|

A paper prepared for the
Economic Council of Canada

Un document prépareé pour le

Conseil économique du Canada

HE

L it
.B289
. 20L

|l|l

]

Cal
tor mai

P.O. Box 527 Ottawa, K1P 5V6.
C.P. 527 Ottawa, K1P 5V6.

L O T N ——

-

L 1
: I
| =
— |
L_ =

- : T T
|
[ ™

S—— |
Sy 00, W =] -l
[ Y

P e ——— — —t

| I
| I
) | i
' |

=




The Economic Council of Canada was established in
1963 by Act of Parliament. The Council is a crown
corporation consisting of a Chairman, two Directors and
not more than twenty-five Members appointed by the
Governor in Council.

The Council is an independent advisory body with
broad terms of reference to study, advise and report on a
very wide range of matters relating to Canada’s econom-
ic development. The Council is empowered to conduct
studies and inquiries on its own initiative, or if directed
to do so by the Minister, and to report on these activi-
ties. The Council is required to publish annually a
review of medium- and long-term economic prospects
and problems. In addition it may publish such other
studies and reports as it sees fit.

The Chairman is the Chief Executive Officer of the
Council and has supervision over and direction of the
work and staff of the Council. The expenses of the
Council are paid out of money appropriated by Parlia-
ment for the purpose.

The Council as a corporate body bears final responsi-
bility for the Annual Review, and for certain other
reports which are clearly designated as Council Reports.
The Council also publishes Research Studies, Discus-
sion Papers and Conference Proceedings which are
clearly attributed to individual authors rather than the
Council as a whole. While the Council establishes gener-
al policy regarding such studies, it is the Chairman of
the Council who bears final responsibility for the deci-
sion to publish authored research studies, discussion
papers and conference proceedings under the imprint of
the Council. The Chairman, in reaching a judgment on
the competence and relevance of each author-attributed
study or paper, is advised by the two Directors. In
addition, for authored Research Studies the Chairman
and the two Directors weigh the views of expert outside
readers who report in confidence on the quality of the
work. Publication of an author-attributed study or paper
signifies that it is deemed a competent treatment worthy
of public consideration, but does not imply endorsement
of conclusions or recommendations by either the Chair-
man or Council members.

Etabli en 1963 par une Loi du Parlement, le Conseil économique
du Canada est une corporation de la Couronne composée d’un
président, de deux directeurs et d’au plus vingt-cing autres membres,
qui sont nommés par le gouverneur en conseil.

Le Conseil est un organisme consultatif indépendant dont le
mandat lui enjoint de faire des études, donner des avis et dresser des
rapports concernant une grande variété de questions rattachées au
développement économique du Canada. Le Conseil est autorisé i
entreprendre des études et des enquétes, de sa propre initiative ou 4
la demande du Ministre, et 4 faire rapport de ses activités. Chaque
année, il doit préparer et faire publier un exposé sur les perspectives
et les problémes économiques & long et 4 moyen termes. Il peut aussi
faire publier les études et les rapports dont la publication lui semble
opportune.

Le président est le directeur général du Conseil; il en surveille les
travaux et en dirige le personnel. Les montants requis pour acquitter
les dépenses du Conseil sont prélevés sur les crédits que le Parlement
vote a cette fin.

En tant que personne morale, le Conseil assume ’entiére responsa-
bilité des Exposés annuels, ainsi que de certains autres rapports qui
sont clairement désignés comme étant des Rapports du Conseil.
Figurent également au nombre des publications du Conseil, les
Etudes, Documents et Comptes rendus de colloques, qui sont explici-
tement attribués a des auteurs particuliers plutdt qu’au Conseil
lui-méme. Celui-ci établit une politique générale touchant ces textes,
mais c’est au président qu’il incombe de prendre la décision finale de
faire publier, sous les auspices du Conseil économique du Canada, les
ouvrages 3 nom d’auteur tels que les études, documents et rapports
de colloques. Pour se prononcer sur la qualité, ’exactitude et 1'objec-
tivité d’une étude ou d’'un document attribué a son auteur, le
président est conseillé par les deux directeurs. De plus, dans le cas
des études a nom d’'auteur, le président et les deux directeurs
sollicitent P’avis de lecteurs extérieurs spécialisés, qui font un rapport
confidentiel sur la qualité de ces ouvrages. Le fait de publier une
étude ou un document 4 nom d’auteur ne signifie pas que le président
ou les membres du Conseil souscrivent aux conclusions ou recom-
mandations contenues dans I'ouvrage, mais plutt que I’analyse est
jugée d’une qualité suffisante pour étre portée a ’attention du public.
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Résumé

Au départ, les auteurs soulignent que l'analyse du
phénoméne du déplacement du centre de gravité vers 1'Ouest
du pays souléve deux questions : s'est-il produit un
déplacement vers 1'Ouest du pouvoir économique et politicue
au cours des années 70 ? Dans l'affirmative, est-ce que,
dans un certain sens, ce déplacement s'est falit aux dépens

de 1'ist ?

bans la deuxi@me partie, ils examinent l'évolution
récente de l'€économie de 1'Ouest canadien afin de démontrer
qu'il n'y a eu que peu de diversification économigue depuls
1971, que la croissance de 1'Ouest a généralement é&té
complémentaire & celle de 1'Est mais qu'en raison de
certains éléments 3 l'origine de l'essor actuel, surtout en

ce qui concerne le secteur de l'énergie, ces deux tendances

pourraient s'inverser.

La troisi@me partie porte sur le processus d'adaptation
interrégronale 3 la hausse des prix pétroliers, en utilisant
les résultats des Gtudes disponibles sur les mécanlsmes de
transtert et un modéle récent des avantages comparatifs
régionaux. Dans les deux parties suivantes, les auteurs
examinent les preuves empiriques du déplacement vers l'Ouest
et des difficultés économiques de 1'Est. Dans la quatriéme
partie, ils en arrivent & la conclusion qu'il s'est produit
une expansion &économique rapide dans 1'Cuest, mals peu
d'évolution structurelle fondamentale, du moins jusqu'iclt.
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bans la cinquiéme partie, ils contestent l'opinion selon
laquelle 1l se serait produit une détérioration de la
situation écononique de 1'Est comme conséquence directe de

la prospérité de 1'Ouest.

On peut encore s'interroger, cependant, sur les ralisons
pour lesguelles la question a soulevé autant de
préoccupations et de discussions sur le plan politique.
D'aprés certains, le mouvement de contestation tiendrait &
la répartition de la baisse des revenus réels dans 1'Est.
Une perte nette de population dans 1'Est se tradulrait par
des conséquences différentes pour les revenus des divers
types de facteurs. Les vrals perdants seralent les
propriétaires des avoirs reliés aux industries de service.
On sait gue leurs revenus sont proportionnels d 1l'importance
de la population d qui s'adressent leurs services. Comme

leurs avoirs sont intrinséquement non transférables, les

propriétaires ne peuvent les déménager dans 1'Ouest pour y
bénéficier de l'essor é&conomique propre 3 cette partie du
pays. On peut donc s'attendre que ceux qui possé&dent des
propriétés immobilidéres urbaines et des industries de
services personnels vont s'alarmer devant l'exode de la
population. Comme ces groupes ont habitucllement unce grande
influence sur le plan politique, il n'est pas surprenant (ue

leurs préoccupations fassent l'objet de la sollicitude

empressée des autorités politiques.
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Un mouvement de mobilisation des &nergies en vue de
contrecarrer cette tendance est donc susceptible de se
développer parmi les résidents de 1'Est du pays. Aux yeux
des politiciens et des bureaucrates, le succés'se mesure par
l'importance des populations qu'ils administrent. [En
général, le pouvoir de négociation des premiers ministres
provinciaux vis-d-vis le gouvernement fédéral et les autres

-~

provinces est proportionnel & l'importance de leur
8lectorat. La variété et la complexité des fonctions d'une
bureaucratie sont directement déterminées par la taille de
leur économie. Alors que les gouvernements des provinces de
1'Ouest se servent des avantages que procurc la misc cn
valeur de leurs ressources pour développer leurs &conomics
respectives, il ne faut pas se surprendre de voir les
gouvernements des provinces de 1'Est s'inquiéter d'une telle
évolution. Il en serait ainsi méme si le déplacement vers
1'Ouest n'était qu'un produit de 1'imagination plutdt qu'un

fait réel.
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Abstract

The paper begins by noting that there are two questions
raised in the discussion of the westward shift phenomenon:
has there been a shift of economic and political power to
the West in the 1970s? 1if so, is there any sense in which

it can be said to have been "at the expense of" the East?

Section II looks at the economic history of the West to
demonstrate that there had been little economic diversifica-
tion until 1971; that western growth had generally comple-
mented that in the East; but that there are elements of the

current boom, stemming mainly from the energy sector, that

could reverse both patterns.

Section III goes through the process of the inter-
regional adjustment to higher o0il prices, using results from
the transfer mechanism literature and a recent model of
regional comparative advantage. The following two sections
then look at the empirical evidence on westward shift and
eastern economic difficulties. Section IV concludes that
there has been rapid economic éxpansion in the West, but
little fundamental structural change -- at least, not yet.
Section V disputes the notion that eastern Canada is worse

off as a direct consequence of this western prosperity.
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The question still remains, though, why there is so
much political concern and strife over the issue. One
answer given focuses on the distribution of the decline in
real incomes within the East. An absolute loss of popu-
lation by the East will have differential impacts on the
various types of factor incomes. The real losers will be
the owners of factors specific to the service industries.
Their incomes will be proportional to the size of the
population demanding their services. Since their assets are
inherently non-transferable, the owners cannot move them to
the West to take advantage of economic opportunities there.
Thus owners of urban real estate and of personal service
industries can be expected to view population movements with
alarm. Since these groups typically tend to possess dispro-
portionate political influence, it is not surprising to see
that their concerns are readily addressed by the political

authorities.

Abetting this 1is the province-building phenomenon in
reverse in the East. Politicians and bureaucrats measure
success by the size of the populations they administer.
Provincial premiers possess bargaining power with the
federal government and with other provinces roughly in
proportion to the sizes of their constituencies. The

variety and complexity of functions that the bureaucracy

oversees also vary directly with the absolute size of the

1xX



cconomy. 'Thus for the same reasons that the western

governments are using the advantages the resource boom has
given them to develop their economies, eastern governments
can be expected to exhibit concern over any such movement.
This is true even if the westward shift is only a perception

rather than an actual fact.




I Introduction

There is considerable current interest in the notion of
a "westward shift" in the Canadian Economy. While the term
appears to have as many particular variants as there are
commentators on it, all begin with the obvious economic boom
that has characterized the western economies, especially
Alberta's, over the present decade. From this base however
the analysts appear to differ on how fundamental an economic
shift is under way, if one at all. Opinions range all the
way from the view that we are witnessing a fundamental and
far-reaching realignment of economic and political power in
Canada to one that sees current western prosperity as
another of a long series of staple booms, albeit an

unusually significant one.

The Department of Regional Economic Expansion was
discussing westward shift already in 1973, at least for

Alherta and British Columbia (DREE, 1973,3),

'...It can be seen that the West generally expanded more
rapidly during the sixties than the economy of Canada as a
whole and better than the other regions except Ontario.

Even more apparent are the substantial differences in growth
rates among the four western provinces. Saskatchewan's
economy contributed little to western growth during the
sixties: agricultural production distorted the income and
production figures. Manitoba fell behind the national and
regional growth. Alberta and British Columbia surged ahead,
leaving Saskatchewan and Manitoba further behind, and
performed generally more rapidly than the rest of the
country, except again Ontario."
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Their projections of economic growth for the 1970s are
consistent with the 'gradualist' interpretation offered by
some of the contemporary observers of westward shift (DREE,

LTI, 23),

"The projections forecast the continuation of two
socioeconomic trends, if the status quo remains: the
gradual shift of activity towards the west, and from rural
areas to large urban centres."

In their most recent survey, the department sees

confirmation of its earlier predictions (DREE, 1979b, 8),

"Western economic expansion has produced a westerly shift in
Canada's centre of economic gravity. The west's share of
national new capital investments, goods producing value
added, and new employment creation all increased
dramatically during the 1970s.

and , (DREE, (197954 20},

"The western economy 1s increasingly providing the
developmental dynamics for the national economy."

The C.D. Howe Resesarch Institute (1978, 108) has also

called attention to the westward shift phenomenon,

"Most of Canada's new resource development (the new staples)
has occurred in the West and in the northern part of the
country in recent decades. Economic activity in the West
has gained even more momentum; in the 1970s as a result of
the changing energy development. Furthermore, as the centre
of North Amcrican industrial activity shifts westward..."




Mansell and Wright (1979, 32) conclude even more
emphatically that a basic regional realignment is underway:

'...energy developments since 1973, have initiated a
westward shift in economic power and decision-making in
Canada, most of this shift has been to Alberta, and future
energy developments offer the opportunity for a continuation
of this trend."

An cconomic bhoom of the nature and magnitude of that
currently underway in the West is clearly deserving of study
in its own right. The issue takes on added importance,
however, in light of the fact that some observers appear to
believe that the West is not only developing rapidly, but is

doing so at the expense of the other regions of the country.

The Financial Post supplement on Alberta (1979, S3) cites

the view of Ron Southern, an Alberta industrialist, that,

"Alberta 1s not Jjust going through a boom phase. There 1s a
fundamental shift in economic activity and decision-making
from the east to Alberta and the West."

The Financial Times supplement (Nov. 19, 1979, A3) 1s

equally emphatic on this point,

"While the other western provinces may feel part of the New
West, the current powerhouse is undisputably Alberta...the
province is in the strongest position to influence
developments as the balance of power swings from East to
West. The swing is slow, but it appears to be unstoppable.

According to one estimate, Ontario will lose 30,000 people
and 53 billion in investment to Alberta this year alone."
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In a similar vein the dust jacket of the recent
influential book on Alberta and Saskatchewan (Richards and
Pratt, 1979) promises "...a timely look at the gradual power
shift from Central Canada to the new economic 'empire' of
the West." The following quotation aptly summarizes the

main thrust of the book (174),

"The rise of the Canadian West in the 1970s is a close
parallel to the emergence of the American sunbelt, and the
relative economic decline of the Central Canadian heartland
approximates the slipping hegemony of the American
Northwest...The shift in power is not as far advanced in
Canada as it is below the 49th parallel...but it certainly
has begun."

DREF gives a somewhat more qualified view of the West
as a factor in the relative decline of the East. The shift
of economic activity to the West is acknowledged (DREE,

Loy 1) »

"...its (Ontario's) share of GNP has been gradually
declining during this decade with the shift in the economic
centre of gravity westwards."

but they arque that the magnitude of westward shift is
cxaggerated to an extent hy the poor performance of

Ontario's cconomy (DREEK, 1979a, 4),

"Despite the apparent strength of the Ontario economy,
conditions have not been conducive to its meaningful
development during the seventies. Indeed, during this
period, it has on the basis of many economy indicators,
actually failed to achieve the same level of performance
experienced by the rest of Canada. While the narrowing of
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regional disparities across Canada is an entirely desirable
ohjective, and is a federal government policy, the fact it
is occurring more by means of Ontario's weakening position
rather than through other regions' growing strength, with
the possible exception of Alberta and British Columbia,
should be a matter of national concern. A weakening of the
domestic centre, which results not from offsetting domestic
competition and development, but from other outside forces
such as foreign competition and energy supply, will have
negative implications for the whole country."

Doggett and Emerson (1979, 28), from an analysis of
regional macroeconomic data, provide the only skeptical view

of westward shift.

"While an increasing share of Canadian economic activity is
now accounted for by the western provinces, the increase has
been much less significant than the conventional wisdom
would have us believe",

and on the western economic boom as a cause of eastern

problems, (1979, 28),

"We have concluded that increased power and policy change
favouring the West will be slow in coming. As a result, the
implications of the westward shift for the other regions of
Canada will not be very profound and are certainly not
alarming."

