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Foreword 

The purpose of the Annual Review is to reflect upon the key developments influencing 
the performance of the economy, to consider the opportunities and challenges that lie 
ahead over the medium to long term, and, as required in the Economic Council of 
Canada Act, "to compare [these] prospects with the potentialities for growth in the 
economy." Today, as we approach the deadline for negotiating a potentially historic trade 
liberalization agreement between Canada and the United States, these matters take on 
new meaning. 

Canada has traditionally depended upon international trade and foreign investment for 
much of its prosperity. In recent years, the exposure to international economic develop 
ments has been enhanced by the growing integration of world markets for goods, 
services, and financial capital. Investors are making decisions on the basis of global 
comparisons, and savings portfolios are becoming increasingly diversified. The well 
being of Canadians is thereby inexorably linked to international markets. 

The world economy is now struggling to cope with the legacy of a period marked by 
oil shocks, double-digit inflation, a sizable recession, and a slump in commodity prices. 
That legacy includes serious imbalances in currency alignments and in world trade and 
indebtedness. Because part of this imbalance is due to the remarkable vitality of newly 
industrializing nations around the Pacific Rim and elsewhere, fears have been expressed 
about the competitive survival of many traditional domestic industries. Increasingly, in 
one country after another, governments are being asked to raise protective barriers 
against foreign competition. Against this background, Canada has entered into the new 
Uruguay Round of negotiations at the General Agreement on Tariffs and Trade and has 
also undertaken bilateral negotiations with the United States. 

Last year, the Council commenced work on the implications for Canada of lower 
multilateral and bilateral trade barriers. In Changing Times (October 1986), we reported 
our overall projections for the economy under three alternative possibilities: protec 
tionism with retaliation; the mutual removal of Canada-U.S. trade barriers; and the 
removal of the trade barriers, accompanied by stipulated productivity gains in manu 
facturing resulting from access to, and competition within, the wider North American 
market. Almost immediately we were asked by officials at both levels of governments 
and by community and industry representatives to elaborate on our findings in terms of 
specific regions, industries, and occupations. Over the past year, our researchers have 
probed more deeply. Their quantitative results, originally presented in an authored 
Discussion Paper No. 331, are described here, along with the results of additional work 
on labour market impacts. As well, the Council has views on the potential impact that 
increasingly protectionist trade legislation in the United States could have on Canada's 
unique systems of regional, social, and cultural support. 

Any projections of the Canadian economy must have, as a starting point, a set of 
assumptions and an analytical framework. That framework is grounded in past patterns 
of behaviour. For purposes of modeling, these relationships are transposed into a set of 
mathematical equations, suitably tested for their consistency. Simulations are then run, 
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based on certain key assumptions about the international and domestic economies and 
the policies of various governments. How closely the model's projections will resemble 
the ensuing reality will depend on the internal structure of the model and on whether the 
unfolding of events coincides with the key assumptions employed. We have great 
confidence in the internal structure of the forecasting models that we have used; but it 
would be folly to expect that all of our assumptions about the future will be accurate. 

These caveats notwithstanding, most members of the Council have confidence that the 
numerical projections in this Review accurately reflect the direction and the relative size 
of the impacts of the hypothetical trade agreement examined. They also recognize that 
there is more at stake in the current trade negotiations than industrial competition. What 
we are witnessing is an effort to redefine North American trade and economic relations. 
Whatever the outcome of the bilateral and multilateral trade discussions, Canadian 
managers and workers face a lot of adaptation. We are confident that they have the knowl 
edge and ability to reach outward in order to compete successfully in the broader world 
arena. And the Economic Council of Canada will do its best to continue to provide 
informed analysis of the trade-policy environment that is now unfolding. 

Judith Maxwell 
Chairman 
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READER'S NOTE 

The reader should note that various conventional 
symbols similar to those used by Statistics Canada 
have been used in the tables: 

figures not available 
figures not appropriate or not applicable 
amount too small to be expressed 

- nil or zero 
e estimated figures 
x data confidential, to meet the secrecy 

requirements of the Statistics Act. 

Details may not add up to totals because of 
rounding. 



1 A Global View 

Canada is in its fifth year of growth since the ravages of 
the 1981-82 recession. In the intervening period, Cana 
dians have become more affected than ever by business, 
financial, and government decisions taken outside their 
borders. Each year the volume of world output and of 
world trade increases, and each day billions of dollars are 
transmitted electronically between countries, in response 
to myriad commercial opportunities. Savings from many 
parts of the world are attracted to Canada, just as Canadian 
savings are seeking profitable ventures abroad. 

Canada has been greatly enriched by the growth of 
world commerce, as have other industrialized countries. 
Yet, ironically, the freer the interchange of commerce 
between nations, the more exposed each nation and its 
citizens become to the practices and policies of others. 
This has brought new challenges and tensions, as govern 
ments have sought to pursue both their national and 
international ambitions. Greater economic integration and 
interdependence inevitabl y create pressures for the normali 
zation or harmonization of laws governing commercial 
transactions, just as they call for greater monetary and 
fiscal coordination among the major western govern 
ments. Yet each nation is accustomed to its own way of 
doing things, and each government must recognize that 
its primary obligations are to its own electorate. Thus, 
even among the leading western nations, the achievement 
of international coordination is difficult at the best of 
times. Today huge imbalances of foreign trade and 
investment flows make the task even more difficult, yet 
even more necessary. Canadians will need to take these 
global perspectives into account if they are to respond 
successfully to the competitive challenges that will arise 
in the years ahead. 

The New Realities 

In reviewing the course of history, one is struck by the 
patterns of rise and demise of individual nations' wealth 
and influence. Examples include the dominance of Spain 
in the days of sailing, discovery, and colonization; that of 
the United Kingdom in the nineteenth century; and that of 
the United States in the twentieth century. The prospects 
are that Japan and the Pacific Rim - and, possibly, a 
revitalized and integrated European Economic Community 
- could become the leading engines of growth in the 
twenty-first century.' This shifting pattern of leadership 

occurs because countries - by domestic initiative, 
technological breakthroughs, resource discoveries, or war 
- take a quantum leap over others in productivity perform 
ance and real per-capita incomes. Subsequently, a process 
of catch-up and convergence occurs as trailing nations 
adopt, or improve upon, many of the leader's 
technologies.? This quickens their rate of structural 
change without their having to experience some of the 
manpower or capital shortages that confront the leader. 
Eventually, the leader's gradual loss of pre-eminence 
gives rise to inward-looking protectionist sentiments. 
Loss in the share of world trade is accompanied by 
charges of "unfair competition" and the advocacy of trade 
measures to force reciprocal access to foreign markets. 

Such was the case, for example, in the United 
Kingdom in the late 1800s with the rise of such 
organizations as the National Fair Trade League and the 
Reciprocity Free Trade Association. Such is also the case 
with the present trade bill (H.RJ) passed by the U.S. 
House of Representatives and the alternative bill (S.490) 
recently adopted by the U.S. Senate.' 

The parallel also holds with regard to shares of world 
output and trade. During the four decades prior to the First 
World War, Britain's share of world industrial production 
fell by half; her share of world manufactured exports, by 
one-quarter. Since 1950 the U.S. share of world GDP has 
dropped by half from 40 to less than 22 per cent; and its 
share of world trade has declined by more than one-third - 
from 17 to 11 per cent. In both periods, the pace of 
economic growth in the leading country fell behind that 
of its major competitors.' 

There is, it can be argued, a strong correlation between 
the "diminished giant" syndrome and the tensions that 
now surround the U.S. foreign political and economic 
agenda. In a world in which the growth of knowledge and 
scientific expertise is progressing almost exponentially, 
the productivity levels of most of the industrialized and 
industrializing nations have been converging; and the 
dominance of the United States in terms of per-capita 
wealth and income has diminished though not dis 
appeared. 

Equally there is ample evidence in Congress and 
throughout the United States of rising protectionist 
sentiments and disenchantment with the trading success 
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and practices of other nations. Chart 1-1 shows the sharp 
divergence in current-account balances since 1981, as 
Japan and West Germany racked up big surpluses and the 
United States ran into deficit. This deficit reflects the deep 
penetration of imports into the U.S. market, which forced 
shutdowns and rationalization by many manufacturers 
who, quite naturally, complained to their Congressmen 
and Senators about unfair competition. The U.S. trade 
deficit has diminished since mid-1986, thanks to harsh 
cost-cutting by industry and to the depreciation of the 
U.S. dollar. Nonetheless, the deficit remains large, and 
the political pressure to block import competition has not 
lost its momentum. 

While differences still exist between the views of the 
Administration and those of Congress, the growing 
rhetoric for "fair" trade, "reciprocal access to markets," and 
"level playing fields" augurs for increased use of 
countervailing, antidumping, and other voluntary or 

Chart 1-1 

involuntary trade restrictions, or even the application of 
across-the-board import surcharges. Even now, voluntary 
restraint agreements - which, being bilaterally negotiated, 
violate Article 1 of the General Agreement on Tariffs and 
Trade (GATT) - apply to over 40 per cent of U.S. 
imports. Of course, many Americans would respond that 
their effective tariff rates are lower than those of most of 
their OECD competitors and that their nontariff barriers 
are far less pervasive or subtle than those found in Japan 
and Europe. And they are right. But the very size of the 
United States and the stridency of those who would 
subscribe to "fairer" as distinct from "freer" trade give 
cause for alarm. 

The savings and investment circumstances of nations 
also show a distinct pattern during their various stages of 
development. Traditionally, countries in their early 
growth years have limited savings, so they draw upon 
foreign know-how and capital to finance imports of 

Current-Account Balance as a Proportion of GDP, United States, Japan, and 
West Germany, 1981-86 
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machinery and equipment and to build the material and 
social infrastructure they require. This usually gives rise 
to trade deficits and growing debt obligations. As these 
countries mature and become viable in their own right, 
they frequently run trade surpluses with which to service 
or reduce their foreign indebtedness. Ultimately, with 
rising incomes and domestic savings, these nations - 
once industrialized and advanced - become net lenders, 
enjoying a net inflow of interest payments and running 
modest trade deficits that provide export earnings for other 
developing countries. 

Such, for instance, is a reasonably apt description of 
the early period of British hegemony, when the United 
Kingdom invested heavily in the development of the 
United States, Canada, and other parts of the Empire. It 
also fittingly describes the postwar situation in this 
century, when the United States, through the Marshall 
Plan and related aid, helped to re-establish war-ravaged 
Europe and Japan. Subsequently there was considerable 
private and public U.S., European, and Japanese lending 
abroad. In many respects, this debt-cycle hypothesis lies 
behind the lending practices of the International Monetary 
Fund and the World Bank; and it was the model that 
guided the recycling of OPEC funds and western loans to 
South American, Asian, and African nations during the 
1970s, when real world interest rates were low or 
negative. 

But the United States no longer fits this prototype of 
the mature industrialized nation exporting capital to other 
developing or maturing economies. Although a great deal 
of U.S. direct and portfolio investment continues to find 
its way abroad, the bottom line is that the United States 
is now the world's largest debtor nation. It is also, 
paradoxically, a target for investment by countries with 
surplus savings, and a haven for the substantial capital 
flight from Latin American and other debtor nations. This 
debtor position of the United States is the direct result of 
domestic fiscal stimulation through large federal budget 
ary deficits, combined with relatively tight monetary 
constraints to curb inflation, which together raised real 
interest rates in that country to record highs. This led first 
to a seriously overvalued U.S. dollar (which discouraged 
exports and encouraged imports) and produced huge trade 
deficits in the United States, coinciding with equally large 
surpluses for Japan and most of western Europe. Clearly 
this imbalance was unsustainable. 

Commencing in 1985 and supported by government 
"jawboning" in meetings of the finance ministers of the 
major industrial countries - the Group of Five ("G-5") 
and the Group of Seven ("G-T') - the U.S. dollar has 
dropped by about 40 per cent against the Japanese yen 
and the main European currencies, and the trade deficit has 
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begun to diminish. Still there are real questions as to 
whether the United States can reverse its trade flows by 
enough, or soon enough, to service adequately its rapidly 
rising foreign indebtedness. Net U.S. foreign debt 
amounted to an estimated $264 billion in 1986, compared 
with net assets of $141 billion in 1981 (Chart 1-2). By 
the early 1990s, net debt could well total $1 trillion - an 
amount equal to the total outstanding debt of all 
underdeveloped countries today. At today's interest rates, 
just to service that projected debt alone would require 
export surpluses in real terms of about $60 billion. Given 
this year's estimated trade deficit of about $140 billion, a 
swing in the balance of trade in the order of $200 billion 
would be needed in order to stop the rise in net debt 
outstanding. 

Clearly, the United States has a formidable task ahead 
of it in seeking a shift of this magnitude in its trade 
balance. In the absence of substantial real growth in other 
OECD countries - in the order of at least 3 per cent per 
annum - which may in turn require strong growth 
initiatives by Japan and West Germany, the prospects of 
the United States rectifying its trade imbalance without 
resorting to protectionism are not especially strong. If 
such growth can be achieved, however - and to do so will 
require fiscal stimulus by the major surplus nations - it 
will be easier for the United States to accelerate its return 
to a better trade balance; in addition, the debtor countries 
in the developing world will be able to increase their 
revenues from exports and thus ease the burden of their 
debt load. Unfortunately, the current indications are that 
the major surplus nations - notably West Germany and 
Japan - are not, as yet, prepared to move far enough or 
fast enough to facilitate this adjustment process. In these 
circumstances, the breeding ground for protectionism in 
the United States is bound to grow. 

There are actually three possible exits from the 
impasse. The first and most favourable for all trading 
nations is, as just suggested, the growth solution. Since 
U.S.-led growth shows signs of faltering, this requires the 
other major industrial countries to grow faster than the 
United States, thus creating a demand for U.S. exports 
and offering alternate markets for exporters who now sell 
to that country. This realignment of growth rates should 
be accompanied by a significant cut in the U.S. budget 
deficit so that the United States can rely more upon 
domestic saving and less upon capital inflows. U.S. 
officials have been pushing the first part of this option, 
pressuring Japan and West Germany to stimulate 
domestic growth through tax cuts and/or government 
spending increases - so far, to little avail. And, neither 
the U.S. Administration nor the Congress has been able 
to make much headway in significantly reducing the 
federal deficit. 
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Chart 1-2 
International Investment Position, United States, 1975-86 
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The two other possible exits are considerably more 
destabilizing. One would consist of a further depreciation 
of the U.S. dollar, while the other would involve a resort 
to heightened protectionism, which could well run the 
risk of provoking a global recession. 

Should the U.S. dollar be forced or encouraged to 
depreciate further, the effect would be to repudiate a per 
centage of that country's indebtedness to creditors abroad 
(since U.S. liabilities are mostly denominated in U.S. 
dollars). This, indeed, was what occurred in the early 
1970s, when the United States was also importing capital 
to finance the Vietnam War and elected to let the price of 
gold float. In this context it is not surprising that foreign 
investors began acquiring more diversified portfolios, so 
that between 1977 and 1985 the share of U.S. dollars in 
identified official holdings of foreign exchange dropped 
from 80 to 65 per cent, while those denominated in 
German marks and Japanese yen increased com men 
suratcly.> A further "freefall" of the U.S. dollar would 
also be destabilizing in the sense that it would likely 
coincide with a speculative exodus of capital and with a 
resurgence of inflation and higher interest rates in the 

United States. This would increase the likelihood of 
another recession in that country. 

The third option, which involves aggressive trade 
tactics and protectionist measures aimed at reducing the 
U.S. trade imbalance, together with a rise in interest rates 
to contain inflationary pressures, could be harmful to 
world trade and output growth. It could be potentially 
devastating for Third World countries - mainly Latin 
American countries. Interest payments on their debts are 
tied to U.S. interest rates, and they rely on export growth 
to finance the debt repayments. It "would force the debtor 
countries to choose between a sharp reduction in growth 
and a moratorium on interest payments [or] induce the 
debtors to form a cartel [to abrogate] the recent loan 
agreements. "6 

In short, the fate of many countries, including Canada, 
lies in the way the major industrial countries work out an 
exit from the impasse. Perhaps the most sanguine view, 
over the longer term, is that through a process of steady 
interaction with the other major western nations, along 
with progress in reducing the federal deficit, the United 



States will avoid extreme protectionism and will allow 
the currency realignment of the past two years to exercise 
its gradual equilibrating effects on trade. 

One reason that we do not write off the more favour 
able exit pattern is the latent strength and resiliency of the 
U.S. economy. For what can be observed is that the 
United States has been channeling significant amounts of 
foreign savings into the modernization of its industrial 
structure. Important aspects of these borrowings have 
been the issues of Eurobonds by U.S. corporations, the 
flow of European direct investment funds into the oil and 
gas and the manufacturing industries, and Japanese invest 
ments in U.S. government bonds and direct investments 
in trade and financial services,' The upshot will be a 
massive restructuring of U.S. industry, aimed at main 
taining domestic and international competitiveness by 
drastically reducing the cost of production.ë Indeed, 
according to the European Management Forum, the 
United States continues to lead the world in technology 
development.? Notwithstanding the current protectionist 
sentiments and the problems posed by future foreign debt 
service payments, the "diminished giant" is far from 
abandoning its traditional dominating economic role on 
the international stage. 

Nevertheless, we cannot ignore the warning signals. 
The seeds of protectionism and of slower growth have 
been sown; it will take wise economic management to 
avoid serious misadventures in the global economy over 
the next few years. In the process, Europe and Japan will 
have to pick up some of the slack in international 
economic growth that will follow from efforts by the 
U.S. government to curb its budget deficit. 

Growing Internationalization 

Canada has always been a trading nation, exposed to 
the ebb and flow of international demand and supply of 
goods. Over the past decade, this exposure has increased 
significantly as markets for goods and for capital have 
become unified into one integrated system. Today, 
corporations in almost all nations are making investment 
decisions on the basis of global cost comparisons and the 
prospects for international sourcing. As a result, trade 
now increasingly involves components as well as finished 
goods. 

Comparative advantage in locating production facilities 
can now shift dramatically in response to both market and 
nonmarket initiatives. It can derive from research and 
development, leading-edge innovation, and very effective 
sales and marketing - such as, for instance, the Japanese 
have achieved with video cassette recorders. It can be 
shaped by resource discoveries that supplement a nation's 
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stock of physical and human capital or by price shocks 
such as those initially generated by the OPEC cartel. It 
can be artificially created or maintained by government 
subsidies and other forms of protection; or, more often 
these days, it can be shaped, at least in the short run, by 
exchange-rate swings. 

Exchange rates have become extremely volatile, driven 
less by trade (the traditional influence) and more by 
capital flows, at least in the short run. Part of the 
growing influence of capital flows has, of course, been 
associated with the widespread deregulation of complex 
domestic rules covering deposit-taking, insurance, and 
securities institutions, as well as with the growth - in 
North America, at least - of pension funds and other large 
pools of savings. Another part has been related to the 
sharp increase, at least until recently, in international 
commercial bank lending. 

In contrast to the growing protectionism on the trade 
front, widespread liberalization has taken place in most of 
the world's major financial centres. With increased 
competition, sharply reduced costs of international transac 
tions, and a quickening of the speed and volume of 
information flows, a wide range of new investment and 
savings options has opened up.1° 

The lack of world regulation of financial markets - 
combined, on occasion, with the herd instinct of 
speculators - evidently increases the risks for borrowers 
and lenders, and the potential instability of exchange 
rates. Indeed, one of the legacies of the period of high 
inflation arid the recycling of OPEC funds has been the 
shift in financial markets to shorter-term maturities and to 
new instruments that were introduced as hedges against 
unforeseen risks but are often used for speculative 
purposes. Many large organizations have taken pains to 
diversify their portfolios considerably on a global basis 
and are thus far more concerned than before with 
international interest-rate differentials and exchange-rate 
movements. 

The decision by the major industrial countries in the 
early 1970s to let exchange rates float was intended to 
give governments greater autonomy over monetary and 
fiscal policy. It now appears, however, that those floating 
rates set in train a number of unforeseen and undesirable 
effects. The first was that by moving from fixed to 
flexible exchange rates, a major domestic constraint to 
keep inflation rates down - or at least in line with those 
in the dominant (U.S.) economy - was removed. The 
second was that exchange rates were allowed to respond to 
concerns about the future course of inflation and to 
speculative and other pressures, and thus to get out of line 
with each nation's true competitive cost situation. Not 
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surprisingly, with capital becoming highly mobile 
internationally, the upshot was rising inflation rates, 
misalignments of currencies, and speculative surges. The 
economic consequences of these developments have been 
described: 

massive payment imbalances, consequential 
international investment flows that bear no relation 
ship to the real scarcity of capital, distortions to the 
optimal time pattern of consumption, unnecessary 
adjustment costs as resources are shifted back and 
forth between the tradable and nontradable sectors, 
the destruction of productive capacity, possible 
ratchet effects on inflation, and protectionist pres 
sures.'! 

All of these problems have forced governments to 
acknowledge that autonomy over economic policy is 
clearly limited. Events in integrated markets know no 
borders. The 1985 Plaza Agreement of the major indus 
trial countries marked a shift in thinking towards greater 
international monetary coordination and exchange-rate 
management. Specifically, proposals were advanced for 
the major countries to set exchange-rate targets consistent 
with domestic medium-term circumstances and goals. 
Participating countries would be expected to conduct 
macroeconomic policies so as to keep their exchange-rate 
fluctuations within 10 per cent of the target. More 
recently, at the 1986 Tokyo Summit, interest focused on 
the use of common "indicators" to help achieve greater 
policy harmonization. However, little progress was made 
over the following year in reaching agreement on an 
approach, and the subject was not even raised in the final 
communiqué of the 1987 Venice Summit. Whether this 
represents a weakening of resolve remains to be seen. 

Nonetheless, whatever the outcome, several points are 
clear. First, the process of competition, deregulation, and 
financial innovation has blurred the separation of 
functions between the various financial intermediaries. 
Second, increased competition has prompted investors to 
shift frequently between substitute assets in response to 
interest-rate spreads at home and abroad. This has resulted 
in a narrowing of the spreads, and that, in tum, has 
diminished somewhat the ability of central banks to 
monitor and control the main monetary aggregates. The 
result has been a refocusing of central-bank policies from 
attempts to influence domestic interest rates, and 
particularly the spread between interest rates, to working 
through exchange rates in order to influence macro 
economic performance and competitiveness. While we do 
not necessarily share the pessimism in the following 
assessment of the recent G-5 and G-7 initiatives, the 
warning is clear: 

They will not succeed in stabilising exchange rates, 
unless they either tum back the clock by moving to 

constrain international capital flows, or agree, and 
so act, to give up a much greater degree of national 
autonomy for independent (monetary) policy.12 

At a minimum, this means that the leading industrial 
nations must explore systematically the options that exist 
between the two extremes of fixed and floating exchange 
rates. 

International Debt Management 

Another area where coordination and action are required 
is in helping the less developed countries (LDCs) to work 
off their debt burdens in a way that will not destabilize 
the international financial system. The problem encom 
passes two groups of countries: the first comprises 
impoverished African countries, which have crushing debt 
burdens but which are too small to cause any significant 
disruption to their lenders (mainly governments and inter 
national agencies); the second is made up of countries 
(mainly Latin American) that owe very large amounts to 
commercial banks. 

In 1982, the outstanding debt of the LDCs was 
reported at about US$740 billion. It reached close to 
US$900 billion in 1985 and, according to the World 
Bank, will exceed US$1 trillion at the end of 1987. Half 
of this debt is owed to banks. Latin American and 
Caribbean countries account for the largest proportion of 
Third World debt (43 per cent of the total). Within Latin 
America, about three-quarters of the total indebtedness is 
accounted for by Brazil, Mexico, Argentina, and 
Venezuela. 

For both small and large debtor nations, the problem is 
similar. Developing countries cannot grow and develop 
without an inflow of capital. If a large portion of their 
export earnings is used to service their debt, this reduces 
the foreign-exchange earnings available to finance imports 
of necessities, components, or investment goods. The 
problem is compounded if heavy debt-service payments 
are accompanied by capital flight. This is the "Catch 22" 
of the LDCs. In the case of the African countries, 
policymakers must agree on a plan to forgive existing 
debt and examine very critically plans to get the 
economies growing again. (Five of those countries - 
Morocco, the Ivory Coast, Zaire, Zambia, and Mali - 
suffered declines in GNP of over 30 per cent between 
1980 and 1985.) The amounts of money involved are 
small, so the obstacles here are technical and bureaucratic, 
aggravated by the lack of political clout of those 
desperately poor nations. In the broader context, the 
International Monetary Fund is now proposing to deal 
with the issue by tripling the funds available to low- 



income countries through its "structural adjustment 
facility" over the three years 1988 to 1991, and to lower 
interest rates on the debt of those countries. Canada has 
agreed to contribute, but this initiative is awaiting 
approval by the United States and Japan, among others. 

The obstacles in the way of a solution for the bigger 
countries with huge debts are much more complex. 
Despite the hopes engendered by the so-called "Baker 
Plan" put forth in 1985 by the U.S. Secretary of the 
Treasury - encompassing internal structural policies to 
promote growth and investment, more lending by the 
International Monetary Fund and the World Bank, and 
increased financing from private sources over a period of 
three years - little progress has been achieved. 

To some extent the problem has actually grown worse, 
as the indebtedness of LDCs has risen not only in 
absolute terms but also in relation to gross national 
product. Brazil's ratio of debt to GNP rose to 51 per cent 

Table 1-1 
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in 1985 from 34 per cent in 1982. In 1985 the ratio for 
Argentina was 80 per cent; and for Chile, 142 per cent. 
Had it not been for rescheduling agreements and for the 
decline in world interest rates, debt-service payments as a 
proportion of export receipts would have also risen. 
Indeed, the ratio did increase for Mexico and Argentina, 
and even for the countries where it declined, it remains at 
a high level (Table 1-1). 

On the other hand, the situation of the lenders has 
improved. It is true that commercial banks are still 
heavily involved, but in the case of Canadian banks, for 
instance, while outstanding loans accounted for about 
114 per cent of the equity of the six largest Canadian 
banks in 1983, they accounted for 82 per cent of equity 
in 1986.13 The financing extended by U.S. banks to Latin 
American countries has declined even more. To compen 
sate for this tightening of the private purse, the 
developing countries have had to trim their imports 
dramatically and to tum to official lenders. IMP loans lO 

Debt Position of Selected Developing Countries, 1980, 1982, and 1985 
Total external debt 

As a proportion of export earnings 

As a proportion of GNP Interest plus 
amortization on 

Amount Total debt Interest only Interest only long-term debr 

(Billions of US$) (per cent) 
Brazil 1980 70.2 29.0 2.6 27.1 56.4 

1982 91.3 34.0 3.5 39.8 71.7 
1985 106.7 51.3 3.8 27.2 34.9 

Mexico 1980 57.5 31.9 2.6 18.6 38.0 
1982 86.1 55.5 5.0 28.1 44.6 
1985 97.4 58.3 5.7 31.7 48.2 

Venezuela 1980 29.6 50.2 2.1 5.5 13.3 
1982 31.8 48.0 2.5 8.1 16.0 
1985 32.1 66.0 2.8 8.2 12.9 

Argentina 1980 27.2 51.1 1.6 7.5 17.7 
1982 43.6 79.9 2.4 13.5 23.9 
1985 48.4 79.9 5.7 33.6 41.7 

Philippines 1980 17.5 49.6 1.7 7.2 13.9 
1982 24.3 61.9 2.4 11.6 24.4 
1985 26.2 80.6 3.0 12.2 19.5 

Chile 1980 12.1 45.5 3.5 14.6 37.9 
1982 17.3 77.9 8.7 37.8 62.1 
1985 20.2 142.2 11.6 35.0 44.1 

1 For Argentina and Venezuela, me figures pertain to me public debt only. 
SOURCB World Bank, WorldDebl Tables (Washington, D.C., 1987). 
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those countries, which accounted for only 1.6 per cent of 
the total indebtedness in 1980, rose to 4.2 per cent in 
1985. 

Meanwhile, private financial markets themselves are 
slowly responding to the situation. A growing secondary 
market is developing for the debt of some of the larger 
Third World debtors. Use of the secondary market enables 
banks to increase the liquidity of their loans and, by 
various means (including debt-option equity swaps), to 
decrease their exposure to specific countries. The recent 
write-down by some banks of some of their Third World 
loans makes it easier for them to participate in this 
market, since the loans already written down would not 
represent too great a loss when traded at market prices. 
(These market prices range from over 62 per cent of face 
value for the Venezuelan debt to around 10 per cent for 
that of Peru. The price of Mexican debt has been just 
under 50 per cent.)14 The secondary debt market, however 
small (US$5 billion in total volume in 1986), represents 
a positive response by private lenders and indicates that 
many banks are facing hard reality and valuing their loans 
at what they are worth. 

The major problem in helping the "big" debtors among 
the LDCs to cope with their debt burden is lack of 
leadership. The international financial organizations (the 
IMF and the World Bank) have had only limited resources 
with which to extend additional credit. The mature creditor 
countries - Japan and West Germany - have not taken a 
leadership role, though there is growing pressure on Japan 
to do so. The United States is handicapped by its own 
burgeoning debt and by strong political resistance to any 
measures that would appear to bailout the commercial 
banks. The price of limited action to date has been a 
deterioration in the financial health of the debtor countries 
and a major constraint on the growth of world trade. With 
a renewed flow of credit, properly tied to commitments 
for domestic reform, these debtor countries could poten 
tially be major importers once again - a source of demand 
that would be a welcome contribution to the growth 
option described earlier. Without a new flow of credit, the 
pressures of depressed growth and political instability will 
mount. 

The Canadian Situation 

Canada must obviously learn how to navigate in a 
world economy that is much more turbulent and fiercely 
competitive than in any previous period. One of the key 
objectives for economic policy is to make the economy 
resilient enough to withstand unfavourable shocks - low 
commodity prices or financial disturbances, for example. 
The recovery that followed the 1981-82 recession has 

been very unbalanced regionally, giving the appearance of 
there being "two Canadas" - a prospering urban concen 
tration within the Montreal- Toronto-Windsor axis; and 
relatively depressed conditions elsewhere. But there are 
signs that the worst is over, and while the constraints on 
policy independence imposed by the increasing integration 
of markets must be recognized, Canadians are already 
turning their many advantages, as citizens of an informed 
and modem, outward-reaching nation, into opportunities. 

We believe that Canada is well placed to search out the 
new markets of the world. 

