29 6.6 0.8 33
Petroleum and coal 4.5 4.8 10.3 4.8 24
Chemicals 9.9 5.8 8.9 6.2 7.1
Miscellaneous 8.1 7.9 8.9 9.6 4.0

Durable goods 11.0 4.0 9.7 9.7 3.7
Wood 6.3 2.0 9.4 25.1 12.6
Furniture and fixtures 9.0 1.5 10.3 13.4 34
Primary metals 95 3.7 6.5 6.3 34
Metal fabricating 10.6 2.5 73 8.2 1.2
Machinery 12.5 4.4 11.2 0.1 &5
Transportation equipment 15.7 7.1 12.5 8.6 6.0
Electrical 1.5 2.9 9.4 12.1 0.3
Monmetallic mineral 8.6 1.1 10.8 14.0 4.8

Productiviry!

Nondurable goods BT 4.2 4.5 3.7 4.6
Food and beverages 33 4.1 2.4 1.9 1.0
Tobacco products 4.2 34 39 I.1 -217
Rubber 53 29 7.0 20.2 13.0
Leather 1.7 2.1 1.9 1.3 2.8
Textiles 37 73 4.0 0.8 5.0
Knitting 49 8.6 4.8 0.2 10.9
Clothing 1.3 23 345 5.9 43
Paper 3.8 3.2 5.2 15.7 53
Printing and publishing 2.0 1.9 5.1 23 33
Petroleum and coal 5.5 3.6 9.9 4.8 0.2
Chemicals 6.7 5.0 7.7 1.3 5.3
Miscellaneous 33 3.6 3.5 29 5.6

Durable goods 49 4.0 4.8 5.2 42
Wood 249) 2.1 2.0 6.5 7.7
Furniture and fixtures 38 2.0 2.8 0.8 8.9
Primary metals 4.5 2.6 5.1 9.6 42
Metal fabricating 4.5 2.7 32 5.8 23]
Machinery 43 4.1 53 7.6 0.9
Transportation equipment 6.7 7.8 6.0 1.1 2.8
Electrical 5.6 2.3 6.8 6.5 5.6

Nonmetallic mineral 33 3.7 5.0 9.6 6.5
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Table A-5 (concl’d.)

Average annual rate of growth

1960 QI 1966 Q! 1970 Q4 1974 QI 1975 QI
to to to to to
1966 QI 1970 Q4 1974 QI 1975 QI 1978 QI

Employment

Nondurable goods 2.5 0.4 1.9 3.8 02
Food and beverages 1.6 0.2 8 5.2 1.2
Tobacco products 0.4 1.0 0.6 2.2 5.8
Rubber 42 1.7 S 4.2 1.0
Leather 0.4 24 0.3 8.7 6.8
Textiles 4.5 0.6 49 15.0 2.3
Knitting 29 0.2 2.8 12.6 6.6
Clothing 3.1 1.2 2.0 5.2 1.7
Paper 2.8 1.0 1.3 0.9 3.0
Printing and publishing 1.3 1.2 0.9 3.6 0.1
Petroleum and coal 0.8 1.4 0.6 1.6 205
Chemicals 2.8 0.7 0.7 23 1.3
Miscellaneous 438 43 5,7} 9.5 1.2

Durable goods 19 0.1 ) 4.5 5.7 0.8
Wood 3.1 04 74 22.7 4.5
Furniture and fixtures 5.2 0.2 7.6 12.5 4.8
Primary metals 4.6 0.8 1.4 1.0 1.4
Metal fabricating 5.8 0.1 38 3.6 1.7
Machinery 8.0 0.3 5.3 42 2.9
Transportation equipment 8.5 I.1 6.1 9.0 287
Electrical 5.9 0.8 2.7 24 4.5
Nonmetallic mineral 4.8 1.5 4.7 5.4 2.0

I Mcasured as the ratio of the real domestic product in each industry to the number of workers employed.

SOURCE  Estimates by the Economic Council of Canada.
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Table A-7
Unemployed Persons, by Flows into Unemployment, 1977
Job Job
losers leavers Entrants'  Re-entrants
(Per cent)
Men
Single 52.2 215 6.8 19.5
Married 68.9 220 8.7
0-8 years of schooling 70.8 17.5 10.0
Secondary schooling 581 A5 5.6 14.8
Postsecondary schooling 48.9 24T 8.7
Women
Single 323 28)2 14.4 30.2
Married 37.2 25.5 2.7 34.6
0-8 years of schooling 45.6 19.3 7.0 28.0
Secondary schooling 35.1 238 9.1 32.1
Postsecondary schooling 28.6 29.7 — 314
Occupation
White-collar 40.1 29.9 29.9
Blue-collar 68.0 19.8 12.2
Industry
Primary 75.6 244
Manufacturing 58.8 224 18.8
Construction 75.9 15.7 83
Services? 45.1 292 25.7

1 Entrants, by occupation and industry, are excluded from this sample.
2 Includes transportation, communications and other utilities; trade; finance, insurance, and real estate;
community, business, and personal services; and public administration.

SOURCE  Bruce MacDonald, “Flows into Unemployment,” Statistics Canada, Labour Force Survey
Division. Research Paper No. 17 (May 1978).
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B Distribution of the Costs and Benefits of
Social Security Programs!

Estimates of the distribution of costs and benefits are based on informa-
tion from the Survey of Consumer Finances carried out by Statistics
Canada. Calculation of total benefits to families is straightforward for
programs involving cash transfers. Benefits from health programs are
delivered in kind, however, and have to be valued at the cost of the services
consumed. Only part of the funding of program expenditures can be linked
to family units. This is known as the “direct costs.” In the contributory
schemes - Unemployment Insurance, Canada and Quebec Pension Plans,
and (in some provinces) Medicare - the premiums paid by family members
help to cover program costs. If the assumption is made that the employer’s
contribution is ultimately paid for by the employee, this can also be
regarded as a contribution to the costs of the program by family units. To
the extent that a program is funded from the general revenues of the
provincial or the federal government, a portion of the income tax paid by
family units can be treated as a cost of that program to families. Since
premium contributions are tax deductible, thereby reducing income tax
obligations, however, this must be taken into account when calculating
costs of a particular program. Similarly, benefits under some programs are
taxable, and this extra tax should be considered a program cost to families.

The net benefit received, therefore, is the difference between total
benefits (before tax) and the costs attributable to the families in question.
The progressivity of a program depends on the amount of the benefits
that family units in the lowest income quintiles receive, on average,
compared with those in the highest income quintiles.

In calculating the distribution of net benefits, the usual procedure
compares the distribution of the gross benefits of a program with the
distribution of the costs, as if the latter were borne by raising income
taxes. This is a manageable calculation. In fact, it is likely that the costs
would be borne by raising a variety of taxes, including indirect taxes. The
calculations would then be very difficult, if not impossible, with available
information. One should bear in mind, therefore, that the usual calcula-
tion overstates the progressivity of the net benefits somewhat, as the
income tax is more progressive than the average for the tax system.

I This Appendixis based on J. E. Cloutier, “The Distribution of Benefits and Costs of Social
Security in Canada, 1971-1975,” Economic Council of Canada Discussion Paper 108,
February 1978; and J.-A. Boulet and D. W. Henderson, “Distributional and Redistri-
butional Aspects of Health Insurance Programs in Canada,” Economic Council of
Canada Discussion Paper (forthcoming).
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