The notion that economic growth in western Canada could

somehow be to the detriment of other regions, especially the
industrial heartland of Ontario and Quebec, comes as a

surprise to anyone even vaguely familiar with
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Canadian economic history. The current western economic
prosperity is clearly based at least in the first instance
upon the export of raw materials. 1In the past, western
staple booms have always been viewed favourably by
businessmen and political leaders in other regions. Indeed,
one prominent interpretation is that the formation of the
Canadian state in 1867 was merely a constitutional
prerequisite to the subsequent national policy and the
attempts to open up the West to agricultural settlement
(Fowke, 1952). By any of the usual measures there was a
tremendous westward shift of economic activity in Canada
between 1900 and 1930. Yet the conventional view is that a
significant proportion of Central Canada's prosperity at
this time was due precisely to this western expansion. The
region ceased to play such a dominant leading sector role
after 1929 as agriculture declined in relative importance,
but it remained an important market for eastern manufactured

goods and services.

The ambiguity stems in part from the lack of agreement
on just what the term westward economic shift implies. It
clearly should mean more than just the ohservation that a
greater proportion of Canada's population and output is
accounted for by the western provinces. This has happened
in the past, as noted, without drawing the attention that it

does currently. The magnitude of the present western
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economic staple boom certainly differentiates it from
previous ones. Yet it is not at all obvious why even this
should imply economic growth at the expense of the East,
since the West typically specializes in products whose
prices are determined internationally. Hence it cannot bhe
growth per se which those observers concerned with the
phenomena have in mind. Rather, there must be a belief that
the current economic growth in the West is somewhow
promoting a shift in the structures of the provincial
economies away from sectors in which they have historically
specialized, to activities which are more directly

competitive with the manufacturing and service industries of

Central Canada.

The present paper attempts to analyze the westward shift
phenomena by addressing two separate though closely related
guestions. The first, and the one which constitutes the
main focus of the paper, is to ascertain the nature of the
current economic development in Western Canada. Is it
merely a staple export boom of the traditional type, with
only its magnitude unique? Or 1is this cxpansion
structurally different in the sense that the West is truly
entering a phase of more general and diversified economic
growth, featuring concomitant expansion of the secondary and
tertiary sectors? 1In other words, is this the staple boom
which is transforming (or will transform) the West into an

industrialized economy?
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The second aspect is to enquire how, if at all, the
current growth can be at the expense of the other regions.
Are the other regions quite literally losing economic
capacity to the West? Or is the shift a relative one only,
with the basic regional make-up of the country remaining
largely intact, but with new tensions being created by a
real or perceived transfer of economic and political power
westward? We devote considerably less attention to this
second question here since the issues are extremely complex,
and since we are pursuing the general question of the nature
of the interregional economic adjustment process more
formally in a follow-up project. It seems important to make
some mention of it at this point, however, since much of the
political debhate seems to automatically equate western

prosperity with eastern economic problems.

The paper is organized as follows. The next section
addresses the question of why past western staple booms have
been considered as growth-promoting for the other regions
while the current one is viewed differently. This requires
a brief excursion into the economic history of the region to
1972, and a slightly more extensive discussion of economic
and political developments since then. Section III is
devoted to the interregional economic adjustment within
Canada to the several-fold increase in the price of energy
products. Section IV looks at the empirical evidence
available on the nature of the economic boom in western
Canada, while the fifth section looks more closely at the

West as a factor in eastern economic difficulties.




IT Background

a) The Early Period

The four western provinces came into being economically
as a result of favourable developments in markets for raw
materials in which they had a comparative advantage. 1In the
case of the three Prairie provinces it was the combination
of rising wheat prices, falling production and
transportation costs and technological change around the
turn of the century which finally made agricultural
settlement feasible. Capital and lahour poured into tho
region and an entire grain handling and transportation
infrastructure and agricultural service economy developed.
These advances in wheat production were complemented by
mixed farming in the northern and eastern regions and by
developments of minerals in Northern Manitoba and cattle

ranching, coal and natural gas in Alberta.

Tabhle II-1 gives an idea of the extent of the economic
shift that occurred during this period. The contribution ol
the Prairice provinces to natinal gross value-added rosc from
5.1 per cent in 1890 to 17.3 per cent in 1910 and 19.6 per
cent by 1929. British Columbia experienced a surge in
growth during this period with its contribution to national
gross value-added rising from 3.3 per cent to 8.9 per cent.
Employment statistics mirror the output shift. The

proportion of gainfully occupied in the Prairie provinces
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increased from 4.7 per cent in 1891 to 21.8 per cent in
1929, Similarly, the share of British Columbia in national
gainfully occupied increased by over five percentage points

during the same period.

These dramatic increases in the shares of the Prairic
provinces and British Columbia in national gainfully
occupied and gross value-added are not matched, however, hy
a corresponding increase in the region's shares in
manufacturing activity. Table II-1, Panel B does suggest
some relative increase in manufacturing activity in the
Prairie provinces, but not in proportion to the growth o
the region overall. There is on the other hand a dramatic
increase in the amount of construction activity locally,
reflecting the large infrastructure needs of the grain

economy.

It is instructive to look at these changes slightly
more formally using shift-share analysis. While this may
appear to be an unnecessarily complex way to make the
observation presented below, it is nevertheless useful to
introduce the technique as it will be employed to greater
advantage later in the paper. Begin with the ratio of Gross
Value-Added (GVA) in sector i in region j to total national
GVA, S;- Thus, S; - GVA;/%% GVA;- This ratio will have
increased over the period 1890-1910 as a result of western

economic expansion. By exploiting a simple identify we can

write,




= i =

. L i GVA i GVA
3| rreval tGVA; tzGVA; :GVAJ
TR, i i i

By adding and subtracting the term

o 1890 4 \1910
et GVA
- ___JlT
TIGVA ZGVA

ji 09 i 9

As; can be partitioned into a growth component G and a mix

i
component M, where AS. = G + M.

J
| 1910 1890
tGVAi 1 1910 EGVA‘ 1910
2) A J GVA
tIGVA! GVAI - :zGVA' Z6VA;
5 3
1890 '
zGVA; 1890 GVA1 1910 tGVA; GVA‘ 1890
i i ——“17 - [ i '——“iT
3) LIGVA IGVA; LIGVA; IGVA;
jii 3 3 i
Thus far the exercise has simply reworked some
definitions. Decomposing shifts in this manner becomes

economically interesting however, if one is prepared to
adopt a certain view of the economic growth process.

Specifically, assume that any given natural resource base

has a certain amount of manufacturing activity associated
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with it in a Leontief-type interindustry arrangement, given
the technology and transport costs of the time. This would
be, for example, any initial processing of the product plus
the small-scale production of market-oriented consumer
goods. If the region were then to experience an expansion
of its staple sector in excess of the national growth rate,
and if there had been no fundamental locational changes, one
might expect a proportionate increase in regionally based
mamafactuting activity. The Tatitc of GVA i1n Praltile
manufacturing to total national GVA will go up as a result,
although the region is still as much a staple economy as it
ever was. There has merely been a greater rate of growth of
all sectors relative to the national average, with the
respective weights within the regional economy unchanged.

The growth term of equation (2) captures this statistically.

Suppose however that the same staple expansion induced
a greater than proportionate effect on regionally based
manufacturing activity. This could be the result of
economies of scale in resource processing or in the
provision of consumer goods for the local market, or because
some minimum threshold population size had been reached so
as to allow the local production of goods formerly imported,
or any number of other reasons. The implication is that the
ratio of GVA 1in Prairic manufacturing to total national GVA

would rise even turther than previously predicted.
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A positive growth effect is not consistent with
cconomic diversification in this view, since it simply
represents the regional economy replicating itself on a
larger scale. A ten per cent increase 1in the output of the
staple sector will require (induce) an equivalent expansion
of sectors already located in the region and linked to the
export sector. More ore production in a region will involve
an equivalent increase in refining. If ore production is
cxpanding at a faster rate than overall GNP, then there will
necessarily be an increase in the relative manufacturing
potput of that regien. Bt this shodld nhot be taken as
indicating that the region is becoming industrialized. A
positive mix effect would be consistent with increased
industrialization under this view however, as it would
represent more than a simple replication of an extant

economic structure.

Table II-2 gives the growth and mix effects for the
manufacturing and construction sectors over the period
1890-1913. As expected, the total shift is positive,
reflecting the rapid economic growth of the West consequent
upon opening up the agricultural land. For manufacturing
however, the growth effect explains all of this and some,
with the mix effect negative. This is true whether the
analysis is performed with gross value-added (Panel A) or
gainfully employed (Panel B). In other words, the overall

cconomy grew faster than manufacturing output or employment,

rendering the Prairies slightly less industrialized at the
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Table II-2

5hift and sShare Results for Prairie Manufacturing
) and Construction, 18%90-1S811

| Manufacturing Construction

Panel A

Shift and Share Analysis of the Relative
| Growth of Manufacturing and Construction
| Gross Value-Added in the Prairie
Provinces, 1890-1910

| Change in proportion of national gross

value-added accounted for by value-

added in i sector of Prairie region

(AS) (1) .87 ALY

crowth' component (G) (2) 1.04 .44

'shift' component (M) (3) =rs IS, +10

Panel B

Shift and Share in Terms of Gainfully
Occupied in the Prairie Provinces by
Sector Between 1891 and 1911

Change in proportion of national gain-
fully occupied accounted for by i sector

of Prairie region (AS) (1) <95 JreslS
'Growth' component (G) (2) .98 1525
'Shift' component (M) (3) -.03 12

Source: Calculated from Table II-1l.
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end of the boom than prior to it. The region exploited its
great comparative advantage in agriculture, and apparently
grew slightly more dependent, relatively speaking, upon

imports of manufactured products.

The construction sector on the other hand exhibits a
positive sign for both the growth and the mix effects. This
result is a predictahle feature of the boom phase of staple
expansion. The infrastructure requirements were
considerahle and the large population inflows also required
residential construction activity. Both types tend to be
temporary in that once the investment activity arising from
the staple boom peaks, the construction sector enters into a
relative decline. In this period then the Prairies
apparently became even more specialized in the provision of
agricultural and other staples, and in the construction

activity associated with the necessary infrastructure.

This particular staple boom clearly had substantial
spin offs to the rest of the country. The nature of the
staple and of Prairie geography were such that little of the
demand for manufactured goods and services generated within
the agricultural sector was met locally. The region was
just not a good place to locate such activities. Except for
the gateway role Winnipeg played, it was eastern
manufacturers (aided by the tariff) and financiers who
provided these inputs. Rails, railroad equipment, farm

supplies and consumer durables gencrally originated in
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Ontario or Quebec, and occasionally even in the Maritimes.
While one should not neglect contemporaneous developments in
other staple sectors in the other regions and the spin-off
effects they had, it is clear that much of eastern Canadian
industrialization after 1900 was based on linkage effects

from wheat.

The British Columbia experience differs somewhat from
the Prairies in that different staples were involved and 1in
that much of the increase in staple production was in
response to Prairie demands. The lumber industry in
particular was stimulated by the strong backward linkages of
the wheat boom. The value of log and lumber production
increased from $4.5 million in 1900 to $23.6 million
(Canada, 1913) in 1910. Mackintosh (1964, 50) highlights
the importance of these backward linkages to British
Columbia by noting that the lumber industry shifted from
complete dependence on foreign export markets to exporting
between 76 per cemt and. 75 pef. cent off its) suspaty to &

Prairies over the course of the decade.

Other staple sectors also experienced significant
absolute (and relative) increases in production between 1900
and 1910. The value of mineral production increased by $9.9
million (67 per cent), fisheries by $4.6 million (102 per
cent) (Canada, 1915), and agricultural production $10.3
millTion (156 per cent) (Camada, 1914). . Total manufa€turing

peedtg tdon increased Prom§i%s4 il kion to §657L WiLEFR
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during the decade with the smelter industry experiencing an
increase of $7.1 million. Although the manufacturing sector
exhibited rapid growth, other sectors of the provincial
economy grew even more rapidly. In 1890 gross value added
in manufacturing accounted for 23.3 per cent of total
provincial gross value added while the corresponding weight
in 1910 was 19.6 per cent (Green, 85-86). Hence British
Columhia c¢xhibited the same tendency for increased
specializatin which was evident in the development of the

Prairie Provinces during the wheat boom.

The use of regional shares in national economic
aggregates is somewhat misleading in that it tends to
represent economic growth as a zero sum game, with one
region's prosperity apparently 'at the expense' of the
others. The outstanding feature of the wheat boom era

though was the rapid absolute growth of all regions of the

country. This was possible in large measure due to the
highly elastic supplies of capital and labour. Without
these, there could not have been parallel expansion of both
the western agricultural economy and the eastern industrial
and commercial one; expansion of one would necessarily have
been at the expense of the other. A wheat boom would have
drawn capital and labour out of the East thereby obviating
the absolute expansion there. The increase in western
output would represent mainly foregone Fastern output.l

As 1t turncd out, however, European and Amcrican [inancicrs

were eager to invest in Canada, and the increased labour
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demands in both regions were met by immigrants. 1In this way
Central Canada was able to expand its capacity absolutely to

meet the western demands for goods and services.

b) Postwar to 19722

The Prairie provinces have seen significant structural
changes in agriculture in the postwar period. Beginning
during the war and accelerating rapidly after it there was a
trend towards capital-intensive methods of production in
agriculture, implying increasingly larger farms. The
process of farm consolidation and rural out-migration began.
With this came the collapse of much of the support
activities, the death of the small Prairie town being
perhaps the most visible manifestation of this phenomenon.
Without alternative opportunities, emigration was the only
recourse. Saskatchewan had a net out-migration almost
without exception from 1940 through to the early 1970s, with
Manitoba's experience being only somewhat less dramatic.
Alberta was in the same position in the 1940s until the
Leduc and subsequent discoveries of o0il and gas turned the

province again into a net recipient of labour.

Manitoba and Saskatchewan were never able to generate a
sufficient volume of alternative economic activity to offset

this nct loss of jobs in agriculture. Manitoba supplemented

her agricultural base with developments in mineral

production, forestry and forestry products and hydroelectric
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power. The first two were largely export-oriented, and none
of the developments led to any significant industrial or
commercial linkages locally. 1In fact, in the face of the
relatively declining wheat sector Winnipeg began to lose its

resiliency as the main Prairie service centre.

Saskatchewan has seen important post-war developments
in 0oil and gas exploration and production, potash, some
metallic minerals, coal and forestry. 1In addition, federal
and provincial projects such as the South Saskatchewan River
Dam and highway construction provided employment
opportunities. Most of these were small-scale activities
however, contributing little ancillary economic development
of other than a purely local nature. The crude o0il industry
had a more significant impact, although the linkages to
Saskatchewan were slight due to the tendency to run the
operations out of Alberta. The development of ten potash
mines between 1962 and 1970 provided a considerable
temporary stimulus to the construction industry but very few

linkages into further processing of the ore or the provision

ol industry inputs.

Alberta alone of the three provinces was able to more
than replace the agricultural jobs lost in the post-war
period. The more diversified and labour-intensive
agricultural industry in the province meant there was not as
large a negative impact on employment, linked industries,

and population. But the major factor of course was the
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pre-eminence of the oil and gas industry. The Leduc strike
in 1947 was not the first discovery of o0il in the province
but it set off the boom that has made Alberta the centre of
the Canadian oil and gas industry. Capital and labour were
attracted into exploration, production, transmission, and
refining. It was a product with numerous linkages into
other sectors of the economy. Manufacturing inputs such as
steel and pipe, further processing into petrochemical pro-
ducts for the local market, and a range of service indus-
tries grew up in response to the oil and gas discoveries.
Revenue from petroleum production allowed the Alberta
government to expand its provision of services such as

highways and education.

Largely as a consequence of these events, Alberta

continued to grow relative to Canada and especially relative
to the rest of the Prairies. The expansion of employment
opportunities outstripped local labour force growth so that
Alberta received many of the people displaced from agricul-
ture in the other two provinces. Coal and forestry pro-
ducts, along with a favourable locétion for tourism have
complemented the new economic base. Edmonton benefitted
from being the logical focal point for activities associated
with opening up the Mackenzie Valley area, much like
Winnipeg's position in the West 75 years ago. And finally,
the impact of all the developments together created urban
areas large enough to support some consumer goods and

manufacturing such as textiles and printing and publishing.
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The progress of Alberta's economy since the war stands in

clear contrast to those of Saskatchewan and Manitoba.