First, Canada has a demonstrated capacity to trade 
competitively with Japan, Europe, and the newly 
industrialized countries. Its multicultural society helps to 
forge trading and financial ties around the world and 
fosters a distinctly more outward orientation than that of 
our larger neighbour. In particular, as a relatively smaller 
nation, Canadians have been able to establish trading and 
related ties abroad, unhindered by the political baggage 
attached to the commercial relations of the United States 
and some European countries. 

Second, the realignment of the Canadian dollar with 
respect to the yen and to the European currencies over the 
past year has already enabled us to expand our export 
opportunities in Japan and the European Economic 
Community. 

Third, although too few Canadians realize it, we are 
ahead of most other countries in our use of basic 
technologies such as satellite communications, remote 
sensing, and optic-fibre networks. We therefore have the 
capacity to specialize and to make broader and more 
effective commercial use of these and other new technol 
ogies than do many of our competitors. At the moment, 
however, we lag behind in the use of robots, computers, 
and process technologies in the workplace, as we 
explained in a recent statement.t> 

Fourth, Canadian firms and institutions now attract 
capital flows from around the globe. These capital flows 
bring with them technologies and expertise that enhance 
competitiveness. At the same time, Canadian firms are 
themselves gaining experience as multinationals. Not 
only do we have a substantial trade surplus with the 
United States; we are also a net exporter of capital to that 
country. 

Finally, we are a young and informed society. Among 
OECD countries, Canada has a larger share of young 
adults in full-time postsecondary educational courses than 
all but the United States. Industrially we are becoming 
increasingly diversified; Canadians are also showing a 



greater willingness to form their own businesses, and in 
recent years there has been an unprecedented surge of new, 
small enterprises in all parts of Canada. 

The Need for Growth 

Clearly, the industrialized and developing nations, 
together, need a period of sustained growth to restore con 
fidence and financial stability. The developing countries 
and the United States alike require an environment in 
which they can expand their exports. The alternative is 
protectionism, leading to stagnation or worse. All of this 
calls for international cooperation in an increasingly 
interdependent world. While the proposals put forward by 
the G-5 or G-7 have, so far, resulted in broad statements 
of intentions, more substantive measures are required. 
Most important are understandings and actions that will 
help to restore healthy trade relations among the nations 
of the world without resort to increased trade restrictions. 

As for Canada, one thing is clear. We cannot stand 
still. Too much is happening on the technological, 
financial, and trade fronts. We have much to gain if we 
exercise the ingenuity and knowledge that we have 
developed over the years. But first, Canadians must do 
more to improve the order in their own house. For the 
private sector, there is no choice but to gear up for 
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productivity improvements by seeking out economies of 
scale, finding a suitable market niche, and adopting the 
newest technologies. As world markets become more 
competitive, initiatives of this kind will be required 
whether or not trade barriers with the United States are 
reduced. For policymakers, this is a time to get the 
fundamentals right in terms of tax reform, competition 
policy, and the reduction of barriers to savings, invest 
ment, and trade; mechanisms to coordinate economic 
policy among the major industrialized countries must also 
be developed. The Canadian authorities must strive to 
maintain the growth momentum and steadily address the 
issue of the federal debt. 

In Chapter 2, we examine Canada's performance and 
the prospects for the medium term, taking into account 
the recent tax-reform proposals. Then in Chapter 3, we 
focus on one of the most important commercial-policy 
initiatives in Canada's history, analysing the conse 
quences of a Canada-U.S. free-trade agreement for 
employment and output. In Chapter 4, we examine the 
growing pressure to harmonize policies across the Canada 
U.S. border, paying special attention to subsidies, health 
care, unemployment insurance, and the cultural industries. 
Chapter 5 provides a summary and conclusions, and 
examines Canada's options should trade talks with the 
United States fail. 



2 The Medium-Term Outlook 

Canada's future economic prospects hinge, more than 
ever, on developments in the global economy. Sub 
stantial increases in the integration of world markets for 
commodities, manufactured goods, services, and capital 
mean that no matter how well we manage our affairs, 
fluctuations in our economic performance will be influ 
enced substantially by external events. One important 
message of Chapter 1 is that we face an uncertain, even 
volatile, international situation. This volatility will 
certainly colour any assessment of economic prospects for 
the period 1987-91. Most importantly, it makes it vital 
for Canadian policymakers to focus on initiatives that 
will reduce Canada's vulnerability to unfavourable 
"shocks" from abroad. 

The Council has traditionally put forward a "base case" 
that characterizes the medium-term outlook, bounded by 
an "optimistic case," where all goes well on the 
international scene, and by a "pessimistic case," where 
unfavourable trends emerge. Will the industrial countries 
find a way to coordinate economic choices and pursue a 
growth-oriented option? Or will their policy choices be 
destabilizing, provoking an economic slump or a resur 
gence of inflation and higher interest rates? We cannot 
answer these questions with certainty, but we find 
comfort in the fact that the Canadian economy has 
established a much more solid basis for economic growth 
over the past 12 months. 

Canada and the Recovery 

Central Canada is now enjoying an economic boom, 
triggered by, among other things, three favourable 
developments on the international scene: the fall in world 
oil prices in 1986; the decline in interest rates in 1986 
and early 1987; and the realignment of exchange rates that 
began in early 1985 (Chart 2-1). 

The drop in world oil prices and the decline in 
Canadian interest rates (made possible by recent 
substantial inflows of foreign capital, which also 
strengthened the Canadian dollar vis-à-vis the U.S. dollar) 
have left Canadians with more disposable income. This, 
in tum, has supported continued strength in consumer 
spending and, more recently, has led to a strong upswing 
in new home construction. These price and interest-rate 
developments have also reinforced the revival in business 

confidence, as indicated by the vigorous growth in machin 
ery and equipment investment that has taken place during 
the past three years. 

The exchange-rate realignment - and, in particular, 
developments in the markets for the U.S. dollar, the yen, 
and the mark vis-à-vis the Canadian dollar - has helped to 
improve net exports in two ways. First, it has made 
Canadian products more competitive in Europe and Asia, 
thus spurring exports to those markets. Second, it has 
also generated some strong gains in industrial production 
in the United States, resulting in increased demand in that 
country for Canadian industrial materials. 

The net result of this prosperity has been a sharp drop 
in the unemployment rate in the industrial centres of 
southern Ontario and southern Quebec, as well as a 
decline in the personal saving rate, as Canadians have 
become more confident about the future. In addition, 
government revenues (especially in Ontario) have 
increased in response to higher income and sales. At the 
same time, the trade surplus has diminished, as con 
sumers and businesses have increased their imports. All 
in all, it is fair to say that strong economic growth has 
been working its magic: some of the damage done by the 
1981-82 recession in terms of higher unemployment rates 
and government deficits has been repaired. In fact, 
Canada's growth rate of over 3 per cent in 1986 was the 
highest among the member countries of the Group of 
Seven (G-7). 

That magic, which favoured central Canada, has been 
slow to work its way through to the other provinces or, 
for that matter, to the northern regions of Quebec and 
Ontario. These areas are still dragging the anchor of low 
commodity prices. The prices of three commodities - 
food, metals, and crude oil - have fallen dramatically 
since the early 1980s (Charts 2-1 and 2-2). All three 
showed encouraging signs of bottoming-out in the 
summer of 1986, but the recovery to date in food and 
metals is certainly not strong enough to restore incomes 
in the resource-producing regions of Canada. 

The recovery in oil prices over the past 12 months is 
more encouraging, however. Higher prices, combined 
with the changes in tax policy introduced by the federal 
and provincial governments during the past year, have 
improved the cash flow to oil producers considerably 
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Chart 2-1 

Factors Contributing to Canada's Current Economic Performance, 1979-87 
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Chart 2-2 
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Commodity Prices and Grain Stocks, 1979-87 

1.40 World commodity price movements, metals 
1979 (first quarter) = 1.00 

1.40 

I I 
1979 

I I I 
1980 

I I I 
1981 

I I I 
1982 

I I I 
1983 

I I I 
1984 

I I 
1985 

I I I 
1986 

World commodity price movements, food 
1979 (first quarter) = 1.00 

I I 
1979 

I I I 
1980 

I I I 
1981 

I I I 
1982 

I I I 
1983 

I I I 
1984 

I I 
1985 

I I I 
1986 

Millions of tonnes 
400 

World grain stocks (end of crop year) 

1981-82 1984-85 1985-86 1986-87 

SoURŒ Estimates by the Economic Council of Canada. 

I I 
1987 

I I 
1987 



14 Reaching Outward 

since the abyss of mid-1986. Even though gas producers 
are still plagued by low prices and weak demand, there has 
been a notable revival in economic activity in Calgary 
(real estate prices are rising again, for example). A pick 
up in exploration and development activity is now under 
way, but it is still a far cry from the buoyant days of 
megaprojects and frontier activity, when the resource 
sector was a stimulus to growth for the whole Canadian 
economy. 

A revival in the oil sector will help Alberta and 
Saskatchewan, and perhaps Nova Scotia, Newfoundland, 
and British Columbia - provinces where the aftermath of 
the recession has dragged on for far too long. But true 
recovery in the West must await a recovery in agriculture, 
especially in Saskatchewan. Here, the prospects are not as 
favourable. As for the northern parts of central and 
western Canada, future prosperity hinges on rising metal 
prices. And for the Gaspé peninsula and parts of the 
Atlantic provinces, the future will be shaped not so much 
by the price of fish, which is currently booming, but by 
the availability of adequate stocks. 

The immediate price outlook is mixed. At the time of 
writing, oil prices were firming after showing signs of 
weakening, and much will depend on how successful 
OPEC members are in holding to their agreed production 
quotas. Wheat prices in 1987-88 will likely average about 
$170 per tonne; and feed barley, around $70 per tonne, 
down from 1986-87 levels. And while some progress is 
being made in reducing Canada's stocks of wheat and 
coarse grain, world grain stocks remain very large. As for 
raw materials and metal prices, 1988 is likely to see some 
modest strengthening of the recovery that commenced this 
year. 

World grain markets are clogged with excess supply, 
and governments may require years to unravel the 
excessive subsidies that created those surpluses in the first 
place. With production incentives far too high for current 
world market conditions, the cost of farm-price subsidies 
has increased dramatically in many countries. The mirror 
image of this, of course, is the difference between the 
prices received by farmers and the prices paid by con 
sumers, which has widened dramatically. 

In metal markets, Canadian producers are adjusting 
slowly to changing patterns of demand for industrial 
materials. For example, for some uses copper is being 
replaced by fibre optics, and steel by plastic or by lighter 
metals. They are also competing with new low-cost 
suppliers in developing countries. Most mines that are 
still operating in Canada can break even at current prices, 
but investment in new capacity will have to wait until 
the current ore bodies have been depicted. In short, we 

cannot bank on an early favourable turn in food or metal 
markets to correct the economic problems of both western 
and eastern Canada. 

Repairing the Damage 

What, then, is the state of the Canadian economy and 
the status of economic policy? What, if anything, can be 
done to reduce the damage done to the economy by weak 
commodity prices or to overcome the continuing ravages 
caused by the upsurge of inflation during the 1970s and 
1980s and by the recession of 1981-82? Three problems 
deserve special attention - regional disparities in growth 
and unemployment, government debt burdens, and produc 
tivity growth. 

Unemployment rates are still much too high, espe 
cially in the resource-producing regions of the country 
(Table 2-1). Unemployment in Ontario dropped to 
6.0 per cent in July 1987 - a level lower than in 1979, 
before the recession hit. In Quebec, the unemployment 
situation is also much better than it was at the depth of 
the recession, but not all the damage has been repaired as 
yet. In contrast, unemployment rates in the Atlantic 
provinces and in the western provinces are still well 
above their 1979 levels. This disparity in regional 
unemployment rates is a direct reflection of the slump in 
commodity prices described earlier. And because these 
prices are determined in international markets, govern 
ments have been forced to apply band-aids through 
financial assistance. The only alternative would be longer 
range strategies for economic diversification. 

One side effect of the ongoing slump in economic 
activity in both the western and eastern provinces has 
been the emergence of relentless demands on the federal 
government to spend more or to tax less in order to 
support the incomes of those who live in the depressed 
regions. At the same time, the lack of a sustained growth 
dividend from productivity has meant a weak expansion in 
the federal tax base in the corporate sector. And persistent 
deficits have led to a steady buildup of debt that must be 
serviced with dollars that could otherwise be used to 
finance more-substantive national programs. 

The result is that the federal government's fiscal 
position is still tenuous despite several years of rigorous 
spending restraint, which reduced federal outlays from 
23.5 per cent of GDP in 1984 to 22.3 per cent in 1986. 
The federal deficit as a proportion of GDP in 1986 was 
therefore 4.9 per cent - considerably higher than the 
3.4 per cent reported in 1979. The federal Minister of 
Finance is committed to reducing the deficit substantially, 
but that objective has proved difficult to achieve. Indeed, 
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Unemployment, Productivity, and the Federal Deficit, Canada, 1979-87 

1979 1982 

(per cent) 

Unemployment rate 
Newfoundland 15.2 16.8 
Prince Edward Island 11.2 12.9 
Nova Scotia 10.1 13.1 
New Brunswick 11.1 14.0 
Quebec 9.5 13.8 
Ontario 6.5 9.9 
Manitoba 5.4 8.4 
Saskatchewan 4.1 6.2 
Alberta 3.9 7.9 
British Columbia 7.6 12.2 

Canada 7.4 11.1 

Change in productivity 
(output per employed person) -0.2 0.0 

Federal deficit as a proportion of GDP -3.4 -5.4 

Interest on the public debt 
As a proportion of GDP 2.9 4.5 
As a proportion of federal expenditure 15.6 19.6 

1986 
July 
1987 

20.0 17.5 
13.4 13.0 
13.4 11.5 
14.4 13.5 
11.0 11.0 
7.0 6.0 
7.7 7.1 
7.6 7.7 
9.9 9.9 
12.5 12.4 

9.6 9.1 

0.5 

-4.9 

5.2 
23.2 

SOURCE Estimates by the Economic Council of Canada, based on data from Statistics Canada. 

in the minister's last two economic statements - the 
February 1987 Budget and the June 1987 White Paper on 
Tax Reform - it was necessary to undertake measures to 
speed up tax collections in order to stay on the fiscal 
track. 

As far as productivity is concerned, the aggregate rate 
of growth improved from 1983 to 1985 but has since 
faltered (Chart 2-3). Such gains can be achieved more 
easily if the economy is growing and business is 
investing. We shall show in Chapter 3, however, that 
while many Canadian firms in the primary and service 
sectors are no less productive than their U.S. counter 
parts, the manufacturing sector as a whole lags far behind 
that of the United States. The gap in manufacturing is of 
deep concern, because that sector is becoming increas 
ingly exposed to international competition. Manufac 
turing firms are therefore under immense pressure to 
modernize plant, equipment, and management systems in 
order to compete effectively in both domestic and foreign 
markets. 

The Policy Constraints 
Fiscal policy will be under considerable stress as long 

as the regional imbalances continue. The federal govern- 

ment will be the target of demands for continuing 
support from grain farmers and other groups. Our 
projections indicate, however, that even under the base 
case assumptions of continued economic expansion and 
rigorous spending restraint until 1990, the government 
will barely be able to keep to the fiscal track. Moreover, 
federal finances will remain vulnerable to any slowdown 
in growth abroad, as is shown in our pessimistic case. In 
a slow-growth or no-growth environment, the Minister of 
Finance can only offer support to one group in society by 
taking funds from others. It goes without saying that this 
is a difficult policy to sustain. 

As far as monetary policy is concerned, the Bank of 
Canada has never focused exclusively on the domestic 
economy. It has always used monetary policy to act as a 
buffer against international pressures on the exchange 
rate. As early as 1982, the Bank recognized the changes 
that were occurring in international financial markets and 
the growing variety of financial instruments by adopting 
a more eclectic approach in interpreting trends in the 
money supply. More emphasis is now being put on 
exchange-rate developments - particularly with respect to 
the Canada/U.S. rate. To cite the Governor of the Bank: 

I am often asked why the Bank pays so much 
attention to the exchange value of the Canadian 
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Chart 2-3 

Problem Areas in Canada's Recent Performance, 1979-87 
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currency. The answer is simple. Domestic price 
stability is the primary contribution that monetary 
policy can make to good economic performance. And 
the most important single price in the Canadian 
economy is the price of the Canadian dollar.' 

The Bank of Canada will face a difficult dilemma over 
the next several years because there is no mechanism to 
fine-tune monetary policy for the different regions. The 
divergent economic performance within Canada's regions, 
described earlier, means that there could be the risk of 
overheating inflation in central Canada while the rest of 
the country is still struggling to get out of the recession. 
At this stage, there is no evidence of substantial over 
heating, but it will certainly be necessary to keep a 
watchful eye on the situation in southern Ontario and 
southern Quebec. The prices of goods and services 
produced in Canada are currently rising at a rate of about 
4 per cent (based on the GDP deflator at factor prices). 
Price indexes have picked up some momentum in recent 
months, but this is a reflection of the increase in world 
oil prices and of exchange-rate realignments. 

The Base Case 

What can Canadians expect from the economy as they 
move towards the 1990s? We have already emphasized 
that the future will be dominated by conditions in foreign 
markets, such as those related to commodity prices 
(especially oil prices), and by the anticipated path for real 
growth, inflation, financial conditions, and so on, of our 
major trading partners. Two other areas of major struc 
tural changes will be federal tax reform and trade policy. 

As far as tax reform is concerned, we include the 
impact of Stage One changes in the base case.? We have 
not included Stage Two changes because we regard those 
adjustments as too uncertain. Furthermore, because of the 
uncertain content of a free-trade agreement with the United 
States, the trading pattern with that country in the base 
case remains unadjusted for the effects of a U.S. bilateral 
trade agreement or for any changes in U.S. trade legis 
lation. Chapter 3 provides a detailed discussion of the 
potential industrial and regional effects in Canada of a 
trade accord with the United States. 

As for monetary policy, we expect a mild tightening in 
response to higher domestic and external rates of inflation 
during the period 1987-89. Short-term interest rates are 
expected to increase, and money-supply growth rates are 
expected to decline. 

World oil prices are assumed to remain around 
US$19.50 per barrel until late 1988. By 1991 the price of 
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a barrel of crude is expected to average more than 
US$21.00. We do not expect a strong recovery in general 
commodity prices (including those for grain and metals), 
although we believe the bottom of the cycle in 
commodity prices has been reached. 

We anticipate real growth in the U.S. economy to 
average about 2.5 per cent for the period 1987-91. This 
includes one year (1990) in which real growth drops 
below 1 per cent. The timing of a U.S. growth pause in 
1990 coincides with the views of leading U.S. forecasters, 
but it also involves a judgment call. For this reason, we 
examine two alternative cases - one in which real growth 
averages 2.2 per cent per year, with a U.S. growth pause 
in 1988; the other in which no slowdown occurs until 
after 1991. In the latter case, real growth in the United 
States averages 3.5 per cent per year. Appendix A 
contains the details of what we expect by way of domestic 
fiscal, monetary, and energy developments, as well as our 
judgment about future developments in the world 
economy, including those in the United States. 

Using these assumptions as a framework, our base case 
calls for the continuation of a steady pattern of growth for 
Canada as a whole until 1989, with continuing wide 
disparities in regional growth rates. 

This raises the question of whether or not we will enter 
the 1990s from a position of strength, with the damage 
from the previous recession in good repair. Will deficits, 
the unemployment rate, and productivity performance be 
such that we can cope fiscally when the current economic 
cycle turns down? Our current assessment suggests that 
by the end of the decade, Canada will still have some 
distance to go before unemployment rates, deficits, and 
productivity trends enable it to deal from a position of 
strength. In summary, the base-case viewpoint is as 
follows (Table 2-2): 

• Real growth is expected to average 2.8 per cent 
during the period 1987-91; 1988 will likely be a bit 
stronger, with growth at 3 per cent, while 1989 and 1990 
are anticipated to be years of below-average economic 
performance, reflecting (among other things) a weakening 
of the external sector and a tail-off in the investment 
cycle. 

• The recovery in oil prices, the expectation of a 
small inflation bubble in the United States, the continued 
tightening of labour markets, a bottoming-out of com 
modity prices, below-average productivity performance, 
and some upward pressure in the growth of nominal 
wages - all of these factors are expected to lead to an 
inflation rate that will average just below 5 per cent for 
the period 1987-91, peaking at 5.9 per cent in 1989. 
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Table 2-2 

Selected Economic Indicators, Canada, 1987-91 (Base-Case Projection) 
Average 

1987 1988 1989 1990 1991 1987-91 

(per cent) 

Change in: 

Real GDP 3.2 3.0 2.3 2.0 3.5 2.8 
Consumer price index 4.3 5.2 5.9 5.2 3.7 4.9 
Labour force 2.0 2.4 1.6 1.2 1.8 1.8 
Employment 2.6 3.1 2.0 1.0 2.0 2.1 
Productivity 

(output per person-hour) 1.5 0.2 0.8 1.0 2.2 1.1 
Real wage rate -1.3 -D.3 0.8 1.4 1.6 0.4 
Nominal wage rate 3.0 4.9 6.7 6.6 5.4 5.3 

Level of: 

Unemployment rate 9.1 8.5 8.2 8.3 8.2 8.5 
Participation ratel 66.2 67.1 67.5 67.6 68.2 67.3 

As a proportion of GDP: 

Real investment 20.9 21.0 21.2 21.2 21.6 21.2 

Government surplus or deficit 
Federal -4.1 -3.4 -3.4 -3.1 -2.1 -3.2 
All other levels -D.5 -D.2 -D.I -0.2 -0.2 -0.2 

Balance of international payments 
Current account -2.2 -2.5 -2.5 -1.7 -2.0 -2.2 
Merchandise account 1.7 1.3 1.1 1.7 1.2 1.4 
Nonmerchandise accounts -D.8 -D.8 -0.8 -0.7 -0.7 -0.8 

1 Labour force as a proportion of the population aged 15 and over. 
2 Excludes net income services. 
SOURCE Estimates by the Economic Council of Canada, August 1987. 

• Employment growth in 1987 and 1988 should be 
strong, following the pattern of real growth. During the 
period 1988-90, when real growth weakens, employment 
growth will probably slip below 2 per cent per year. 

• Productivity growth (output per person) is expected 
to advance at an annual rate slightly above 1 per cent. We 
expect performance to be strong in 1987 and to strengthen 
again as the economy recovers from the 1990 growth 
pause. A poorer performance during the intervening years 
will contribute to upward pressure on unit labour costs, 
adding to inflationary strains in 1988-90. 

• After a long drought, growth in real wages is 
expected to recover during the period 1989-91. Nominal 
wage growth will average about 5.3 per cent, being above 
the 6 per cent mark during the years 1989-90. 

• Unemployment rates will trend downward to a range 
just above 8 per cent by the end of the decade, averaging 

8.5 per cent for the period 1987-9l. This downward trend 
will be interrupted by a period of slow growth in 1990, 
after which a strong recovery will again nudge the 
unemployment rate downward. 

• Investment is expected to be one of the engines of 
growth during the period 1987-91. The origin of this 
strength will be in the current surge of new housing 
construction, sustained growth in machinery and equip 
ment purchases, and a pickup in spending in the energy 
sector. 

• No substantial improvement in the ratio of the 
federal deficit to GDP is expected to occur before 1991, 
even though we assume a continuation of rigorous 
spending restraints, with expenditures as a proportion of 
GDP dropping from 22.3 per cent in 1986 to 20.2 per 
cent in 1991. The deficit/GDP ratio is expected to decline 
from 4.1 per cent in 1987 to 3.4 per cent in 1989. A 



strong performance after the growth pause will fmally 
push it down further to 2.1 per cent in 1991. Thus, even 
with a determined effort to control spending, the deficit 
will remain a serious issue until the end of the decade. 
And if there are unforeseen expenditure increases or 
revenue shortfalls, little or no improvement can be 
expected. 

• Canada's balance of international payments on 
current account will remain in deficit throughout the 
projection period. A weakening of external demand, a 
bubbling-up of domestic inflationary pressures relative to 
external market conditions, and a weak auto market will 
contribute to the deterioration in 1987-89. 

The Performance Band 

How sensitive is our view of future economic 
performance to the key changes that may occur on the 
economic scene? How vulnerable are the deficit and the 
unemployment rate to a different set of economic 
circumstances? What would be the result if such factors as 
economic performance in the United States, investment 
and savings decisions in Canada's private sector, global 
market conditions with respect to interest rates and 
exchange rates, and supply-side factors related to growth 
in productivity were to develop differently than in the 
base case? The Council believes it is important to ask 
"what if' questions in order to determine Canada's ability 
to cope if and when economic circumstances are not as 
favourable as they are today - or, for that matter, if and 
when they are more favourable than they are today. At the 
same time, looking at alternative economic developments 
enables us to estimate the expected outcome on both the 
optimistic and the pessimistic side (Table 2-3). Such 
estimates are helpful in forming a public-policy strategy. 

The Optimistic Case 

Our base-case view of the performance of the U.S. 
economy over the next five years provides for conti 
nuation of the current expansion through 1990, at which 
time a growth pause is expected to occur. There are, 
however, alternative viewpoints. What if the expansion of 
the U.S. economy continues at a much stronger pace than 
we have assumed in the base case, with no pause in 
growth in 1990? Although this scenario is less likely, 
given the current developments south of the border, 
assessing its impact would illustrate the benefits to 
Canada of the continuation of a strong North American 
economy. 

Examining the impact of external developments will 
lead to a more realistic assessment if they are combined 
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with comparable changes in key domestic areas. For 
example, a continuation of the expansion of the U.S. 
economy at a strong pace - combined with increased 
growth in Canadian domestic investment spending, lower 
domestic interest rates, higher domestic wage growth, 
increased growth in consumer spending (and, conversely, 
lower saving rates), more favourable productivity growth, 
and a stronger Canadian dollar - would not be an 
unrealistic outcome. Such optimism would also illustrate 
the level of domestic real performance needed to repair the 
damage that still remains as a result of the 1981-82 
downturn without the aid of new federal policy initiatives. 

For example, in the optimistic case both the unemploy 
ment rate and the government deficit as a proportion of 
GDP show modest improvement (Table 2-4). Unemploy 
ment rates dip below 8 per cent in 1989, while the federal 
deficit falls to just under 1 per cent of GDP by 1991. 
Other areas also show improvement. For example, the 
ratio of the federal debt to GDP begins to decline in 1988, 
and the volume of personal savings expands even though 
saving rates are lower, with increments being applied to 
the formation of productive capital in the business sector 
rather than to the financing of government deficits. 
Although annual domestic inflation rates peak at just 
below 7 per cent, favourable productivity trends keep a lid 
on these price pressures. One negative outcome in the 
optimistic scenario is that the current-account deficit 
increases significantly - exceeding 3 per cent of GDP 
throughout much of the period to 1991. This is a 
reflection of the strong tendency of imports to rise when 
both consumption and investment are growing rapidly. 

The Pessimistic Case 

Several factors suggest that a weaker growth pattern in 
the next 12 to 18 months cannot be ruled out. The huge 
trade and government deficits in the United States, 
uncertainty in international financial markets, the 
unsettled position of the U.S. dollar vis-à-vis the yen and 
the mark, and the possibility that the Federal Reserve 
Board might react strongly to the anticipated upward drift 
in inflation rates - all of these factors could lead to much 
less favourable conditions in the world economy. This 
could have a substantial negative impact on Canada. We 
have therefore tested a pessimistic case where the assumed 
growth pause actually takes place in 1988. 

A 1988 growth pause would reduce increases m 
investment spending, in wage rates, and in consumer 
spending (thus leading to higher saving rates). It would 
also reduce improvements in productivity. In fact, during 
the years 1988-90 this pessimistic case is weak enough to 
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Table 2-3 
Key Components of Alternative Environments, United States and Canada, 1987-91 

Average 
1987 1988 1989 1990 1991 1987-91 

(per cent) 

United States 
Change in: 

RealGDP 
High-growth scenario 3.0 5.2 4.3 2.2 2.8 3.5 
Base case 2.4 3.0 2.1 0.5 4.9 2.6 
Low-growth scenario 1.8 0.4 3.0 2.4 3.4 2.2 

Real consumer expenditures on autos 
High-growth scenario -5.3 3.2 -2.0 -0.8 0.8 -0.8 
Base case -5.1 3.6 -2.4 -3.0 8.2 0.3 
Low-growth scenario -9.9 -2.7 6.1 1.6 3.9 -0.2 

Level of: 

Short-term interest rate 
High-growth scenario 5.9 6.7 8.1 8.4 8.1 7.4 
Base case 6.7 7.5 8.6 7.2 6.9 7.4 
Low-growth scenario 6.6 8.0 7.9 8.1 7.9 7.7 

~ 
Nonresidential investment as a 

proportion of GDP: 
High-growth scenario 11.4 12.3 13.3 13.6 13.7 12.9 
Base case 11.4 12.1 12.6 12.5 12.3 12.2 
Low-growth scenario 11.4 12.0 12.3 12.0 12.0 11.9 

Level of: 

Short-term interest rate' 
High-growth scenario 7.7 8.1 9.1 8.9 9.0 8.6 
Base case 8.3 9.3 10.2 9.2 8.8 9.2 
Low-growth scenario 8.9 11.4 12.4 12.1 11.0 11.2 

Personal saving rate 
High-growth scenario 9.3 8.8 9.0 9.0 8.4 8.9 
Base case 9.5 9.5 9.7 9.6 8.9 9.4 
Low-growth scenario 9.7 10.4 11.2 11.4 11.0 10.7 

Change in: 

Nominal wage rate 
High-growth scenario 3.4 6.6 9.6 9.7 8.3 7.5 
Base case 3.0 4.9 6.7 6.6 5.4 5.3 
Low-growth scenario 2.6 2.8 3.7 3.4 2.8 3.1 

Private nonfarm productivity 
High-growth scenario 1.9 1.4 1.4 1.8 2.7 1.8 
Base case 1.5 0.2 0.8 1.0 2.2 1.1 
Low-growth scenario 1.2 -0.6 0.8 1.0 1.8 0.8 

(US$) 
Exchange rate of the Canadian dollar: 

High-growth scenario 0.752 0.750 0.746 0.742 0.741 0.746 
Base case 0.749 0.745 0.740 0.738 0.735 0.741 
Low-growth scenario 0.749 0.746 0.748 0.744 0.738 0.745 

1 90-day commercial paper rate. 
SOURCE Estimates by the Economic Council of Canada, August 1987. 
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Table 2-4 
Performance Band for Major Economic Indicators, Canada, 1987-91 

Average 
1987 1988 1989 1990 1991 1987-91 

(per cent) 
Change in: 

Real GOP 
High-growth scenario 3.3 3.9 2.8 2.1 3.3 3.1 
Base case 3.2 3.0 2.3 2.0 3.5 2.8 
Low-growth scenario 3.1 2.4 1.8 2.0 3.5 2.6 

GOP deflator 
High-growth scenario 4.3 5.3 6.5 6.1 6.2 5.7 
Base case 4.2 4.5 5.3 4.9 4.8 4.7 
Low-growth scenario 3.9 3.3 4.3 3.6 3.7 3.8 

Real-domestic-product deflator 
High-growth scenario 3.7 4.4 5.9 6.2 5.5 5.1 
Base case 3.7 4.2 5.3 5.4 4.3 4.6 
Low-growth scenario 3.6 3.7 4.7 4.3 3.6 4.0 

Consumer price index 
High-growth scenario 4.3 5.2 6.6 6.0 5.0 5.4 
Base case 4.3 5.2 5.9 5.2 3.7 4.9 
Low-growth scenario 4.2 4.8 5.4 4.4 3.6 4.5 

Employment 
High-growth scenario 2.5 3.3 2.4 1.0 1.7 2.2 
Base case 2.6 3.1 2.0 1.0 2.0 2.1 
Low-growth scenario 2.6 2.7 1.1 0.7 1.8 1.8 

Level of: 

Unemployment rate 
High-growth scenario 9.1 8.4 7.9 8.1 8.1 8.3 
Base case 9.1 8.5 8.2 8.3 8.2 8.5 
Low-growth scenario 9.1 8.7 8.6 8.9 8.8 8.8 

As a proportion of GOP: 

Federal deficit 
High-growth scenario -3.9 -2.6 -2.2 -1.7 -D.9 -2.3 
Base case -4.1 -3.4 -3.4 -3.1 -2.1 -3.2 
Low-growth scenario -4.2 -4.5 -5.1 -5.2 -4.6 -4.7 

Federal debt 
High-growth scenario 42.2 41.5 40.3 39.2 36.9 40.0 
Base case 42.3 42.9 43.2 43.6 42.6 42.9 
Low-growth scenario 42.5 44.5 46.7 49.4 50.8 46.8 

Current-account balance 
High-growth scenario -2.3 -3.1 -3.4 -2.8 -3.2 -3.0 
Base case -2.2 -2.5 -2.5 -1.7 -2.0 -2.2 
Low-growth scenario -2.1 -1.8 -D.9 0.5 0.5 -D.8 

SOURCE Estimates by the Economic Council of Canada, August 1987. 

cause new damage to deficits and unemployment rates, 
which in tum makes it difficult to get the economy 
moving again. Growth rates would average just a liule 
over 2 per cent during that period. 