The first half of the 1960s were boom years for the
Prairies as for the Canadian economy as a whole. The
prosperous business conditions throughout the country were
accentuated in the Prairies by a strong agricultural sector,
stemming from large wheat sales to China and Russia. But
after 1966, economic conditions became more unsettled
overall. The three Prairie economies were naturally caught
up in the national slowdown, but factors specific to the
area made its impact very uneven. It is important to
examine these years briefly since they stand in vivid
contrast to events since then, and they serve as a useful
reminder of the dangers of inferring the existence of

structural changes on the basis of a few observations.

The late 1960s and early 1970s were drastic ones for
Saskatchewan. On top of the dampening effects of a slower
national rate of development and high interest rates were
significant turnarounds in her major staple products. The
construction phase of the potash industry ended in 1967, and
cquipment purchasing the following year. It became quickly
evident that there was tremendous excess capacity in the
industry, which led to price wars until government
intervention in 1970 stabilized matters. Petroleum
production had stabilized and the mining sector was
undertaking no major new explorations or developments.

Construction of the South Saskatchewan River Dam had been an
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important stimulant through the sixties, but it too was

ending at this time.

The real crunch came in 1969, however, with the
turnaround in the wheat market. The breakdown of the
international wheat agreement led to dumping by some
countries, principally the U.S. Huge wheat surpluses were
built up, prices fell, and farm incomes dropped off
significantly. Over-production seemed a long term problem
at the time leading to such federal measures as Operation
LIFT in 1970 with its payments for reducing wheat acreage.
This agricultural recession, centred especially in wheat,
affected the province more generally as all agricultural

service activities naturally suffered in turn.

This combination of events had a dramatic effect. An
agricultural depression on top of slack in the other staple
sectors meant there were no expanding sectors to pick up the
slack that developed. Employment fell absolutely as did
total personal incomes. There was massive emigration with

nearly 28,000 people leaving the province in one year (1970)

alone. But even this large out-migration was not sufficient
Lo fully adjust to the depressed conditions. Unemployment
rates rose and per capita incomes fell absolutely. 'The lonyg

run pattern of net out-migration was accelerated. The only
real difference in this period was that conditions were so
abrupt and so dramatic that even the normally efficient

adjustment mechanisms were not rapid enough.
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Manitobha's experience in these years was mixed. The
agricultural setback after 1968 affected the province, but
not as strongly as Saskatchewan because of a lesser
dependence on wheat. The slack was picked up in part by a
booming minerals industry in the North where new mines were
opening. Other sectors such as manufacturing and
construction helped offset the initial year of the downturn
in agriculture. Even so, employment growth slowed
dramatically in 1969 and showed zero gain in 1970. The
agricultural recession continued, expansion of the minerals
sector was being completed and the national recession and
high interest rates slowed the remaining sectors. Total
personal income grew at less than the national rate and
out-migration increased. Manitoba was diversified enough to
avoid the rapid decline facing Saskatchewan when agriculture
declined. But developments in the other sectors, while
allowing Manitoba to register moderate economic advances
were not sufficient to completely offset the declining

areas. Thus Manitoba continued to lose ground relatively.

Alberta was the western province least affected by
events in this period. The more diversified agriculture
sector obviously helped, as witnessed by the fact that cash
receipts from livestock rose in every year from 1966 to
1973. The main offset, however, continued to be the
petroleum industry and its linkage effects on other
industries. But even here there was a growing feeling,

articulated by the new Opposition Leader Peter Lougheed,
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that in the ahsence of offsetting changes Albherta was in for
some major adjustments in the oil and gas sector and thus
more generally. The last major discovery of oil had been
the Rainbow Field in 1965, and the geological prospects for
any further major discoveries appeared slim. As a result,
the major oil companies were moving their exploration
activities out of the province to the (then) more promising
Arctic and east coast fields. Alberta's petroleum industry
was clearly moving from the expansive phase to the
mature—-producer phase.3 This was seen as an Ominous
deve lopment because the main employment impact of the
industry stems from exploration and development rather than
from production. The latter is a highly capital-intensive
process requiring relatively little labour directly. With
exploration and development winding down, the rate of job

creation appeared likely to be severely curtailed.

In the sum then the long-term economic outlook for the
Prairies at the beginning of the 1970s was not very bright.
The agricultural sector was in the midst of its worst
recession since the 1930s. The potash industry was relying
on a government-run cartel to stabilize prices. Even the
oil and gas industry in Alberta was apparently ceasing to
play the dynamic role it had since 1947. Given the marginal
nature of the remaining sectors the region appeared to be in
for a continued structural decline. It is well worth
keeping this in mind when considering the economic

developments later on in the decade.
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British Columbia like Alberta in the postwar period
experienced population and output growth at rates second
only to Ontario's. Unlike some of the western provinces
British Columbia's growth was not simply the result of
exploiting a succession of different staples or diversifying
about the existing staple base. The Social Credit
government under W.A.C. Bennett attempted an active
developmental role in the economy in the 1950s and 1960s.
The British Columbia Hydro or power authority was created in
1964 by the nationalization of the private British Columbia
Electric Company, and massive investments were made to add
more generating capacity. The provincially owned Pacific
Great Eastern Railway (now the British Columbia Railway) was
expanded further into the Peace River district and linked
that region to tidewater in North Vancouver. A crown
corporation was set up in 1960 to expand and improve ferry
service between Vancouver Island and the mainland. Yet
British Columbia remained as dependent on forestry and

forestry products in the postwar period as it had becen in

the 1920s.

The postwar period saw the forestry industry expand
rapidly into the interior of British Columbia, largely as a
result of the railway and highway investments of the
provincial government. At the same time the timber
resources of the coast region were being used more
intensively. 1In 1961 the processing of forestry products

accounted for 42.2 per cent of employment and 41.4 per cent
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of value added in manufacturing in British Columbia
(shearer, 1971, 8). The processing of wood products was
equally important in the 1920s; 35.6 per cent of net value
added (1927) and 43.0 per cent of employment (1921) in
manufacturing (Sheager 1971, 13+17}s Then as now the
service sector was still the largest sector in terms of
employment and income, but the dynamics of growth in British
Columbia has continued to be forestry and the processing of

its output.

The relative position of other staple products
fluctuated in the postwar period but none approached the
importance of forestry products. Throughout the 1950s and
1960s coal production ranged between 800,000 and 900,000
tons. Copper production was extremely volatile -- output as
high as 55 million lbs. in 1949 are as low as 14 million
lbs. in 1959. It was not until the late sixties that copper
output expanded significantly, with most output destined for
Japan. Petroleum and natural gas production began in the
1950s and increased rapidly in the 1960s. But petroleum
production peaked in 1973 and natural gas in 1970. Morecover
the vatue of petroleum and natural gas production was
relatively small and accounted, for example, for only 21.2
per cent and 19.7 per cent of metal, mineral and coal
production in 1967 and 1972 respectively. The commercial
fishery experienced large swings in the market value of its
catch, and the relative contribution of the industry to the

provincial economy decline throughout much of the period.
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British Columbia did experience some diversification 1in
the destination of its exports. The United States continued
to be the largest single market with a share of 62.6 per
cent in 1961, with the United Kingdom and European Economic
Community countries second at 19.5 per cent. By the
mid-1960s, however, Japan began purchasing significant
amounts of metal and mineral products from British Columbia,
and by 1972 1ts share of total exports was 16.9 per cent.
But wood and paper products remained British Columbia's most
important export and accounted for 67.2 per cent of exports
in 1961 (Shesrer 1971, 261) and 59.5 per cent in'1972

(British Columbia 1971, 87).

British Columbia had the most rapid population growth
of any of the western provinces in this period. In some
years net migration accounted for almost three quarters of
population growth. This reliance on imported labour stems
partly from structural factors unique to British Columbia.
Unlike the other western provinces British Columbia never
possessed a large agricultural sector. Thus there was

relatively less domestic labour available for absorbtion
into other sectors of the economy after WWw II. The only
alternative as these other sectors expanded then was to draw

upon internal and external labour markets.

It is useful at this point to indicate briefly the

structure of the four provincial economies in the census

year 1971, to illustrate their stage of development just
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prior to the time when westward shift is alleged to have
begun. Table II-3 shows the distribution of the labour
force in each of the four provinces, compared with that for
Canada and Ontario over the period 1941-1971l. One is struck
by the continued disproportionate dependence on primary
industries, especially agriculture, and the marked
under-development of the manufacturing sector. It 1is
especially interesting to note that over the entire period
of the development of the 0il and gas sector in Alberta, the
share of employment accounted for by the manufacturing
sector rose by less than one percentage point. Manufacturing
did increase its relative share over the period in the three
Prairie provinces, however, while it fell for Ontario and

B.C. and for Canada as a whole.

The relative under-development of the western
manufacturing sector in 1971 is even more evident from
Table II-4 which shows the five leading sectors in terms of
their share of employment. Food and beverage industries
account for the bulk of western manufacturing jobs, followed
by wood, metal fabrication and the market-oriented printing
and publishing industry. Obviously the processing of export
staples dominates the industrial life of the region. Only
Manitoha shows any diversification into consumer or producer
gyoods industries with 1ts clothing and transportation
equipment employment. There is certainly no evidence that
the post-war economic developments in the region set the

stage for any kind of take-off of manufacturing activity in
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Table IT-4

Share of Total Provincial Manufacturing Labour Force

Acoounted for by Five Main Industrial Groups,

Western Provinces, 1971

British
Manitoba  Saskatchewan Alberta Columbia
Food and beverages 21.0 38,1 25.6 13.8
Clothing 11.6 - - -
Wood ~ 6.6 Ted 30.6
Paper and allied products - = - L5 B
Printing and publishing 8.7 4,1 8.7 6.6
Primary metals = 5.7 - -
Metal fabricating 8.0 7.4 D52 Fiaek
Transportation equipment 8.0 = = -
Nonmetallic mineral products - == 6.1 -

Source: Census of Canada, 1971, Vol. 111, Part 4, (Bulletin 3.4-3)
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the 1970s. Their industrial capacities remained pretty much

as they had been in the 1920s.

Table II-5 shows the western provinces' shares of total
Canadian employment in various sectors over the period
1941-1971. Their shares of primary production went up, due
to a slower out-migration from agriculture and the new
resource industries developed after WW II. Manitoba's and
Saskatchewan's share of total Canadian manufacturing
cmployment declined slightly, while that for Alberta and
B.C. went up very slightly. This is likely accounted for by
the relative strength of Canada's resource processing
industries in the last three decades. Again, it is perhaps
surprising to see that the o0il and gas developments in
Alberta had such little impact on that province's relative

industrial strength.

A final indication of the industrial structure of the
region can be obtained from the data on the flows of
manufactured products in 1967. Table II-6 shows that fully
70.9 per cent of Prairie industrial output had its first
destination listed as within the region. This is far
greater than any other region, including even the Atlantic
provinces. B.C. has the largest dependence on foreign
markets, largely wood products to the U.S. Very little
manufactured output moved out of the region. Of that that
did, the overwhelming proportion was was made up of food and

beverage products or wood products from B.C., with lesser
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amounts of Alberta chemicals or Manitoba clothing finding a
market in eastern Canada. Finally, Table II-7 shows the
source of manufactured products destined for the Prairies.
Nearly half of the region's apparent consumption of
Canadian—-produced goods comes from within, with Ontario
contrivuting the bulk of the remaindef: »ITHE GverRall paktern
is quite clear then. As late as 1971, after the major
resource developments sketched above, Western Canada had a
limited manufacturing capacity. There were a few dominant
exports of processed staples, a significant concentration of
small-scale, locally oriented processing activities, and a
large dependence on imported products. It is from this
base, it should be noted, that the alleged westward shift of

economic activity 1s progressing.

2l 1973 to the Present

1972 was a significant turning point for Canada and her
major trading partners. Like the prior recession, the
recovery had special implications for the three Prairie
provinces. The American economy began expanding more
rapidly in the spring of that year, followed by Europe and
Japan later in the summer. This sudden and widespread
industrial upswing in arcas with high propensities to import
industrial raw materials quickly picked up any slack in
demand for these products and began exerting upward pressure
on prices. Coupled with some supply disruptions, the result

was a commodity prices boom similar to that of twenty years
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carlier. The three Prairie provinces especially benefitted
from these bul lish markets for wood products, coal, sulphur,

potash, and mctallic minerals.

A second fundamental change was the increases in crude
0il prices forced on the world by the new powerful OPEC
consortium, and enhanced by the Middle East War in the fall
of 1973. Prices increased dramatically in the U.S. and
other markets with Canadian products following the trend.
The dislocation in the crude oil market put additional
pressure on natural gas supplies, at a time when demands for
it as the cleanest fuel were already increasing. Higher
prices and expanding markets pushed production of crude oil
in Alberta and Saskatchewan to capacity and encouraged
stepped-up exploration for 0il as well as natural gas. They
also made the Alberta oil sands a more attractive
possibility. GCOS, already in operation, initiated
expansion plans. Syncrude received permission to build a
plant and Petrofina, Shell, Home 0Oil, and others announced
their 1ntention to proceed also. These developments in the
energy sector meant that Saskatchewan, but especially

Alberta as the predominant producer, would benefit greatly.

The final major change of significance to the region
was the dramatic recovery in agriculture. Massive wheat
purchases by the USSR in late 1972, alongside those of China
and Japan, coupled with a decline in world production of

grains and rice, put pressure on existing inventories in the
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major exporting countries. The currency realignment, in
effect devaluing the Canadian and American dollars, added to
the international demand for these countries' products.
Wheat prices began to respond to the tighter demand

situation rising quickly to record levels.

The re-emergence of strong markets was not confined to
wheat alone. Rising incomes and the high income elasticity
of demand for meat meant upward pressure on the prices of
cattle, hogs, and poultry. A world-wide shortage of protein
in late 1972 caused by the failure of the Peruvian anchovy
harvest and a poor U.S. soybean crop, meant demand was
switched in part to feed grains. Prices for barley, corn,
and soybean meal increased dramatically as a result, putting

further upward pressure on animal product prices.

For provinces whose economies are based on agricultural
products, industrial raw materials, and energy sources,
these developments were bound to be significant. 1In the
space of a year or so international markets for the major
products of the three Prairie economies had moved from a
normal or in some cases depressed state to a strongly
buoyant onc, with rapidly increasing demand and record or
near-record prices. With an 1international commodity boom
placed alongside a national economic expansion with its
spillover effects, the result was an economic expansion of

unprecedented magnitude for the region.
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Table II-8 illustrates the sharp rise in a number of
primary commodity prices beginning around 1972-73. These
data illustrate that the current western economic boom 1is
based on several sectors, rather than just energy as is
sometimes thought. All the Prairie provinces have some
resources whose relative prices have risen -- Alberta with
the most, Manitoba the least. The most rapid initial
increase occurred in grain prices which rose by 190 per
cent between 1971 and 1974. This trend was not sustained,
and since 1974 the nominal and real price of grain has been
falling. Yet the current level of grain prices is still
higher than prices received in the previous decade. The
success of the OPEC cartel 1in raising world olil prices and
hence the opportunity cost of western Canadian oil 1is
evident. After a decade of relatively constant prices, the
well-head o0il price in Canada rose by 266 per cent between
1971 and 1978. The most spectacular increase has occurred
in the price of natural gas which has risen by 694 per cent
between 1971 and 1978. Coal prices have also risen as
foreign and domestic consumers of crude petroleum and
natural gas attempt to switch to cheaper fuel sources such
as coal, and as the Japanese (especially) and Ontario

markcets for western metallurgical coal have opencd up.

Potash prices have also risen dramatically. After a
severe slump in the late nineteen sixties they began to
rise, increasing nearly fourfold between 1969 and 1975.

But, as in the case of grain, this has not been sustained.
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some of the main primary exports of British Columbia have
also cxperienced substantial price changes. The price of
newsprint, for example, begain rising in 1972. The price of
lumber is quite volatile and is closely linked to cycles in
residential construction activity in the United States. The
export price of newsprint, however, has risen since 1971,

except for a pause in 1976.

The discussion thus far has emphasized th magnitude of
nominal price increases, whereas the real interest lies in
the implications of these changes for the terms of trade
between Western and Central Canada. Table II-9 provides
rough estimates of the net barter terms of trade facing
Western Canada for three main primary exports. Ontario's
export prices are represented by the manufacturing industry
selling price index (i.e. the price of manufactured goods at
the plant gate). It is clear from Table II-9 that there has
been a general shift in favour of Western Canada in the
first two instances, and a dramatic one with respect to
crude oil. Grain products prices rose by 110 percentage
points between 1971 and 1974, but have declined by almost as
much since Newsprint gained over 17 percentage points
relative to manufactured goods to 1978. Domestic crude oil

prices more than doubled over the same period.
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Table II-9

Terms of Trade Between Selected Primary Prices
and Manufactured Goods

(1971=100)

Domestic Well- "~ Import
head 0Oil Price Price -

Grain Newsprint of Oil
Mfg Mfg Mfg Mfqg
(1) {2) (3) (4)

1960 13«7 101.3

1961 120.3 101.6

1962 13158 99.6

1963 129.6 103.4

1964 138 «d 104.3

1965 125.5 103.4

1966 129.7 100.5

1967 126.7 98.6

1968 118.4 96.5

1969 108.8 93.0

1970 102.7 92.4

197L 100.0 100.0 100.0 100.0
1978 111.3 48.6 96.2 104.9
1973 179.2 93.4 106.7 JERAS
1974 210.0 947.5 150.0 <57, 8
975 173.6 B3 169.5 345.6
1976 143.9 11346 188.1 331.5
1997 118.9 114.9 210.0 347.8
1978 108.3 117.6

Source: Calculated from Table II-8.
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The calculations of Table II-9, Column (3) understate
the true deterioration in the East's terms of trade. Since
crude petroleum prices in Canada have not risen as rapidly
as world prices it is useful to calculate the terms of trade
between the West and Central Canada from 1971 to 1978 using
the true opportunity cost of crude petroleum. This
information is provided in column (4). It is obvious from
comparing columns (3) and (4) that Central Canada has
managed to avoid an even greater decline in the terms of
trade with the West because of the increasing divergence
between the domestic well-head price of oil and the world

price.

Another reason why the terms of trade calculations may
underestimate the true deterioration of the East's position
stems from the use of an aggregate manufacturing selling
price index to represent the East's export price level.
This aggregate index includes many manufactured goods which
Central Canada does not ship in significant quantities to
the West. Motor vehicles and other consumer durables are
important exports, so it might be more appropriate to use
thesce to 1llustrate relative price changes. Doing this
reinforces the general point. Since their prices have not
risen as rapidly as the aggregate index. For example, on a
base of 1971=100 the industry selling price index for motor
vehicle manufacturers in 1977 was 129.2 and that for

manufacturers of major appliances, 143.5. The terms of
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trade for Western Canada in 1977 using domestic well-head
0il prices are 283.2 for motor vehicle products and 255.0

for major appliances, as opposed to 210.0 in Table II-9.

In sum, the decade of the seventies was a very
turbulent one for the western provinces. It began with an
unprecedented parallel increase in demand for nearly all of
the region's main staple exports. This reversed the
apparent stagnation of these sectors in the 1960s and early
1970s, and stimulated an impressive turnaround in
macroeconomic performance for the economies. While
expansion has not proceeded uniformly over sectors or
provinces over the decade, the basic strengths were enough
to have allowed the region a disproportionately high growth
rate. The guestion that arises then is whether this
economic expansion, which in the first instance at least was
clearly a staple products export boom of unprecedented
magnitude, has begun or is beginning to induce a more
fundamental economic restructuring of the economies. To
answer this requires looking carefully at the available
empirical evidence, which will be the topic of Section 1V.
First, however, the important political developments over

the decade must be mentioned.
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d) Political Developments Since 1972

The characteristic nature of western economic
development outlined above has had a profound’ lmpact on
basic western attitudes to economic growth.4 There 1is
an almost unquestioned belief in the benefits of economic
diversification, and especially of industrialization.
Industrialization is sought to provide jobs for those
continually being released, or ultimately so threatened,
from the staple and related sectors. Indudgtrial puestits,
unliké¢ 8Faple produckion, dfe seen feokrectly saf HgtsdCo. e
labour—-intensive and less susceptible to the vagaries of the
business cycle. Industrialization, it is felt, would
reverse actual or imminent population outflows and provide a
measure of economic stability heretofore lacking. To the
regional businessmen whose sales depend on the size of the
local market or to the politicians and bureaucrats whose
constituency size is a measure of their political power,

these features are highly valued.

Two important types of economic policies have been
pursued with renewed vigour since 1971; moves to capture
economic rents from resource production, and the use of
these revenues along with regulatory powers to attempt to
shape the industrial structure of the region. The
governments have been quite successful as regards the first
goal, although the degree varies from resource to resource

and province to province. Table II-10 indicates the
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magnitude of the natural resource revenues received by the
provinces for selected years from 1965 to 1978. The most
spectacular increases have been registered in oil and gas
revenues in Alberta. Saskatchewan's additional petroleum
revenue 1is much less, but still represents a marked break
with levels typical before 1973. For the other resource
products, and thus for the other two provinces, the overall
increases are much less dramatic since the price increases,
and thus the economic rent generated, have been far less
significant and much more transitory in nature. But
generally speaking, the sudden appearance of these economic
rents and the apparent ability of the provincial governments
to capture an increasing share of them have resulted in

significant gains to provincial treasuries.

Alberta has also taken the lead in using regulatory
powers and tax incentives or subsidies to promote industrial
development. In the key area of o0il and natural gas the
Energy Resources Conservation Board has been given
jurisdiction over proposals for using Alberta's reserves,
with a clear understanding that the province's fuel and
industrial fecdstock needs are to be met first. The
considerable natural resource revenues are also being used
to the same end. They are deployed directly mainly via the
Heritage Savings Trust Fund, thedugh ofia or other of "ils
division. Their indirect contribution comes via the
province's ability to provide public goods at taxation rates

for individuals and businesses considerably below those in
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other jurisdictions. The other provinces have nowherc near
as ambitious an industrial strateqy since their resource

revenues fall far short of Alberta's.

Concomitant with the renewed determination to promote
industrialization and the means to finance it has been an
increase in the skill and sophistication with which the
provincial governments and their bureaucracies function.
Richards and Pratt (1979) discuss this at length. In
addition, as Mansell and Wright (1979) have written, this
sense of province building displayed by the government and
its declared intention of involving the private sector has
permeated through to the local business class, adding an

intangible but important element to the situation.

e) Summary

Many of the features of the current western boom follow
the traditional pattern as regards both the nature of the
impetus to the economic upswing and their interregional
implications. It is clear tht the initial stimulus was
provided by an unprecedented increase in the relative prices
of the region's main staple exports -- agricultural
products, oil and gas, forestry and forestry products and
minerals. These are the same staple bases which up until
1971 had not initiated much in the way of industrial
dipeksification for any of the four provinces. One is

justified in asking then why an economic upswing based on
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these same sectors should now be thought responsible for a
fundamental shift in economic power in Canada. The question
is even narrower in fact, since it is really only the energy
sector which has expanded unabated throughout the decade.
The basic query to be answered then is how a fourfold
increase in o0il and gas prices over the last seven years
plus the certainty of even greater price increases in the
future could be initiating a westward shift of economic

actlisity,

Much of the current economic boom also fits the
historical mould as regards its interregional implications.
The commodity price boom of the early 1970s altered the
terms of trade in favour of resource producers. For
such products as minerals, lumber and agricultural products,
many of the other Canadian provinces as net exporters also
benefitted from the relative price changes. The West did
too, perhaps even disproportionately, but rising incomes
here could be expected to be spent on eastern manufactured
goods and services along traditional wheat boom lines. In
these respects, the western economic expansion should have

been seen as complementing economic growth elsewhere.

One important difference currently as distinct from
historically, though, is that the major and sustained
feature of the staple boom has been the developments in
crude oil and natural gas. The large relative price change

in favour of energy products has created a significant real
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income gain for the owners of these resources, and a loss to
consumers. Since Canada's energy supplies are located
primarily in the three westernmost provinces, and since the
regional qgovernments as landlords capture a significant
portion of these rents, the real income gain accrues
disproportionately to residents of the West.> All

consumers suffer a real income loss, but those in the
importing provinces experience only this with no offsetting
gain.6 For these reasons the energy pricing issue has

an apparent interregional dimension. The West (somehow
defined) will appear to be earning its terms of trade
inprovement at the expense (somehow defined) of the East
(somehow defined). On top of this, in a world of less than
perfectly elastic factor supplies an expanding sector will
tend to draw resources away from other activities. Because
of the geographical specialization of economic activity in
Canada, this intersectoral reallocation will involve an
interregional movement of capital and labour. Inevitably

then, many will see the adjustment to the new energy

conditions as impinging more unfavourably on some regions

than others.

With respect to both issues raised in the Introduction
then, the major new element to have appeared in the 1970s 1is
the energy price increase and its general ramifications.
Developments in the other sectors follow the line of a
traditional western staple boom, with the usual spin off

effects for the rest of the country presumably following.
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The task of the next section thus is to ascertain exactly
how, if at all, the developments in the energy area could be
responsible for a fundamental restructuring of the western
economies and whether this might be happening somehow at the

expense of the East.
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Footnotes

For a model along these lines see Chambers and Gordon
(1966 ).

Portions of the remainder of this chapter are based on
Norrie (1980).

This is the terminology used by Shaeffer (1976).

For an excellent discussion of economic development
strategies in Saskatchewan and Alberta see Richards and
Pratt (1979).

In the form of lower taxes, expanded government services,
Heritage Savings Trust Funds and the like most obviously.
The exact nature of these and additional income gains
will be spelled out helow.

Unless they own shares in 0il companies and the
provincial governments have failed to capture all of the
rent.
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III The Economic Adjustment to Higher Oil Prices

a) Introduction

The previous section has arqued that to the extent that
westward drift is a real phenomenon, and that it creates
difficulties for other Canadian regions, this must stem
primarily from the sudden and dramatic increase in the real
price of petroleum products. The purpose of this section is
to try and identify the mechanisms whereby the relative
price increase could generate such significant structural

changes in Canada's regional economic make-up.

[t is important to indicate clearly at the outset why
enerqy price increases, which at first glance would seem to
simply involve real income transfers from individual
consumers to resource owners, should in Canada assume
interregional dimensions. This occurs because the energy
resources are concentrated in the three westernmost
provinces away from the main centres of population and
industry, because the BNA Act assigns control over land and
resources to the provincial rather than the central
government, and because historical accident has meant that
much of thesce energy reserves have not been alienated to the
private sector. These three factors together imply first

that there will be real income transfer from the East to the
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West. Assuming as seems reasonable that the price
elasticity for oil is less than unity,l residents of the
consuming provinces will face absolutely larger expenditures
on these products. Westerners as western residents will
benefit from this to the extent that their provincial
government 1s able to capture some of the additional revenue
and make provincial residence a requirement of sharing in
it.2 Thus the increase in the relative price of oil

natural gas implies an interregional income redistribution

within Canada.3

The means whereby a financial flow (here the increased
expenditures on western 0il products) is converted into a
flow of real goods and services is known as the transfer
mechanism. This process as between countries has a long and
interesting history in economics, stretching back to Hume's
price-specie-flow mechanism but made famous by the Keynes-
Ohlin debate on the German reparations question.4 The
issue is rarely discussed in an interregional context,
however, generally because it is not assumed to be a
problem.5 The fact that an individual region cannot
make offsetting exchange rate or monetary policy adjustments
would seem to complicate any adjustment. But these
disadvantages are usually felt to be easily outweighed by
the fact of a common currency, the existence of a national

banking system and multi-regional firms, interregional
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factor mobility and federal government fiscal transfers.
As Armstrong and Taylor warn though (1978, 85-90) these
latter factors ease considerably the immediate adjustment,
but they do not obviate the use for an eventual real

economic transfer.

It is useful to consider the issue in terms of the
transfer mechanism since it makes specific predictions about
the type of economic adjustment both the western and the
eastern economies will undergo in response to the increased
energy expenditures. Thus there will be at least some
theoretical basis for judging whether the events of the
1970s can be expected to permanently alter the industrial
make-up of the West. Since the problem is an exceedingly
complex one, especially when specific institutional features

are to be incorporated into the analysis, the procedure

followed below is to work through a series of cases

beginning with the least realistic up to the most. In this
way the several factors involved in the process can be

studied separately.

These three considerations also suggest why whatever
westward shift is underway as a result of the transfer
process is often construed to be af the expense of the East.
The geographical factor means that the inevitable

intersectoral reallocation of resources occasioned by the
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relative price change will have a substantial spatial or

interregional element to it. Capital and labour attracted

to the energy sector and away from others will find it
ncessary to relocate across great distances and across
jurisdictions. This adds a political element to the
analysis since provincial governments tend to view any
outmigration of capital and labour, however natural in an
economic efficiency sense it might be, as an unmitigated
disaster, and hence something to be resisted as far as

possible.

The fact of provincial control over resources adds
another factor in the form of enhanced province-building
strategies on the part of the producing provinces. It was
inevitable that governments in these regions should view the
energy price increase as a one-time opportunity to expand
and diversify their economies (see Norrie (1980) or Pratt
(1977)). Control over energy resources has been interpreted
as authorization to implement export controls (e.g. natural
gas), pro-rationing, preferential access to raw materials
for locally based processing industries, regional content
input regulations and local hiring policies. As before,
these will all have considerable impact on the adjustment

process.
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The third, and perhaps the most important, factor
centers on the imbalance in provincial governments' revenues
from resource production. The large relative increase in
the price of energy products, coupled with the fact that the
western provinces retained considerable portions of these
deposits, has given them (especially Alberta) huge windfall
revenues. Fiscal imbalances of this type potentially can
cause significant resource misallocations within the country
as a whole. This could arise if the provincial governments
were to use the revenues to subsidize their province-
building efforts outlined above. Offering relatively lower
rates of corporate income tax would be one example here,
while direct subsidies or subsidized feedstock prices would
be others. In addition, even if the entire benefits are
used on behalf of residents, there is the possibility that
fiscal imbalances may induce inappropriate factor movements.
Too many people may be drawn to the western provinces
because of their perceived fiscal capacities, at the cost of

a misallocation of factors across regions morc gencrally.

These introductory comments suggest that it is useful
when discussing these issues to distinguish between those
adjustments stemming from the change in relative prices per
se, and those from the fact that the economic rents
occurring to the region came to the provincial government in

the first instance. Accordingly, the first part of this
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section proceeds by assuming that all oil and gas reserves
in the West were privatized in 1947 at the time of the Leduc
discovery. A simple two region, open economy model is
outlined and then used to illustrate the nature of the
interregyional adjustment to higher o0il prices. Towards the
end of the section the public sector ownership of revenues
is reintroduced to investigate the additional considerations

that arise under this arrangement.

b) A Basic Two Region, Open Economy Model®

The analysis can be simplified by constructing two only
slightly stylized regional economies, the West and the
East. The West is assumed to produce petroleum products
(oil for short), manufactured products and services. The
East produces only manufactured goods and services. O0il
production requires a specific input available only in the
West, so cannot be produced in the East regardless of cost
conditions. Services comprise the activities that are
inherently non-tradeable in the sense that they must be
produced where they are consumed. Construction or personal
services would be suitable examples here. As with o0il, they
will be produced within each region regardless of relative

costs.
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The manufacturing sector includes that broad range of
processed qoods and even some services (e.g. financial
services) that can either be produced locally or traded. It
is useful when considering this sector to adopt the
Dornbusch~Fischer-Samuelson (1977) (henceforth DFS) notion
of a continuum of products. Their basic model can be
sketched briefly as follows. Assume constant unit labour
InEuEE Gay),...,a8;) and (H%0y.«ed%p) SOT the
n manufactured commodities that can be produced in the West
and East respectively. By constructing an interval 1in order
of diminishing comparative advantage for the West, ! we

can define a function

A(Z) = a*(Z)

which identifies a commodity Z with each point on the
interval and associates it with a specific relative flactor
ilnput. By entering 7 '‘alkenyg theé heopmbzontal azxi& im
accordance with diminishing western comparative advantage,

the function A(Z) plots as a downward sloping curve as 1in

Figure 1.