In short, the optimistic case - which is plausible, but 
not highly probable, in our view - would be very 
favourable for Canada. The right combination of saving, 
investment, wage, and productivity trends and develop- 
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ments in financial markets, along with a strong U.S. 
growth path, would go a long way towards solving the 
problems of unemployment and deficits even without 
another sharp upswing in commodity prices. The bad 
news is that a less favourable combination of events 
could just as easily spell big trouble for Canada. In the 
pessimistic case, the recent improvements in the unem 
ployment rate and the federal deficit would actually be 
reversed. By 1990 the government deficit as a proportion 
of GDP would not have improved at all, and the 
unemployment rate would have moved back to nearly 
9 per cent (about its current level). Furthermore, many 
ominous signs, including an increase in the debt/GDP 
ratio, would intensify. 

Tax Reform and Economic Growth 

It is natural to ask whether tax reform will strengthen 
or weaken real growth. Many Canadians feel that past 

Table 2-5 

arrangements have been an obstacle to economic growth 
because tax incentives - and not genuine economic 
incentives - have influenced decisions made in the private 
sector. This, along with the issue of fairness, is one of 
the more important reasons for the major changes 
proposed by the Minister of Finance in the White Paper 
on Tax Reform. 

In the base-case projection we have taken into account 
the proposed changes to the personal and corporate tax 
system. We have also incorporated the Stage One changes 
affecting the federal sales tax. With tax reform, of course, 
it is the long-run impacts on both savings and investment 
that are important. These cannot be modeled in the time 
horizon of the projections discussed in this chapter, but 
we have examined the long-run effects using other models 
developed in the course of our work on taxation. We 
found that the Stage One changes, together with those 
anticipated in Stage Two - in our simulations we limited 
the federal revenues raised by a national sales tax to those 

Projected Effects! of Income Tax Reform on Key Economic Indicators, Canada, 1988-91 
1988 1989 1990 1991 

(Millions of 1981 $) 
Real GOP 

- Level 1,072 2,608 2,512 2,017 

(per cent) 

- Percentage 0.3 0.4 -0.0 -0.1 

Consumer price index 0.2 0.2 0.2 0.2 

(Thousands) 

Housing starts 2 8 9 Il 
Labour force 9 41 60 54 
Employment 15 62 89 81 

(per cent) 

Unemployment rate -0.0 -0.2 -0.3 -D.2 

(Thousands of $) 

Personal income 942 3,343 5,080 5,742 
Corporate profits 435 827 183 44 

(per cent) 

Personal saving rate 0.1 0.3 0.2 0.2 
Ratio of nonresidential 

business investment to GOP 0.1 0.1 0.1 0.1 

(Millions of $) 

Federal budget balance 160 -969 619 1,307 
Current-account balance -1,058 -2,220 -2,233 -2,149 

1 Expressed as deviations from the base case. 
SOURCE Estimates by the Economic Council of Canada, August1987. 



derived from the current manufacturers' sales tax, which it 
replaces - will tend to improve the long-run growth in 
the economy for two reasons. The lower personal tax 
rates will increase the work effort, and the move towards 
neutrality in effective tax rates will make the allocation of 
capital more efficient. 

Those effects occur in a longer time frame. But what 
about the short- to medium-run impacts? We look at 
these, using the same methods employed to develop the 
optimistic and pessimistic cases discussed in the previous 
section. In the current context, we ask the question: 
"What if tax reform were not part of the policy 
environment during the next five years?", and then we 
compare what transpires with the base-case results. The 
analysis takes into account the Stage One changes in 
personal and corporate taxation and those pertaining to the 
federal sales tax. This makes it possible to assess the 
impact of these proposals in the short run and the 
medium run with respect to major national economic 
indicators. 

Although the reform package is slated to take effect on 
January 1, 1988, the withholding schedules related to the 
new tax brackets and tax rates for personal taxes do not 
take effect until July 1 of that year. Thus employers may 
withhold too much tax in 1988 for a large number of 
Canadian taxpayers. This will lead to the payment of 
substantial refunds during the first half of 1989. This 
cycle of overwithholding and refunds will have a sub 
stantial impact on the disposable income of consumers 
during the first and second year of tax reform. 

In addition, the base broadening and rate restructuring 
that occur in Stage One associated with the federal sales 
tax are expected to produce a temporary acceleration in the 
rate of inflation. If wage earners regard this increment in 
inflation rates as truly temporary, however, then it should 
have little impact on future inflation rates via wage 
bargaining. 

With these special considerations in mind, we find that 
tax reform would add about $1 billion to real GDP in 
1988 and about $2.6 billion in 1989 (Table 2-5). 
Thereafter (1990-91), the positive impact of tax reform 
would subside. The initial upsurge in growth rates during 
the first two years and the subsequent return to the growth 
rates of the base case are partly explained by the 
considerations outlined previously. The timing of the 
withholding/refund cycle and the net reduction in the 
taxation on personal income would produce an upsurge in 
consumer spending, which would boost growth rates in 
both 1988 and 1989 (Chart 2-4). Thereafter, the effects of 
the reform would level off. 
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Chart 2-4 

Projected Impact of Tax Reform on 
Real GDP Growth, Canada, 1988-91 
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SoURCE Estimates by the Economic Council of Canada, July 1987. 

By 1991, these income effects in the early phase of tax 
reform could create as many as 80,000 additional jobs. 
But because many of the newly employed would come 
from outside the current labour force, the unemployment 
rate would only drop by about two-tenths of 1 per cent. In 
addition, the federal deficit would shrink by more than 
$1 billion, and additional deficit-reduction activity would 
occur at the provincial and local levels. Tax reform would 
increase inflation by about two-tenths of 1 per cent after 
the fourth year. This upward pressure would stem from a 
stronger economy and from increases in federal sales taxes 
on such items as telecommunications and cable services. 
The longer-run effects on investment incentives would 
not materialize before the end of our time horizon. 

Conclusion 

We emphasized in Chapter 1 that the medium-term 
economic outlook is plagued by uncertainties, depending, 
to a great extent, on the way the industrial countries work 
out the current imbalances in trade and capital flows. We 
have mapped out a base case in which it is assumed that 
these uncertainties will follow neither the best nor the 
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worst of the possible outcomes. What, then, are the most 
important events, over the next 12 to 18 months, that 
will indicate whether we will stay on the base-case course 
or move towards the optimistic or pessimistic course? 

Interest rates are, by far, the most important factor to 
watch. A sustained jump of 1 percentage point in short 
term interest rates (triggered by such factors as currency 
instability, efforts to avoid a surge in inflation, or a 
renewed debt crisis among the developed countries) would 
soon dampen economic growth in the United States and 
Canada, and thus shift the outlook in the direction of the 
pessimistic case. 

Markedly different developments with respect to the 
U.S. outlook in 1988 and 1989 would be the second most 
critical element to monitor. A sudden curtailment in U.S. 
consumer spending, a prolonged automobile strike, or a 
stalling of the current gradual improvement in trade 
volumes would constitute negative signals, whereas an 
acceleration of the improvement in net exports or 
sustained demand for autos would be a positive sign. A 
related positive sign would be a revival of growth in 
Japan and West Germany, accompanied by measures to 
reduce the federal deficit in the United States. 

The third factor in importance would be trade policy. 
The ratification of a Canada-U.S. trade deal would be a 
substantial stimulus to growth in Canada, although its 
impact is likely to be phased in over a five- to ten-year 

period. In contrast, a highly protectionist U.S. trade bill 
or failure to ratify the Canada-U.S. deal would be 
unfavourable for growth. 

Finally, implementation of the Stage One proposals 
for tax reform would give a small but welcome boost to 
growth prospects in 1988 and 1989. 

Individual Canadians do not have much control over 
the level of interest rates or growth in other economies. 
Collectively, however, Canadians can exercise control 
over their own system of taxation and can set priorities 
for spending programs. The base case, even with the tax 
reform package included, indicates that, in the medium 
run, constraints will continue to weigh on the operation 
of fiscal policy and that unemployment rates of 
unacceptable levels will persist, particularly in the 
Atlantic region and in the West. Tax reform is, in fact, a 
modest plus in the medium run, as it will bring about 
improvement in all major economic indicators except for 
inflation and the current-account balance. 

Another important choice that is at least partly within 
Canada's control is that of its commercial policy. Because 
our base case does not include the impact of a potential 
change in Canada's current trading relationship with the 
United States, we had to make a separate, in-depth 
analysis of the repercussions that free trade might have on 
economic growth and job creation over a somewhat 
longer period, to 1995. That analysis is the object of the 
next chapter. 



3 Future Trade Prospects 

Since the inception of the General Agreement on Tariffs 
and Trade in 1947, there have been dramatic increases in 
world trade as a result of the liberalization achieved 
through seven rounds of multilateral negotiations. This 
growth in trade has helped to improve international 
relations, strengthen the performance of western eco 
nomies, and foster industrialization in a number of 
developing countries. 

But in recent years, even though tariff rates have come 
down and the increased growth in world trade has outpaced 
the growth in world output, new restrictive trade practices 
have mushroomed. Today, the world market is being 
choked by the growing use of such practices, and the 
international trading rules set under the GATT are 
increasingly being evaded and ignored. Among industrial 
countries, nontariffbarriers (NTBs) have proliferated with 
the increased use of voluntary export restraints, orderly 
marketing agreements, contingency protection (counter 
vailing duties, antidumping measures, and safeguards), 
subsidies, and discriminatory government procurement 
policies. The GATT has not been successful in con 
taining the upsurge in NTBs, as it does not have 
internationally agreed-upon mechanisms to monitor them 
or to apply disciplinary procedures against them. This has 
exacerbated trade frictions and eroded confidence in the 
GATT machinery. 

The current Uruguay Round of GATT negotiations is 
likely to be protracted, and there is a great deal of 
uncertainty about the outcome. Previous rounds of trade 
negotiations had explicit unifying themes; for example, 
the Kennedy Round (1963-67) represented a major attack 
on tariffs, while the Tokyo Round (1973-79) sought new 
discipline on nontariff barriers. The Uruguay Round, 
however, will focus on several key areas. It must achieve 
a "standstill" on existing trade restrictions; it must deal 
with sophisticated means of government intervention and 
protection, such as countertrade and discriminatory govern 
ment procurement; it must work to liberalize trade in 
difficult sectors such as agriculture, steel, and textiles; it 
must develop new rules to govern trade in services, trade 
related investment issues, and intellectual property 
protection; and, above all, it must find innovative ways 
to bring the developing countries more fully into the 
GATT framework. 

A New Protectionist Climate 

Meanwhile, U.S. support for the present GA TT trading 
regime is weakening. Over the last three decades, the 
United States, because of its dominant position in the 
world economy and because of its ability to maintain 
balance-of-payments equilibrium, provided the leadership 
needed to maintain the liberal GATT system. In addition, 
successive U.S. governments have believed that an open 
international trading regime would help their country to 
attain its domestic goals of economic growth and full 
employment. Now the situation is changing. Because of 
the emergence of Japan and Europe as world economic 
powers and because of the dramatic deterioration in its 
own balance of trade, the United States is losing its 
ability to support and lead the international trading 
system. Furthermore, there is no longer a consensus 
among U.S. policymakers that the GATT trading regime 
promotes domestic economic objectives. Many Ameri 
cans now believe that the present international trading 
regime is "unfair": they see huge inflows of imports as 
taking away sales and jobs from them, and they blame 
other countries for not opening up their markets to 
expanded U.S. exports. Thus, to a surprising number of 
influential Americans, including most members of 
Congress, the remedy lies in reducing the level of foreign 
competition through aggressive trade initiatives and 
heightened protectionism. 

At this juncture, the mood of the U.S. Congress is to 
gain access for U.S. goods and services into foreign 
markets, punish what it unilaterally defines as the 
"unfair" trade practices of foreign competitors, and, by 
various means that include political pressure, force a 
harmonization of trade policies in keeping with U.S. 
interests. Canada, with its heavy dependence on U.S. 
trade, has definitely become a vulnerable target. 

Of special concern to Canada are the provisions 
broadening the definition of "unfair" subsidy under U.S. 
trade-remedy law. If adopted, they could encourage more 
U.S. firms or industries to seek countervailing actions 
against a wide range of Canadian exports, for an 
assortment of reasons. In addition, countries having what 
Congress deems to be "unwarranted" trade surpluses with 
the United States - Canada, among them - are likely to 
face a disturbing deterioration in their trade relations with 
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that country through contingent protection, duty surchar 
ges, voluntary export restraints, tied sales, countertrade, 
and strong diplomatic pressures to divert import purchases 
to costlier U.S. sources. Even if the U.S. Administration 
vetoes whatever joint bill is passed by both Congres 
sional bodies, the emerging strength of the "fair-trade" (as 
opposed to "free-trade") sentiments augurs a period of 
increasing trade-negotiating aggressiveness in the United 
States. In such a hostile environment, the possibility of 
striking a trade accord that would give Canadian exporters 
preferential access to the U.S. market and that would 
limit the scope for U.S. retaliatory or protectionist 
measures is very attractive. 

Of course, it is generally agreed that multilateral free 
trade would provide greater net benefits for Canada, 
because the gains from trade would increase as the number 
of trading partners increased. In addition, multilateral free 
trade would avoid the trade-diversion costs that occur 
under the bilateral option. These are the costs incurred 
when Canadian importers switch their purchases from 
least-cost third countries (such as Japan) to the United 
States because imports from the latter now come into 
Canada duty-free, whereas imports from the third country 
are still subject to duty. Under multilateral free trade, 
there would be no such trade diversion. Furthermore, in 
view of strong concerns about political, social, and 
cultural independence, multilateral free trade might be 
more acceptable to Canadians from a political point of 
view. 

It must be recognized, however, that over 75 per cent 
of Canadian trade is conducted with the United States, 
which means that between 20 and 25 per cent of Canadian 
domestic production depends directly on U.S. buyers. 
Therefore, a stable, predictable, and liberal trading environ 
ment with the United States is crucial to Canada's 
continued prosperity. Indeed, Canada needs a strong 
merchandise trade surplus with the United States to offset 
its chronic deficit in services (including debt servicing) 
with that country. 

Last year, we demonstrated that, overall, Canada would 
benefit significantly, in terms of output and employment, 
from freer-trade arrangements with the United States'! We 
also showed that if Canada were drawn into a major 
protectionist confrontation with the United States and 
other western nations, the country would suffer immense 
losses, particularly in employment. The protectionism 
scenario that we discussed suggested that Canada could 
lose the equivalent of two years' growth of output and 
half a million jobs if it were the victim of retaliatory 
measures by the United States. Thus one of the most 
urgent economic issues facing Canada today is that of 
securing and enhancing its trade position with the United 

States and its other trading partners. Either a bilateral or a 
new multilateral agreement under the GA TT could help to 
achieve this aim. In this connection, Canada's current 
goals and strategy for negotiating with the United States 
are seen as complementary to its objectives in the 
multilateral trade negotiations at the new Uruguay Round. 

We shall soon know whether or not a bilateral agree 
ment is a real possibility. From Canada's point of view, 
to be truly advantageous the agreement must exempt 
Canadian goods and services from the extreme forms of 
U.S. contingency protection that Congress now seems 
prepared to impose on its trading partners. Carefully 
crafted and with sufficient safeguards, a bilateral agree 
ment could be an important milestone in making both 
Canada and the United States more competitive in the 
world economy and in strengthening their common 
negotiating objectives at the GATT. 

In this chapter, we report on work that the Council has 
done in two areas: the measurement of non tariff barriers, 
and the analysis of the Canada-U.S. productivity gap. 
That work has been used as the foundation for updated 
simulations of the potential impact on output and employ 
ment of a comprehensive free-trade agreement. The 
estimates are more detailed than those which we presented 
a year ago. They cover 36 industries and the 10 provinces. 
We caution our readers, however, that our simulations 
assume a more comprehensive agreement than any deal 
that is likely to be struck. Moreover, not all members of 
the Council are happy with the use of mathematically 
based models as proxies for the real world or with the 
interpretation and the claims that may be made of the 
results. Several members have expressed personal disquiet 
on this subject, and their comments are found after 
Chapter 5. Nonetheless, in order to be as fair as possible, 
once the details of the accord are made public, we shall 
run the simulations again as part of our evaluation of the 
agreement. In addition, we are nearing completion of a 
quantitative analysis of a possible multilateral trade deal. 

Current Barriers to Canada-U.S. Trade 

In considering a new trading arrangement with the 
United States it is useful to know what its maximum 
scope would be. It is not widely known, for instance, that 
much of the current trade between the two countries is 
already free of tariffs. About three-quarters of Canada's 
exports to the United States, and two-thirds of the reverse 
trade flows, enter free of duty (Chart 3-1). A considerable 
portion of this reflects arrangements under the Canada 
U.S. Auto Agreement. But even in the case of other 
manufactured goods, over half of Canadian imports from 



Chart 3-1 

Dutiable and Nondutiable Imports, 
Canada and United States, 1987 
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SOURCE S. Magun, S. Rao, and B. Lodh, "Impact of Canada-U.S. 
free trade on the Canadian economy," Discussion Paper 331, 
Economic Council of Canada, Ottawa, August 1987. 

U.S. sources enter duty-free. So a new North American 
trading arrangement, however historic in political terms, 
will be a logical extension of the mutually favourable 
trading arrangements and tariff concessions that have 
developed over the years. 

Tariff Barriers 

It should be noted, though, that where tariffs do apply, 
the level of protection is considerably higher in Canada 
than in the United States. Canada's nominal tariff rates on 
dutiable imports average 11.2 per cent, compared with a 
U.S. average of 6.5 per cent (Chart 3-2). And right across 
the board, Canadian manufacturers enjoy higher tariff 
protection than their U.S. counterparts (Chart 3-3). The 
implications of this for a possible Canada-U.S. free-trade 
arrangement are threefold. First, with the mutual elimina 
tion of tariffs between the two countries, Canada would 
give up a significantly higher level of tariff protection 
than would the United States. Second, as a result, the 
Canadian consumer would have relatively more to gain 
from eliminating tariffs. But, third, the relative burden of 
competitive adjustment for individual firms and workers, 
and therefore the need for phasing in the reductions, would 
be greatest on the Canadian side. 

Future Trade Prospects 27 

Nontariff Barriers 

Tariff barriers are, of course, only part of the story. 
Increasingly, countries have turned to various forms of 
discriminatory trade practices to protect domestic produc 
tion and employment, to promote the economic develop 
ment of depressed regions, to preserve and expand particul 
ar export markets, as well as to promote particular 
constituency interests within national boundaries. The 
extent of these practices is large and undoubtedly results 
in substantial welfare losses for all nations. All countries 
are guilty to a greater or lesser degree. 

In the face of some of these practices abroad and under 
pressure from domestic producers hurt by imports or by 
the loss of export markets, the United States has 
increasingly used the power of its trade laws to impose 
contingency protection measures. Canada has been a 
major target. The recent countervailing duty on softwood 
lumber, for example, was justified on the grounds that it 
was needed to offset an alleged subsidy by Canadian 
provincial governments. 

An overview of recent trade actions taken by the United 
States against Canada, and vice versa, is shown in 
Chart 3-4. (Note that trade actions here do not cover the 
many other trade barriers that have existed for some time 

Chart 3-2 
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Chart 3-3 

Tariff Rates on Manufacturing Industries, Canada and United States, 1987 
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Chart 3-4 

Value of Imports Subject to Bilateral Trade 
Actions by Canada and United States, 
by Type of Action, 1984 
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between the two countries in the form of customs 
valuation, quotas, import licensing, health and safety 
standards, and so on.) Canada's actions against the United 
States are largely concentrated in antidumping activity, 
whereas U.S. trade actions against Canada are concentrated 
in countervailing duties (CVD), with some use of anti 
dumping duties. U.S. action has been taken against 
Canadian lumber, hogs, Atlantic groundfish, sugar, and 
steel. These can be characterized, by and large, as barriers 
to Canada's resource-based export trade. Conversely, 
Canada's actions have been spread over a large number of 
manufactured imports from the United States, with the 
sole exception of the recent CVD action on grain com. 

Lumber is by far the most important contingent 
protection case ever filed by the United States against 
Canada - and indeed the largest CVD case on record. By 
1985, U.S. softwood imports from Canada had grown to 
almost US$2.9 billion annually and represented over 
4 per cent of total Canadian merchandise exports to the 
United States. The CVD applies to almost 90 per cent of 
Canadian lumber exports to the United States, thus 
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underlining the trade confrontation between the two 
countries. If one adds to lumber the other CVD cases 
- hogs and Atlantic groundfish - about 5 per cent of 
Canada's total merchandise exports to the United States 
are subject to CVD penalties. In contrast, the value of 
Canadian merchandise exports covered by U.S. anti 
dumping duties is about C$220 million, or about 0.2 per 
cent of the total. In all, U.S. actions (up to 1986) against 
Canadian merchandise trade applied to about C$5.3 
billion, valued at the 1984 levels of Canadian exports to 
the United States. 

Canadian actions against imports from the United 
States have affected merchandise worth approximately 
C$235 million, mainly through antidumping rulings by 
the Canadian Import Tribunal. The Canadian CVD action 
in 1986 imposing a 65-per-cent duty on U.S. grain corn 
was the first of its kind against the subsidization of U.S. 
agriculture.? 

Thus there is an asymmetry in the imposition of recent 
NTB trade actions, with Canada bearing the larger burden. 
It is not only past U.S. actions that give cause for worry; 
there is also deep concern about further measures that the 
United States may take in the near future, including 
restrictions on Canadian potash, printing, uranium, and 
cattle and beef. 3 

A distinction must be drawn between the value of 
exports affected by non tariff barriers and the actual impact 
of the barriers on export sales. For example, if a Canadian 
product is much in demand in the United States, the 
additional costs from the imposition of countervailing 
duties will likely be absorbed by the consumer, with little 
loss of sales for the Canadian producer. In other cases, the 
duties may prove prohibitive. Whatever the actual conse 
quences, there are distortions in trade, resulting in 
increased prices to the consumer. 

To estimate the effect on prices and the consequent 
distortions of NTBs on the trade flows, the concept of the 
tariff equivalent of NTBs is used.' Tariff equivalents show 
the degree to which NTBs result in higher import prices 
and thus distort the choice of goods made by consumers. 
We have examined the tariff equivalents of many standard 
NTBs - including, over and above contingent protection 
measures, the effects of quotas, voluntary export res 
traints, prohibitions (health and safety standards), import 
licensing, and discretionary customs valuation. Table 3-1 
shows the major tariff equivalents of Canadian and U.S. 
non tariff barriers, by commodity. As can be seen, U.S. 
nontariff barriers against Canadian exports are concen 
trated in agricultural products, food and beverages 
(including meat and dairy products), lumber and wood 
products, and iron and steel. Canadian NTBs are directed at 



30 Reaching Outward 

Table 3-1 

Tariff Equivalents! of Major Canadian and 
U.S. Nontariff Barriers, by Commodity, 
1981-86 

Canadian U.S. 
NTBs NTBs 

(per cent) 

Grains 12.5 
Live animals 11.5 10.5 
Other agricultural products 12.0 10.5 
Meat products 10.0 12.0 
Dairy products 22.0 15.0 
Flour, wheat, and meal 6.9 6.0 
B reakf ast cereals 1.0 8.5 
Sugar 15.2 
Alcoholic beverages? 40.0 20.6 
Lumber 10.0 
Other wood, fabricated 20.0 
Iron and steel 2.6 9.5 

I The tariff equivalent of an NrB measures the implicit percentage increase in 
the import priee of a commodity resulting from the application of the NrB to 
an exporting country by an importing country. Nl'Bs here include quotas 
(global or country-specific), voluntary export restraints, import licensing, 
customs valuation, prohibition, and contingency protection. 

2 The figures include the effects of provincial or state liquor control boards' 
decisions with regard to imports. 

SOURCE Magun, Rao, and Lodh, "Impact of Canada-U.S. free trade." 

agricultural commodities and at food and beverages, 
including alcoholic beverages. 

Agricultural Subsidies 

This raises the issue of agricultural trade. Within 
GATT, the OECD, and other international bodies, agri 
culture is the focus of the most extensive debate about 
subsidization and restrictive trade practices today. Direct 
agricultural subsidies cover a long list of items, such as 
cash grants and income support (deficiency payments, 
disaster payments, payments in kind, or diversion pay 
ments). Indirect subsidies include the imputed value of 
capital subsidies, price supports (subsidies to domestic 
producers to cover domestic costs over and above what 
markets can bear), subsidized interest rates, tax or duty 
remissions, input subsidies, tax incentives, and the like. 
The estimation of direct and indirect subsidies, by country 
and by commodity, presents difficult data problems. 
International comparisons of subsidy per unit of com 
modity (for example, dollars per bushel of wheat) are 
hazardous because of the difficulty of comparing official 
exchange rates, which can change rapidly. 

The OECD and the U.S. Department of Agriculture 
have attempted to overcome the limitations imposed by 

exchange-rate changes by estimating what is called a 
"producer subsidy equivalent" (PSE). The PSE is the total 
value of all subsidies (direct and indirect), expressed as a 
percentage of the actual value earned by producers (i.e., 
market value plus direct subsidies). We have updated 
some of the information on the PSEs for Canadian and 
U.S. agriculture, taking into account the recent escalation 
of deficiency payments for wheat in the United States and 
of payments made under the Western Grain Stabilization 
Act or by the Canadian Wheat Board to maintain the 
incomes of Canadian wheat growers. Table 3-2 compares 
U.S. and Canadian PSE levels for various agricultural 
products. The various schemes of agricultural price and 
income support differ in the two countries. Canada makes 
extensive use of marketing boards - some with supply 
management powers. There are also income stabilization 
schemes that guarantee farmers a stipulated percentage of 
the average price or the cash margins received during the 
preceding five-year period. The federal government contri 
butes to the major income stabilization schemes and 
provides subsidies to the dairy industry as well. The 
United States uses a combination of nonrecourse loans 
and "loan rates,"5 target prices, and deficiency payments 
(which make up the difference between the target prices 
and the loan rates); it subsidizes farmers by keeping target 
prices, and thus deficiency payments, at artificially high 
levels. 

Many observers have expressed concern over the fact 
that the U.S. Department of Agriculture overestimates 
Canadian subsidy support for agriculture. In particular, 

Table 3-2 

Producer Subsidy Equivalents of 
Canadian and U.S. Agricultural Subsidies, 
by Commodity, 1982-86 

Canada United States 

(per cent) 
Wheat (1986 only) 33.0 45.0 
Com 5.0 30.0 
Rice 33.0 
Oats 6.0 
Barley 28.5 30.0 
Canoia (rapeseed) 14.0 
Soybeans 7.0 7.0 
Sugar 40.0 60.0 
Cotton 40.0 
Dairy products 58.0 46.0 
Beef 7.0 7.0 
Pork 2.5 5.0 
Poultry meat 15.0 7.0 
Sheep meat 4.0 

SOURCE Magun, Rao, and Lodh, "Impact of Canada-U.S. free trade." 



they dispute the U.S. practice of including crop insurance, 
the actuarially sound portion of stabilization policies, and 
the Canadian Wheat Board as elements of non tariff protec 
tion in the calculation of Canadian PSEs. In the context 
of the current trade negotiations, they believe that the 
Canadian government has a responsibility to underscore 
the difference between the role and operations of the 
Canadian Wheat Board (and other marketing boards) and 
the more direct support programs used by the U.S. 
government. 

While Canada is concerned about its bilateral trade in 
agriculture, its major concern has to do mainly with the 
United States and the European Economic Community as 
producers and exporters to other countries. The prolifer 
ation of agricultural subsidies in the United States, 
Europe, Canada, and elsewhere is worrisome for two 
reasons: because the subsidies impose huge costs on 
treasuries and taxpayers; and because they are fostering 
excessive production. Because these issues are multi 
lateral, the search for solutions will require a high level of 
cooperation among all members of the international 
community. Of foremost importance in this respect will 
be the strengthening of the GA TI and of its codes and 
procedures of surveillance. We expect that progress on 
this front will be slow and "grinding," however; 
consequently, in the discussion that follows, we assume 
that no major changes will be introduced in either 
Canadian or U.S. agricultural policies as a result of the 
current bilateral negotiations. 

The Potential for 
Productivity Gains in Manufacturing 

So far, we have commented on the growing strength of 
U.S. protectionism and on the danger that it represents for 
Canadian exporters and for the world economy as a 
whole - including, we are convinced, the economy of the 
United States. This is a negative, yet realistic, rationale 
for Canada to seek out an accord with its large neighbour. 
The more compelling and more enduring argument has to 
do with the economic opportunities for Canada in an 
expanded North American market. 

Studies done for the Council in the late 1960s and the 
early 1970s concluded that Canada's labour productivity 
and average real income per employee were substantially 
below U.S. levels, largely because of poor productivity 
performance in the manufacturing sector,e This, in tum, 
was attributed to inefficient production practices, small 
and inefficient plants, and short production runs - all 
consequences of the small size of the Canadian market. 
Therefore, it was argued that, by permitting Canadian 
producers to take advantage of scale economies and 
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specialization, diminished multilateral barriers or free 
trade with the United States would improve productivity 
and raise real incomes in Canada. 

Since then, recent research has suggested that national 
productivity and per-capita income have grown faster in 
Canada than in the United States over the past 25 years 
(Table 3-3). Measured in terms of equivalent purchasing 
power, Canada's per-capita real income rose from 70 per 
cent of the U.S. level in 1960 to about 91 per cent in 
1986. This is really a remarkable improvement. But most 
of the relative gains in productivity occurred in sectors 
other than manufacturing. True, there was a significant 
improvement in manufacturing productivity in the 1960s 
- much of it imparted by the Canada-U.S. Automotive 
Agreement - but, by the 1980s, Canadian manufacturers 
as a group had once again begun to lose ground to their 
U.S. counterparts. According to our calculations, the 
average output per person-hour in Canadian manufac 
turing is now around 74 per cent of the level observed in 
U.S. manufacturing - roughly the same relationship that 
prevailed a generation ago. This gap in manufacturing 
productivity would seem to confirm our earlier view that, 
despite the flurry of expanded manufacturing activity in 
central Canada, U.S. manufacturing firms have been more 
successful than Canadian firms in rationalizing their 
operations and improving their productivity. 

One must, of course, be cautious in interpreting 
figures that are highly aggregative, especially when their 
basis involves daily decisions in thousands of enterprises. 
Manufacturing performance notwithstanding, Canadians 
must be doing something right if their living standards 

Table 3-3 

Ratio of Canadian to U.S. Income per 
Capita, Aggregate Labour Productivity, and 
Manufacturing Productivity, Selected Years, 
1960-861 

Per-capita 
income 

Aggregate labour 
productivity 

Manufacturing 
productivity 

(U.s. = 100) 
1960 70.1 75.6 
1965 72.5 75.5 73.0 
1970 76.4 79.5 83.0 
1975 87.5 86.0 83.0 
1980 90.5 89.3 82.0 
1986 90.6 91.0 74.0 

I Income per capita = GDP per person; aggregate labour productivity = GDP 
per person employed; and manufacturing productivity = GDP per person 
hour. The Canadian data have been converted into U.S. dollars by using the 
purchasing-power-parity (PPP) exchange rate. 

SOURCE Magun, Rao, and Lodh, "1mpact of Canada-U.S. free trade." 
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are improving relative to those in the United States. 
Indeed, as Chart 3-5 shows, taking all commercial 
activities into account, not just manufacturing, output per 
person-hour in Canada in the first half of the 1980s 
increased faster than in the United States. Foremost 
among the industries that showed the most improvement 
were forestry, and transportation and storage. By contrast, 

in the United States there were actual productivity 
declines in construction, transportation and storage, 
finance, and commercial and personal services over the 
same period. Why Canadian industries outperformed their 
U.S. counterparts in some sectors but underperforrned in 
others is a matter of some speculation; but it certainly 
warrants more intensive study than is given here. 

Chart 3-5 

Change in Output per Person-Hour, Canada and United States, by Industry, 1980-85 
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While a large portion of Canada's exports already enter 
the United States free of duty, that is not the case with 
most manufacturing products. Duty-free and secure access 
to the large U.S. market would enable many Canadian 
manufacturing firms to take advantage of scale economies 
through larger plant size, product specialization, longer 
production runs, faster adoption of new technology, or the 
exploitation of new market niches. This, in turn, should 
enable them to improve production efficiency and, as a 
result of the lower unit costs, increase sales and employ 
ment. This view certainly underlies the support that the 
Canadian Manufacturers' Association and the Canadian 
Federation of Independent Business have given to the 
Canada-U.S. free-trade negotiations. 

Trade liberalization could improve Canadian manufac 
turing productivity through two main types of efficiency 
gain: industrywide economies and the rationalization (or 
restructuring) of industries'? Efficiency gains could occur 
through industrywide savings in marketing, research and 
development, lobbying, and so on; but in general they 
would not be very significant. Scale economies that 
induce changes in the structure of manufacturing indus 
tries would be much more important. It is somewhat 
difficult to predict their influence, however, since that 
would presuppose a knowledge of the productive capacity, 
costs of production, and output of individual firms. The 
problem is compounded where products are highly differ 
entiated with respect to composition, function, brand, or 
trademark. And while there is a positive relationship 
between the size of a firm and its relative efficiency, it is 
not absolute. In some cases, a manufacturing firm might 
find it more profitable to fill successfully a niche in the 
wider market. 

In short, while we cannot be precise about the timing 
or the location, we are confident that the access to a wider 
market through a free-trade accord would encourage 
Canadian manufacturing firms to rationalize their opera 
tions, reduce the number of inefficient plants through 
mergers and takeovers, and modernize their production 
activities in order to compete successfully. This restruc 
turing process would likely be accompanied by an 
increase in the average size of the manufacturing plant. 

How large are the productivity gains that could 
potentially be derived from a free-trade accord as a result 
of greater plant size, rationalization, niche-finding, and so 
on? We have seen that Canadian manufacturing, on 
average, is about one-quarter less productive than U.S. 
manufacturing. This gap is indicative of the potential 
gains to be made from rationalization within Canada's 
manufacturing sector as a whole. In any given industry 
within that sector, the size of the potential gains can be 
measured by the reduction in production costs and can be 
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estimated roughly by determining the number of sub 
optimal plants (small plants with relatively high 
production costs), their share in the total output of the 
industry, and the sensitivity of costs to changes in plant 
size. 

Over the past year, we have done a considerable 
amount of new work in examining the potential produc 
tivity gains that an accord offers to individual industries. 
In contrast to our global assumption, in last year's 
Annual Review, of an overall increase of 5 per cent in 
total factor productivity in the manufacturing sector, we 
have now incorporated specific estimates of the potential 
gains in productivity that could result from scale 
economies and plant rationalization in 20 industries in 
that sector. 

For both Canada and the United States, estimates have 
been made of the number of plants of optimal size - i.e., 
capable of producing at the lowest unit cost possible - 
and of suboptimal size. For Canada, Table 3-4 shows the 
numbers of suboptimal plants in each industry and their 
share of industry output, as well as the estimated gains in 
productivity or cost reductions that would occur if these 
plants were to rationalize as a result of Canada-U.S. free 
trade. The results show that about 70 per cent of all 
manufacturing plants, producing about 20 per cent of all 
manufacturing output, are operating at a capacity below 
what is considered optimal for the industry. They suggest 
that if all manufacturing plants were producing a uniform 
product at optimal capacity, the total unit costs in that 
sector, including the costs of raw materials and other 
intermediate products, could be reduced by 3.8 per cent, 
on average. And since the manufacturing sector's gross 
output accounts for a large proportion of GNP, the gains 
in GNP and real income from that source alone could be 
large. 

Two qualifications must be made immediately, 
however. First, the potential cost saving in an industry 
where all firms operate at optimal size is not a measure of 
that industry's potential productivity gain, since the latter 
figure includes the cost of inputs; an industry's produc 
tivity must therefore be measured solely in terms of its 
value-added. Second, even though a plant may be 
operating at a suboptimal level, that does not necessarily 
mean that it is inefficient. It may be producing more 
customized or specialized products than the lowest-cost 
firms in the industry - products that meet a more limited 
demand. In such cases of "product niche-finding," one 
would not always expect plants to expand under free trade. 

Taking these two qualifications into account, estimates 
were developed of the potential productivity gains to be 
made from the type of plant rationalization in each 
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Table 3-4 
Estimated Cost Saving from Rationalization of Suboptimal Plants in 
Canadian Manufacturing Industries! 

Suboptimal plants 

Output, as a 
proportion of Assumed 

Total number As a proportion total industry Average cost gam m 
of plants of total number output disadvantage- productivityt 

(per cent) 

Industry: 

Food and beverage 4,795 69.2 26.8 4.2 8.9 
Tobacco products 26 
Rubber and plastics 999 61.4 8.4 1.2 1.5 
Leather 447 68.0 27.4 3.3 4.6 
Textile 967 42.0 15.1 3.6 5.0 
Knitting mills 281 55.7 22.1 2.2 2.9 
Clothing 2,179 69.0 38.2 2.8 3.6 
Wood products 3,208 76.2 21.3 3.5 4.9 
Furniture and fixtures 2,190 74.4 22.8 3.7 4.4 
Paper and allied products 732 42.6 56.9 6.7 9.7 
Printing and publishing 4,093 93.7 38.0 5.1 4.8 
Primary metals 441 25.5 12.3 1.0 1.5 
Metal fabricating 4,862 69.8 19.5 3.8 4.7 
Machinery 1,491 81.0 19.2 2.5 3.8 
Transportation equipment 1,216 13.4 1.4 5.1 11.0 
Electrical products 1,076 76.0 33.9 6.9 9.1 
Nonmetallic mineral products 1,566 71.4 29.9 5.5 6.2 
Petroleum and coal products 108 1.0 5.9 
Chemical and chemical products 1,212 62.9 17.2 2.2 3.2 
Miscellaneous manufacturing 2,693 75.1 15.2 6.6 8.5 

All industries 34,578 69.3 19.7 3.8 6.1 

Suboptimal plants are plants that do not meet the requirements of minimum efficient scale. The data used in this table are for 1979 - the most recent year for which they 
are available. However, the assumed gains in productivity are based on calculations for 1987 and take into account the fact that some rationalization took place following 
the 1981-82 recession. 

2 The cost disadvantage is expressed as the cost saving that would have been achieved in the industry if all the plants had had the same costs as the minimum-efficient-scale 
plants. The calculations are based on total costs, including those of intermediate inputs. 

3 The figures show gains in total factor productivity, based on value-added data (net output). Only half of the potential cost saving (gross-output basis) is assumed to be 
realized. This, in tum. is converted to a value-added basis by multiplying half of the cost saving by the ratio of gross output to value-added (industry-specific). 

SOURCE Magun, Rao, and Lodh, "Impact of Canada-U.S. free trade." 

industry that might accompany a Canada-U.S. trade 
accord. The results range from a high of 11 per cent for 
transportation equipment to a low of zero for the tobacco 
industry. For manufacturing as a whole, the estimate of 
potential productivity gains, weighted according to 
industry output, is 6.1 per cent. Naturally, the necessary 
process of rationalization and modernization would not 
occur overnight but, rather, over a period of time. 

Trade liberalization, by promoting domestic competi 
tion, could also contribute to narrowing the remaining 
gap in productivity and real incomes in a number of other 
important ways: by speeding up the reallocation of 
resources from declining to growing industries, by 

encouraging quicker adoption of new technology, and by 
increasing the flexibility of markets. Indeed, these other 
dynamic gains in efficiency from freer trade, though they 
are difficult to measure, could be no less important than 
the gains arising from plant rationalization. They, too, 
could help to hold down costs, reduce inflation, and lead 
to increased productivity, output, and employment growth 
in Canada. 

The rationalizing of an industry takes time, and it often 
inflicts pain on those communities or workers that face a 
plant shutdown. Fortunately, the majority of plants do 
not shut down. Rather, through new management or new 
investment (or both), they revitalize, strengthen, and 



expand their output and sales. Moreover, the Canadian 
manufacturing sector, whatever its relative productivity 
vis-à-vis that of its U.S. counterpart, is very dynamic. 
Each year, on average, between 2,000 and 3,000 new 
plants open up, while almost as many merge or close 
down. Generally speaking, plant "births" exceed plant 
"deaths." It is in this context that one must view the 
opportunities that North American free trade offers many 
Canadian manufacturing enterprises.t 

It must be acknowledged, however, that the consider 
able interindustry variation in potential productivity gains 
and the marked variations in the numbers of low-cost and 
high-cost plants within each industry imply extensive 
adjustment problems for weak industries and those with 
large numbers of inefficient plants. This is particularly 
true for such industries as printing and publishing, 
electrical products, miscellaneous manufacturing, and food 
and beverages. These industries comprise a large propor 
tion of small and inefficient plants, and the estimated 
percentage of cost saving to be gained from their 
rationalization is well above the average for manufac 
turing as a whole. For example, in the electrical products 
industry, three-quarters of all existing plants, which 
account for about one-third of the industry's output, are 
below the minimum average-cost scale, suggesting the 
need for substantial restructuring. Indeed, in an earlier 
report, we showed that in this and many other nondurable 
manufacturing industries, a large number of plants are in 
the low- and medium-technology categories, use less than 
state-of-the-art machinery, equipment, and materials, and 
are in need of modernization.? 

Thus, while Canada-U.S. free trade will provide 
substantial impetus to Canadian manufacturing industries 
to improve their productivity and to become more cost 
efficient and competitive, it may also pose a significant 
threat to the survival of some small and inefficient plants, 
unless their management is able to overcome their scale 
disadvantage through innovative cost-cutting and aggres 
sive marketing practices. In some industries, too, the 
opening of the U.S. market may well encourage changes 
in the location of production and distribution facilities so 
as to favour exports; this could have a very positive effect 
on some communities and a disruptive effect on others. 

The Impact of Bilateral Free Trade on 
Output and Employment 

Using new and up-to-date estimates of tariff and 
non tariff barriers in the two countries, as well as the 
newly developed industry-specific estimates of potential 
productivity gains, the Council's researchers simulated 
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the medium-term impact of a comprehensive Canada-U.S. 
free-trade agreement on output and employment in 36 
Canadian industries, with the help of CANDIDE Model 3.0 
and Statistics Canada's Input-Output Model of the 
Canadian economy.iv By doing so, they effectively 
combined models that are uniquely qualified to do an 
integrated analysis of the industrial and regional effects of 
a change in trade policy. We recognize, of course, that 
econometric models offer a stylized view of an economy 
that is changing rapidly and that their results must be 
interpreted with care. Nonetheless, we believe that the 
estimates reported here are valuable because they provide 
persuasi ve evidence of the direction and relative size of the 
potential economic impacts of a comprehensive Canada 
U.S. free-trade deal. 

The adjustments to the original base-case projections, 
published last year in our Twenty-Third Annual Review, 
are described in Appendix Figure B-l. As was the case 
then, two main simulations are presented. The first 
examines the impact of trade liberalization achieved 
through the removal of tariff and non tariff barriers in the 
two countries. In the second scenario, the removal of the 
trade barriers is supplemented by industry-specific produc 
tivity enhancements in each of the affected Canadian 
manufacturing industries. 

These two free-trade scenarios arbitrarily assume that 
all tariff and many nontariff barriers (which include the 
procurement policies of the federal governments in both 
countries but exclude those of state, provincial, and locai 
governments, as well as domestic subsidies) will be 
removed immediately, beginning in 1987. Of course, an 
actual free-trade deal, if one is ratified, will likely be 
narrower in scope and contain a phase-in period in order to 
give firms and people time to adapt. 

Since exports and imports are not disaggregated by 
country of origin and destination in CANDIDE Model 3.0, 
the simulation results do not capture the full impact of 
trade diversion on the Canadian economy. As indicated 
earlier, Canada-U.S. free trade could raise the cost of 
imports to Canada and reduce the gains from the free-trade 
deal because of the switch in the sources of Canadian 
imports from least-cost third countries to the United 
States. By the same token, the diversion-of-trade effect 
could have a favourable impact on Canadian exports to 
the United States. When the outcome of the current 
negotiations is known, our research team will undertake 
new simulations that, in addition to modeling the costs 
and benefits of trade diversion, will also allow for the 
actual phasing-in of the removal of trade barriers. They 
also plan to take into account the favourable impact of 
free trade on business investment. 
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Table 3-5 

Impact! of Two Canada-U.S. Free-Trade Scenarios on GNP, Employment, and the 
Unemployment Rate, Canada, 1995 (1986 and 1987 Estimates) 

Unemployment 
Real GNP Employment rate 

23rd 24th 23rd 24th 23rd 24th 
Review Review Review Review Review Review 
(1986) (1987) (1986) (1987) (1986) (1987) 

(per cent) (Thou san ds) (percentage points) 

1.9 1.6 205 189 -0.9 -D.6 
Removal of trade barriers 
(Simulation 1) 

Removal of trade barriers 
plus productivity improvement 
(Simulation 2) 3.6 3.3 376 350 -1.6 -1.3 

I Measured as the difference between the levels obtained in the base case and those obtained in the scenarios. 
SOURCE Estimates by the Economic Council of Canada. 

Simulation results for the two scenarios are recorded in 
Table 3-5. The aggregate output and employment effects 
in the two scenarios are very similar to the results 
reported in last year's Annual Review. They confirm that 
a free-trade agreement with the United States would 
considerably increase output and employment in Canada. 
Slight differences between the two sets of results arise 
from data revisions with respect to tariffs, nontariff 
barriers, and the specific estimates of productivity gains 
within each industry. 

Most of the stimuli to output and employment would 
come from increases in consumer expenditure and invest 
ment as a result of lower prices and lower production 
costs, and of improvements in real incomes. In the case 
of the more cautious estimate - i.e., Simulation l, which 
assumes that no productivity improvements occur as a 
result of scale economies and rationalization over the 
period to 1995 - a bilateral free-trade agreement removing 
virtually all of the trade barriers between the two 
countries would create about 189,000 new jobs (net of 
job losses) in Canada, and Canada's GNP in 1995 would 
be 1.6 per cent higher than it would be in an environment 
without free trade. If one takes account of the stimulus 
that the estimated productivity improvements would 
impart to per-capita income, spending, output, and 
employment - i.e., Simulation 2 - the net addition to 
employment over the same period would be about 
350,000 jobs. This would increase GNP by 3.3 per cent 
and reduce the estimated unemployment rate by a full 
1.3 percentage points in the year 1995. Translated into 
real income, the average Canadian would be at least $500 
better off than if there were no free-trade agreement. 

These gains would not be at the expense of, but rather 
in tune with, parallel gains in the United States. While it 
was not possible to simulate the effects of an accord for 
that country, it is clear that Americans, too, would expe 
rience higher growth rates and increases in employment 
and real incomes. Free trade would make both countries 
richer as a result of the mutual elimination of trade 
barriers and the related efficiency gains associated with the 
wider market. 

A Sectoral View 

Canadians are not only interested in the aggregate 
effects of an eventual free-trade agreement with the United 
States, but they are also concerned about its possible 
effects on individual industries. While acknowledging that 
there may be overall benefits for Canadians, many worry 
that these significant positive effects could conceal 
possible negative effects on individual industries or 
regions. The industrial distribution of the aggregate 
changes in output and employment that is projected to 
arise from bilateral trade liberalization is shown in 
Table 3-6. The different impact of changes in exports, 
imports, consumer expenditure, and investment on 
individual industries determines the structure of output 
and employment gains or losses in each industry. 

In most industries (29 out of the 36 analysed here), the 
impact of bilateral free trade with the United States on 
output and employment would be positive and 
significant. Most of the net output and employment gains 
would occur in the primary industries, in construction, 
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Chart 3-6 

Projected Distribution of Net Jobs Created 
as a Result of Canada-U.S. Free Trade, 
Canada, by Sector, 1995 (Simulation 2) 

Services 
69% 

Primary 
5% 

Construction 
14% 

SOURCE Magun, Rao, and Lodh, "Impact of Canada-U.S. free trade." 

and in the service sectors, while the manufacturing sector 
would account for the rest. 

Employment in service industries would expand 
substantially. Indeed, two service sectors alone - retail 
and wholesale trade; and commercial, personal, and 
business services - would contribute close to two-thirds 
of all the new jobs. This reinforces the observation that 
the indirect effects of freer trade, working through lower 
prices and increased consumer expenditure and investment, 
are just as important as the direct stimulus to the 
economy that an accord would generate. 

Under Simulation 1, the durable-products industries 
within the manufacturing sector would, on average, 
benefit more from trade liberalization than the nondurable 
products industries. In fact, six of the seven manufac 
turing industries in which output could be expected to 
decline as a result of free trade belong to the nondurable 
sector - i.e., rubber and plastics, leather, textiles, knitting 
mills, chemicals, electrical products, and miscellaneous 
manufacturing. These industries are now highly protected 
and would thus have to undergo important structural 
adjustments in order to remain competitive. They already 
face stiff competition from the low-wage developing 
nations. Since the United States is a high-wage country, 
however, their net loss in output and employment as a 
result of bilateral trade liberalization would be fairly 
modest - around 16,000 jobs, or less than 3 per cent of 
their present work force. This suggests that relative to the 

overall gains to be made, the adjustment costs from 
bilateral trade could be quite manageable. 

The relative changes that would occur in the industrial 
distribution of output and employment under Simula 
tion 2 would be in the same direction as those observed 
under Simulation 1; however, the manufacturing sector's 
share of the net additional gains in total output and 
employment would be significantly greater, rising from 
around 5 per cent of additional employment, for example, 
in the first scenario to about 12 per cent in the second 
scenario. The reasons for this are twofold: with higher 
incomes, more Canadians would buy manufactured 
products; and with substantial gains in manufacturing 
producti vity, the prices of manufactured goods relative to 
services would fall, encouraging more domestic and 
export sales, and thus leading to increased output and 
employment. Nonetheless, the service sector would still 
dominate as the major source of the net additional jobs 
(Chart 3-6). 

A Regional Perspective 

It is also important, when considering the effects of 
Canada-U.S. trade liberalization, to assess its likely 
impact on each of the provinces. Our researchers were 
able to do this by using the provincial distribution of 
output and employment by industry that is implicit in 
Statistics Canada's Regional Input-Output Model. The 

Chart 3-7 

Projected Distribution of Net Jobs Created 
as a Result of Canada-U.S. Free Trade, 
Canada, by Region, 1995 (Simulation 2) 

Prairies 
19% 

Quebec 
24% 

SOURCE Magun, Rao, and Lodh, "Impact of Canada-U.S. free trade." 



Table 3-7 
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Difference in Projected GDP between the Base Case and Simulation 2, Canada, 
by Province, 1995 

Prince 
Newfound- Edward Nova New Saskat- British 

land Island Scotia Brunswick Quebec Ontario Manitoba chewan Alberta Columbia Canada! 

(Millions of 1981 $) 

Total difference 164.63 36.68 271.29 253.25 2,918.95 4,783.50 504.74 515.27 1,195.82 1,551.60 13,051.98 

Primary industries 15.52 3.22 11.00 13.47 82.34 124.47 33.51 98.71 423.25 115.29 931.78 
Manufacturing 
Durables 3.05 0.45 11.40 14.60 259.23 715.52 33.60 11.55 54.59 135.66 1,239.71 
Nondurables 13.71 2.29 24.56 21.73 290.38 418.43 27.27 11.36 47.55 98.72 956.20 

Construction 43.05 8.27 51.94 52.53 504.07 647.09 72.30 102.33 421.05 281.03 2,205.19 
Services 89.29 22.46 172.39 150.91 1,782.94 2,877.99 338.07 291.32 1,049.38 920.89 7,719.10 

(per cent) 
Total difference 3.5 3.6 3.5 3.5 3.2 3.2 3.3 3.3 3.5 3.6 3.3 

(percentage points) 
Contribution of: 
Primary industries 0.3 0.3 0.2 0.2 0.1 0.1 0.6 0.6 0.7 0.3 0.3 
Manufacturing 
Durables 0.1 0.2 0.2 0.3 0.5 0.3 0.1 0.1 0.5 0.3 
Nondurables 0.4 0.4 0.3 0.4 0.3 0.3 0.3 0.1 0.1 0.2 0.3 
Contruction 1.1 1.0 0.9 0.9 0.7 0.6 0.6 0.8 0.9 0.8 0.7 
Services 1.6 1.8 1.9 1.8 1.8 1.8 1.9 1.6 1.6 1.8 1.8 

1 Includes Yukon and the Northwest Territories. 
SOURCE Magun, Rao, and Lodh, "Impact of Canada-US. free trade," 

differences in projected output and employment between 
the base case (no free trade) and Simulation 2 (free trade 
plus productivity enhancement), for each province and 
each major sector, are presented in Tables 3-7 and 3-8. 
Chart 3-7 shows the regional distribution of additional net 
jobs as projected in Simulation 2. 

At the provincial level, the impact of a free-trade accord 
will be determined largely by the composition of the 
industries that are located in each province. We have seen 
that even with the cautious estimate embodied in Simula 
tion 1,29 of the 36 manufacturing and nonmanufacturing 
industries would gain from free trade. Hence we would 
expect that most, if not all, provincial economies would 
benefit under Canada-U.S. free trade. Furthermore, as 
most of the gains would occur in the service sectors and 
the distribution of service-sector output and employment 
is more or less similar from one province to the next, the 
gains from free trade would likely be distributed fairly 
evenly across all the provinces. 

Under Simulation 2, the overall provincial changes in 
output (measured by the percentage deviation from base 
case levels) vary within the narrow range of 3.2 to 3.6 per 
cent. Output in the Atlantic provinces, Alberta, and 
British Columbia would rise above base-case levels by 
slightly more than the national average of 3.3 per cent. 

This comes about mainly because the primary industries, 
which are important in these provinces, would benefit 
from the removal of existing U.S. trade barriers (espe 
cially the NTBs on softwood lumber and fish). Strong 
gains in the construction industry (the indirect effects) 
also add to the direct stimuli. In addition, the Atlantic 
provinces would benefit from a healthy increase in the 
food and beverage industry as a result of sales to the U.S. 
eastern seaboard - especially sales of processed fish. 
British Columbia would benefit from the strong gains in 
fishing and forestry, as well as in the wood products 
industry. 

Quebec and Ontario, with relatively more manufac 
turing than the other provinces, would experience slightly 
less than the average percentage gain in output. Account 
ing for more than 75 per cent of total manufacturing 
output in Canada, they would bear most of the adjustment 
problems incurred by the weaker nondurable industries; 
however, they would also take the lion's share (about 
60 per cent) of the absolute (net) gains in output. 

The employment benefits of free trade would also be 
distributed fairly evenly across all provinces. They would 
parallel the distribution of output effects, with the 
increases varying across provinces from 2.5 to 3.0 per 
cent. The Atlantic provinces, the Prairie region, and 
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Table 3-8 

Difference in Projected Employment between the Base Case and Simulation 2, Canada, 
by Province, 1995 

Prince 
Newfound- Edward Nova New Saskat- British 

land Island Scotia Brunswick Quebec Ontario Manitoba chewan Alberta Columbia Canada! 

(Number of persons) 

Total difference 5,413 1,189 9,020 8,097 82,820 136,828 15,023 11,492 39,695 39,558 350,000 

Primary industries 452 131 646 517 2,797 4,201 719 1,222 3,891 2,815 17,555 
Manufacturing 
Durables 44 302 379 5,513 11,978 655 226 867 2,589 22,552 
Nondurables 439 75 632 404 6,493 8,767 663 255 914 1,438 20,079 

Construction 1,135 284 1,490 1,348 11,281 14,544 2,058 1,987 9,294 5,250 48,742 
Services 3,341 699 5,950 5,450 56,737 97,338 10,928 7,802 24,729 27,466 241,072 

(per cent) 
Total difference 2.8 2.8 2.7 2.8 2.5 2.5 2.8 2.7 3.0 2.8 2.6 

(percentage points) 
Contribution of: 
Primary industries 0.2 0.4 0.3 0.2 0.1 0.1 0.2 0.3 0.4 0.2 0.2 
Manufacturing 
Durables 0.1 0.2 0.2 0.3 0.2 0.1 0.1 0.4 0.2 
Nondurables 0.4 0.3 0.2 0.2 0.2 0.2 0.2 0.1 0.1 0.1 0.2 

Construction 0.7 0.8 0.5 0.5 0.4 0.3 0.4 0.6 0.8 0.4 0.4 
Services 1.5 1.3 1.6 1.7 1.6 1.6 1.8 1.6 1.6 1.6 1.6 

! Includes Yukon and the Northwest Territories. 
SOURCE Magun, Rao, and Lodh, "Impact of Canada-U.S. free trade." 

British Columbia would experience employment growth 
slightly above the Canadian average; Ontario and Quebec, 
slightly less. Even so, as with output, about 60 per cent 
- or close to 220,000 of the estimated 350,000 new jobs 
(net of job losses) - would occur in these two provinces. 

Trade-Related Employment Adjustment 

Whereas Simulations 1 and 2 show the net effects of a 
free-trade accord on industries and provinces, what is of 
concern to the men and women whose jobs may be 
affected are the gross flow figures - i.e., those which take 
into account the displacements that may occur within an 
industry and that are masked by hirings in the same 
industry but by a different firm, or in a different 
occupation or location. These figures are hard to come by, 
let alone to predict. We have, however, made some 
preliminary calculations, which should be interpreted as 
indicative and directional; we realize that these estimates 
bear on individual choices and opportunities and that they 
cannot, therefore, capture the personal grief or joy that a 
job loss or job find will impart. 

At the same time, we must emphasize strongly the fact 
that job change is a regular, frequent part of life for a 
large number of Canadians. In a typical year, between 
four and five million people, or one-fifth of the working 
age population, lose or leave their jobs.!! Even more 
people enter new jobs. About half of those who change 
jobs do so voluntarily, moving on to new opportunities; 
about one-quarter (1.2 million people) are permanently 
laid off - that is, lose their jobs involuntarily; and 
another million experience temporary layoff, to be rehired 
later by the same employer. Thus the labour market is 
characterized by a substantial number of people losing, 
gaining, or changing employment. Some of those who 
are laid off can adjust easily, while others have more 
difficulty acquiring new skills or finding new employ 
ment. 