The second step is to recognize that the West will

produce any manufactured commodity for which domestic unit
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labour costs are less than or equal to eastern or foreign

ones. That is, a commodity will be produced in the West if

a(z) w < a*(z)w*

or

¥ <A(2)
*

Dropping the inequality, this implies that the West will
move along the continuum and produce-until it reaches that
commodity whose relative labour input equals the factor
price ratio. Put differently, from any given point on the
A(Z) curve, if the West is to expand the range of processed
products it is able to produce competitively it will have to

lower its factor price relatively.

The model is closed by considering the demand side.
Equilibrium requires that the income derived from producing
goods and services in the West equals the sum of expendi-
tures on them. The function relating Z to the relative wage
rate, denoted B(Z) in Figure 1, is clearly upward sloping.
From any point on B(Z), an increase in Z is an increase in
the range of goods produced in the West. Since the stock of
factors is fixed along any one curve, the increase in
western income commensurate with the increase in output has
to come via an increase 1in the West's relative wage. A

greater range of western products must be offset by
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higher western wages if income is to equal expenditure. The
mechanism whereby higher relative wages are realized 1s via
the excess demand for labour created by a movement along the

2 axis at the old relative wage ratio.

The intersection of the A(Z) and B(Z) curves in Figure
1l gives the equilibrium wage ratio and the borderline
commodity Z which will define the extent of the production
of manufactured goods in the West. The system is stable
since at any combination of Z and w/w* other than the
equilibrium one there will be an appropriate adjustment of

these values.

DFS develop several extensions to the basic model. The
most important one for present purposes is the introduction
of transportation costs, with the implication that there
will now be a range of manufactured goods for which
production in each region will be exactly equal to its own
consumption. From the viewpoint of the West, for example,
this implies a division of manufactured goods into three
categories —-- exportables such as meat products, non-traded
manufactured goods such as refined petroleum products or
furniture perhaps, and imports such as automobiles. In each
case the DFS model is able to define the borderline
commodity separating exportables from non-traded and

non-traded from imporEs:




While the DFS model
notion of a continuum of

appcal in the context of

is admittedly quite abstract, the
processed goods has considerable

the current problem. One way to

think about the phenomenon of a region undergoing gradual

economic growth and industrial diversification is to

conceive of it as moving

rightwards along the Z axis,

exporting goods that were formerly produced for the local

market only, and substituting local production for

commodities formerly imported. The notion of westward shift

amounts to a belief that

the western economies are

undergoing precisely this type of gradual economic

maturation. The emergence of world-scale petrochemical

plants can be depicted as a movement of a commodity from the

non-traded to the export
development of a western
import substitution. It
inherent in the westward
coming at the expense of

East. In a static world

category for example, while the
steel industry is a good example of
also ties into the other notion
shift discussion -- that is somehow
Gross Provincial Product in the

such as in FPigurs 1,/ Glils i@

clearly possible. A movement rightwards along the 2 axis

via an expansion of export or import substitution type

tndustries is clearly replacing production from either the

ltast or offishore.

The DFS model is also useful for present purposes in

that it provides the comparative statics behind a movement
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along the'Z axis. In'termd &f Tigure 1, theé equilibrium
threshold commodity will lie further to the right as the
A(Z) curve and the B(Z) curve shift rightwards. The A(Z)
curve would shift in this manner if there were a decrease in
a4 JEdlative to a¥; for adgme o Wil 1., In Lhe

context of the disclUussion of Seetion IIl, this could cesult
from a growing locational attraction to cheap or secure
energy supplies or from government subsidies to industries.
In any of these cases there would be an increase in the
range of processed goods produced in the West, and an
increase in its relative wage rate. The position of the
B(Z) curve will depend on the relative sizes of the labour
forces. Population will reallocate in response to changes
in relative wages as well as to lower tax rates in the West,
or a higher expected probability of securing employment

within a certain period.

These few examples far from exhaust the types of
comparative static exercises possible, or the institutional
factors that might initiate them. Enough has been said
however to indicate why the DFS framework was chosen for the
present problem, and how it can be fitted to the concept of
westward economic drift. The remainder of this section will
accordingly use a version of the model to trace through
the interregional implications of the large oil price

increase.
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Figqure III-I
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Two warnings should be issued before proceeding
further. The first is a reminder that we are only using the
DFS continuum concept for the manufacturing sector. Within
that, there are a group of commodities that are not observed
to be traded at any particular point in time due to
transport and handling charges. In addition to this though,
we have a service sector in both regions that is necessarily
tied to its location. The former will be termed non-traded
goods, while the latter are non-tradeables, to keep them

ditstsnct .

The second is to point out that in our use of the model
we have made a rather casual jump from a world in which
labour is the only input in the production process and where
e enters.in constant proportions for each commodity to one
in which other factors are involved and where substitution
among factors is considered. Without substitution, one
might possibly think of a constant mix of factor inputs per
unit of output, replacing the a's, and of a weighted index
of factor prices instead of w. With substitution among
factors however, the situation becomes enormously complex.
While it certainly would be usceful to attempt to reformulate
the DFS model rigorously along these lines, we chose instead
to focus on attempting to apply the general concepts that

come out of the model to the westward shift topic. Since it
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is used here to clarify the basic factors inherent in the
interreqgional adjustment to higher oil prices rather than as
a basis for any formal econometric work, this rather casual

extension of the model was judged to be appropriate.

We begin with an initial equilibrium situation where
the West exports a volume of crude oil and a limited amount
of processed goods to the East and abroad and imports an
equivalent amount of manufactured products. The East,
hecause it is larger and more completely industrialized, has

a comparative advantage in a much broader range of

manufactured products. Trade for each region is balanced
initially, although not necessarily bilaterally. The system
is shocked by a large exogenous increase in oil prices, with

the East's demand assumed to be price inelastic.

c¢) Independent Regions with Their Own
Currencies and No Factor Movements

i) Flexible Exchange Rates

Assume that the East and West are both independent
regions with their own currencies and freely floating
exchange rates. There are no factor movements between the

regions. This the simplest form of the transfer mechanism,
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but it does indicate the nature of the adjustments that need

Lo @RcH

In the West the rise in the price of o0il creates an
incentive to expand this sector's output, and capital and
labour are drawn to the industry. With fixed factor
supplies this means that the output of at least one other
sector must fall. If capital and labour can be substituted
for oil in manufacturing the effect on its output will be
even more pronounced, as the factor supply constraint
becomes even more binding. In the East the increase in the
price of oil will lead to a substitution of capital and
labour for oil within the manufacturing sector. This means
a reduction in the output of both manufactures and services
given the assumption of fixed supplies of capital and
labour. The reduction in the demand for oil will reduce the

size of the imports somewhat, lessening the transfer impact.

The East still has to cover its larger import bill, in
this model via an offsetting increase in the value of
manufactured goods it exports. The West, on the other hand,
has to increase the value of manufactured goods it imports.
The questions then are how the West is led to purchase extra
products, and how the East is induced to free some local
production for export. There are two complementary effects

here. The first follows from the fact that the terms of
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trade effect has meant a real income increase for the West
and a real decrease for the East. Westerners will spend
part of their additional income on non-tradeable services
which, since they must be produced locally, will attract
factors away from the export and import competing
manufacturing industries. Imports of these products will
rise as a result. In the East the converse is true. The
fall in real income will reduce the demand for locally
produced services, allowing some factors to be transferred

to the manufacturing sector.

Secondly, the appearance of a trade surplus in the West
and a deficit in the East will cause an appreciation of the
former's currency and a depreciation of the latter's.
Western consumers will be induced to substitute eastern and
foreign manufactured goods for western ones until the trade
balance is re-established. There will be an increase in the
volume of traditional imported goods (autos) as well as the
movement leftward along the continuum of manufactured goods,
with some of the West's im?ort competing industries
disappearing in the face of increased imports. 1In the East
the exchange rate movement will have the opposite effect.
Export and import competing industries will expand and
imports will contract. These adjustments will continue

until trade balance is re-estasblished for each

region.8




When the adjustment is complete the East will end up
with a lower total real output (to an extent dependent upon
how freely capital and labour can be substituted for oil in
the manufacturing sector), and an even lower real absorption
of goods and services. Production facilities formerly
employed to produce goods for local absorption will now be
used to produce the increased flow of exports needed to
offset the increased real expenditures on oil. There will
be increased volumes of shipments from already extant export
industries (autos) plus the emergence of new exports from
sectors previously classed as non-traded (e.g. furniture).
In the West there will be a reallocation of resources away
from the manufacturing sector. Real absorption will have
risen by the amount of the terms of trade effect.

Westerners will consume more of the goods they already
import (e.g. autos), will develop new imports (e.q.,
furniture) and will export fewer manufactured products, all
to an extent depending on the relative income elasticities

plus the technological nature of the manufactured goods

continuum.

The main point that comes out of this is a simple but
important one. Ultimately the increase in the price of oil
must lead to a net increase in the flow of manufactured

products into the West, while the need to pay more for oil
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imports must eventually result in a net new real export
surplus of processed goods by the East. The East is worse
off by this since it has to export goods it could consume
formerly. And the West is better off in the sense that for
the same volume of petroleum exports it gets access to a
larger (low of manufactured goods. But as regards

incentives for industrial production (and services that can

be traded), the implication is a contraction of such
capacity in the West and an increased dependence on imports.
The western region ends up being even more of a staple

economy, albeit a richer one.

ii) Fixed Exchange Rates

The next logical question to pursue is how the adjust-
ment proceeds if we retain all of the above assumptions but
assume that the exchange rate is fixed by the monetary
authorities of the two countries. The resource reallocation
within the West towards oil and away from the other sectors

proceeds as before, as do the substitution of capital and
labour for oil in the East and the demand effects following

the real income changes in each region.

The increased ¢gp@helituee on oll leadd bdPak Ak Low i
ftoreign exchange to the West and a drain from the kast. In

the absence of explicit sterilization measures the money
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supply will increase in the West and contract in the East.
This results in a relative inflation in the West, a
deflation in the East, and increased shipments of
manufactured goods to the West and from the East until trade
balances are re-established. The rising prices in the West
induce a substitution of imported manufactured exports for
domestic ones and for services. In the Fast there will be a
substitution of locally produced goods for those formerly
imported, providing the opposite effect. The net result is
the same as in the flexible exchange rate case. Eastern
real output falls slightly (if factor substitution takes
place), but real absorption falls more with the difference
representing the real resource payment for the higher valued

(CiER

The question then 1is how, if at all, a more realistic
institutional setting could reverse this conclusion; that
is, how an increase in the relative price of o0il could
actually lead to an expansion of the western industrial and
service sectors at the same time as the 0il sector expands,

and as the eastern sectors contracts as a direct result.

d) A Monetary Union with No Factor Mobility

Assumc now that the two regions are part of the same

monetary union with exchange rates fixed at one. There is
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still no interregional movement of labour or capital.
Assume also that a national branch banking system exists,
and that there is a range of financial assets available
within the country. Some are accepted natinally (i.e. are
transferable) such as Canadian government bonds while others
arc more regionally specific (e.g. municipal or local

corporate bonds).

i) Immediate Adjustment

The immediate effect of an 0il price increase 1is a
reduction in deposits in eastern banks and an increase in
those in the West. Eastern banks find themselves short of
reserves while western ones are holding excess reserves.
Western banks react to this by increasing their asset
holdings and those in the East are forced to reduce theirs.
To the extent that transferable assets are involved, this
exchange can take place with virtually no effect on asset
prices. The increased demand by western banks is exactly
offset by an increased willingness to supply them out of

eastern holdings.

This is the reason why the transfer is accomplished so
effortlessly in the short run. The increased inflow of
funds to the West for oil is exactly offset by a capital

outflew, with only a tranafier of wealth lavolved.l The Wegt
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in effect lends money to the East to cover its oil import
bill. The fact that the same currency is used and the
exchange rate necessarily pegged eases the adjustment rather
than hinders it in the short run at least, since by removing
the exchange rate risk it facilitates the offsetting capital
flow. A branch banking system such as Canada's is a further

facilitating factor in the adjustment.

11) Longer-Run Adjustment

This exchange of assets can only delay the time until
the real economic adjustment has to be made, however. There
are natural economic mechanisms which begin to work to
effect the real resource transfer. In the first place the
increasing wealth in the West will tend to increase
consumption levels there, while the reverse happens 1in the
East. Part of the additional consumption expenditures will
be directed towards imports, some of them from the East.

Easterners will consume less of these goods themselves,

thereby freeing them for export.

As long as the marginal propensity to save 1is positive,
however, a simple income effect is insufficient to fully
effect the transfer. There must be accommodating price
effects as well. These come about via the expansion of

demand in the West for its own manufactured products and
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non-tradeables, with the reverse effect taking place 1in the
Fast. The reallocation of productive factors towards the
oil sector in the West exacerbates this relative price
change as well. The prices of imported goods fall
rclatively in the West, inducing a substitution towards them
and away from locally produced ones. In the East there will
be relatively greater fall in the price of non-tradeables
(since the falling demand for the tradeables is offset to
some extent by the increased export demand for them),
implying a substitution towards them and away from
manufactured goods. Thus the combination of the West's
increased willingness to purchase imported (including
eastern) manufactured goods along with the East's
disinclination to consume them themselves makes their
export possible. More export-type goods will be sent, and
some new eastern export industries will emerge along the
manufactured goods continuum. This price effect complements
the real income effect in bringing about an export surplus
in processed manufactured goods to offset the higher oil

import bill.

A complementary effect is possible if the eastern banks
attempt to sell and western banks buy less readily transfer-
able assets in response to reserve changes. Prices for

castern-specific assets have to fall if western banks are to

be induced to hold them. This fall in asset priccs mceans
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interest rates rise, choking off some investment and hence
real income, with a corresponding decline in imports. The
relative price effect sketched out above is operative again,
with the price of non-tradeables falling relative to

tradeables, thereby freeing the latter for export.

An additional longer run adjustment would result if the
chartered banks in the West reacted to their increased
reserves by expanding loans in the West, while eastern banks
eventually began to call in some of theirs. This increase
in the money supply in the West and contraction in the East
will tend to push down interest rates in the former region
and increase them in the latter. With this, the real income
effects via changes in investment come into play, helping to

effect the transfer.

The same effects prevail even if it is the case that
the government rather than the residents receive the oil
revenues, and that it invests them exclusively in
western-based assets, (e.g. Heritage Savings Trust Fund type
investments). The increased demand for regionally based
assets will raise their price and hence lower the rate of
return. In the process a disequilibrium "wedge" will be
created between the return available on these and on other
types of asscts. Private investors will switch from

regionally based assets to the more nationally traded ones.
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Thus the eastern banks will still find buyers for the assets
they wish to sell, and the immediate financial transfer
proceeds as before. The real transfer begins as above, with
changes in wealth eventually affecting consumption and
import volumes, and the lower interest rates stimulating
investment, real income and imports again. Thus even this
type of "bleck buying® wlll not Thwart the sReft-<run ‘amd

longer-run adjustments.

iii) Summary

All of the models discussed thus far predict the same
long-run adjustments to an exogenously given o0il price
increase. There 1s an absolute increase in the sizes of the
0oil and service sectors in the West and an absolute decrease
in the manufacturing one as a consequence of the induced
reallocation of capital and labour. The increase in the
terms of trade imparts a real income increase to the West,
reflected in the increased manufactured goods it is able to
purchase for a given volume of o0il exports. The East
suffers a real income drop. Absorption declines freeing
resources to produce the additional exports. A greater
volume of traditional export goods are sold, and some new

export industries emerge.
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These results follow necessarily because of two key
features of the models. The assumption of regionally fixed
factor supplies implies first that the expansion of the oil
and service industries must come at the expense of the
manufacturing one, as capital and labour are bid away.
Since the West has an increased demand for manufactured
goods but a reduced capacity to produce them it turns
increasingly to imports. Its own factors are more

profitably employed in the energy and related industries.

The other factor that determines the outcome is the
economic necessity that an initial trade imbalance must
eventually be re-equilibrated. The real adjustment can only
be postponed for as long as westerners are content to hold
eastern assets. The increased expenditures on oil imports
are offset by a capital inflow to the East in this event.
But eventually it must be true that the East comes to export
more manufactured goods and the West to import more. This
real transfer counterpart to the financial flow from oil
comes about via income and price effects outlined above. As
with the assumption of fixed factor supplies, the West ends
up absorbing a greater volume of traditional export products
(autos) plus importing some products that it formerly
produced for itself, and the East ends up exporting more of

the products it formerly produced for internal usage.
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The real income transfer is an inevitable consequence
of a change in the terms of trade. Any region or nation in
any setting must eventually offset a greater expenditure on
one of its imports by an equivalent increase 1in real
exports. Abstracting from economic growth for the moment,
this means that domestic absorption of these same
commodities must fall to free them for export. By the same
token an increase in export receipts by an oil producing
region must eventually be offset by an increase in imports
of other goods. As shown, there are income and price
effects which, however slowly, will eventually ensure that
this readjustment occurs. Thus the predictions that emerge
from this feature of the model are immutable. It is time,
however, to drop the assumption of factor immobility among

the Canadian regions.

e) Monetary Union with Factor Mobility

The assumption of factor mobility alters the adjustment
process significantly. To see this, it is useful to
interpret the discussion to this point in terms of Figure 2.
With factor supplies given to each region, the increase in
the price of 01l will cause an upward shift of the B(Z)
curve. For any given Z, the western wage would have to rise
relatively to equate the expenditure on western goods to the

value of output. Alternatively, for any given relative wage
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the range of manufactured products produced in the West
would have to be less if trade is to be balanced. The
adjustment to the o0il price increase discussed above
involved both these effects. Western wages rose relatively
as a result of the excess demand for labour created by the
induced expansion of the oil and service sectors. These
rising incomes led to a greater volume of traditional
imports. In addition, the increase in the relative wage
rate reduced the competitiveness of western manufacturing
industries, allowing the East to develop markets in the West
for these new products. Together these increased flows of

processed goods westward "paid for" the more expensive oil.

With factor supplies endogenous and responsive to wage
differentials however, there will be an offsetting rightward
shift of the B(Z) curve. Consider the adjustment consequenﬁ
upon an increase in the price of oil. The expansion of the
0il industry together with the fact that part of the real
income increase will be spent on non-tradeables requires a
diversion of factors from the manufacturing sector. It is
this excess demand which drop up western wage rates when
factor supplies were assumed fixed. Now, however, the
excess demand leads to a factor inflow, that is a decrease
in L*/L, and a rightward shift of B(Z). Part of the excess
demand for labour in the West 1s met by increased supplies,

while part of the cxcess supply in the East is removed by




_69_
emigration. Hence w/w* rises by less, meaning that the
reduction in the range of manufactured goods produced in the
West will be less. If factor inflows are perfectly
responsive the relative wage cannot change at all, implying
that the induced rightward shift of the B(Z) curve must
exactly offset the leftward movement, with no change at all
in w/w* and Z. In this extreme case the West maintains the
exact industry mix it BEd priar to) the' silivegice Sherasda.
In the event of any inelasticity at all in factor supplices
to the reqgion, even this initial industrial base 1s ecroded

by the incentives to increased speclalization.

Before concluding this section it should be noted that
the above analysis has only considered the transfer problem
associated with the shift in the terms of trade between the
two regions. A complicating factor arises if the expansion
in the returns to oil production in the West induces
easterners to invest in the region. This capital outflow
from the Fast adds to its halance of paymcents problems,
meaning that an even greater net movement of recal resources
must eventually result. This is the original form of the
Viner transfer problem of course -- the process whereby a
financial investment into Canada ended up as a real transfer
of capital.9 Mansell and Wright (1979) estimate that at
minimum cost the goal of Canadian energy self-sufficiency

would involve capital expenditures in the Prairies amounting
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to 60 billion dollars (1977 $) over the period to 1994. To
the extent it is to be financed out of eastern savings, the
transfer adjustment requirement is exacerbated, though this
process will be reversed over the longer run when the West

is forced to repay these loans.

To this point in the analysis there is still no evident
mechanism whereby the increased oil prices initiate a
process of industrialization and economic diversification in
the West. 1In terms of Figure 1, such a link requires being
able to demonstrate that the A(Z) and B(Z) curves will shift
to the right in response to the oil price change. 1In all
case analyzed to date though, precisely the reverse has been
true. The following two section§ look at some additional
factors beyond the scope of the models used above that might

be expected to promote rather than retard diversification.

f) Additional Considerations

The first factor to consider relates to the rather
controversial concept of minimum threshold size. The
immigration in response to excess demand for labour
discussed ahove increascs population in the West. The
larger the western population, the more likely it is that
some industries will find it increasingly profitable to

locate within that region to serve the local market and
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thereby avoid transportation costs. This phenomenon 1is
especially true the more important are scale economies in
some industries. A former export industry for the East
becomes an import competing one for the West, and the larger
scale of operation may allow some existing western

industries to move into export markets.

The same process can be true of tradeable services such
as banking as well. With only a small amount of large scale
financial activities normally arising in the West, it would
pay to service them from eastern headquarters. But as the
number and magnitude of such projects rises, transactions
costs may be significantly reduced by decentralizing some of
these activities. Locally based personnel will have a more
intimate knowledge of local markets, and may be able to
specialize in certain types of financial transactions
(e.g. 0il sector ones). This is likely the explanation for
the increased presence of the chartered banks in Alberta.
Further, as the industry mix widens agglomeration economlies
become more important. Some firms will find a western
location increasingly attractive simply because other firms

have been induced to move there first. The East faces the

opposite effect of course as the region losing population.

In terms of the theoretical framework utilized through-

out, this scalec effect-agglomeration economies argument 1s




= T

tantamount to postulating a rightward shifting A(Z) curve in
Figure 1. Western cost curves will be shifting downwards
relative to eastern ones as the scale of economic activity
increases. This process can be self-reinforcing too. As
the range of industrial production expands in the West an
excess demand for labour is created. The migration that
responds to this adds to the population, creating yet more
scale economies to exploit, and so forth. If there are a
large number of these technical possibilities, and
population is sufficiently responsive, then the process
could go on for some time. The region will have reached
that elusive threshold size, and entered a period of

self-sustaining economic growth.

While the process sketched above is plausible enough in
the telling, to date we know very iittle about the
importance of size in regional economic growth. Certainly
the growth pole literature assumes it is very important.

The Economic Council of Canada (1977, 131) concluded that
the benefits from agglomeration economies were positive but
small, and that they likely only existed for urban centres
below 1.4 million inhabitants. Other studies [(Mera (1973),

Sveikauskas (1975), Segal (1976)] also find that
productivity increases somewhat with urban size, although

there is some doubt as to exactly what they are capturing
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with their estimating equations. We return to this aspect

in the empirical section below.

The absolute size of the market has been increasing in
the West, particularly in the Prairie provinces. It is
important to recall, however, that Central Canada is still
the largest and most dense market in Canada. Table T ==t
provides statistics by region of the size and change ol
census metropolitan areas between 1961 and 1976. The
population of these areas is the best measure of large urban
agglomerations available. The population of census
metropolitan areas in Central Canada grew by 502 thousand
between 1976 and 1971 compared to 278 thousand for the West.
Moreover the population of census metropolitan areas in
Central Canada was 9,002 thousand compared to 3,272 in
Western Canada. The growth of the Western provinces must be
acknowledged, but in terms of absolute size and growth
Central Canada still is the dominant market. The other fact
to consider in assessing urban agglomeration is the
proximity between census metropolitan area. Two outstanding
features of urban development in the West are the small
numbers of census metropolitan areas in each province and
the large distances between them. In Central Canada,
however, the census metropolitan areas are not only more in
number and larger in size but generally are much closer

together. Thus, although urban growth in the West has been
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Table III-1

Comparative Statistics of Census Metropolitan Areas,

1961-76
{thousands)

A 1976 1971 A 1972 1066° A 1966° 1961°

British Columbia 107 170 121
Vancouver 84 1,166 1,082 149 1,082 933 102 892 790
Victora 23 218 196 21 196 175 19 173 154

Prairie Region 171 193 187
Calgary 67 470 403 73 403 330 52 331 279
Edmonton 58 554 496 70 495 425 64 401 338
Regina 11 151 141 8 140 132 19 131 112
Saskatoon 7 134 126 11 127 116 20 116 96
Winnipeg 28 578 550 31 540 509 32 509 477
WEST 277 3,272 2,995 363 2,985 2,621 308 2,553 2,245

Central Canada 502 797 923
Ontario 386 5,529 5,144 580 5,072 4,491 541 3,831 3,290
Quebec 116 3,473 3,357 217 3,357 3,141 382 2,850 2,468
Atlantic Provinces 35 524 484 30 462 432 29 400 37l
Canada 814 12,799 11,985 1,1%0 11,875 10,685 1,260 9,635 8,375

1 2 8
Source: Statistics Canada, 98-806", 92-708 , 92-607 .

Definition of a CMA: The main labour market of urbanized core having 100,000 or
more population. They contain whole municipalities or census subdivisions.

CMA's

are comprised of (1) municipalities completely or partly inside the urbanized core,
and (2) other municipalities of (a) 40 per cent of the employed labour force living
in the municipality works in the urbanized core of (b) at least 25 per cent of the

employed labour force working in the municipality lives in the urbanized core.
(Statistics Canada, 99-819).
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large it is not clear that it has been sufficiently large or
distributed in such a way that some minimum threshold level
of populaton has been reached. Until more is understood
about this phenomenon, it seems impossible to be any more

precise than this.

A second factor is that the dramatic energy price
increases and the perception of a scarcity could mean that
fundamental location factors are shifting for a few key
industries, even independently of explicit government
regulation. It is often suggested for example that the
current relative abundance of natural gas over crude o1l
gives western petrochemical firms an advantage over eastern
ones such as Petrosar, based as the latter is on crude oil
feedstocks. This argument is uncertain however since the
western advantage is at best a transitory one. Cheap
natural gas will attract customers away from oil wherever
possible (e.g. home heating), increasing the demand and
hence the price until there is no longer an advantage to
conversion. Only if its disequilibrium is long lasting, so
that it pays to locate in the West to take advantage of it,
or there i1s explicit requlation of exports and prices,
should basic locational factors be altered. If the first
circumstance is relevant, then it must also be true that

agglomeration economies and the like give the region a
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long-run locational advantage, even after natural gas prices

have adjusted.

It is not likely that there has been or will be much
westward shift because of the effect of rising o0il and
natural gas prices in production costs. Melvin (1976) for
example has examined the effects of both uniform and
regionally differentiated energy price increases on the
competitive position of Ontario industries. In the case of
uniform increases in the price of Petroleum and Coal across
Canada Ontario would benefit relative to the rest of Canada
(Melvin, 1976, 41). Only the agricultural and agricultural
products sector in Ontario would suffer a major competitive
disadvantage relative to the rest of Canada. Even 1n the
case where Ontario was the only province to experience an
increase in petroleum prices the impact appears to be
slight. Melvin's conclusions on this point are worth

quoting (Melvin, 1976, 41),

"It does seem clear, however, that even if Ontario were
the only province in which petroleum price rises occur, the
over-all price effect for most industries would be very
moderate. And if Ontario enjoys a comparative advantage in
the production of a wide range of manufactured goods, as is
commonly supposed, it seems very unlikely that such a
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petroleum price increase would have much of an effect on
gl g o Toysh il kol 4

It is usecful to examine 1in greater detail those
industries which are large consumers of natural gas. This
will indicate how important reductions in its price would he
in causing firms to relocate in the West. The Ontario
government publishes comprehensive statistics on energy
consumption by manufacturing industries in Ontario.

Table I1I-2 provides some idea of the composition of energy
consumption by energy category and industry. Electricity is
the dominant energy input, but the importance of natural gas
has risen substantially since 1971. The energy intensive
industries in Ontario appear to be those located in the
province because of market or resource endowment
considerations. Pulp wood endowments would be the main
consideration for the location of the pulp or paper mills.
Similarly, the size of market and access to ores would be
prime determinants for the location of smelting and refinery
firms. Transportation costs and size of market
consideration would also dominate location decisions for
manufacturers of Industrial Chemicals, Cement and Abrasives.
The list of the 10 largest users of natural gas in Ontario
in 1977 provided in Table III-3 bears out the conclusion
that differences in natural gas prices would probably have
little influence on the location decision of firms. Some

industries are large users of natural gas only because they
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Table II1-2

Expenditure on Energy by Ontario Manufa

cturing

Industries, 1971, 1974 and 1977

Panel A
1977 1974 1971
$ million % $ million 8§ $ million 3
Electricity 499.6 38.1 281.2 40.6 201.2 44.3
Natural Gas 468.7 35.8 192.9 27.8 . 112.6 24.8
Fuel 0il 196.8 15.0 130.2 18.8 66.0 14.5
Gasoline 43.3 3.3 34.5 5.0 26.5 5.8
Coal 25.2 1.9 20.5 3.0 32.8 Vo2
Other 77.1 5.9 33.4 4.8 15.2 3.4
Total 1310.7 100.0 692.7 100.0 454.3 100.0

Source: Consumption on Fuel and Electricity by Ontario Manufacturing Industries

Ministry of Treasury and Economics, Central Sta

tistics Services.

Panel B

Industries 1977 1974 1971
Pulp and Paper 266 118 176
Industrial Chemicals 388 193 181
Smelting and Refining 278 224 234
Cement Manufacturers 398 312 242
Abrasives Manufacturers 227 185 204
Lime Manufacturers 532 571 530
Miscellaneous Petroleum

and Coal Products - 197 174
Per Cent of Total

Value Added 7.2 8.4 7] o6}
Per Cent of Total Energy

Consumption 39.2 37.2 37.4

Source (IBID): An energy intensive industry is defined as an industry whose
energy cost per thousand dollars of value added are at least

three times the provincial average of:
1977 $58.11
1974 $38.09
1971 $39.21
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Takle III-3

Ten Largest Users of Natural Gas
Ontario, 1977

. Quantity Used

Amount Used (MCF) Per $1000
($ million) of Shipments
Industry

Pulp and Paper Mills 76.4 29
Industrial Chemicals 73.1 29
Iron and Steel Mills 63.3 12
Smelting and Refining 20.5 33
Glass and Glass Producers 15.8 26
Motor Vehicle Parts and

Accessories 15.1 2
Petroleum Refining 11.5 2
Cement Manufacturers 10.5 45
Beverage Industries 9.1 3
Motor Vehicle Manufacturers 8.8

Source: Consumption of Fuel and Electricity by Ontario Manufacturing
Industries 1977, Ministry of Treasury and Economics, Central
Statistical Services. |




- 77 -
are large industries, not because they are intensive users
of natural gas. The motor vehicle, motor vehicle parts and
accessories, and beverage industries fall in this category.
The intensive users of natural gas (in terms of MCF per
$100. of shipments) such as Cement, Smelting and Refinery,
Pulp and Paper, Industrial Chemicals, Glass and Glass
product industries would find that market size and
transportation cost disadvantages would probably outweigh
any savings in energy costs. The cost of transportation has
risen as a result of rising energy costs, making distance

from the market an even greater handicap.