Our research supports the view that, nationally, a free 
trade accord would create many more jobs than it would 
eliminate. Simulation 2, which takes account of produc 
tivity improvements and industry rationalization, presup 
poses the greatest number of job losses, as well as job 
gains. Yet it projects, as we have pointed out, a net gain 



of 350,000 jobs over a period of eight years. Based on 
past industrial experience of layoffs and voluntary 
separations, we expect that this works out to about 
180,000 jobs being lost and over 530,000 jobs being 
created. Job gains and losses, however, would be distri 
buted differently across various industries (Table 3-9). 
Over the eight-year span, it would mean about 118,000 
new jobs and 75,000 job losses in the manufacturing 
sector; about 331,000 new jobs and 90,000 layoffs in the 
service sector; and about 85,000 new jobs and 18,000 
jobs lost in the primary sector and in construction. 
Regionally the gains and losses would be distributed 
pretty much in line with the employment projections 
cited earlier; in other words, the central provinces would 
lose the most jobs and would also gain the most jobs. On 
a net basis, all provinces would gain. 

Women would likely benefit more than men from trade 
liberalization, because the largest percentage of job gains 
and losses would be concentrated in white-collar clerical 
and service occupations (Table 3-10), where female 
workers dominate numerically. However, a significant 
number of women now working in textile and knitting 
mills in the small towns of Ontario and Quebec could be 
forced to find new jobs. 

We have tried to identify the types and the quantities of 
the jobs that are most likely to be affected by a free-trade 
agreement. The results suggest that there would be a great 
deal of movement within occupational groups. The job 
losses would be concentrated in product-fabrication, 
processing, service, sales, clerical, and managerial occupa 
tions; but at the same time those are the very occupations 
in which the greatest number of jobs would be generated. 
This heightens the probability that most job losers would 
find alternative opportunities in the same or a closely 
related occupation. 

What these figures suggest is that, during the period 
when Canadians are adjusting to a comprehensive free 
trade accord, close to 23,000 jobs would be lost each year 
through permanent layoffs, and over 66,000 jobs would 
be created; in other words, the new jobs would outnumber 
the lost jobs by a ratio of nearly three to one. Both these 
numbers are small relative to the usual movement in the 
labour force (Chart 3-8). Indeed, the 23,000 permanent 
layoffs induced by free trade would account for only 2 per 
cent of the layoffs that occur in a normal year. We 
conclude, therefore, that most Canadian workers would be 
able to adjust to the job shifts brought about by an 
accord, just as they adjusted to changes brought about by 
the Kennedy and Tokyo Round tariff reductions. This 
optimism is based on two factors: first, the number of 
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Table 3-9 

Projected Cumulative Employment Flows 
Resulting from Canada-U.S. Free Trade, by 
Industry, Canada, 1987-95 (Simulation 2) 

Jobs Jobs Net 
created lost job gains 

(Thousands) 
Industry: 

Agriculture 11.2 3.6 7.5 
Forestry 8.8 6.0 2.8 
Fishing, hunting, and 
trapping 1.8 1.3 0.5 

Mining 12.0 5.3 6.7 

Total, primary 33.9 16.3 17.6 
Food and beverage 15.4 6.4 9.0 
Tobacco products 0.1 
Rubber and plastics 3.4 4.0 --D.6 
Leather 1.4 -1.4 
Textile 1.5 2.0 --D.4 
Knitting mills 0.2 0.5 --D.3 
Clothing 5.0 2.7 2.3 
wood products 12.1 6.1 5.9 
Furniture and fixtures 2.8 1.7 1.2 
Paper and allied products 6.1 4.4 1.7 
Printing and publishing 11.7 2.1 9.6 
Primary metals 10.8 4.2 6.5 
Metal fabricating 10.2 6.3 3.9 
Machinery 10.6 7.2 3.5 
Transportation equipment 16.4 13.4 3.0 
Electrical products 2.3 5.5 -3.3 
Nonmetallic mineral products 3.5 1.6 1.9 
Petroleum and coal products 0.5 0.3 0.2 
Chemical and chemical 
products 3.5 2.9 0.6 

Miscellaneous manufacturing 1.5 2.3 --D.7 

Total, manufacturing 117.6 74.9 42.6 

Construction industry 50.8 2.1 48.7 

Electrical power, gas, and other 5.3 2.6 2.8 
Transportation and storage 19.9 7.2 12.7 
Communications 3.7 1.7 2.0 
Wholesale trade 32.4 9.7 22.7 
Retail trade 85.4 8.3 77.1 
Other finance, insurance, 
and real estate 46.1 7.4 38.7 

Services to business 
management 66.8 39.5 27.3 
Education and health 8.5 0.2 8.3 
Amusement and recreation 7.1 1.1 5.9 
Accommodation and food 34.2 4.0 30.2 
Other services 21.9 8.6 13.3 

Total, services 331.3 90.2 241.1 

Total 533.5 183.5 350.0 

SOURCE L. Lavallée and S. Magun, "Canada-U.S. free trade and labour market 
adjustment," a paper prepared for the Economic Council of Canada. 
September 1987. 
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adclitionallayoffs would be small; and, second, the people 
forced to look for work would do so at a time when 
employers will be hiring new staff. 

Some workers, however, may need special attention. 
This may especially be the case in those trade-sensitive 
sectors (rubber and plastics, leather, textiles, knitting 
mills, electrical products, and miscellaneous manufac 
turing) which are projected to decline slightly as the result 
of free trade. If the skills of their workers are not 
transferable or if the workers are older or live in small 
communities, they will probably need support from 
federal or provincial labour-market and regional-develop 
ment programs. 

Table 3-10 

Projected Cumulative Employment Flows 
Resulting from Canada-U.S. Free Trade, 
by Occupation, Canada, 1987-95 
(Simulation 2) 

Jobs Jobs Net 
created lost job gains 

(Thousands) 
Occupation: 

Managerial/administration 35.3 11.8 23.5 
Natural sciences 13.6 6.5 7.1 
Social sciences 4.6 2.2 2.4 
Teaching 19.4 11.3 8.1 
Medicine/health 20.6 11.6 9.0 
Art/literary 7.6 1.6 6.0 
Clerical 100.5 29.7 70.8 
Sales 69.4 12.2 57.2 
Service 65.4 17.7 47.7 

Total, white-collar 337.8 105.4 232.3 

Farming 13.3 4.0 9.3 
Fishing 2.0 1.2 0.7 
Forestry 6.0 3.9 2.1 
Mining 4.5 1.8 2.8 
Processing 23.9 12.0 11.9 
Machining 17.4 10.1 7.3 
Product fabrication 45.6 24.2 21.4 
Construction 44.0 6.4 37.6 
Transportation equipment 12.6 4.5 8.1 
Material handling 11.1 4.8 6.3 
Other crafts 8.1 2.4 5.7 
Not classified 7.2 2.7 4.5 

Total, blue-collar 195.8 78.1 117.7 

Total 533.5 183.5 350.0 

SOURCE Lavallée and Magun, "Canada-U.S. free trade and labour market 
adjustment." 

Chart 3-8 

Annual Net Change in Canadian 
Employment under Normal Conditions 
and under Free Trade, by Sector 

Thousands 
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SOURCE Estimates by the Economic Council of Canada. 

Conclusion 

In this chapter, we have examined the implications of 
rising protectionism. The recent passage of highly 
protectionist bills (RR.3 and S.490) in both Houses of 
the U.S. Congress signals a change in legislation that 
could seriously jeopardize Canada's exports to that 
country and lead to a rapid deterioration of the world 
trading system as a whole. The House measure, which 
broadens the definition of an "unfair subsidy," will make 
it easier for U.S. firms to launch countervailing actions 
against a range of Canadian exports. The Senate provision 
that would widen the grounds for U.S. industries to 
demand relief when they experience excess capacity is 
even more ominous. At present, the United States has 
excess capacity in a number of resource industries, 
including lumber, lead, zinc, and potash; this provision 
could, therefore, seriously endanger our sizable exports of 
those resources. 

The rising protectionist sentiment in the United States 
has not gone unnoticed elsewhere; if it is translated into 
law, it is certain that other countries will introduce 
retaliatory measures. In this deteriorating trade environ- 



ment, Canada clearly needs to secure, through a bilateral 
free-trade accord, open access to the U.S. market. Such an 
accord would be of particular value to Canada if it were 
accompanied by an impartial mechanism for trade-dispute 
settlement. 

In addition to securing existing markets for exports, a 
free-trade agreement with the United States could expand 
trade opportunities for both countries and contribute to a 
lowering of production costs. The simulations that we 
have described indicate that the removal of tariff and 
non tariff barriers could generate about 350,000 new jobs 
(in net terms) for Canadians over the period 1987-95. The 
simulations also indicate that, nationally, a bilateral free 
trade agreement with the United States would boost real 
wages, increase production, stimulate business invest 
ment and industry revitalization, narrow the Canada-U.S. 
manufacturing productivity gap, lower prices, reduce total 
government deficits, and strengthen the Canadian dollar in 
relation to the U.S. dollar. Of the 36 industries analysed 
here, 29 would gain from free trade. Net job losses would 
be small, compared with the net number of new jobs 
created across various industries. Furthermore, free trade 
would benefit all provinces, and its gains would be fairly 
evenly distributed across the country. 

As we explained earlier, these estimates provide a 
reliable guide to the direction and relative size of the 
economic effects of a trade deal. At the time of writing, 
however, the outcome of the trade negotiations was 
strictly conjectural. The simulations reflect the normal 
responses of consumers, producers, and investors to 
falling trade barriers, and no attempt was made to 
speculate about changes in behaviour, such as a possible 
influx of investment from third countries seeking easier 
access to the North American market. For this reason, we 
believe our work provides a sound and prudent benchmark 
for assessing the potential benefits of a comprehensive 
trade deal. Naturally, we are unable to evaluate the impact 
of the actual deal being negotiated until its details are 
made public. 

The Council recognizes that while a free-trade deal with 
the United States would generally improve long-run 
economic efficiency, it would also cause stresses and 
dislocations that would force some industries and some 
workers to adapt to the larger North American market. We 
have shown that many Canadian plants would have to 
rationalize their production through mergers or takeovers, 
by designing better or new products, by improving the 
organization of production, or by finding market niches; 
others would go out of business. These changes are 
significant, but they are modest when compared with 
those which occur regularly in response to domestic and 
foreign competition. In most years, between 2,000 and 
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3,000 new manufacturing businesses are created, and a 
slightly smaller number disappear. We believe that most 
Canadian firms are flexible enough to cope with the 
pressures that free trade will bring. Indeed, many are 
already gearing up to meet the challenge. 

The problems of labour adjustment resulting from a 
free-trade accord should also be considered within the 
context of the normal capacity of workers to adapt to 
changing opportunities. In Canada, annual job turnover is 
very high. Canadian workers are remarkably mobile: they 
move from one industry to another and from one 
occupation to another with amazing frequency. With such 
flexibility in the Canadian job market, most of those 
displaced by free trade would likely find new employment 
within a reasonable period of time. 

In fact, it is often very difficult to determine whether a 
layoff was caused by domestic or foreign competitive 
forces, by technological innovation, or by changes in 
tariff or non tariff barriers. Often, all three factors will 
have an influence, because a free-trade accord will simply 
reinforce the pressures and opportunities for firms to 
adopt new technologies and to realign their product mix 
in order to meet the needs of consumers at home and 
abroad. 

We believe, therefore, that the task for governments is 
limited. We do not see a need for specific trade-related 
adjustment programs. Rather, governments must focus on 
the needs of individuals for training and on the smooth 
functioning of labour-market information systems so that 
placement services will work efficiently. At present, there 
is a variety of federal and provincial programs - including 
training, mobility, and job-search assistance - designed to 
help those who have lost their job or who need assistance 
in finding a new career. Unemployment insurance is also 
an important source of income support during the 
transition. 

In Making Technology Work, we called on both levels 
of government to review their existing programs or, if 
necessary, to consider new programs to ensure that those 
workers who are adversely affected by technological 
change will have adequate access to income support and to 
alternative training opportunities in keeping with their 
years of working experience. The same applies to those 
workers displaced because of trade. 

In conclusion, the Council believes that a compre 
hensive trade agreement, such as the all-embracing deal 
analysed in this chapter, would generate significant 
economic benefits for Canada over the medium term. The 
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benefits would flow primarily from the drop in consumer 
prices and from the associated increases in personal 
income caused by falling trade barriers. Because con 
sumers live in all parts of the country, the gains from 
such a deal would be very widely dispersed. And while a 
greater proportion of the job losses would occur in the 
manufacturing sector, our research indicates that the 
losses would be transitional and not permanent. Overall, 
the job gains would outnumber job losses by a ratio of 
three to one. 

We realize that, ultimately, Canadians will evaluate 
any deal that is negotiated on the basis of many 
considerations, not all of which are concerned with 
strictly economic gains and losses. Still, it is important 
to know that the deal simulated here would offer 
significant economic benefits to all Canadians. Once the 
details of an actual accord are released, we shall do our 
best to quantify the terms of the agreement, and we will 
report on its potential economic consequences for 
Canadians. 



4 Global Pressures on Domestic Policy 

In earlier chapters we observed that growing international 
interdependency is inevitably giving rise to pressures on 
western governments to harmonize some of their tax, 
transfer, and other programs. We have seen this process 
occurring in financial markets, where the forces of 
competition, both nationally and internationally, are 
prompting governments to deregulate in some areas and 
to alter or strengthen regulatory surveillance in others. 
Weare seeing it in matters of taxation, where the thrust 
of change in many OECD nations, including Canada, has 
been to eliminate special exemptions, broaden the tax 
base, and bring down the rates. We are seeing it at the 
current GATT negotiations (the Uruguay Round), where 
strong efforts are now being made to widen the coverage 
of that organization's rules to cover a much broader range 
of commercial transactions than heretofore (agriculture, 
services, and investment regulations, for example). And it 
is evident in the efforts made by the G-5 and G-7 
countries to weave a common, targeted course towards a 
more balanced, and therefore more sustainable, economic 
growth. 

In general, Canada's interests are well served by these 
developments. The long-run effect will be to open or 
widen markets and to eliminate distortions that primarily 
serve only to support or protect special interests in one 
country or another. But that does not remove the need to 
examine closely the options being proposed - in both a 
multilateral and a bilateral context - in order to ensure 
that they are to Canada's long-run advantage. If, for 
instance, they are directed against institutions and 
programs to which Canadians are deeply attached and that 
help to unify and give expression to their Canadianism, 
Canadians must be satisfied that the changes will be for 
the better. We have particular concerns on this score, not 
only in the context of the present Canada-U.S. trade 
negotiations but over the longer term as well. In this 
chapter we begin by assessing the nature of the pressures 
from the United States to harmonize policy. We then go 
on to discuss four areas that are contentious: regional and 
industrial initiatives, unemployment insurance, health 
care, and culture. 

The New Mood in the U.S. Congress 
The crux of many potential problems is exemplified by 

the bill that was recently passed by the U.S. House of 
Representatives (H.R.3), especially where it deals with 

countervailing and antidumping duties. This bill was 
described earlier this year by the former (and recently 
deceased) U.S. Secretary of Commerce, Malcolm 
Baldrige, as "the most dangerous piece of legislation 
we've seen during this administration."! It provides for a 
unilateral broadening of the definition of an "unfair" 
subsidy that goes well beyond internationally accepted 
practices. It would subject a range of government services 
- social security, medical plans, and so on - to the test of 
whether they are "consistent with (U.S.) commercial 
considerations." But these "commercial considerations" 
are already rife with laws or practices that favour one or 
another of the very powerful U.S. lobby groups, leading 
one observer to note that many members of Congress are 
seeking "a playing field as level as the Rockies." For 
Canada, faced with U.S. pressures to achieve a "level 
playing field," the question then arises: What do you do 
when your neighbour's bulldozer is 10 times the size of 
yours? 

At the time of writing, negotiators for both countries 
were working hard at defining, to their common satis 
faction, what items and what issues would be included in 
a free-trade arrangement and what would be excluded. 
These definitions are potentially more important than the 
actual elimination of tariffs, for they will determine 
precisely what are non tariff barriers, subsidies subject to 
countervailing duties, non-negotiable items, and so on. 
They will determine how widely or narrowly the free-trade 
accord will extend into the very structure and dynamics of 
each nation's economic activities and institutions. They 
will serve as a pre-indication of the type of changes that 
each country will be pressing for in the current round of 
GA TT negotiations. And they will establish the ground 
rules that will serve to resolve contentious issues in the 
future. The definitions are, therefore, basic to whatever 
dispute-settlement mechanism will accompany the 
agreement. 

A free-trade accord, depending on what is included or 
excluded, can increase or decrease pressures to harmonize 
policies. According to a 1986 study by the C. D. Howe 
Institute, it would leave those pressures largely un 
changed.? The study cited the eminent Canadian 
economist Harry Johnson: 

It is important ... to distinguish between the 
philosophy of free trade and the philosophy of a 
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common market. The latter ... generally places an 
emphasis on uniformity of competitive conditions 
that is not logically necessary for the attainment of 
most of the benefits of free trade) 

The study concluded that "the policy areas that 
Canadians consider to be important ... are unlikely to 
be seriously affected." That conclusion was written, 
however, prior to the tabling of the trade bills in both 
Houses of Congress. 

At this juncture, no one can predict what form of U.S. 
trade bill will be acceptable to both the Congress and the 
Administration. But, clearly, the possibility of a wide 
spread application of trade sanctions by the United States, 
based on the proposed definition of "unfair" subsidies and 
on the test of whether foreign practices and programs 
meet (U.S.) commercial considerations, represents a 
frontal attack on the concept of national sovereignty that 
is at the heart of the GATT. By reaching so far into the 
internal affairs of other nations, a U.S. trade bill 
containing these provisions could effectively scuttle the 
proposals for trade liberalization now being pursued at the 
GATT and, indeed, invite retaliatory action or legislation 
that could endanger the GATT itself and lead to a full 
scale protectionist trade war. 

In the face of these developments, the occasion of a 
Canada-U.S. accord will give the Canadian government an 
opportunity to make a stand as well as a deal. Both 
nations are interested in allocating resources more effi 
ciently and in the material gains inherent in wider trade 
opportunities. But both governments, together with 
provincial and state governments, must be free to pursue 
their political, social, and cultural policy responsibilities 
on behalf of their electorates without fear of trade-sanction 
harassment. 

On many occasions, the Economic Council and others 
(including, for example, the Nielsen Task Force and the 
Business Council on National Issues) have questioned the 
proliferation of subsidies and other government inter 
ventions in the economy. The effect has usually been to 
divert resources away from their most productive uses and 
to raise the ultimate costs borne by consumers or 
taxpayers. But government intervention in the economy 
takes on many forms; it is often intended to enhance the 
economy's performance or to alleviate its excesses. 
Moreover, there is no common agreement as to what is 
either economically efficient or socially just. Inevitably, 
when comparing the host of measures adopted or not 
adopted by governments of the other country, there will 
be differences of view. Is the fact that emission-control 
subsidies are available to Canadian mining enterprises a 
legitimate cause for U.S. countervailing action, as the 

officials of the U.S. Mining Association suggest? Or 
does the nonenforcement of emission curbs on U.S. 
mining firms represent an implicit subsidy against which 
Canada should take countervailing action? When times are 
good, these issues may remain in abeyance; but as times 
get tougher and competition becomes more intense, they 
will surface. Much common sense and impartial goodwill 
will be needed to resolve them. 

A critical issue that will therefore have to be resolved 
in the context of a Canada-U.S. agreement, as well as in 
the larger context of the relations of the United States 
with its GATT trading partners, is how widely or 
narrowly Washington defines a countervailable subsidy. 
Clearly, Canada cannot accept a definition such as that in 
the U.S. House of Representatives' trade bill, which 
would hold as countervailable all government services and 
programs in Canada that differ with (U.S.) commercial 
considerations. At the very least, Canada should hold to 
the present definition of "subsidy" that applies under the 
countervailing provisions of GATT. The GATT defini 
tion distinguishes between government financial support 
or services that are available on a universal basis and 
those which are applied selectively, effectively diverting 
resources to shore up selected industries or firms. Only 
the latter are considered as countervailable subsidies. 

Whether or not some mutually satisfactory agreement 
can be reached on the definition of "subsidy," efforts in 
Congress to have Canadian (and other) businesses operate 
on the U.S. version of a "level playing field" are likely to 
continue. In the absence of countervailable trade sanc 
tions, they may simply be addressed by other means. 

Take one example. In Canada, most of our major 
social programs (social security and health care) are 
funded, wholly or in part, from general tax revenues. 
Only a portion of them are funded by payroll taxes or 
premiums levied directly on employers and employees. 
The result is that nonwage labour costs in Canada are low 
by international standards - about half what they are in 
the United States (Chart 4-1). This public subsidy of 
social programs could be seen, under the proposed U.S. 
trade legislation, as being unfair competition. 

In the U.S. auto industry, for example, the major firms 
may pay about C$8,900 per worker in annual premiums 
for complete health, accident, dental, vision, and life 
insurance protection; in Canada, for roughly the same 
protection they pay about C$2,800.4 While Canadian auto 
makers help to fund medicare through their share of 
corporate income taxes, their direct cost saving because of 
lower Canadian medical premiums amounts to millions 
of dollars annually. Because Canadian producers are the 
subsidiaries of U.S. automobile firms, the latter are not 
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about to complain. But other, more beleaguered industries 
- the U.S. steel industry, for instance - are already lobby 
ing Congress for assistance. If a joint trade bill is adopted 
with many of the present provisions intact, they could 
well argue that Canadian producers enjoy "unfair" benefits 
in the form of low payroll costs for health care and that 
Canadian governments should be encouraged to change 
their system of delivering health care services to the more 
"competitive" U.S. approach. Under this scenario, we 
have the paradox that Canada's public health-care pro 
grams, which are substantially larger than their U.S. 
equivalents, may be thought to entail a subsidy to 
Canadian industry, notwithstanding the fact that they 
require higher overall taxes for Canadians and, hence, 
directly and indirectly raise the cost structure of Canadian 
industry. 

Indeed, this latter consideration applies not just in the 
case of health but along the broad front of Canada's 
regional and social programs. It is argued that because of 
the need to fund these programs from general revenues, 
corporate taxes as well as personal taxes are higher in 

Canada. Or that with governments running large deficits, 
savings that would otherwise be invested in the private 
sector are being directed to public use, thereby driving up 
interest rates in Canada, as well as the costs of doing 
business here. On the other hand, Canada has a lower 
defence bill than the United States, and this somewhat 
lightens the relative tax burden. 

These cautions aside, the public debate surrounding 
both the Canada-U.S. trade talks and the growing protec 
tionism in the Congress has caused Canadians to be very 
concerned that, under one guise or another, the U.S. 
government may seek to impose changes in important 
areas of Canadian public policy with a view to elimi 
nating "subsidies" to Canadian producers or otherwise 
persuading Canadians to do things "the American way." 
In those areas where Canadian policy involves subsidies 
or restrictions aimed principally at shifting production and 
jobs from the United States to Canada, it is not unreason 
able to expect the U.S. authorities to exert pressure on 
Canadians to change; and we believe that, on balance, 
modifications of this kind are a necessary part of the 
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adjustment that Canadian industry must make to a 
changing world environment. But where the public policy 
has as its principal focus other types of national objec 
tives (social concerns, cultural development, and the 
alleviation of regional disparities within Canada), then we 
take the opposite view - namely, that these items are not 
cards that need to be played in a trade negotiation. While 
some of these policies may have incidental effects on the 
location of jobs between countries, as opposed to within 
Canada, those effects are generally not large. Nor do they 
necessarily represent an advantage to Canadian employ 
ment, as will be suggested below. 

Areas of Concern 

Regional and Industrial Initiatives 

Canada has had a long tradition of using federal 
government programs to encourage growth in its less 
advantaged regions, to reduce income and employment 
disparities among regions, and to make available a level 
of basic services that is relatively uniform across the 
nation. The major instruments for this purpose are the 
Established Programs Financing Act, under which the 
federal government provides cash payments to the 
provinces for hospital insurance, medicare and extended 
health care, and postsecondary education; the Canada 
Assistance Plan, which is designed to pay half of each 
province's welfare expenditures; equalization payments; 
and the remission of tax points to the provinces. In most 
cases, these federal transfers account for about 20 per cent 
of gross provincial revenues; for the Atlantic provinces, 
they represent over 40 per cent. 

A second, indirect form of regional transfer is Canada's 
unemployment insurance system, which was deliberately 
designed to make available extended benefits to indi 
viduals in the Atlantic provinces and in other regions 
where unemployment rates are chronically high. A third 
form of regional transfer is found in a host of federal and 
provincial subsidy programs. Many of the federal 
programs have been administered by the Department of 
Regional Industrial Expansion (DRIE); but other 
departments, including the Department of Agriculture, 
have their own programs as well. 

Currently DRIE is undergoing a revision of its 
mandate, with a view to decentralizing much of the 
decision-making with respect to regional incentive grants 
and devolving it to the regions through the establishment 
of agencies responsive to local circumstances and 
opportunities, such as the recently announced Atlantic 
Canada Opportunity Agency, the Western Economic 
Diversification Strategy, and the Northern Ontario 
Advisory Board. Whatever their title, these agencies will 

be instruments of federal industrial support and spending. 
The grants they administer are therefore likely to be the 
targets of U.S. countervailing action. 

There are a number of precedents. In the early 1970s, 
in the Michelin case, regional development grants were 
found to be subsidies under U.S. law, and countervailing 
duties ranging from 1.2 to 2.5 per cent were imposed on 
the tire company's exports to the United States between 
1973 and 1982. The U.S. International Trade Administra 
tion (IT A), in a recent Atlantic groundfish case, cited 
regional development grants as countervailable subsidies, 
since they apply only to specific depressed areas and are 
not generally available. Indeed, the IT A reviewed 85 
federal and provincial programs in Canada and found that 
55 of them conferred a subsidy on Canadian producers and 
exporters of certain fresh Atlantic groundfish. 

The number of regional and industrial subsidies 
payable directly as cash grants or indirectly through loan 
guarantees, regulation, or tax incentives has been 
growing. According to one estimate, in 1980 they 
accounted for approximately 7 per cent of government 
expenditure in Canada - i.e., close to $8 billion, or 
2.6 per cent of GDP.5 They serve a wide variety of 
objectives, including regional growth or development, the 
encouragement of exports, the protection of a secularly 
declining industry, the bailing-out of firms in temporary 
(or sometimes permanent) financial distress, income 
compensation and stabilization, energy conservation, the 
diversification of a community's industrial base, and the 
promotion of research and development. 

In general, we are not much enamoured by many of the 
regional and industrial programs now in place. With 
respect to regional industrial grants, while we are on 
record as having said, in an earlier analysis, that "the 
value of the jobs created appears to outweigh the ineffi 
ciency involved in locating production inappropriately,"6 
we generally share the view of the Macdonald 
Commission that, at best, "it may be that the policies 
have prevented regional imbalances from getting worse."? 
In a forthcoming Council document, we shall report on 
three Canadian industry-specific, trade-related adjustment 
programs: the Pulp and Paper Modernization Program 
(pPMP); the Shipbuilding Industry Assistance Program 
(SlAP); and the Canadian Industrial Renewal Board 
(CIRB), which is concerned with the textile, clothing, and 
footwear sectors. In the case of all three programs, with 
the possible exception of labour-adjustment assistance, 
we have found that government intervention was largely 
unwarranted. 

In the United States, the federal government's regional 
and industrial goals are pursued somewhat more subtly 
than in Canada, principally through government defence 



and procurement contracts, trade protection schemes and 
subsidies for exports, and research and development. The 
Export-Import Bank of the United States provides loans, 
loan guarantees, and export credit insurance for U.S. 
exports, and the new trade bills before Congress would 
strengthen those subsidies. 

State and local governments also offer a wide range of 
subsidized services and incentives to industry, many of 
which are directed at the manufacturing sector. Many 
states have programs designed to attract investment, to 
stimulate economic activity in depressed areas, to assist 
small and minority-owned businesses, to promote 
exports, and to encourage high technology and innova 
tion, as well as pollution abatement and energy 
development or conservation. Tax incentives are widely 
used, as states compete for investment with their entire 
tax systems. Some states and local governments offer 
special tax advantages for new equipment and new 
employment; these take the form of fast write-offs, credits 
for jobs created, and property-tax reductions for new 
investment. There are also industrial revenue bonds - a 
form of financing made available by state or local 
agencies - whose main attraction is that interest is 
exempt from federal taxation. The tax saving on these 
bonds, estimated to be worth billions of dollars, is 
primarily a federal subsidy. 

The local diversity and lesser visibility of these various 
direct and indirect U.S. subsidies make them difficult to 
track down and measure, and Canada has not often taken 
countervailing action against imports of U.S. manufac 
turing goods. It has seldom been to our advantage to do 
so, since we benefit from the imports' lower prices. 

From the Council's viewpoint, the crucial question is 
whether a particular industrial program is aimed at 
reallocating investment and employment within Canada 
to reduce regional disparities or whether the program is 
aimed at supporting activities that would not otherwise be 
sustainable in the longer term. In the first instance, it is 
arguable that, regardless of the other merits of a particular 
program, it need not be subject to international negotia 
tion. Indeed, a program with those characteristics implies 
that taxes are collected from the wealthier parts of Canada 
and redistributed elsewhere. Thus the program weakens 
the competitive position of the industries of those 
wealthier regions, both in domestic and international 
markets. For this reason, programs that reallocate activity 
within Canada are subject to federal-provincial discussion 
and negotiation. Because the wealthier regions will tend 
to resist such transfers, there is bound to be a political 
upper limit to the amounts that will be committed for 
such purposes. Such redistribution is unlikely to affect 
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employment opportunities in the markets of the United 
States or of Canada's other trading partners to any great 
extent. 

When, however, an industrial subsidy is aimed at 
attracting investment that would not otherwise be eco 
nomic in Canada, it becomes a legitimate item for 
international negotiation. As pointed out above, both 
countries have an array of such programs. 

We recognize that it may not always be simple to 
categorize individual programs between redistribution and 
subsidy. We do suggest, however, that the above 
considerations may at least provide a framework for 
thinking about the kinds of decisions that need to be made 
and that they may help policymakers to determine how 
they can legitimately continue with efforts at strength 
ening regions of high unemployment. Our ongoing 
research on regional policy and industrial adjustment are 
expected to shed further light on this issue. 

Unemployment Insurance 

A related area where the playing field is currently not 
"level" has to do with Canada's income-transfer programs. 
Take, for example, the unemployment insurance (UI) 
system. A chronic complaint of the U.S. fishing industry 
is that the Unemployment Insurance Act offers a subsidy 
to Canadian fishermen. In a string of actions launched 
with the U.S. International Trade Administration, the 
point at issue was not the countervailability of the 
general unemployment insurance program; rather, it was 
whether the special provisions of the Canadian unemploy 
ment insurance system that apply only to self-employed 
fishermen represent a subsidy to the fishing industry. The 
ITA concluded that "unemployment insurance provided to 
self-employed fishermen is not provided on preferential 
terms and therefore is not countervailable."8 But this 
judgment preceded the ITA's reversal on softwood lumber 
or the introduction of the much more sweepingly 
protectionist trade bills in both Houses of Congress. The 
worry here has to do less with the possibility of 
countervailing action - after all, unemployment insurance 
programs exist on both sides of the border - than with the 
broader pressures that might be applied to "harmonize" 
the two systems. 