A further factor is that rising energy prices increase
the transport costs involved in moving manufactured goods
into the West. 1In DFS terms, the range of non-traded goods
increases, implying that the West will find it increasingly
advantageous to produce locally goods that were formerly
imported. Offsetting this though is the fact that the

reverse is also true. Western export industries are at an

increasing disadvantage in export markets. The first effect

axacerbates the transfer process while the second one ease$

it somewhat.

It will be recalled from Section II that the oil price

increase has coincided with a boom in other primary product
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industries. As regards the interregional adjustment to
higher oil prices, this fact of a concurrent boom has mixed
effects. The rise in the returns to non-oil primary
production in the West (e.g. potash, coal, uranium) implies
a further bidding away of factors from the manufacturing
sector, and hence additional upward pressure on its costs.
The offsetting tendency comes if this excess demand for
factors leads to increased immigration. This adds to the
likelihood of favourable agglomeration economy effects in
the West that may be developing already due to the expansion
of the oil sector. Western import propensities may be
falling, in other words. And to the extent that it is
eastern or foreign companies who are investing in western
resource developments there will be a further need for a
real resource transfer, although this will also eventually

be reversed when repayments commence.

g) Provincial Government Revenues

To this point the analysis has proceeded under the
assumption that all resource revenues were appropriated by
private landlords. This was done to focus attention on the
natural or market adjustment to a change in the regional
terms of trade. 1In fact, of course, the provincial

governments have retained title to a considerable portion of

the petroleum reserves, and have received substantial
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revenues thereby. This has provided them the wherewithal
to, depending on the province, increase expenditures, reduce
taxes, assume ownership of key industries, and even save in
the form of Heritage Savings Trust Funds. Actions such as
these could certainly be expected to affect economic growth
in the West, and to draw the attention of the other less
well advantaged jurisdictions. We conclude this section by
considering how province-building exercises based on
resource revenues might affect western industrialization

prospects. Section V picks up the interregional fiscal

imbalance issue.

The link between provincial government resource
revenues and westward shift can be put quite simply. A
jurisdiction with such revenues and bent on promoting
economic development can use them to subsidize the more

mobile factors of production such as capital and labour. By

making provincial residence a condition of enjoying these
subsidies, the region can potentially attract a stock of
factors and a mix of industries in excess of what economic
conditions would otherwise allow. This subsidy provision
can be complemented upon occasion by exercising reqgulatory

power over specific projects.

A province can attract labour by providing attractive

fiscal bEnefits to its residents. That is, it can use
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natural resource revenues to provide goods and services at
the rates well below what individuals perceive the benefits
to be, and below the rate other jurisdictions can offer. If
it is assumed that labour considers the relative price of
government services when making migration decisions, these
low tax rates will increase the flow of migrants associated
with any given real wage difference. Workers will continue
to move to the low tax region, depressing the marginal
product there and increasing it in the one they left, until
the margin the fiscal benefits they perceive are exactly

offset by the lower private sector compensation.lO

Expressed another way, real wages in (say) Alberta can
be lower than real wages elsewhere in equilibrium since real
incomes are still the same (abstracting from locational
preferences). In terms of the DFS model, this is equivalent
to an exogenous increase in the size of the western region.
The "B curve" shifts down along the "A curve", implying an
expansion in the range of goods produced within the West.
The tax subsidy allows wages to fall relatively and hence
reduce firm's average costs, meaning that more western-based
firms will be able to compete with imported products, and
some import competing goods might become viable exports.
This is one important way in which the industrial structure

of the West might be expanding as a direct result of the oil
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boom, especially as it will complement any threshold effects

ahove.

For this to be effective though the government must be
successful in capturing a large share of the resource rents.
Copithorne (1979) has suggested that when these revenues are
captured by the private sector some accrue to labour, making
the region a high-wage area instead. This outcome could
result if the labour market in the resource sector were
characterized by bilateral monopoly and the union accepted
as the wage-setter in the province. The mechanism of rent
distribution (private vs public) is clearly important in
determining whether diversification of the industrial

structure 1is promoted or retarded.

The Alberta government's intention of altering the rate
of return to capital in locally based manufacturing and
service industries is another example of fiscally induced
factor flows, although all provinces are guilty of this
practice to some extent. This is done by subsidies and
regulatory advantages such as preferred access to natural
gas feedstocks. That is, the government is attempting to
force a rightward movement along the manufactured goods
continuum. They intend to import fewer manufactured goods,
not more, and perhaps even to increase their export of

these. As with tax breaks, this leads to lower average
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costs for any given relative wage rates, implying a cost
advantage to western-based firms and depicted as a rightward
shift of the A(Z) curve. If the capital investment in these
new industrial ventures (e.g. petrochemicals) comes from
outside the region, then there is an additional further real

transfer to effect initially.

h) Summary
.

The argument of the paper thus far can be summarized as
follows. The initial stimulus to the current western
economic expansion was the commodity prices boom beginning
in the early 1970s and, in some cases such as energy
products, stretching through to the present. Since with the
exception of non conventional oil developments this
represents upswings in the fortunes of traditional staple
industries for the region, and since historically these same
staples have led to only limited economic diversification,
there seems to be no necessary reason to expect a westward
shift of manufacturing and service industries currently.

Any shift that does exist must be a result of one or more
ot, a) the appearance of new cenergy sector projects with
substantially greater linkage effects; b) higher enerqgy
prices altering basic locational determinants of key
industries (although this was judged to be improbable except

perhaps as a transitory disequilibrium phenomenon);
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c¢) deliberate provincial government efforts to promote
economic diversification via subsidies, tax breaks and
regulatory changes; d) the western economies attracting
enough population via the expansion of the primary
industries and linked activities or cheap public goods such
that it is beginning to achieve minimum threshold size for a

significant variety of industries.

Against these considerations though must be set the
fact that other basic economic forc;; are operating in
exactly the opposite direction. The increase in the price
of energy products means both a relative attraction of
western factors of production towards those sectors and a
large export surplus. The adverse effects of the factor
reallocation can be offset partially or completely by
immigration as was seen, and this increased population can
in turn increase the range of goods that it is profitable to
produce locally if the threshold argument is applicable.

But the other effect cannot be offset. The export surplus
in the West for as long as it exists be counterbalanced by
an equivalent larger net inflow of processed goods and
services. This adjustment can be delayed for as long as the
West 1s willing to lend capital outside the region. But
eventually, if only because increasing wealth raises

consumption levels, net imports must rise. And the price
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effects which help bring this about do so by discouraging
production of manufactured goods in the West and encouraging

it in the East.ll

With this historical background and brief theoretical
discussion in mind, it is time to turn to the empirical
evidence available on westward economic shift. The
following section examines the economic growth of the
western economies since 1973 for evidence of structural
changes, while Section V pursues the interregional

adjustments issues further.
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Footnotes

For a survey of the literature on this, see Berndt et al
(1980 ).

To the extent that all the oil companies capture a share
of the rent the shareholders will be better off. There
is no obvious regional aspect to this transfer though
since there are no residency requirements involved. The
income redistributions here are interpersonal or
international instead.

And for Canada vis-a-vis the rest of the world to the
extent we are net importers.

See, for example, Ellsworth and Leith (1975).

A partial list of references on the transfer process in
an interregional context would include Scitovsky (1969),
Kenen (1976), Von Neumann-Whitman (1967), Ingram (1962),
Romans (1965), Bowsher et al (1957), Armstrong and Taylor
(1978), Courchene (1978), and Courchene and Melvin
(1980).

This section is a highly simplified and condensed summary
of work currently underway on a general equilibrium model
of interregional economic adjustment. Courchene and
Melvin (1980) approach the problem in a manner similar to
our own.

This begs the question of what determines regional
comparative advantage of course, just as the original
Ricardian assertion of different unit labour inputs does.
We employ the DFS continuum nevertheless because, as we
hope to show below, it provides a particularly suitable
framework for discussing notions of regional economic
diversification.

It is impossible to predict a priori how much of the
transfer will be accomplished by a straightforward
increase in the flow of manufactured goods from East to
West. Some of the West's additional imports will
undoubtedly come from the rest of the world. The East's
ability to 1ncrease its exports to these same countries
will depend on relative exchange rate movements among
other things. Thus 1t is quite likely that a portion of
the real income transfer from East to West will be
accomplished via changes in trade balances with third
parties. This interregional versus international
adjustment aspect is modelled more formally in our
ongoing work. For purposes of exposition here we proceed
as if the main portion of the transfer takes place via
eastern manufactured goods flowing west. At one point we
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consider the implications of a setting where this could
not happen.

See Viner (1924) and the subsequent work by Ingram
( &S The

The fiscal induced migration literature goes back nearly
thirty years to the Buchanan-Scott exchange. For a
rigorous discussion of it see Flatters et al (1974).

Note that this does not mean that there cannot also have
been an absolute expansion of goods producing industries
in the West. If that 1is the case due to any of the
factors discussed above, then the West's net larger
imports will be increasingly concentrated in goods for
which it has the greatest comparative disadvantage. In
terms of the examples used above, the entire o0il surplus
will have to be offset eventually by increased imports
of autos rather than autos and furniture, albeit to a
larger western population. Since this is in effect
saying that the West's marginal propensity to import
eastern goods is declining, this implies that the real
income adjustment will have to be that much larger.
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IV Empirical Evidence on Westward Economic Shift

an)i sintretiet 16on

The present chapter provides a survey of economic data
for the West, with a view to determining whether an economic
shift is underway. The very concept of "westward shift" is
not well defined anywhere, however. The sources cited in
Section I, for example, appear to apply the term to two
quite different phenomena. There are references on the one
hand to higher rates of growth for various macroeconomic
variables in the West, with the implied increase in the
region's share of economic activity. Others, however,
appear to be arguing that there is an ongoing shift in the
structure of the West's economy away from sectors in which
it has historically specialized, and into ones which are
more directly competitive with the manufacturing and service

industry base of central Canada.

The ambiguity is increased by the fact that one
definition of economic shift does not necessarily imply the
other. A staple boom with a proportionate increcase in the
output of the various linked sectors, for example, might
increase the absolute sizes of the western economies but it
would not alter the basic structure at all. On the other
hand, there could be a shift within the West towards new

types of economic activities at the expense of the more
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traditional ones such that the overall size was only
slightly affected. While both processes are economically
interesting, they clearly have different policy implica-

tions.

The second concept is more in keeping with the defini-
tion stemming from the DFS model discussed in Section III.
Economic shift there would involve a movement along the
continuum of goods (the Z axis) with the West exporting
products it formerly produced only for internal consumption,
and substituting for imported goods with domestic ones. In
this case though the region would retain its original

production, so its relative size should increase.

While the DFS model provides a useful conceptual
framework within which to discuss the process of regional
economic shift, and for that reason was employed extensively
in Section III, it does not provide an immediately useful
guide to empirical work. In Canada at least we just do not
have the commodity composition of the output of each region
in the necessary detail. 1In addition, the data on the
interregional flow of manufactured products are still
experimental and are available only for the two years 1967
and 1974. There are no comparable series for services at
all. As a result, the empirical work that follows uses more
traditional techniques such as shift-and-share analysis.

Hopefully over time the growing interest in regional
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cconomies will be matched by a better supply of useful data,
and regional economics can begin to use the more sophisti-
cated empirical techniques that are commonplace in other

specialties of the discipline.

b) Evidence on Aggregate Economic Performance

Table IV-1 gives the compound annual growth rates for
various macroeconomic indicators for the period 1961-1978,
and for three sub-periods therein. The objectives 1in
presenting the data are to determine how the western
economies have fared relatively over the entire period, and
whether an acceleration is evident in the 1970s. The
sub-periods chosen are 1961-66, 1966-73, and 1973-78. The
first one was a period of economic growth and prosperity for
the country as a whole, while the seven years thereafter
were ones of rising unemployment and inflation. Thus
western economic performance can be measured against
Canada's and Ontario's in both phases of a national business
cycle. The final five-year period is the one of most
interest, of course, with 1978 being the latest year for

which consistent data are available.

Looking first at Manitoba, it can be seen that for the

period 1961-78 as a whole her performance lagged behind the

national average 1in all seven measures, and behind Ontario's
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Table-IV-1
Compound Annual Growth Rates for Various Economic

Indicators for Canada, Ontario and the
Western Provinces, 1961 to 1978

‘1961-78 1961-66 1966-73 By 78

a) Gross Domestic Product at
Factor Cost

Canada § (61%810) 9.1 10.5 13.9
Ontario 10.7 8.8 3 Loy 7/ 12:5
Manitoba 10.1 7.4 10.0 12.8
Saskatchewan 11%1 13.8 6.9 14.6
Alberta 13.4 9.3 12.2 19.6
British Columbia 178 9.8 12.5 13.8
b) Real Domestic Product (1971)
Canada 542 6.7 52 3.6
Ontario 540 6.8 5.4 2.9
Manitoba 4.4 5.4 4.7 3.0
Saskatchewan 4.8 9.2 155 5.2
Alberta 6.5 6.2 6.8 6.2
British Columbia 6k 1! 7.8 6.4 4.1
c) Population
Canada 155 1.9 1.4 153
Ontario 1.8 272 1.8 s
Manitoba 0.7 0.9 035 0.7
Saskatchewan 0.1 0.0 -0.3 0.9
Alberta 2.3 1.9 2.1 2.9
British Columbia 2.6 2.8 3.0 1.9
d) Personal Income
Canada 11.4 8.9 11.4 14.1
Ontario 12 8.9 1155 8,
Manitoba 10.4 73 11.0 12.8
Saskatchewan 1156 1.31.6 8.7 B8
Alberta 12. 8.9 12.0 1§72 32
British Columbia 16253 9.3 13.0 14.4
e) Personal Income Per Capita
Canada 9.8 6.9 9.8 12.6
Ontario 9.2 6.5 9.5 L7
Manitoba 9.7 6.3 10.5 12.0
Saskatchewan 11.4 12.8 9.5 N2 7
Alberta 10.1 6.9 9.7 13.9
British Columbia 9.4 6.2 9.7 18253
f) Emglozgent
Canada 3.0 3.6 2.8 2446
.Ontario 3.2 3.6 3.2 2.6
Manitoba 1.8 1.6 2.0 1.8
Saskatchewan l.6 083 0.7 3i0;
Alberta 4.0 3.4 355 5.3
British Columbia 4.4 5.4 4.3 3535
g) Retail Sales
Canada 8.9 7sil 7.8 12,5
Ontario 8.6 6.8 7kl W 7
Manitoba 7.7 3.5 7.8 10.0
Saskatchewan 8.3 7.3 St 13.4
Alberta 10.3 6.6 8.3 17.2
British Columbia 10.1 9.3 9.2 1.2k 2

Source: Calculated from Conference Board (1979) and Statistics Canada
11-003.
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in six of the seven (the growth in per capita income being
the exception here). Virtually the same pattern 1is true for
each of the sub-periods as well. Population out-migration
has apparently allowed Manitoba to maintain its per capita
income position. But in all other respects, whether it be
an upswing or a downswing nationally, Manitoba has simply
not kept pace economically. The only interesting exception
to this is that her Gross Domestic Product (GDP) and Real
Domestic Product (RDP) have grown ever so slightly faster

than Ontario's since 1973.

Saskatchewan's record is more complicated. From 1961
to 1978 Saskatchewan exceeded the national and Ontario
growth rates for GDP, personal income and personal income
per capita, but lagged behind both in the other four
categories. Her relative performance has fluctuated wildly
though. The five years after 1961 spanned an agricultural
boom, and the province surpassed the national and Ontario
average growth rates in all but population and employment.
The agricultural recession discussed above is clearly
evident in the data for the following seven year period.
Since 1973, however, Saskatchewan has grown relatively in
all categories but population. The simultaneous booms in
agriculture and energy products reversed the decline of the
previous scven years, and allowed the province to maintain
its relative position in the Canadian economy over the years

since the early 1960s.
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The real evidence of dramatically increased relative
economic prosperity shows up in the Alberta data of course.