Traditionally, Canada has experienced higher rates of 
unemployment than the United States, partly because of 
seasonal extremes and the importance of its primary indus 
tries. The response, politically, has been in the form of a 
comprehensive and relatively generous income-support 
system that goes much further than the U.S. system in 
transferring income to the unemployed (Chart 4-2). 
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Chart 4-2 

Unemployment Insurance Replacement Ratios,' Selected OECD Countries, 1984 
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Benefits as a proportion of the average wage, taking account of periods of ineligibility to receive benefits. 
SOURCE Based on OEeD, "Wage moderation" (Tables and Charts). 

The Canadian system is unlike that of the United 
States in several respects. It is federally administered 
with, generally speaking, uniform eligibility and uniform 
contribution and benefit rules. This is modified only 
slightly by regional eligibility and by extended benefits 
that are triggered by specified rates of unemployment and 
paid for from general revenue rather than from 
employer/employee contributions. It is rife with cross 
subsidies intended to assist workers in seasonal industries 
and in high-unemployment regions, as well as those on 
sickness and maternity benefits. No attempt is made to 
"experience rate" the contributions of employers, as is 
done in the United States. There, the program is prin 
cipally state-administered, and eligibility and benefit rules 
vary from state to state. Generally speaking, the poorest 
states offer the lowest income protection. 

That is not to say that Canada's unemployment insur 
ance system is sacrosanct or that it is beyond the reach of 
reform. There are legitimate worries about the availability 
and level of benefits, and about the negative incentives 
that they may impart to those seeking work. On three 
occasions recently - in the Macdonald Commission 

Report, the Forget Inquiry, and the Parliamentary 
Committee report that followed - a wide range of 
recommendations for change were advanced that bear 
public scrutiny and debate. This Council itself has, on 
several occasions, recommended that a voucher system be 
introduced to encourage the use of UI funds for retraining 
or as a wage supplement in a newly created job. 

But what has come through very clearly from public 
debate so far is that Canadians are not willing to see the 
program gutted or to give up regional or other portions of 
it unless there is a viable alternative put in place. 
Canadians would not, we believe, accept a U.S.-type 
unemployment insurance system. For, whereas in its 
breadth and reach the Canadian system compares favour 
ably with European programs, the U.S. scheme is rated 
absolutely last among those of the major OECD nations. 
As Chart 4- 3 shows, the number of unemployed receiving 
VI benefits in the United States is extraordinarily low, 
even though two types of state and federal programs are 
involved in the provision of regular benefits, as well as 
extended and supplemental benefits. The fact of the matter 
is that today only one out of four unemployed persons in 



the United States is receiving VI benefits. Three-quarters 
of the 8 million unemployed persons in that country 
receive no benefits, and because they are out of work, 
they have no medical coverage. Compare that with the 
situation in Canada, where almost 85 per cent of the 
unemployed are receiving benefits and are fully protected 
under universal medicare. 

Chart 4-3 

Unemployment Insurance Recipients as a 
Proportion of Unemployed Workers, I 
Canada and United States, 1975 and 1984 
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Measured by dividing total benefit weeks paid by 52 times the 
average number of unemployed workers. 

SOURCE Based on O. Ashenfelter and D. Card, "Why have 
unemployment rates in Canada and the United States 
diverged?" Economica 53, no. 210 (Supplement, 1986): 
SI84-85. 

On an overall basis, Canadians pay far more to 
maintain their UI system than do Americans. The addi 
tional costs are imbedded in the Canadian cost structure 
and, as such, must affect Canada's competitive position 
for many goods and services. At the same time, there may 
be specific industries or regions within Canada that do 
particularly well out of the VI system as a result of 
regional factors, as mentioned above. In our view, it 
makes little sense to subject these particular features of 
Canada's UI system to international negotiations, as the 
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real transfers here are among individuals, industries, and 
regions within Canada. Indeed, it would make more sense, 
in our opinion, to support a hypothetical Canadian nego 
tiating position that would see the smaller U.S. insurance 
requirement for unemployment as a "subsidy" to U.S. 
industry and, as such, one that could justify counter 
vailing duties on imports from that country. 

Health Care 

There are also fears within Canada that the environ 
ment created by the bilateral trade talks will force health 
care onto the bargaining table. Although there will 
always be some Canadians who wish to see changes to 
our health care system and while we must keep under 
continuing review ways of improving it, these consider 
ations do not make health care a legitimate item for 
harmonization in the sense that Canada's system has a 
trade-diverting effect. What are the facts? 

Through its 10 provincial governments, Canada has a 
well-developed health care system that is much admired 
internationally. Health care is an integral part of federal 
provincial funding arrangements. Provincial health 
ministries administer a comprehensive insurance system 
that covers hospital care, medical care, and pharmaceutical 
costs (in most provinces). In most provinces, too, the 
programs are financed by individual and family premiums, 
combined with general tax revenues; in the other 
provinces, they are financed entirely from general 
revenues. Most hospitals are run as private, nonprofit 
corporations. 

No matter what the yardstick, Canada's system for 
delivering health care is less expensive, and provides 
more, than its U.S. counterpart. Canadians enjoy a higher 
life expectancy and lower infant mortality. On a per -capita 
basis, taking all private and public spending into account, 
health care in the United States costs about one-third 
more than in Canada. In 1985, Canada spent 8.6 per cent 
of its GNP on health care and provided health insurance 
coverage to all; in the United States, by contrast, health 
care expenditures amounted to 10.6 per cent of GNP, yet 
millions of people in that country are without private or 
public coverage (Chart 4-4). In the United States, 
medicare is available only to persons aged 65 and over. 
For persons younger than that, health insurance is mostly 
provided under private plans, and much of the cost is 
carried by the employer. Private expenditures account for 
close to 60 per cent of health care costs in the United 
States, compared with about 25 per cent in Canada. 

The U.S. Institute of Medicine states that 35 million 
Americans have no medical insurance and that the 
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Chart 4-4 

Population Eligible for Publicly Funded Hospital and Medical Services, and 
Proportion of Medical Expenditures Covered by Public Funds, 
Canada and United States, 1983 
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SOURCE Based OIl OECD, Measuring Health Care. 

disparities in access to health care are getting worse. The 
funding set aside for the care of the uninsured and needy is 
simply not sufficient. Medicare patients, fully covered 
under the federal health insurance program when it was 
first introduced during the 1960s, now face hefty deduct 
ibles for hospital care. Private insurance carriers and 
governments (combined) in the United States have been 
unable to contain costs for the same services to the same 
degree as have the federal and provincial governments in 
Canada.? 

Not that they have not tried! Insurance carriers are 
negotiating volume discounts with health care providers 
and are trying to contain costs by sharing them with the 
beneficiaries. Federal budgetary allotments, which account 
for roughly 40 per cent of the U.S. health bill, have kept 
medicare payments flat. Hospitals have adjusted by 
cutting their operating expenditures. With hospital stays 

being shortened, with more outpatient treatment, and with 
reductions in admission rates, close to 40 per cent of U.S. 
hospital beds are empty. This overcapacity has added to 
the overhead and in some cases has given rise to financial 
losses. In the meantime, many hospitals are trying to 
keep afloat by raising their prices, forcing health insur 
ance premiums up still further.iv 

Thus commercialization and cost containment under 
the pressure of competition have created an apparent 
excess of hospital facilities in the United States at a time 
when the health care needs of millions of Americans are 
not being met. Moreover, probably as a result of these 
cost-reducing strategies, the number of doctor-owned 
hospitals has declined to less than half what it used to be 
over the past decade. Typically these hospitals have been 
bought up by investor-owned, profit-oriented chains. 
There are now fears that the chains are skimming the 



"profitable patients" and dumping the unprofitable ones 
and the uninsured indigents, thereby threatening the finan 
cial viability of the remaining hospitals. I I 

Apart from hospital costs, there are other reasons why 
the health care system in the United States, which is 
largely privatized, is much more costly than the Canadian 
system. Not only are there more physicians per person in 
the United States (Table 4-1), but on average, they are 
more highly paid; and because of very considerable 
litigation in that country, they pay far higher liability 
insurance than do Canadian physicians. This is reflected 
in the comparison of payment schedules for selected 
surgical procedures. As Chart 4-5 clearly demonstrates, 
charges in the United States for the same operation run 
three to five times the Canadian equivalent. It is true that 
private U.S. institutions devote considerably more 
resources to medical research and development and are at 
the forefront of medical skills. Canadians benefit 
indirectly from the results of that research. Nonetheless, 
they clearly are not prepared to give up the health care 
advantages they now enjoy. 

Table 4-1 

Indicators of Health Care Utilization, 
Canada and United States, 1982 

Canada United States 

In-patient care 
(bed days per person, 
per year) 2.1 1.7 

Hospital adnùssion rate 
(percentage of total 
population) 14.7 17.0 

Average length of stay 
(in-patient days per 
admission) 13.3 9.0 

Number of persons 
per hospital bed 145 169 

Number of persons 
per physician 520 498 

Physician consultations 
per person, per year 
(1981) 5.5 4.6 

SOURCE Based 00 Organisation for Economic Co-operation and Development, 
Measuring Health Care, 1960-1983: Expenditures, Costs and Perform 
alice (paris: DECO, 1985). 
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Cultural Issues 

The free-trade talks with the United States have 
intensified concerns within Canada about what is often 
called "cultural sovereignty." Culture has several dimen 
sions. Here, we are concerned with those aspects of 
culture - and the related people, firms, and industries - 
that are particularly important to the development of 
national unity and the continuing expression of Canadian 
identity. Moreover, it is only the commercial side of 
culture that we discuss below. Specifically, we are 
interested in the publication and distribution of books, 
newspapers, and magazines; the production and distribu 
tion of films and of television and radio programs; and the 
production and distribution of sound recordings. Many 
other important aspects of the cultural domain, including 
both the visual and performing arts, are subsidized in 
many countries, but they represent, in fact, a relatively 
small part of the economy of most countries. We assume 
that these topics have not been raised in the bilateral trade 
negotiations between Canada and the United States. 

In general terms, the concern of many Canadians is 
that the current round of negotiations with the United 
States will further jeopardize an already very fragile - 
indeed, underdeveloped - group of commercial cultural 
industries. As will be seen below, a very high proportion 
of the cultural materials available in Canada are either 
imported or made in Canada by foreign-controlled firms. 
The presumption of those who are concerned is that the 
imported material, as well as much of the output of the 
foreign-controlled Canadian firms, is not representative of 
the way of life of Canadians. Therefore, action must be 
taken to ensure, at least to some minimum level, that 
cultural products are available that genuinely reflect the 
Canadian experience - the nature and legacy of things 
Canadian - taking account of our geography, our histor 
ical development, the role of the English and French 
languages in our daily life and institutions; the contri 
bution of other cultural communities (including the 
aboriginal peoples), and the diversity of customs and 
lifestyles from one region to another. The primary 
objective, here, is not to create jobs in Canada or to divert 
trade. It is to ensure that, together with foreign cultural 
products, there is also substantial Canadian content 
available. 

Governments, either federal or provincial, can mandate 
the content of certain cultural products. To a degree, we 
now have this in Canadian-content rules for radio and 
television. Provincial governments and school boards 
control, to an even greater level of detail, the content of 
books that are in the school curricula. But there is an 
understandable reluctance by public authorities to 
intervene in a detailed way in relation to the content of 
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Chart 4-5 
Physicians' Payment Schedule for Selected Surgical Procedures, 
Canada and United States, 19861 
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books, magazines, films, TV programs, and so on. 
Therefore, where there is intervention, it is generally 
aimed at ensuring sorne minimum role for Canadian 
owned and -controlled cultural enterprises and, on 
occasion, at putting some limitation on the very high 
level of imports. 

In considering cultural issues, it is very important to 
understand that Canada has not imposed major barriers to 

the cultural products and services of other countries. The 
statistics are quite clear in this respect: about 76 per cent 
of books sold in Canada are imported; foreign movies 
account for 97 per cent of Canadian theatrical screen time; 
over 90 per cent of dramatic television presentations are 
non-Canadian in origin; almost 90 per cent of sound 
recording sales accrue to foreign-controlled firms; and 
foreign magazines account for over 75 per cent of news 
stand magazine sales. Chart 4-6 shows, for 1984, the 
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Sales of Canadian vs. Foreign Products, Selected Cultural Industries, 1984 
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SoURCE Statistics Canada, "Canada's balance on international trade in the cultural sector," Cul/ure Communiqué, Service Bulletin, 
vol. 9, no. 5 (August 1986). 

extent of foreign sales in the film, book, and record 
sectors. 

Indeed, Canada is one of the greatest importers of 
cultural products in the world. The overall deficit for the 
exchange of cultural goods for 1984 was $2.4 billion. 
The U.S. share of this deficit, sector by sector, is 
particularly striking: in the case of the trade deficit for 
books, 81 per cent; for newspapers and periodicals, 91 per 
cent; for motion pictures, 90 per cent; and for records, 
52 per cent. 

In Canada, the sale and distribution of most of the 
imported cultural products are handled primarily by 
subsidiaries of foreign production or distribution com 
panies, which enables these firms to capture a good deal 
of the domestic revenues. In tum, this leaves Canadian 
controlled enterprises chronically underfunded. The Cana 
dian sound-recording industry, for instance, is dominated 

by 12 foreign-controlled firms that, in 1984, produced 
only 28 per cent of the Canadian-content recordings but 
received 89 per cent of the industry's operating profits. In 
the book-publishing industry, foreign-controlled firms 
published only 22 per cent of Canadian-authored titles; 
yet they accounted for 61 per cent of the industry's total 
revenues. And, of course, Hollywood "majors" dominate 
the film industry, generating about 90 per cent of the 
nearly $1 billion in revenues from Canada's film and 
video market; yet they distribute almost no Canadian 
films. The industry's share of revenue from the distri 
bution of Canadian films accounted for less than 1 per 
cent of all film-distribution revenues earned in Canada. 

The concern about content is, of course, far greater in 
English-speaking Canada than in the French-speaking 
parts of the country. For firms competing in the market 
for English-language products, it is clear that the over 
riding difficulty is the existence of an English-speaking 
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neighbour whose economy is at least 1~ times larger t~an 
ours and who is therefore able to benefit from economies 
of scale, either in production or marketing, that are 
simply unavailable to Canadian producers. ~hile the facts 
vary from one cultural industry to another, it appears that, 
typically, Canadian-controlled firms are barely able to 
survive. The weak market penetration of these firms has 
left them undercapitalized, with low retained earnings and 
high ratios of debt to equity; and it has meant that 
financial institutions and other commercial lenders have 
been wary of lending them capital. This, in tu~, has 
further restrained the effective marketing and promotion of 
Canadian products. 

Meanwhile, the competitive environment is changing 
to the disadvantage of Canadian producers. In particular, 
the trend towards concentration is taking place through 
major corporate takeovers and mergers in the United 
States and Europe. Huge conglomerates, such as Gulf 
Western Industries Inc. and Coca-Cola Company, have 
combined to acquire interests in the cultural sector. They 
own Columbia Pictures and Tri-Star Pictures, Paramount 
Studios, Simon and Schuster, Prentice-Hall, and Famous 
Players Ltd. At the same time, certain cultural corpora 
tions have expanded and diversified their holdings to reap 
the benefits from economies of scope. For example, the 
consortium RCA/NBC/General Electric has moved into 
broadcasting and records; and CBS has extensive cultural 
interests, such as broadcasting, records, and magazines. At 
least 10 large U.S. corporations have holdings in six or 
more media industries - including publishing, sound 
recording, film production, movie theatres, network broad 
casting, and cable television. Eight corporations have 
holdings in five media; 13, in four; and 38, in threeP 
The fears are that in an unregulated free-trade situation, 
the financial power and the sophisticated marketing and 
distribution strategies of these multinationals could well 
marginalize Canadian cultural products within the 
Canadian marketplace itself. 

There are a few Canadian-controlled firms with an 
important position in the international marketplace. In 
recent years, for example, one Canadian entrepreneur has 
built up a very large chain of newspapers in the United 
States and the United Kingdom, as well as in Canada. 
Another Canadian businessman has successfully devel 
oped a major position in the film-distribution business. 
Nonetheless, some people are concerned that if Canada 
continues to limit the role of foreign cultural products, 
then our outward-looking business people may them 
selves be limited through the retaliatory actions of other 
countries. We acknowledge this point. It must also be 
recognized, however, that the U.S. and U.K. markets are 
so large that, regardless of the ownership of the 
enterprises that operate there, their markets will be able to 

command products that reflect the experiences of those 
countries. The same is not true when foreign-controlled 
firms operate in Canada. In other words, reciprocity is by 
no means a guarantee that our concerns about content can 
be satisfied. Indeed, it may have the opposite result. 

Of course, with respect to industries where Cana~a 
lacks economies of scale or where there are econorruc 
impediments to growth, there is ready recognition. th.at "" 
may have to move out of certain lines and specialize In 
others to survive in the international marketplace. 
Canadians, however, do not believe that the marketplace 
alone can be allowed to dictate their ability to ensure 
some minimum level of Canadian cultural output. 

Accordingly, to further Canada's cultural developme~t 
and the share of its own industries in the domestic 
market, Canadian governments have intervened in a 
variety of ways, primarily by imposing direct restrictio.ns 
on foreign competition (see Figure 4-1). These restnc 
tions include Canadian-content regulations that inhibit the 
playing of U.S. television programs and music records in 
Canada; Bill C-58, which diverts advertising revenues 
from U.S. border stations by prohibiting Canadian adver 
tisers from deducting U.S. expenditures from their taxes 
and which also discourages Canadian companies from 
advertising in U.S. periodicals; postal subsidies that 
provide a cost advantage to Canadian periodicals; customs 
rules that prohibit the entry into Canada of U.~. 
magazines that have more than 5 per cent of their 
advertising directed at Canada; the tariff on records and 
tapes, which forces the U.S. record companies to import 
master tapes and to produce records in Canada; .and a 
capital-cost-allowance provision that allows tax incen 
tives for Canadian film and television producers. Further 
more, Canada does not allow foreign control of Canadian 
TV, radio, and cable stations. Notwithstanding these 
particular measures and a variety of subsidies to ~upport 
creative people in those industries, foreigners conti~ue ~ 
play a very large role in the cultural marketplace In this 
country. 

Canadians, of course, derive substantial benefits from 
the very wide choice and quality of U.S. films, television 
programs, recordings, and publications, and from the 
opportunity to market Canadian products and perform 
ances there. In the context of a Canada-U.S. trade accord, 
however, the imbalance of market power in favour of a 
huge, highly concentrated, and interloc~ed. U.S. indus.try 
and the existence of a fragile, undercapitalized Canadian 
industry argue for continued entry barriers and government 
regulation if there is to be substantial Canadian content 
available in the market. 

In the context of the current negotiations with the 
United States, we believe that the focus of Canadian 
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Figure 4-1 

Protection Measures in Canada's Cultural Industries and Their Implications for U.S. Producers 
Protection measures Implication for U.S. producers 

Industry: 

TV, radio, and 
cable 

Canadian-content 
regulations 

Limit the play of U.S. programs in Canada. Could become more of an irritant as 
the CRTC demands more Canadian entertainment programs. 

Bill C-58 Diverts advertising from U.S. border stations to Canadian stations by prohibiting 
Canadian advertisers from deducting U.S. expenditures for tax purposes. 

Simultaneous 
substitution 

Canadian stations can bump U.S. signals off cable when both are showing the 
same program at the same time. 

Cable ownership Canadians can own U.S. cable systems, but Americans may not own Canadian 
systems. Neither country allows foreigners to own radio or television stations. 

Telefilm broadcast fund Subsidizes Canadian television production, including that for sale abroad. 

Cancom Canadian Satellite Communications Inc. picks up Detroit television signals in 
Windsor, puts them on satellite, and sells them, without compensating the Detroit 
stations. Cancom re-exports the signals to a U.S. company, which provides them 
to cable companies in remote parts of the United States. 

Film and 
television 
production 

Cable retransmission Canadian companies do not pay for U.S. signals that they transmit over their 
systems. The Canadian government is sympathetic to U.S. demands for 
compensation and is expected to introduoe some form of royalty in the revised 
Copyright Act. 

Investment Canada Act U.S. investment in cultural industries is treated more harshly than that in other 
industries, even when a U.S. company merely takes over the Canadian subsidiary 
of another U.S. company. 

Film distribution The Department of Communications wants to plaoe a small category of films 
exclusively in the hands of Canadian distributors to provide greater support to 
Canadian filmmakers. 

Capital cost allowanoe Represents a tax incentive for Canadian fùm and television produoers. 

Publishing Bill C-58 Provides an incentive for Canadian companies 10 advertise in Canadian periodicals 
rather than in satellites of U.S. publications. It effectively prevents U.S. 
companies from owning Canadian publications that rely on advertising. 

Customs tariffs Customs rules prohibit the entry into Canada of U.S. magazines that have more 
than 5 per cent of their advertising directed primarily at Canadians. This prevents 
U.S. periodicals from selling advertising on a Canadian split run of their U.S. 
editorial product. 

Investment Canada Act The Govemment has specifically stated that U.S. companies acquiring Canadian 
book publishers, even from other U.S. companies, will have to sell control to 
Canadians within two years. 

Postal subsidies Canada has an array of postal subsidies for publishers; these give Canadian 
periodicals a cost advantage. U.S. publications qualify for a subsidy only if they 
are printed in Canada. 

Sound recording Canadian-content quotas U.S. records get reduced air play. 

Tariff on records and 
tapes 

Impels the multinational record companies 10 import master tapes and press 
records in Canada. (The eight largest record companies in Canada are foreign 
owned.) 

SOURCE TM Glob. and Mail, April4, 1987, p. Dl. 
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concern about cultural sovereignty should be on both 
Canadian content and on competitiveness. Foreign owner 
ship should be of concern only if it limits the other two 
factors; and trade barriers should be used not so much to 
exclude foreign output as to ensure some minimum 
allowance for Canadian content. 

The Council has not carried out a detailed analysis of 
each cultural sector. Accordingly, we are unable to offer 
specific advice on each industry. To the extent that 
existing forms of intervention go beyond what is needed 
to ensure a reasonable level of Canadian content for the 
Canadian market, however - and this may well vary from 
one subsector to another - we should be willing to 
consider change, whether in the context of the trade talks 
or in any other fashion. 

In short, our advice to Canadian legislators is: 
Canada's heritage has been founded on a wealth of 
multiple cultures, traditions, and relationships, combined 
within one nation; therefore, ensure that Canadians have 
adequate means and avenues to create and convey what is 
genuinely their own. Nevertheless, be very selective 
about the activities to be supported and their means of 
support. 

Conclusion 
Any reasonable set of rules that eventually govern the 

trade relations between Canada and the United States must 
be comprehensive enough to recognize that Canada has 
made a political choice to operate social and regional 
programs that, on a national basis, are more expensive 
than those in the United States. It also operates a health 
care system that is financed collectively rather than 
individually. More generally, publicly funded programs 
that are directed at redistributing income and economic 
activity across regions or at insuring against illness, 

accident, or job loss are common to most OECD nations; 
for that reason, they have been excluded from the GATT 
definition of countervailable subsidies. They are excluded 
because, by and large, their main objective is domestic, 
having little to do with international trade issues. In 
short, there is no case to be made for countervailing 
action against Canada. What is more, the Council as a 
whole supports the choice that Canadians have made, 
though we consider it our role to offer advice, from time 
to time, on how such programs might be improved. 

As far as culture is concerned, we must point out that 
only the commercial culture industries are at issue. They 
include publishing, radio and television production, film 
making, and sound recording. Our analysis shows that 
U.S. penetration of these industries is already substantial. 

Canadian government intervention in these areas 
reflects primarily a desire to ensure that some minimum 
level of Canadian content is available to Canadians. 
While there is some direct negotiation of content to 
achieve this objective, it is more commonly done indi 
rectly, through the array of other instruments, including 
ownership restrictions, as described above. Such inter 
vention, of course, may imply an economic cost to 
Canadians. Given the central importance of cultural 
products to Canadian identity and nationhood, however, 
we can accept that such decisions may be deemed 
essential. 

It does not follow, however, that each sector within 
this group of industries needs protection. This is a matter 
for case-by-case consideration. The overriding objective is 
support for Canadian content and for viable industries that 
can provide that content. Among the various ways of 
achieving this objective, those which are the most visibly 
beneficial and the least restrictive are likely to be 
preferred. 



5 Conclusions 

One way or another, the next year will be a major turning 
point in Canadian history. If Canada is successful in 
reaching a free-trade accord with the United States, it will 
be launched on a new outward-looking track that will 
require major adjustments but one that also promises 
sustained benefits. If no trade deal occurs, Canadians will 
have to rethink seriously their approach to commercial 
policy and to international diplomacy. There is no 
denying that Canada is now highly exposed to an inter 
national scene that is growing more and more volatile. 
Events beyond our borders are shaping our present and our 
future. This is not a new situation; for years the health of 
our export industries, our monetary policy, and our 
exchange rate have been influenced by decisions and 
activities undertaken abroad - most often in the United 
States. What has changed in recent years is, first, the 
degree to which global markets are integrated and, second, 
the relative decline in the economic leadership of the 
United States. The awkward fact is that while Japan and 
West Germany are exercising increasingly important 
commercial roles internationally, neither country by itself 
is ready to provide commanding economic leadership. 
Both of these factors presage continued uncertainty in the 
world economy. 

The United States no longer dominates world trade and 
financial markets. U.S. firms are being rivaled by firms 
from Europe and Japan, and increasingly by newly indus 
trializing countries equipped with advanced technologies. 
Many large U.S. corporations have been internation 
alizing much of their production through offshore 
sourcing. At the same time, they are modernizing their 
domestic production facilities. 

On the financial front, the United States has turned 
from being the world's largest source of capital to being 
the world's largest debtor nation, sporting the largest 
federal budgetary deficit in history. The Federal Reserve 
Board has maintained interest rates that, in real terms, are 
historically very high; as a result, large amounts of 
foreign savings have been drawn in to offset the huge 
U.S. trade imbalance. For almost five years, the 
combined stimulus of the budget deficit and lower rates of 
inflation has fueled a dramatic upswing in spending by 
American consumers on cars, housing, and other 
consumer goods. This has created a big appetite for 
imports and a large trade deficit. 

Consequently, Canada has had the mixed experience of 
piggy-backing on a North American business-cycle expan 
sion within a larger and longer international commodity 
cycle slump. In oil, primary metals, and agriculture, 
substantial overcapacity has brought commodity prices to 
record lows. The scramble to recycle OPEC petrodollars, 
largely in less developed countries, has abated, and the 
flows of private lending to those countries have dried up. 
Only recently have oil prices recovered to the point where 
producers in western Canada are beginning to explore and 
invest again. In agriculture, the massive subsidization and 
the presence of large surplus world stockpiles mean that 
little relief is in sight. While some progress is being 
made in reducing acreage under production, we may be 
well into the 1990s before grain prices recover to the 
levels of the early 1980s. 

Typically, commodity cycles tend to be fairly lengthy, 
as supply/demand imbalances take time to work them 
selves out. This is a serious handicap for Canada because 
of the importance of energy, agricultural, and other 
primary commodities to specific regions of the economy. 
Indeed, Canada's growth has been quite unbalanced. It has 
been concentrated almost entirely in the central provinces, 
led by export sales to the United States and by a 
substantial increase in consumer spending. 

Low commodity prices have also crippled the Third 
World countries in meeting their debt-service obligations. 
While the most heavily indebted Latin American coun 
tries have made some headway in rescheduling their debt, 
a very large reservoir of indebtedness remains. With 
private sources for new loans dried up and the bulk of 
foreign savings flowing instead to the United States, 
many of these countries have desperate liquidity 
problems; they will have great difficulty in meeting their 
debt obligations unless their export sales and export 
prices recover. Their problem is exacerbated by capital 
flight and by extreme disparities in wealth that go beyond 
the disparities of income and wealth found in indus 
trialized countries. 

The growing integration of financial markets has 
imparted its own risks and uncertainties. Capital flows 
across borders are now determined to a considerable extent 
by the portfolio decisions of large investment funds in 
response to changing interest rates in different markets. 
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This adds extra liquidity and depth to financial markets, 
but it also increases volatility to such a degree that large 
purchases, sales, or defaults in one market are quickly 
transmitted to others. This, in turn, adds to exchange-rate 
and interest-rate uncertainty at a time when debt burdens 
are excessively high and debtors are therefore very 
vulnerable to unfavourable movements in capital flows or 
interest rates. 

Looking ahead, the most alarming factor on the 
international front is the growing protectionism in the 
United States. The provisions of the two trade bills now 
being debated in the Congress are seen by many as a sign 
that the United States intends to alter the existing GATT 
rules to its own advantage, and to impose unilaterally its 
own rules and sanctions on world trade. The bills are 
highly punitive and could return western trading nations 
to a retaliatory trade war such as has not been seen since 
the 1930s. 

The irony is that these bills have surfaced just as 
negotiations on a Canada-U.S. bilateral free-trade area are 
coming to a head. The timing is unfortunate. This fall, 
the U.S. Congress is to produce a single, joint trade bill 
that will then be reviewed by the President. If it is 
anywhere near as harsh as the two bills that have already 
been passed, it may be vetoed. But a presidential veto is 
likely to stir up enough irritation within the Congress 
that the latter may well feel motivated to reject any 
bilateral accord that might be reached. The possibility 
must also be considered that should an agreement be 
negotiated, it could be rejected by one country or another 
at the ratification stage. Bearing that risk in mind, we put 
forward, in the following sections, criteria for assessing a 
free-trade accord as well as policy options in the event 
that ratification is withheld. 

U.S.-Canada Trade Issues 
We have argued that it is in Canada's interest, in the 

face of growing U.S. protectionism, to seek out the 
stability for its economy that a trade accord with the 
United States could provide. We have shown that there 
would be real gains for Canadians from the type of 
comprehensive bilateral agreement analysed in Chapter 3, 
through reduced prices and higher real incomes, 
investment, and employment. The United States would 
also benefit in terms of incomes, investment, and jobs, 
though the gains would likely be smaller in relative 
terms. Since Canadian tariffs on manufacturing goods are 
substantially higher than equivalent U.S. tariffs, much of 
the adjustment would occur in the manufacturing sector. 
Nonetheless, the opportunities inherent in selling to a 
duty-free market 10 times the size of Canada, along with 
the possibilities for increasing productivity through plant 
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rationalization and specialization, would strengthen Cana 
dian competitiveness not only in North American trade 
but also in trade with third countries. 

Should a free-trade accord be successfully ratified, we 
expect that it will be phased in gradually. Accordingly, 
we expect, in the light of past experience, that the 
problems of labour adjustment will be relatively small. 
For that reason, we reject the idea of special adjustment 
programs directed at the needs of the "trade-induced" 
unemployed only. Rather, we see a need to concentrate 
resources in labour market programs aimed at helping 
workers to move successfully from one job to another. 
Special emphasis should be placed on training workers for 
the jobs of the future and on efficient placement and 
advisory services, including the Industrial Adjustment 
Service. In addition, as we pointed out in our recent 
statement on technological change, Canada needs to put 
more effort into improving the quality of basic education 
so that people will learn how to learn and can therefore 
cope effectively with a rapidly changing workplace. 

It is difficult to speculate on the form the accord will 
take, particularly in light of what is now known about 
the Congressional trade bills. The excess-capacity provi 
sions in the Senate bill could be used in a direct and 
confiscatory way against Canadian resource exports, and 
the House of Representatives' interpretation of "unfair" 
subsidies is so broad and sweeping that it could encom 
pass virtually any government program and thus be used 
as the basis for countervailing action against an almost 
unlimited number of imports. These two provisions alone 
are a direct threat to Canada's well-being and to its 
capacity as a sovereign nation to implement its own 
industrial and social policies. 

As a medium-sized nation, thinly populated and geo 
graphically dispersed, Canada has invested a great deal of 
government funds in programs that are intended to spread 
economic growth across the 10 provinces and to ensure 
that social programs are both universally available and 
uniformly applied. Where the United States has tended to 
favour competitive market forces and private delivery 
plans, Canada has tended to rely on publicly administered 
services, more heavily funded from general revenues. 
Thus Canada has chosen a different form of financing and, 
in general, higher-benefit programs than those in the 
United States. It is quite clear that, under the Congres 
sional trade bills, long-standing Canadian programs could 
be cited as justification for countervailing action against 
Canadian exports. Effectively, there could be an alliance 
between U.S. interests lobbying in pursuit of protec 
tionist ambitions and those groups in Canada who would 
like to see the dismantling of some fundamental govern 
ment programs. 



We have pointed to three areas where Canadian 
programs might come under attack: regional and industrial 
subsidy programs, health care, and unemployment 
insurance. While we welcome developments that would 
encourage a rethinking of some of Canada's business 
subsidies, we believe that regional support initiatives 
intended to redistribute jobs and incomes within Canada 
are not legitimate targets for U.S. trade actions. As for 
social programs, they do not involve trade-diverting subsi 
dies, and there is no legitimate basis, therefore, for the 
United States to attempt to force these items into the 
negotiating process or to attack them in some future trade 
action. 

Finally, on the question of Canada's cultural sover 
eignty, we see the problem as one of a serious imbalance 
of resources, particularly in the English-language market. 
Canada has a remarkably open border on cultural matters; 
by and large, we are overwhelmed by U.S.-produced 
books, music, television, and movies. In some cases this 
reflects qualitative preferences; in others it does not. In 
many areas, such as film production, TV broadcasting, 
and book production, growing concentration and inter 
locking conglomerates in the United States leave little 
room for balanced competition in a free-trade environment 
or for sensitivity to Canadian concerns. This has 
prompted government intervention to ensure Canadian 
content. While there may be some opportunity for a 
resolution of specific irritations, our view is that the 
cultural industry, suitably defined, is one area where the 
terms of a Canada-U.S. accord must reflect Canada's 
sensiti vities. At the same time, Canada may find it 
necessary to seek out forms of support for culture that 
minimize distortions to trade. 

Criteria for Assessing a Trade Deal 

The deadline for the Canada-U.S. negotiations is 
October 4th. Once an agreement is initialed by the 
negotiators, it will be tabled in Parliament and in the 
Congress for debate and ratification. This will be the 
most important period for Canadians. At that time, 
reasonable men and women will be able to study the 
implications of the accord for the long term, assess the 
balance of advantages that it gives each country, and 
evaluate the safeguards that will allow each country to 
pursue its economic and social objectives, both 
domestically and internationally, in ways that are free 
from a host of retaliatory and aggressive trade actions. 

To be ratified, an accord must satisfy Canadians on a 
number of fronts: 

1 In providing freer access to U.S. markets, it must take 
account of state and local barriers, as well as federal. 
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2 It must clearly identify areas of policy, trade, and 
investment that are non-negotiable, as well as domestic 
institutions, laws, and regulations that are beyond the 
reach of countervailing action. 

3 It must contain clear definitions of subsidies that are 
countervailable, and of those that are not because they fall 
under the present GATT definitions of noncountervailable 
subsidies. 

4 It should contain a dispute-settlement mechanism that 
would deal with trade irritants quickly and impartially. 

The Alternatives 

Finally, should the current trade negotiations break 
down before the October 4th deadline or should one 
country or the other decide not to ratify the agreement, we 
must consider what position Canada should take during 
the period of subsequent economic activity and trade. 

The failure to reach a Canada-U.S. free-trade accord 
would be unfortunate but need not be catastrophic. A 
historic opportunity would have been lost to bring 
increased wealth and job opportunities to both Canada and 
the United States. But with almost 80 per cent of 
Canadian exports to the United States entering duty-free 
while the rest bear average duties of less than 7 per cent, 
and with about 65 per cent of imports from the United 
States entering Canada duty-free and the rest averaging 
duties of less than 12 per cent, both countries will remain 
each other's major trading partner. Under normal 
conditions, one could expect a continuation of the status 
quo relationship. The Canadian economy would continue 
to grow more or less in keeping with the base-case 
projections outlined in Chapter 2. Fewer jobs would be 
created than under a free-trade regime, and incomes would 
be lower; but the standard of living would nonetheless 
continue to improve. 

But these are not normal times. The danger lies in the 
inward-looking, protectionist mood in the Congress and 
among the American people. The rift on trade issues 
between the Congress and the Administration is real. But 
with the President's mandate beginning to wind down, 
increasingly the leverage is shifting to the Congress. 
Ultimately the two must agree on a trade bill. And if that 
legislation takes even part of the harsh line of the current 
Congressional trade bills, there are likely to be major 
trade confrontations with most western nations, including 
Canada. A subsequent trade war could have disastrous 
consequences and could eventually result in de facto 
defaults by debtor nations faced with an erosion of their 
export markets because of trade barriers. 
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What response should Canada take if no agreement is 
reached on an accord and if the United States elects to 
pursue an aggressive unilateral trade policy more or less 
independently of the GA TI? Two options are possible. 
One is to take a defensive stance, countering restrictive 
action with restrictive action, in a series of mutually self 
defeating disputes and rounds of nationalistic posturing. 
The other is to turn outward, using aggressive marketing 
and a combination of lobbying and proactive diplomacy 
to strengthen the multilateral commitment to trade liberal 
ization. 

The defensive option would involve a period of severe 
economic stress, as Canadian industry would be encour 
aged, as a result of retaliatory trade barriers, to concentrate 
on the domestic market, replacing imports and cutting 
exports. The trade barriers and the higher costs associated 
with less efficient production would raise prices and costs, 
reduce incomes, and curtail employment. As we showed 
in last year's Annual Review, the losses endured by 
Canada in a retaliatory trade war could be very substantial 
indeed. 

The outward option would require a much more far 
sighted and aggressive commercial policy, with Canada 
sounding the alarm about the risks of protectionism, 
encouraging Japan, West Germany, and the United States 
to make a more serious commitment to the current round 
of multilateral negotiations and pressing hard for an 
agreement to stop the addition of new trade barriers during 
the Uruguay Round of negotiations. After all, if our 
relations with the United States are not seriously impaired 
by the failure of the bilateral negotiations, there are many 
issues on the multilateral front on which we would 
naturally form a common front, such as agriculture 
subsidies, trade in services, and possibly intellectual 
property. 

In reaching outward to the global marketplace, Canada 
would likely wish to press forward on two other fronts. 
First, Canadian governments and businesses would want 
to mobilize an even stronger and more sustained lobbying 
effort in Washington, in order to forestall as many 
protectionist actions against Canada as possible. Second, 
both would want to gear up for much more aggressive 
promotion of Canadian exports outside North America, 
especially in the Pacific Rim countries. There, Canadian 
firms would face market pressures that are even more 
demanding than those found in the North American 
context. In short, the alternative to Canada-U.S. free trade 
would not be the status quo but a tough and combative 
international marketplace. For firms and their employees, 
it would mean a challenging period of adaptation. 

Medium-Term Outlook 

Setting aside these international concerns, there are 
reasonable grounds for optimism about Canada's econo 
mic future. Unemployment is coming down throughout 
the country; in Ontario, the rates are down to levels not 
seen since the mid-1970s. There appears to be a renewed 
sense of confidence within the business community and 
good prospects that renewed investment in Canada may 
replace consumption as the engine of growth over the 
next several years. The recently announced Stage One of 
tax reform should, according to our estimates, provide 
some additional impetus to growth and employment. 

In past Annual Reviews, we set out targets for 
Canada's economic performance. This year, as last year, 
our projections indicate that the economy is moving 
closer to those targets. They demonstrate that the govern 
ment must continue to commit itself to afirm, steady-as 
you-go policy of economic management, striving for 
progress on a broad front and not just with respect to a 
single economic objective, such as deficit reduction or 
lower unemployment. We repeat those targets here: 

1 To achieve a trend rate of employment growth of 
between 2 and 3 per cent annually so as to reduce 
unemployment to between 6 and 8 per cent of the labour 
force by 1990 - that is, to relatively full employment, 
consistent with nonaccelerating inflation; 

2 To restore a trend rate of increase in productivity, as 
measured by real output per employed person, of between 
l.5 and 2 per cent annually; 

3 To keep the trend rate of annual inflation down to 
5 per cent or less, recognizing of course that there will be 
variations in inflation rates because of international and 
domestic factors; 

4 To encourage a rate of domestic saving high enough 
to contain Canada's average dependency on net capital 
inflows to about 2 per cent of GNE or less; 

5 To maintain the objectives and substance of the 
existing social policies insofar as they provide affordable 
benefits to Canadians; at the same time, to improve the 
efficiency of their delivery systems and, where possible, 
fill the most urgent gaps in their applications; and 

6 To reduce the size of the federal deficit gradually to an 
easily manageable level, bearing in mind the cyclicality 
of the economy, and thereby to re-establish a sound fiscal 
relationship in the federal budget. 



To these we add a seventh target - one that is, in fact, 
closely related to the others: 

7 To achieve growth, employment opportunities, and 
social infrastructures that are regionally balanced. 

The cohesion of the Canadian nation has been based, 
and still is, on the willingness of those in more pros 
perous regions and provinces to share with the less 
affluent. Canada's resources and resource-producing areas 
are fundamental to the long-run well-being of the nation. 
Yet their markets are volatile. In time of temporary or 
cyclical adversity, measures are needed to buttress these 
regional economies without impeding the longer-run 
adjustments that domestic and international markets 
require. 

Apart from the very real economic and social costs 
inherent in the present regional imbalance, we believe 
that the direction in which the economy is moving is 
consistent with our targets, although it is unlikely that 
the unemployment-rate or productivity-growth targets 
will actually be met by 1990. We recognize that external 
shocks, such as a retaliatory protectionist trade war 
among western nations or a sharp increase in interest 
rates, could knock these targets seriously off course. 
Indeed, both the targets and the projections advanced in 
Chapter 2 presuppose that the U.S. government will be 
able to make some headway in addressing its federal 
deficit and that there will be enough improvement in the 
U.S. trade balances that the passion for aggressive and 
protectionist trade actions will subside. 

Here in Canada, the federal government has been 
pursuing a policy of spending restraint without engaging 
in a vigorous slashing of social policies and entitlement 
programs. In our view, that is the right course. If our 
base-case projections are correct, then without the 
introduction of additional restraint measures or tax 
increases, the federal deficit will drop to 3.1 per cent of 
GDP, but it will not go lower until the next business 
cycle expansion begins in 1991. Thus, although the trend 
is in the right direction, progress in deficit reduction is 
very slow. This obviously leaves little room for new 
initiatives. It also leaves the government vulnerable in 
the event of an early economic slowdown. 

We have seen that an essential prerequisite for resolv 
ing many of the international imbalances is for the 
industrialized nations to sustain successfully their rates of 
economic growth. The same prerequisite applies to 
Canada's domestic economy. The structural adaptation and 
modernization of plant and equipment that must occur, if 
Canada is to remain internationally competitive, will be 
easier if the economy is buoyant and operates at an annual 
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rate of real growth close to 3 per cent. In Chapter 2 we 
saw that a continuation of economic renewal, with real 
growth averaging more than 3 per cent and with healthy 
sales and investment in the North American economy, is 
a plausible though optimistic outcome. If it were 
achieved, such a solid economic performance would go a 
long way towards correcting the remaining damage caused 
by the 1981-82 downturn. But, while plausible, it seems 
to us less probable than the more moderate base-case 
outlook, which sees the corrections occurring more 
slowly. 

In contrast, an early recession in the United States and 
in Canada could bring the current process of economic 
renewal to an abrupt end and send both unemployment 
rates and government deficits on an upward trajectory. 
Indeed, the ratio of federal debt to GDP in Canada would 
rise sharply in the pessimistic projection. The impact of 
stabilization programs and rising debt-servicing costs 
would absorb an increased proportion of government 
resources and leave the federal government with no room 
for manoeuvre at all. This vulnerability to an early 
downturn is a serious concern and underlines the need to 
make as much progress as possible on deficit reduction 
while the economy is relatively healthy. 

Because of the constraints on the fiscal side, some have 
argued that federal authorities should rely more heavily on 
monetary policy to encourage growth, especially now that 
the Canadian and U.S. dollars have returned to exchange 
rate levels that appear to be sustainable. But the inter 
nationalization of capital markets has effectively reduced 
the policy freedom that central banks have with respect to 
monetary instruments. The growing diversity and substitu 
tability of financial instruments have meant that control 
over the money supply is no longer sufficient. Direct 
efforts to stimulate the economy by lowering interest 
rates may simply result in capital flight and in a 
deterioration of the Canadian dollar's exchange rate. In 
short, the Bank of Canada must pursue a very delicately 
balanced line with respect to international developments - 
particularly those dictated by the U.S. Federal Reserve 
Board - and to Canada's domestic objectives. 

Moreover, as we have indicated, Canada's major 
problem over the next few years is that of achieving 
regionally balanced growth and employment. Monetary 
policy is relatively impotent in addressing that issue, as it 
cannot differentiate between regions. The recovery of 
commodity prices and the restoration of more favourable 
terms of trade will do more to correct regional imbalances 
than will federal remedial policies. But until those prices 
show sufficient recovery, there will be continuing 
pressure for federal fiscal initiatives. The creation of 
regionally based federal-provincial coordinating agencies 
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should help in the design of sensitive policies to ensure 
that support programs are targeted to the most deserving 
groups and sectors. 

Developments in agriculture have been particularly 
worrisome worldwide, setting in train a vicious circle 
whereby subsidies encourage surpluses, which drive down 
prices, which leads to increased subsidies that generate 
even greater surpluses, which are then often dumped in 
developing countries where they undercut domestic 
agriculture. We have already begun to study the question 
of future market prospects for grain in our research on the 
future of the grain economy of the Prairie region; the 
results of this study will be released during the course of 
1988. 

Reaching Outward 

Whether or not the lowering of trade barriers worldwide 
is possible, the reality is that the high-income developed 
countries cannot compete in the manufacture of labour 
intensive goods that can be produced more expertly and at 
lower costs in the developing countries. Increasingly, our 
competitive advantage will be in areas that involve a high 
degree of scientific and engineering skill and in which 
labour costs are a small proportion of total costs. Some 
commentators talk about a postindustrial society, in 
which advanced nations would specialize in services that 
would then be traded for manufactured goods produced in 
the industrializing countries. We do not share this view. 
Studies by the OECD and others have shown that about 
60 per cent of commercial activity (including wholesale, 
retail, financial, and other commercial services) is related 
to the production, transportation, and distribution of 
manufactured goods. We have little doubt that manufac 
turing will remain a keystone activity of any medium 
sized nation. In Canada, the introduction of automated 
techniques, robots, and computer-assisted production 
methods will change the labour force requirements of 
manufacturers. But industrial activity itself will continue 
to provide a vital and dynamic engine of domestic 
economic growth, constantly responding to changes in 
population, in consumer tastes, and in Canada's trading 
advantage worldwide. Here, the major responsibility falls 
on the private sector. Similarly, in the field of research 
and development and of science and technology, leadership 
must come from business management, and it must be 
supported by the universities and secondary educational 
institutions, as well as receive the cooperation - and 
ultimately the support - of labour. While in some areas 
Canada is a technological leader, in others it falls far 
behind its international competitors. As long as that 

remains so, Canadian productivity levels and living 
standards will suffer. 

Finally, the spectre of protectionism and international 
financial instability apart, we see much on the horizon 
that gives cause for optimism. We have survived the 
worst recession since the 1930s, along with a severe drop 
in commodity prices that now seems to be bottoming 
out. Our commercial sector is leaner, and our financial 
institutions are more solvent. The prospects for measured 
growth in Canada seem firmly on track. Business 
investment is picking up; and unemployment is coming 
down, even in the most severely affected regions. 

Several major federal economic initiatives appear to be 
heading in the right direction. The changes being 
introduced with respect to Canada's financial institutions 
should promote greater competition and provide new 
avenues for savings and investment. The recently 
announced tax-reform proposals should provide a modest 
stimulus to growth and employment in Stage One; when 
combined with a national sales tax in Stage Two, they 
could enhance growth in the longer term as well. The 
newly announced opportunity programs should provide 
greater reassurance to the provinces of the federal 
commitment to regional balance and, we hope, help to 
tailor federal programs more closely to local priorities and 
opportunities. And if a bilateral free-trade agreement is 
ratified early in 1988, it will provide additional impetus 
to growth in the medium term and put Canadian industry 
in a much stronger position to compete effectively in the 
global marketplace. 

We showed in Chapter 3 that a comprehensive trade 
accord would bring Canadians substantial economic 
benefits by 1995. We shall, of course, rerun our analysis 
once the precise terms of the agreement are known. Our 
primary message in this Review is that, in a global 
economy, Canada has no choice but to reach outward to 
new markets if it is to achieve sustained growth. One way 
to reach outward will be to enter into a trade accord with 
the United States. If that should fail, for whatever reason, 
the other option is just as challenging, if not more so. 
For Canada must then define a role for a medium-sized 
economy in a world of large trading blocs, and Canadian 
industry must gear up to compete, not only in the United 
States but also in more distant markets. In short, the 
years ahead will be challenging ones whether or not 
Canada goes the bilateral route. Having witnessed the 
endurance and adaptability of Canadians through the 
traumas of the early 1980s, the Council has every 
confidence in their ability to meet the tests to come. 



Comments 

Dian Cohen 

I believe that this year's Review makes a substantial 
contribution to the public debate on a Canada-U.S. free 
trade agreement and more generall y on Canada's prospects 
in a rapidly changing and uncertain world economy. It 
provides useful information on how individual regions, 
industries, and occupations would be affected by a compre 
hensive free-trade treaty with the United States, and in my 
view it rightly identifies issues where Canada should 
"make a stand as well as a deal." Its projections for the 
economic outlook seem reasonable; however, economic 
forecasting models, for all their usefulness, have their 
limitations, and events can quickly render their predictions 
obsolete. The Review acknowledges that the once-and-for 
all free-trade scenario that is modeled is an extreme case, 
and not likely to be realized. Therefore, the numbers that 
follow with respect to detailed output and employment 
must also be considered extreme. Reality will probably 
offer much more modest rewards and raise new problems 
not considered here. 

K. Kaplansky and D. Bellemare 

This year's Annual Review is being published at a 
very critical time in Canada's history - one which may 
see the signing of a U.S.-Canada bilateral agreement to 
remove many of the trade barriers between our two 
countries. It is appropriate, therefore, that the Review 
focuses much of its attention not only on the potential 
positive impact of an agreement, but also on its possible 
adverse effect on social and cultural programs and policies 
that give substance and identity to this country. 

Clearly, a carefully crafted U.S.-Canada trade liber 
alization agreement, with appropriate safeguards and 
phasing-in periods, and a mutually acceptable binding 
dispute-settlement mechanism, has much to offer for 
Canada, particularly in a trading world which appears to 
be increasingly protectionist. But such a trade agreement, 
if concluded, would only be of limited scope. It will not 
be a comprehensive free-trade treaty. Even though the 
Review correctly recognizes this in several passages, what 
it presents are blanket one-shot free-trade calculations, and 
these form the basis of the growth and employment 

estimates cited in Chapter 3. As an academic exercise the 
figures may accurately reflect the researchers' modeling 
methods and the assumptions that they used. But the 
calculations of gains are predicated on a hypothetical 
situation, and therefore are not relevant to the current 
political debate. Indeed, they distort the whole framework 
of this debate. The danger is that they will impart a false 
sense of optimism about the benefits, encourage partisan 
outbursts rather than rational discussion, and obscure the 
costs and difficulties of adjustment that must follow a 
bilateral trade agreement of any substance. In this sense 
we find far more realistic the views of experts, including 
former Alberta Premier Peter Lougheed, who are reported 
to have stated that they believe it will take at least a 
decade to gauge the impact of a U.S.-Canada trade pact 
and who doubt the possibility of ever accurately quanti 
fying its benefits and costs. 

In this connection we regret the manner in which the 
Council Chairman released, on August 25, Discussion 
Paper No. 331, which forms the basis of the simulations 
contained in Chapter 3. This release, despite a disclaimer, 
created the unfortunate impression that this working paper 
was endorsed by the Council; as a matter of fact it was 
received as such by the media and the government. We 
hope that this will never happen again. 

If the negotiators do reach an agreement, and it is put 
before governments for their ratification, Canadians will 
wish to make sure that programs designed to promote 
regional balance, enhanced employment opportunities, 
income security, and national identity are not impaired. 
For this reason we support the views in Chapter 4. 

But as in other years we are concerned that the Council 
again offers no solutions to the persistent and deplorable 
problem of over one million Canadian men and women 
unemployed. The problem is particularly acute in areas 
outside central Ontario, where in some places the 
prospects for renewed economic activity and jobs are 
bleaker than they have been in years. The Council has a 
responsibility under its mandate to make recommen 
dations on how "all Canadians may share in rising living 
standards." Until the Council comes forward with specific 
suggestions for relieving poverty and high unemployment 
in the depressed regions of Canada, it is not fulfilling that 
mandate. 
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The Free-Trade Assumptions and Simulations 

Most economists have a favourable prejudice towards 
the liberalization of trade. Economic theories stressing the 
advantages of free trade are very old. The arguments 
behind those theories can be explained in simple terms: in 
a world of free trade each country can allocate its human 
and physical resources to the production of goods and 
services for which it has an absolute or comparative 
advantage, and buy from other countries at cheaper prices 
those things that would be costly to produce at home. In 
this process of specialization of production, the argument 
goes, each country can improve its standard of living 
through a more efficient allocation of human and physical 
resources at the international level. 

But these theories rely on many implicit assumptions. 
The first one is that human resources are always fully 
employed. Since there can be no unemployment, freer 
trade brings only a reallocation of labour between 
industries or occupations. In this ideal context of perma 
nent and automatic full employment, it is mathematically 
correct to expect gains from free trade. But the exercise is 
only mathematical. To this mathematical exercise is added 
the argument that competition and laissez-faire will take 
care of the necessary adjustments and assure that all 
possible gains will be realized. This second argument is 
an act of faith, not of science. In reality, competitive 
markets have not guaranteed that human resources are 
fully employed. Thus while we do accept that freer trade 
can potentially produce gains for all countries, it is far 
from certain to us that the potential gains will in fact be 
realized. 

The simulations of the hypothetical trade agreement 
suppose that all tariff barriers, almost all non tariff barriers 
on goods (including most quotas, voluntary export 
restraints, import licensing, customs valuation, prohi 
bition, and contingency protection), and the domestic 
preferences contained in federal government procurement 
policies would be completely abolished. Nontariff barriers 
on services and prevailing subsidies are allowed to stand. 
Simulation 1 looks solely at the effects of eliminating 
the barriers on goods. Simulation 2 includes additional 
adjustments brought about by increases in manufacturing 
productivity. Both simulations demonstrate that Canada 
(and the United States) would gain from this hypothetical 
trade agreement in terms of net employment and output 
growth. While six or seven industries in Canada's 
nondurable manufacturing sector - including electrical 
products, leather, rubber and plastics, textiles, and 
knitting mills - would lose jobs, overall there would be 
net gains. 

However, in this model the gains in jobs and income 
for Canada come mainly from the spending initiatives of 
Canadian consumers who, as the result of the agreement 
and the consequent decrease in the price of imports, would 
effectively enjoy an increase in their purchasing power. 
Some gains, according to this model, would also come 
from increased exports to the United States and from an 
increase in investment expenditures stimulated both by 
the decrease in the costs of equipment imported from the 
United States and the potential for Canadian exporters 
selling into the larger market. It is worth noting, though, 
that although Canadian exports would grow as the result 
of this hypothetical agreement, imports would increase 
even more, so that on balance Canada would buy more 
than it sells and its chronic current-account deficit would 
worsen. 

Two assumptions are critical to the simulations. The 
first is that virtually all barriers to trade in goods, 
including the U.S. use of countervail and contingency 
protection, are abolished. As indicated earlier, this is not a 
very likely possibility. The second is that Canadian firms 
have effective access to U.S. federal government pur 
chases, including defence purchases, and that their sales to 
the U.S. government procurement agencies be propor 
tionate to their sales to U.S. private purchasers. But this 
is a very unrealistic assumption. Government procure 
ment policies are traditionally very sensitive to domestic 
political and security considerations, and even if domestic 
preferences are officially abolished, unofficially there are 
many ways to maintain them. Thus if the negotiation 
results are limited solely to tariff reductions, the potential 
gains for Canadians would be very much reduced. 

Because Canadian tariffs are roughly double those of 
the United States, this means, as the Review acknowl 
edges, that if both countries eliminate them entirely the 
burden of adjustment will weigh more heavily on 
Canadian plants and workers. Indeed, this implies that at 
least part of the gains for consumers may be more than 
offset by the loss of income and jobs in the adversely 
affected manufacturing sector. The simulations avoid all 
adjustment problems by assuming that prices, incomes, 
individuals, and firms will all adjust easily and auto 
matically. Given these very important, larger-than-life 
assumptions, one is surprised and disturbed that the 
hypothetical net gains in employment and in income for 
Canada, predicted by the simulations, are as small as they 
are. 

We acknowledge that the CANDIDE model used in 
this report does not suppose that full employment is 
automatic or that all unemployment is voluntary. But it 
supposes that increased competition will permit the 



necessary adjustments without complications. We 
disagree with this hypothesis. In a world where unemploy 
ment is rampant, the CANDIDE model is unable to take 
into account the fact that Americans may take the 
opportunity, which a liberalized trade treaty presents, to 
export their unemployment by taking advantage of our 
tariff reductions and by developing subtle ways to protect 
their own private or public markets. Moreover, we respect 
fully contest the data presented in Chapter 3, page 40, to 
the effect that year in, year out, the Canadian labour 
market shows a remarkable degree of mobility. These data 
are based on Unemployment Insurance administrative 
records, and do not come from Statistics Canada's 
monthly Labour Force Survey, which is the inter 
nationally accepted data base and which tells another 
story. 

Full Employment and the 
Role of Government 

Our comments should not be interpreted as an 
objection of principle to a trade agreement with the 
United States. It is fair to say that in a world where 
permanent full employment prevails, there are important 
gains in the standard of living to be reaped through trade. 
However, since we do not have full employment we 
believe that Canadian governments, with the under 
standing and cooperation of labour and management, have 
a responsibility to complement trade policies with policy 
tools that are designed to achieve that objective. Freer 
trade or not, the necessary reallocation of human and 
physical resources to adapt to changes in market condi 
tions does not take place automatically; and events have 
shown that increased competition alone will not guarantee 
full employment. 

In this respect, Canada has a lot to learn from countries 
like Sweden, Norway, and Austria. Those countries 
export and import a higher proportion of GNP than 
Canada. For example, Sweden exports and imports more 
than 30 per cent of GDP, while this proportion is 40 per 
cent for Norway and over 35 per cent for Austria. These 
countries have understood that they can increase their 
standard of living through international trade, but they 
know that the condition for it is to maintain full employ 
ment. They have adopted the policy tools to achieve a full 
employment strategy. They have understood for a long 
lime that macroeconomic stabilization policy cannot do 
the job alone. Accordingly, they have accompanied it by 
comprehensive labour market policies and other instru 
ments linked to regional and social development. 
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Sweden, for example, is well known for its efforts in 
the GA TT sessions to facilitate the liberalization of 
international trade. At the same time, Swedish people 
know that freer trade does not have to mean harmo 
nization among trading partners of social, political and 
economic practices. They know that it need not mean 
abandoning all public initiatives or public assistance to 
regions and to industries marked by special human 
resource problems. And while public intervention to 
promote full employment may have some incidental 
indirect effects on the terms of trade, so do the activities 
of conglomerates and multinational industrial empires - 
activities which are largely ignored in the textbooks. In 
any society, governments intervene to provide economic 
and social benefits that exceed the economic and social 
costs. Such interventions are consistent with economic 
and social efficiency, and cannot be said to be unfair 
practices. 

In conclusion, the federal and provincial governments, 
along with labour and management, must not look at the 
issue of a U.S.-Canada trade agreement in isolation. They 
should also be identifying the tools or programs necessary 
to implement a full-employment strategy for Canada 
i.e., to guarantee the efficient use and allocation of human 
resources in the various regions of this country. And they 
should be careful that if an agreement is reached, it will 
fully permit the maintenance of a full-employment 
strategy, as well as programs intended to maintain 
Canada's distinct identity and to enable Canadians to share 
equitably the risks and opportunities that lie ahead. 

The possibility of a Canada-U.S. trade liberalization 
agreement could offer many opportunities to Canadians. 
Our concern is that it be viewed realistically, and not as a 
magic cure for all our economic and social problems. It 
should be used rationally and wisely, in conjunction with 
a sensible recognition of the role of government and a 
new commitment to full employment and economic 
opportunity in all regions of Canada. 

Raymond Koskie, Q.C. 

It is with much regret that I find that the Twenty 
Fourth Annual Review contains an inadequate and one 
sided analysis of the free-trade question, ignores the most 
pressing of Canada's economic challenges - unemploy 
ment - and does not sufficiently or properly deal with 
the issue of tax reform. 
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Free Trade 

The Council's approach to free trade is neither balanced 
nor fair. I believe its unreserved enthusiasm has led it to 
endorse a potential Canada-U.S. free-trade arrangement 
without knowing its form or content. Such haste on a 
question of this importance borders on irresponsibility. 
No definite assessment can be made of Canada's position 
in a free-trade agreement until the terms of that agreement 
are known. As the Toronto Dominion Bank recently 
commented in its publication, The Economy, 

. . . the jury is still out on whether a free trade 
agreement with the United States will be beneficial 
on balance to Canada. Many comprehensive studies 
have been commissioned which reflect both pro and 
con perspectives, and no conclusive result has been 
convincingly presented to date. The problem with 
reaching an unequivocal conclusion arises from the 
fact that the content and form of any trade agreement 
is unknown at present. (The Economy, Vol. la, 
No.3, Summer 1987, page 3.) 

More seriously, it ignores a host of factors that could 
cause Canada's economic position to worsen under free 
trade. In particular, I would take issue with the assump 
tions and the analysis on the following points. 

Manufacturing Productivity Gap - The Review 
assumes that freer trade will tend to narrow the Canada 
U.S. manufacturing productivity gap. I seriously question 
this assumption in light of the fact that freer-trade 
measures implemented under the GA TT during the past 
quarter century have failed to result in any narrowing of 
the Canada-U.S. manufacturing productivity gap. 

Manufacturing Plants and Equipment - The Review 
does not make an adequate assessment of the relative 
strengths of Canadian and American manufacturing plants 
and equipment at the outset of any free-trade regime. The 
Council's own research establishes that American manu 
facturing facilities are significantly larger and more 
efficient than their Canadian counterparts. A free-trade deal 
would not only open America's markets to Canada but 
would also open Canada's markets to lower-cost 
American manufacturers, many of whom have significant 
excess capacity. The Council's data base does not reflect 
the excess capacity of American manufacturers or their 
stronger ability to penetrate Canadian markets. 

New Investment - The Review seems to ignore that 
manufacturing is most economically located as close as 
possible to large markets and ample supplies of properly 
skilled labour. Manufacturers have therefore tended to 
concentrate their activities in areas with the largest 

populations. Since Canada is relatively sparsely 
populated, Canadian locations will be disadvantaged 
compared to American locations and Canada could have 
greater difficulty attracting new investment. To date, 
Canadian manufacturing locations have been attractive 
partly because of Canadian tariffs. Eliminating tariffs may 
eliminate an important incentive to locate in Canada and 
may be extremely costly in terms of Canada's ability to 
attract future investment. 

Auto Pact - The Review neglects to deal with the 
possible impact of free trade in the auto sector. Currently, 
the Auto Pact provides for tariff-free trade in automobiles 
and parts, but provides definite guarantees for automotive 
manufacturing investment in Canada. No assessment is 
made of the impact upon Canadian manufacturing if such 
investment guarantees are thrown out. 

Jobs - Last but not least, while the Review is quick to 
suggest that there will be a net job gain, I have serious 
concerns that the above factors will tend to reduce the 
number of jobs in Canada. Further, the Council is unable 
to provide specifics as to the types of jobs, viz., unskilled 
or highly skilled, poorly paid or well paid, that will 
allegedly be created, and this important omission cannot 
help but weaken its general claim that jobs will be 
generated. The international evidence is that liberalized 
trading arrangements may be of benefit where a full 
employment policy is in effect, but Canada does not yet 
have full-employment policy. In our present circum 
stances, a free-trade arrangement with the United States 
could have serious negative consequences for employment 
in Canada. 

This one-sided approach to free trade is particularly 
dangerous because of the very certain political costs that 
Canada will doubtlessly pay for a free-trade deal. The 
Council has a profound responsibility to present as 
balanced and as fair an appraisal of free trade as humanly 
possible. I do not believe that the analysis in Chapters 3 
and 4 goes far enough in coming to grips with these 
issues. 

Unemployment 

Conspicuous by its absence from the Review is any 
urging of the government to fulfill its pre-election 
promise of "jobs, jobs, jobs." Canada's unemployment 
rate in July 1987 rose to 9.1 per cent, a completely 
unacceptable figure. The Council projects that unemploy 
ment will remain at 8.5 per cent between 1987 and 1991, 
yet it devotes no time to an examination of how Canada's 
ongoing unemployment situation can be improved. This, 
I find, is completely unacceptable. 



The Council's approach to unemployment reflects a 
lack of sensitivity for those who have lost or are 
threatened with the loss of their jobs. The unemployed 
and their families suffer personal humiliation and a sense 
of social despair along with inevitable financial worries. 
The Council cannot begin to understand the reality of 
unemployment through its data bases, computer models 
and econometric projections. One must begin with the 
human side of the problem, which the Council seems 
completely detached from. 

Canadians deserve a thorough and comprehensive 
analysis of how Canada can achieve full employment, 
including an examination of the experiences of other open 
international economies such as Sweden, Norway and 
Austria. The United States and Japan have also achieved 
significantly better unemployment rates than Canada, and 
an examination of those economies could also be helpful 
for the preparation of a full-employment strategy for 
Canada. 

Tax Reform* 

It is discouraging to find that the Review does not 
thoroughly analyse the government's proposed tax 
reforms as set out in the June 18, 1987, White Paper. 
Contrary to the government's representations, these propo 
sals will do little for lower income earners. Rather, the 
thrust of the White Paper is clearly to shift the tax burden 
more heavily onto the shoulders of middle-income ear 
ners. Even though tax rates on middle-income taxpayers 
will be reduced, this reduction will be somewhat offset by 
the elimination of the employment expense deduction, the 
conversion of tax deductions to tax credits at the 17 per 
cent rate, the elimination of the investment income deduc 
tion and the continuing deterioration of the value of relief 
for dependent children. 

In fact, certain middle-income taxpayers will end up 
paying more tax. For example, a married taxpayer earning 
$30,000 in employment income with a non-working 
spouse, two children and $1,000 interest income will be 

• The Chairman of the Council submitted a brief which analysed 
the implications of the White Paper on Tax Reform to the House 
of Commons Committee on Finance and Economic Affairs on 
August 31, 1987. 

Comments 69 

paying 5 per cent more tax under these proposals than he 
does currently. The proposals to increase the tax burden 
on Canada's middle-income earners, while taxes on 
Canada's highest-income earners will faU, is both unfair 
and bad economic policy. Canada's middle-income earners 
are important mainstays of consumer demand, and their 
increased taxation will have a depressing effect on the 
Canadian economy. 

Given that the debate about tax reform is now at centre 
stage in Canada, the Council's failure to produce a more 
thorough analysis of the alleged equity of the taxation 
proposals is distressing. The proposed elimination of the 
employment expense deduction, for instance, will work a 
serious unfairness on workers. Canada's tax regime has 
historically taxed employees' gross incomes, whereas it 
has aUowed business persons to claim all necessary deduc 
tions so that they are taxed on their net incomes only. 
The $500 employment expense deduction was a small and 
inadequate way to recognize that employees also have 
expenses in earning their incomes and they should be 
allowed some deduction so that they too are taxed on their 
net, not their gross, incomes. But ramer man putting 
employees and business persons on an equal footing for 
tax purposes, the White Paper proposes to completely 
abolish the employee expense deduction (Tax Reform 
1987: Income Tax Reform, June 18, 1987, page 88). The 
removal of this deduction will net the government some 
$975 million in extra tax revenues in 1988 alone. The 
elimination of this deduction is the single largest revenue 
generator proposed by the government in its White Paper 
and is a grossly unfair and seriously regressive step. 

As well, the White Paper has proposed to introduce a 
comprehensive sales tax in Canada. Although the specific 
proposal is not yet known, its basic principles deserve 
some comment. A sales tax which is not based on ability 
to pay but is rather levied regardless of me consumer's 
financial capacity, is seriously regressive. This tax will 
have an inflationary impact, and will risk commencing or 
accelerating a wage-price spiral. Finally, this tax will 
have the inevitable consequence of depressing aggregate 
consumer demand. These basic features of the sales tax 
deserve careful attention at this stage in Canada's tax 
reform debate, otherwise it will be a situation of too litLie 
too late. 



Table A-I 

External Environment Assumptions, 1986-91 (Base-Case Projection) 
Average 

1986 1987 1988 1989 1990 1991 1987-91 

(per cent) 
Change in: 

Real GDP in the OEeD area 2.5 2.4 2.9 2.0 1.0 4.3 2.5 

International price of 
crude petrolewn (in U.S. $) -46.4 27.5 1.8 2.8 3.2 2.4 7.5 

U.S. real GNP 2.5 2.4 3.0 2.0 0.6 4.7 2.5 
U.S. consumer price index 1.9 3.9 4.7 5.1 4.9 4.3 4.6 
U.S. industrial production 1.0 2.2 3.2 1.9 -1.8 5.4 2.2 

Level of: 

U.S. unemployment rate 7.0 6.5 6.3 6.5 7.6 6.8 6.7 

U.S. short-term interest ratel 6.5 6.7 7.5 8.6 7.2 6.9 7.4 

1 Prime commercial paper rate. 
SOURCE Estimates by the Economic Council of Canada, Au gust 1987. 

A The Base-Case Assumptions 

External Economic Conditions 

The future performance of Canada's major trading 
partners, especially that of the United States, is critical in 
assessing this country's medium-term prospects. While 
the U.S. share of Canada's total trade is higher than the 
Canadian share of U.S. total trade, each country remains 
the other's largest trading partner. The integration of 
financial markets is also substantial, with funds moving 
between the two countries on a daily basis in search of 
the highest rate of return that either market has to offer. 

As the economic expansion has matured in the United 
States, sectoral imbalances and regional stresses have 
increased. Falling oil and commodity prices have had 
negative impacts on activity in the southern and 
midwestern states, while the coastal regions, in particular 
the northeast, have prospered. The federal deficit and the 
trade deficit have come to dominate public debate in the 
United States, resulting in developments such as the 
Gramm-Rudman-Hollings Act (a phased plan designed to 
eliminate the federal deficit) and the present Budget 
Resolution debate. Growing protectionist sentiment and 

frustration over the $145-billion trade deficit culminated 
in the "Gephardt Amendment" to the U.S. House of 
Representatives' omnibus trade bill and other such 
measures. The Senate version of the omnibus trade bill is 
just as tough. While both versions contain strong 
protectionist elements, political considerations could lead 
to emphasis on both export creation and competitiveness 
- aspects supported by the Administration - rather than 
on retaliatory measures or measures aimed at restricting 
trade with partners who currently run large surpluses with 
the United States. It is against this background of stress 
and imbalance that U.S. economic prospects should be 
examined. 

We expect real growth in the United States to average 
about 2.7 per cent during the period 1987-88 (Table A-I). 
This includes some strengthening of export growth as the 
long-awaited correction of the U.S. trade deficit, brought 
on by the devaluation of the U.S. dollar vis-à-vis the yen 
and the mark, gains momentum. Also anticipated is 
moderate strength in consumer spending (although new 
auto purchases are expected to be at a lower level), as real 
incomes continue to improve and the saving rate remains 
low. Increased export opportunities and tighter capacity 
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constraints are expected to strengthen the current lack 
lustre performance of investment spending, despite the 
negative impact that may result from the redefinition of 
the corporate tax base following the 1986 U.S. tax 
reform. During the period 1989-91, we expect a pause in 
real growth (with GNP increasing by only 0.6 per cent in 
1990), continuing inflationary pressures averaging close 
to 5 per cent, and somewhat higher interest rates. 

The Federal Reserve Board is expected to continue to 
emphasize growth while maintaining a vigilant attitude 
towards inflation. A tightening of monetary policy is 
anticipated in 1988-89 in reaction to moderate price 
pressures. Continuing downward pressures on the U.S. 
dollar will lead to weakened domestic growth and higher 
interest rates. Attempts at policy coordination among the 
G-7 countries to stabilize exchange markets and reduce 
real interest rates (such as the Plaza Two Accord and the 
Louvre Agreement) are expected to continue. The success 
of these activities depends, however, on the strength and 
direction of forces fundamental to the market - differ 
entials in inflation rates, interest rates, and productivity 
growth among the G-7 countries. 

Despite the $26-billion reduction in the U.S. federal 
deficit expected in 1987, the Budget Resolution debate 
points to serious concerns in Congress about the huge 
fiscal imbalance. The spirit of the Gramm-Rudman 
Hollings Act motivates these concerns, but our judgment 
is that the targets will not be reached in the medium term. 
While continued spending restraint is expected in the 
short term, some increase in nondefence expenditures is 
anticipated before 1989. Given the present Adminis 
tration's aversion to tax increases and the prospect of only 
moderate growth in the medium term, no further progress 
in deficit reduction is expected until a $40-billion 
personal and corporate tax increase comes into effect 
shortly after the next presidential election. The deficit will 
remain under 4 per cent of GNP over the projection 
period; it will fall below $170 billion in late 1991, which 
suggests continued reliance on foreign capital. 

Because of the greater integration of the global 
economy, particularly in financial matters, the United 
States could be seriously affected by a world slowdown. 
The dramatic reduction, and recent partial recovery, in 
international oil prices has been a double-edged sword, 
often adversely affecting both oil-producing and oil 
consuming countries. Heavily indebted nonproducing 
countries have experienced reduced import costs, but they 
have also suffered from leaner export earnings resulting 
from depressed world activity. Indebted oil producers have 
seen reduced oil revenues, which has made them less able 
to meet debt-repayment schedules and has reduced their 
consumption of foreign goods, largely from OECD 

countries. The recovery in prices will tend to offset some 
of these revenue losses while weakening an already 
sluggish world economy. The Third World debt problem 
is less threatening than it was five years ago, but a 
collapse of the efforts to deal more adequately with 
repayment problems would ultimately impact on the 
OECD countries, in particular the United States. We have 
assumed that the crisis environment surrounding this 
problem continues to ease through various programs of 
conventional and more innovative debt-repayment sched 
ules satisfactory to all parties, such as are now being 
discussed within international financial circles and the 
U.S. Administration. 

The outlook for our overseas trading partners mirrors 
many of these same stresses. Real growth in France and 
the United Kingdom is anticipated to be quite weak in 
1988-89. Activity in West Germany and Japan is expected 
to be more in line with U.S. growth prospects, although 
the growth rates in these two countries are likely to be 
lower than those which the U.S. Administration might 
desire. This lacklustre performance for the world economy 
reflects, in part, a cautiousness born of earlier mis 
adventures together with real interest rates that are 
historically very high. 

The Energy Sector 

With the success of recent OPEC action in setting 
production quotas designed to bring order to world supply 
conditions, world crude-petroleum prices have recovered, 
to stabilize at about US$19-$20 a barrel. This reassertion 
of OPEC influence has been reinforced by increased 
demand in response to the lower prices now prevalent in 
most countries. Oil consumption in the OECD area 
increased by 2.3 per cent in 1986, with a growing 
proportion being purchased from the OPEC countries. 

Our base case anticipates that crude oil prices will 
average US$19.16 per barrel in 1987, representing a real 
price increase of close to 24 per cent over the 1986 
average price. We expect the price of crude oil to increase 
only marginally in 1988 (1.8 per cent), with no real-price 
gain in the subsequent three years. By 1991 the price is 
expected to average US$21.18 - still considerably below 
the 1985 level. Thus only modest upward pressure will be 
exerted on the inflation rates of OECD countries by 
petroleum prices. Given current world supply-and-demand 
conditions, coupled with the OPEC philosophy, it is 
realistic to assume that orderly pricing activity on world 
markets for crude petroleum will continue until at least 
the early 1990s, although the risk of political crisis or 
military conflict in the Middle East will remain. 



Table A-2 

Energy Assumptions, 1986-91 (Base-Case Projection) 
Average 

1986 1987 1988 1989 1990 1991 1987·91 

(per cent) 
Change in: 

Prices 
Crude petroleum - import price 
(in Canadian $) -43.0 9.5 1.6 3.0 3.6 3.3 4.2 

Energy - consumer expenditure 
deflator ~.2 1.1 5.2 6.5 6.7 4.7 4.8 

Natural gas - export price -22.5 -18.9 2.3 3.4 3.4 2.8 -1.4 

Demand 
Energy - consumer expenditure 3.0 1.1 3.0 2.9 -D.7 1.8 1.6 
Natural gas - exports -17.5 24.8 3.1 2.0 2.0 2.0 6.8 

Investment 

Oil and gas mining 
Construction -37.3 -7.7 6.6 4.8 4.3 2.0 2.0 
Machinery and equipment -50.9 -9.9 6.8 1.7 2.6 0.6 0.4 

Utilities 
Construction 3.1 -1.0 8.8 4.1 0.0 0.0 2.4 
Machinery and equipment -10.7 7.7 10.2 4.3 0.1 0.0 4.5 

SOURCB Estimates by the Economic Council of Canada, August 1987. 

With the reduction in oil prices and the gradual 
deregulation of natural gas prices, the price of natural gas 
is expected to remain in its current range until 1988, after 
which time its increments will track those of the price for 
crude petroleum. This results in a depressed picture for 
natural gas revenues - a matter of considerable concern to 
the gas-producing community; this concern is exacerbated 
by the competitive pressures in the U.S. market, as well 
as by an unfavourable regulatory environment. 

The phased deregulation of oil and gas prices, com 
bined with the prevailing system of federal and provincial 
energy taxation, has meant that the Canadian economy 
has not benefited from falling energy prices to the same 
extent as other countries. Estimates put the price 
reduction to the consumer in Canada at 6.2 per cent in 
1986 (Table A-2), even though world prices have fallen 
by a much larger percentage. After stabilizing in 1987, 
domestic prices are expected to increase by 5.8 per cent 
annually during the period 1988-91. Canadian energy 
consumption is expected to increase by 1.1 per cent in 
1987, with demand growth then averaging about 1.8 per 
cent per year during the period 1988-91 and with in 
creasing reliance being placed on imported oil as Canadian 
oil productive capacity declines. 
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The recent recovery in prices has made profitable a 
larger proportion of nonconventional oil and gas produc 
tion, particularly in enhanced-recovery areas. Oilsands 
producers (such as Suncor and Syncrude) are undertaking 
limited expansion, facilitated by government assistance 
and considerable belt-tightening by the companies. With 
some international price stability in view and a new, 
temporary program of cash subsidies for exploration and 
development, a resurgence in conventional oil and gas 
drilling activity is anticipated, resulting in the return of 
an increasing portion of the industry to viable, yet leaner, 
health. This picture is reflected in our base-case energy 
investment profile. 

The serious reduction in the level of exploration 
activity is clearly illustrated by the 39 per cent decline in 
oil and gas mining investment that occurred in 1986. We 
expect some recovery in investment expenditures, 
averaging a 1.8 per cent real growth rate during the period 
1987-91. This will allow a moderate expansion in conven 
tional exploration activity but will defer non conventional 
activity beyond the projection period. While not as 
dramatic, investment spending by Canada's large electric 
utilities sector declined by close to 3 per cent in 1986. 
We anticipate some gradual recovery in the medium run, 
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providing for an average growth rate of 3.2 per cent in the 
base case - a growth rate that remains modest by 
historical standards. 

Domestic Fiscal and Monetary Policy 

As has been the case for several years, fiscal policy at 
all levels of government can be characterized by spending 
restraint, supplemented by the introduction of fiscal 
measures (the increased use of surtaxes) designed to reduce 
budget deficits. The federal budgets of 1985 and 1986 
took concrete steps to accelerate the reduction of the 
federal deficit through increased taxation and reduced 
spending. While provincial governments followed similar 
strategies, the impact of depressed energy and farm prices 
increased regional stress in budgetary matters, also 
influencing federal plans. 

The current base case incorporates existing legislation 
in past federal budgets, including that of February 1987 
and Stage One of the June 1987 tax reform proposals 
(Figure A-I). All provincial budgets in effect in July 
1987 are also included. Since the fiscal agendas are 
influenced by factors such as indexation, interest-rate 
changes, and real activity levels, the base-case outlook for 
inflation, international oil prices, interest rates, overall 
economic activity, and unemployment will playa major 
role in the outcome of any deficit-reduction strategy. 
These factors will continue to influence government 
revenues and expenditures, irrespective of the govern 
ment's determination to follow a particular fiscal plan. 

In accordance with the emphasis on overall restraint, 
growth in public-sector wages has been held in line with 
growth in the consumer price index. Thus we expect no 
real gains for these wages, with the average growth rate 
for the projection period anticipated to be 1.4 per cent. 
We have also assumed a continuation of the present 
restraint in spending on real goods and services, although 
there will be variations between governments. Growth in 
government spending is set below the general growth of 
the economy; as a result, it will decline as a share of 
GOP in most instances, and in no instance will it 
increase. 

The Bank of Canada is assumed to continue its present 
policy, which balances the need for lower interest rates 
with activities associated with maintaining order in the 
market for the Canadian dollar. We anticipate that such a 
policy stance will also be guided by developments on the 

Figure A-I 

Domestic Policy Assumptions in 
the Base Case 
Energy pricing 

- Crude petroleum and natural gas pricing as per the 1985 Western 
Accord and the subsequent Agreement on Natural Gas Prices. 

- The pricing of domestic crude petroleum and natural gas is 
closely related to international pricing developments, as natural 
gas pricing was deregulated on November I, 1986. 

Tax policy 

- All tax schedules (personal, corporate, and indirect) announced 
in preceding budgets and in the June 1987 White Paper on Tax 
Reform are incorporated as of July 1987. 

- Energy taxation schedules as per the Western Accord, the natural 
gas pricing agreement, and subsequent taxation amendments. 

- The petroleum and gas revenue tax is phased out as indicated in 
the Western Accord and subsequent amendment schedules. 

- The motive-fuels excise tax is implemented as per the 1985 
Budget and subsequent amendments. 

- All provincial budgets as of July 1987 have been incorporated. 

Expenditure policy 

- Government spending on goods and services is restrained, with 
annual increases in real expenditures averaging as follows: 
• federal government wage spending, 1.4 per cent (civilian, 

1.5 per cent and military, 0.9 per cent) and non wage 
spending, 2.8 per cent; 

• wage spending by all other government levels (provinces, 
municipalities, and hospitals), 1.5 per cent; nonwage 
spending, 3.1 per cent. 

- The current prices of goods and services are set in line with 
growth in the consumer price index at about 4.3 per cent per 
annum; and those of government fixed investment are set at 
3.5 per cent per annum. 

- Transfer payments are indexed as legislated. 
- Federal spending associated with capital assistance and subsidies 

reflects existing government policy. 

Monetary policy 

- Canadian interest rates are in line with U.S. rates. 
- The money supply is accommodating, but some tightening of 
monetary policy occurs in 1989. 

inflation front. Here, we expect that the Bank will act to 
quell any possible resurgence of inflation, if its 
assessment of developing price trends so warrants. 
Exchange-rate considerations, we anticipate, will ensure 
that Canadian nominal interest rates move more or less in 
tandem with those of the United States. 



Adjustments Made in CANDIDE Model 3.0 to Develop Canada-U.S. Free-Trade Scenarios 

B Figures 

Figure B-1 

Simulation 1: 
Removal of tariff 

and nontariff barriers 

Simulation 2: 
Removal of tariff and nontariff 
barriers, plus industry-specific 
productivity improvements 

Canadian tariffs 

Canadian nontariff barriers 

U.S. tariffs 

U.S. nontariff barriers 

Government procurement 

Removal of Canadian post-Tokyo Round tariff rates 
is introduced by adjusting import prices. This adjust 
ment has the effect of increasing imports from the 
United States, thus reducing domestic prices and 
increasing real wages, consumption, output, and 
employment. 

Same as in Simulation 1 

Removal of Canadian nontariff barriers (quotas, 
voluntary export restrictions, countervailing duties, 
antidumping safeguards, customs valuation, health 
and safety standards, and import licensing) is intro 
duced by adjusting import prices (tariff equivalents). 
This adjustment has the effect of increasing imports 
from the United States and reducing domestic prices, 
thus increasing real wages, consumption, output, 
and employment. 

Same as in Simulation 1 

Removal of U .S. post-Tokyo Round tariff rates is 
introduced by adjusting export volumes. Changes 
in export volumes are computed in accordance with 
changes in export prices (implied by the changes in 
tariffs), base-case export volumes, and export-price 
elasticities. In most of the cases, CANDIDE export 
price elasticities are used. In a few cases where 
CANDIDE elasticities take on extreme values, we 
have constrained them to unity. This adjustment has 
the effect of increasing exports to the United States, 
thus increasing domestic output and employment as 
well. 

Same as in Simulation 1 

Removal of U.S. nontariff barriers (same coverage 
as the Canadian NTBs) is introduced by adjusting 
export volumes. Changes in export volumes are 
computed in accordance with changes in export 
prices (tariff equivalents), base-case export volumes, 
and export-price elasticities. This adjustment has the 
effect of increasing exports to the United States, thus 
increasing domestic output and employment. 

Same as in Simulation 1 

Liberalization of federal government procurement 
practices (including defence) in the two countries is 
introduced by adjusting import and export volumes 
(commodity-specific). This adjustment has the effect 
of increasing net exports to the United States, thus 
increasing domestic output and employment. 

Same as in Simulation 1 

(cont.) 
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Figure B-1 (concl.) 

Simulation 1: 
Removal of tariff 

and nontariff barriers 

Simulation 2: 
Removal of tariff and nontariff 
barriers, plus industry-specific 
productivity improvements 

Scale and rationalization 
effects 

Gains in total factor productivity in manufacturing 
industries resulting from scale economies and 
rationalization are introduced by adjusting output 
and employment For each of the manufacturing 
industries, only half of the potential gains in 
productivity resulting from rationalization are 
introduced in simulating the impact of Canada-U.S. 
free trade on output and employment in Canada. 
This adjustment has the effect of reducing domestic 
prices, thus increasing real wages, net exports, 
consumption, output, and employrnent.t 

Timing Free trade, starting in 1987 (all trade barriers are 
removed in 1987). 

Same as in Simulation 1 

Neutral effect: the revenue shortfall caused by the 
removal of Canadian custom duties is offset by 
increased personal income taxes. 

Same as in Simulation 1 Government revenue 

Harmonization of national 
economic policies 

There will be no harmonization of economic policies 
under free trade. Fiscal policies and regulation of 
services are not affected by free trade. 

Same as in Simulation 1 

Estimates of potential cost savings (total-factor-productivity improvement) resulting from rationalization in the 20manufacturing industries, based on total-costs data 
(gross output), are displayed in the fourth column of Table 3-4. As discussed earlier, these estimates assume that under bilateral free trade with the United States, all 
the suboptimal plants, through consolidation, will move to or above the minimum-economic-size levels. However, the actual cost saving in the manufacturing industry 
resulting from restructuring could be significanùy less than the potential gains reported in Table 3-4 for the following reasons. First, these estimates are based on 
1979 census data. Since then, high real interest rates, a severe recession in 1981-82 and the weak recovery thereafter, and increased competition from imports have 
forced many companies to rationalize their operations, which means that some of the estimated gains from consolidation may already have been realized. Second, the 
observed constancy of the Canada-U.S. manufacturing productivity gap over the period 1965-86 and the costs of restructuring (layoff of workers, plant closures, and 
so on) suggest that the actual gains in productivity could fall short of the potential gains. Finally, because of the rapid pace of technical change in communications, 
electronic media, and product innovations, the size of the plant is becoming less important in productivity enhancement. For each of the manufaeturing industries, 
only half of the potential gains in productivity resulting from rationalization are introduced in simulating the impaet of Canada-U.S. free trade on output and 
employment in Canada. 

Figure B-2 

Subsidies Reviewed by the U.S. International Trade Administration in 
Its Final Report on the Atlantic Groundfish Case, 1986 
Programs that confer a subsidy: 

Fishing Vessels Assistance Program 
Programs of the Promotions Branch of the Department of Fisheries and Oceans 
Assistance for the construction of ice-making and fish-chilling facilities 
Certain types of Investment Tax Credits 
Programs for Export Market Development 
Regional Development Incentives Program 
Industrial and Regional Development Program 
Fisheries Improvement Loan Program: Loan guarantees 
Grants to fishermen and fish processors from Special Recovery Cost Project Program (SRCPP) funds by the Department 
of Fisheries and Oceans 
Preferential user fees to fishermen under the Small Craft Harbour Program 
Government equity infusions into National Sea Products Ltd. and Fishery Products International Limited (FPIL) 

(cont.) 
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Figure B-2 (concl.) 

Joint federal-provincial programs: 

• Agriculture and Rural Development Agreement 
P.E.I. Comprehensive Development plan 

• General Development Agreements 
• Transitional programs 
• Economic and regional development agreements 
• Interest-free loans to National Sea Products Ltd. 

Provincial programs: 

New Brunswick 

Loans from the Fisheries Development Board 
Fish-unloading systems and ice-making program 

• Insurance Premium Repayment Program 
Interest -rate rebates 
Technical services 

Newfoundland 

Grants for purchasing and constructing boats 
• Grants for the rebuilding and repair of fishing and coastal vessels 
• Grants to cover operating expenses 
• Loans and loan guarantees from the Fisheries Loan Board 
• Operating of fisheries facilities and services 
• Construction and repair of fisheries facilities 
• Enhancement of fishing operations 
• Marketing assistance 

Nova Scalia 

• Fishing Vessel Construction Program 
• Loans from the Fisheries Loan Board 

Industrial Development Division grants 
Market development assistance 

Prince Edward Is/and 

Fishing Vessel Subsidy Program 
• Near and Offshore Vessel Assistance Program 
• Engine Conversion Program 
• Commercial Fishermen Investment Incentive Program 

Assistance for the construction of ice-making and fish-chilling facilities 
• Fish Box Pool Program 
• Technical Upgrading Program 
• Fresh-Fish Marketing Program 

Fishing-Industry Technology Program 
• Technology Improvements Program 

On-board Fish Handling Systems Program 

Quebec 

Vessel Construction Assistance Program 
Gear Subsidy Program 
Insurance Premium Subsidy Program 
Large Vessel Construction Program 
Loans from the Ministry of Agriculture, Fisheries and Food 

• Grants for engine purchases 
• Grants for fish transport and seafood processing tanks 

Grants to processing enterprises for capital equipment 
• Ice-making and fish-chilling assistance 

SOURCE Alan M. Rugman and Andrew Anderson, Administered Protection i" America: Implications for United States-Canadian Trade Policy (Montreal: Institute for 
Research on Public Policy, 1987). 
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