Over the entire period the Alberta growth rate exceeds the

national and the Ontario ones in every category. Alberta
lost ground or held its own in the first sub-period of
general economic expansion. Since then the province has
consistently led the nation in economic growth. It fared
substantially better in the uncertain years after 1966,
something which is often overlooked given the gloomy
projections that were being made at the time regarding
future oil and gas developments. But the most vivid
impression one gets from the data is the dramatic accelera-
tion in this performance since 1973. 1In several of the
categories the Alberta growth rate is over twice that of
Ontario. Only her per capita income growth compares with
the other provinces', and that because of the equalizing
impact of the large population immigration. Little wonder
then that there is at least the popular impression of an

ongoing westward economic shift.

The record for British Columbia is basically that for
Alberta, minus extremes. Since 1961 the province has
surpasscd Ontario's record in all cateqgories, and Canada's
in all but per capita income growth. The latter result is a

continuation of the long-term decline in British Columbia's

relative income status that is often noted (Economic

Council, 1977). British Columbia fared better than Alberta
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in the sub=period L961-605-Wut has deflinitdly not kept pace
with the latter since 1973. 1If any generalization can be
made about the years since 1973 in fact, it would be that
British Columbia converged somewhat towards the national
average in most of the categories. In four of them in fact,

Saskatchewan's performance outstripped British Columbia's.

These data reinforce the general impressions of western
economic growth since 1973. Alberta leads all other
provinces by a wide margin. British Columbia and
Saskatchewan follow, with British Columbia's population and
employment gaining more rapidly but with Saskatchewan
experiencing more rapid increases 1n aggregate output.
Manitoba lags far behind, with an economic performance much
more like an eastern province than a western one. This

diversity of experiences should be kept in mind when

referring more generally to westward economic shift.

The West has clearly experienced a relative economic
gain since 1973, but the changes in its share of economic
activity have been surprisingly small. Table IV-2 gives the
regional distribution of Canada's population, real GDP and
labour force for various years from 1961 to 1978. The
proportion of the Canadian population residing in the four
western provinces has only risen by 1.1 percentage point
since 1961, with nearly all of that coming since 1973. The

two westernmost provinces account for nearly 3 points more,
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Table IV-2

Regional Shares of Population, Gross Domestic Product
and Total Labour Force, 1961 to 1978

1961 1966 1973 1978

Panel A - Regional Shares of

Population

British Columbia 8.9
Alberta 7«3
Saskatchewan 5.1
5.1
6.4

[

WWw~unod &Jgo
—

Mani toba

West 2
Ontario 34.2 34.6
Quebec 28.8 28.8
Central Canada 63.0 63.4
Atlantic Provinces 10.6 10.4
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Panel B - Regional Shares in
Real GDP (1971 Dollars)
British Columbia

Alberta
Saskatchewan
Manitoba

West

Ontario

Quebec

Central Canada
Atlantic Provinces
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Panel C - Regional Shares in
Labour Force
British Columbia
Alberta
Saskatchewan
Manitoba
West
Ontario
Quebec
Central Canada
Atlantic Provinces
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Source: Calculated from Statistics Canada 11-003E and The
Conference Board (1979).
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with Saskatchewan's and Manitoba's shares falling continu-
ously throughout the period.

The West's share of real GDP has increased slightly
more since 1961, by 2.9 percentage points, with most of this
again occurring since 1973. As before, Saskatchewan's and
Manitoba's shares have fallen, although that of the former
province is slightly higher in 1978 than it was in 1973.
British Columbia and Alberta together account for
3.7 percentage points more in 1978 than seventeen years
earlier. The westward shift of the labour force is even
smaller than that for GDP; only 1.3 percentage point, nearly

all of it in the final five year period.

One final indicator that is sometimes used in this
context "i's the proporfibn of 'private dnd public capi®al and
repair expenditures accounted for by a region. 1In 1967 the
western provinces accounted for 34.0 per cent of the
Canadian total. By 1973 the figure had fallen slightly to
32.1 per cent. There was a slight increase to 36.3 per cent
in 1976, and this level has been maintained through to 1978
(Statistics Canada, 61-205). This very slight increase 1is

consistent with the picture presented by the other series.

The conclusion to this point then 1is that there¢ has
been a slight increase in western Canada's share of

population, GDP, labour force and new investment, but that
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it is surprisingly small given the nature and extent of the
economic changes discussed above. Clearly the economic boom
in the region will have to continue at its current pace for
a substantial period of time if there is to be any major
changes in the regional shares. This still leaves open the
possibility though whether the progress that has been
achieved has involved structural changes of any sort, or
whether the regional economy has simply been replicated on

a larger scale. We turn now to this question.

c) Evidence on Structural Shift

The second definition of westward shift, it will be
remembered, is an alteration in the structures of the
provincial economies away from sectors of traditional
comparative advantage to those more directly competitive
with central Canadian exports to the region. While this can
involve changes in both manufacturing and service
industries, it is useful to begin with the first since data

are more readily available.

Table IV-3 provides a breakdown by region and by sector

L 4

of RDP in 1971 dollars. These data show that the service
sector, already the largest component of each economy in
1961, increased in importance in all regions except the
Prairies to 1978. There has not been much of a change in

the relative position of manufacturing in any of the
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Table IV-3

Distribution of Real Domestic Product
by Sector and by Region

(in 1971 Dollars)

1961 1973 1978
British Columbia &
Territories
Primary 10.0 9.8 7.7
Manufacturing 1787 17.4 177
Construction 8.3 8.1 6.9
Services 64.0 64.7 (ST U
TOTAL 100.0 100.0 100.0
Prairie Provinces
Primary 18.0 22.9 18.8
Manufacturing 8.8 9.8 10.6
Construction 10.9 1:8 9.9
Services 62.3 5955 60.7
TOTAL 100.0 100.0 100.0
Central Canada
Primary G 3.6 3.2
Manufacturing 26.0 29.1 T 7
Construction 6.5 5.8 550
Services 61.4 6135 64.1
TOTAL 100.0 100.0 100.0
Atlantic Provinces
Primary 9.6 8.0 6.9
Manufacturing 12.2 14.0 137
Construction 8.8 8.9 T v
Services 69.4 69.1 22
TOTAL 100.0 100.0 100.0

Source: Calculated from The Conference Board (1979).
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regions. The proportion of RDP accounted for by this
activity remained constant in British Columbia, and rosec hy
1.8 percentage point in the Praries, 1.7 point in Quebec and
Ontario, and 1.5 point in the Atlantic provinces. The
primary sector declined in importance everywhere,l while

construction varied across regions.

The relative changes in the regional economies since
1973 can be analyzed in more detail using the shift-and-
share analysis introduced in Section II. There it was used
to demonstrate that the large-scale opening up of western
lands to agricultural settlement actually increased the
staple orientation of that economy. The question here is
whether the oil and gas boom, together with the prosperity

of the other primary sectors, has had the opposite effect.

Table IV-4 provides the results of applying shift-and-
share analysis to estimates of RDP by sector and by region
Igr the perjoed 1973=-7¢. The term AS; is the
contribution of the ith sector to the change in the region's
share of Canadian GDP. This term is partitioned into two
components; G, the growth effect and M, the mix or
structural shift effect. The former is the amount of a
sector's growth which would arise from the western economy
growing overall relative to the national one between 1973
and 1978, assuming the 1978 structure of the regional
economy. The mix effect is the sectoral growth due to

shifts in the structure of the region's economy between 1973
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lelgs Iv-4

Shift and Share Analysis Applied to Kcal GDP,
by Region and by Sector, 1973-7§

(in 1971 Dollars)

Growth Mix
AS G M
B.C. & Territories (per cent)
Primaryl =421 0 -.34
Manufacturing =10 .06 .04
Construction = 3l 012 -.14
Services? 5157 §24 s34
RIS .34
Prairie Provinces
Primaryl -.40 .28 =,68
Manufacturing .29 .16 ¥ X
Construction +5(0 o] ]
Services? 1.09 .89 .20
LAS 1.47
Central Canada
Primaryl -.34 =.05 = el
Manufacturing =, 3 -.46 & o &7
Construction -.66 -.08 -.58
Services? .66 -1.07 +1.73
IAS -1.66
Atlantic Provinces
Primary™ -.06 -.00 - 06
Manufacturing = .02 =.,00 - .03
Construction =l -.00 %
Services .19 -.00 .19
LAS -.00
Alberta
Primaryl .34 .22 =573
Manufacturing =23 o did edd
Construction .48 § i3 532
Services? .99 .69 23,0
IAS 1. 19
Ontario
Primaryl , -2 -.04 "
Manufacturing “3.14 - .38 =216
Construction -.59 -.06 -3
Services? .66 -.84 +1.50
IAS S35

1 Includes: Agriculture, Forestry, Fishing and Trapping, Mining.

2 1Includes: Utilities, Transportation Storage and Communications,
Wholesale and Retail Trade, Finance, Insurance and Real Estate,
Commerce, Business and Personal Services, Public Administration
and Defense.

Source: The Conference Board (1979).
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to 1978, assuming the region's share in national RDP
remained constant at the 1973 value. The terms ASi, G, and
M are calculated using the basic formulae set out in

Section II.

The results provided in Table IV-4 show a positive mix
effect for manufacturing in British Columbia and the
Territories and for the Prairie provinces. There is also a
large negative mix effect for the primary sector in western
Canada. Central Canada has a large negative mix effect and
a negative growth effect for manufacturing. There is,
however, a large positive shift effect indicated for the
service sector of central Canada. The provinces of Alberta
and Ontario have been analysed separately since they are the
growth poles of their respective regional units. The
results for the two provinces, however, are the same as
those of the regional units of which they are a part. These
results appear to suggest that manufacturing activity in
western Canada has grown more rapidly than would have been
predicted from a simple proportionate expansion in the scale
of the economy, and thus are consistent with an hypothesis

of economic diversification.

Performing these calculations with constant dollar
estimates of domestic product is misleading, however, as it
obviously changes in relative prices. Given what has

transpired since 1971, this likely means underestimating the
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relative importance of the primary sector. Since the sum of
mix effects over all sectors in a region must equal zero,
the effect of choosing 1971 as the base year is to impart a

positive bias to the mix effects of the other sectors.

Table 1IV-5 provides the results of analysing shifts in
the current dollar composition of census value-added in the
goods-producing sectors of the economy for the periods
196173 and 9973=-77. Th&manlifacturing sectorleghibited. a
negative mix effect in every region in both time periods,
except for central Canada in the period 1961-73. The mining
sector in western Canada, including oil wells, displayed
large positive mix effects throughout. It is interesting to
note that the decline in central Canada's share of census
value-added appears to have accelerated in the period
1973-77. This fell at an annual average rate of 0.35 per
ot Ffrom 196l to 1973, Bt by l.06 par cent BromeleJd. g
1977. Yet there is no evidence to suggest that the growth
of the West has been directly responsible for this result.
The contribution of manufacturing to the decline, for
example, is not reflected by a corresponding increase in
importance of that sector in the West. The slight increase
stems entirely from a significant growth effect, with the
mix effect for both the Prairies and British Columbia being
negative. Rather, the decline in eastern manufacturing is
almost exactly offset by the increase in importance of the

primary sector in the West.
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Table IV-5

Growth and Mix Components of Shifts in Census Value-Added

in Goods-Producing Industries, by Sector and Region,

1961-73 and 1973-77

(Per cent)

1961-73 1973-77

Growth Mix Growth Mix
AS G M AS G M

Atlantic Region
other’ “.17 ' N =06 L
Mining .02 .02 .00 .14 -.00 .14
Manufacturing -.02 .06 = .08 -.08 -.01 =07
Construction s3d .04 .28 -.03 -.01 -.02

Central Canada
Otherlz -2.59 =42 & =2.17 -.05 -.44 .39
Mining -1.03 -.22 -.81 -.66 -.18 -.48
Manufacturing -2.49 -3.01 2512 -4.04 -2.86 ~1.18
Construction 1.79 -.69 2.48 B & -.76 ) sl

Prairie Region
Other?® .29 59 =39 w00 B3. »2.70
Mining by .66 1.41 4.00 2.06 1.94
Manufacturing = AN .43 =.61 - .85 -.64
Construction -.11 .39 -.50 1.90 §l-5181 59

B.C. & Territories

Other? 3.65 L38  s1M02 =122 B R L
Mining 1.10 .30 .80 -.d19 -.08 -.11
Manufacturing .76 =97 a2 -.38 =72V = il
Construction .86 .44 .42 .18 -.14 .33

1

Source:

Electric Power.

2 1Includes: Milling, Quarries and 0il Wells.

Census value-added data from Statistics Canada 61-202.

Includes: Agriculture, Forestry, Fiéheries, Hunting and Trapping,
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The evidence derived from shifts in regional shares of
census value-added is confirmed using employment data.
Table IV-6 provides the distribution of nonagricultural
employment within regions for the years 1961, 1973, and
1978. Central Canada has the greatest proportion of
nonagricultural employment in manufacturing and the smallest
in services of any region in each year. The Prairies, on
the other hand, devoted more nonagricultural employment to
services and construction than any other region. There was
a secular decline in the proportion of the nonagricultural
employment in manufacturing in every region except the
Atlantic provinces between 1961 and 1973. There has been a
corresponding increase in employment in the service sector
of every region since 1971, with central Canada experiencing

the largest increase.

Table IV-7 provides the results of applying shift-and-
share analysis to changes in nonagricultural employment for
the periods 1961-73 and 1973-78. The period 1961-73 is
characterized by a relative constancy in each region's share
of nonagricultural employment. British Columbia's share
increased by 1.48 percentage point at the expense of every
region, with central Canada experiencing the largest decline
of -0.84 percentage point. There are, however, significant
shifts in the composition of nonagricultural employment.
There is a large shift away from manufacturing and into the
service sector in every region except the Atlantic where the

mix effect for manufacturing was positive.
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Table IV-6

Liscribution of Nonagricultural Employment,
by Sector and Region, 1961 to 1978

(Per cent)

1961 1973 1978

British Columbia

Primary 5.6 4.7 4.1

Manufacturing 23.2 18.9 17.0

Construction 4.7 6.4 583

Services 66.5 69.9 73.6
Prairie Provinces

Primary 4.1 4.1 4.6

Manufacturing 12.9 12.2 10.8

Construction g 6.9 7.4

Services . 75.9 76 .8 1762
Central Canada

Primary 3.0 1.6 1.5

Manufacturing 33.0 28 .4 2557

Construction 6.0 5.4 4.6

Services 58.0 64.6 68.2
Atlantic Provinces

Primary 7.4 4.2 3.9

Manufacturing 15.7 16.1 14.8

Construction 6.3 6.7 542

Services 70.6 73.0 76.1

Source: Statistics Canada 72-516, 72-008 (employment
estimates unadjusted by seasonal variations).
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Table IV-7

Growth and Mix Components of Shifts in Nonagricultural Employment,

by Sector and Region, 1961-73 and 1973-78

(Per cent)

1961-73 1973-78
Growth Mix Growth Mix
AS G M AS G M
Atlantic Region
Primary =.29 -.03 -.26 -.04 =.02 -.02
Construction -.01 -.04 .03 -.13 -.02 -.11
Manufacturing -e07 el .03 =+ bl &,05 -.10
Services -.25 -.44 .19 -.04 -.28 v k.
Central Canada
Primary =1459/6 -.01 -.95 -.09 ~.02 -.07
Construction -.45 -.04 wedl =.,61 ki ~.54
Manufacturing »35.39 - aigd =3.1% -2.32 =4l 1.82
Services 3.96 =.54q 4.50 1.34 -1.08 2.42
Prairie Region
Primary -.00 -.00 0.00 .15 .07 o OF
Construction =203 -.00 -.03 .19 s Nl
Manufacturing =.11 =01 =11 -.03 « L7 = .2
Services .08 -.05 Jplis! 1.28 1.22 .06
British Columbia
Primary o 37 .07 -.08 ~ ¢ OIS .01 -.06
Construction .26 .10 B = N0 .02 -.12
Manufacturing =,12 .28 =, 530 =, 03 .06 -.20
Services 11535 1.04 3Ll .66 Y 5319

Mix and growth components may not sum to shift value because of

rounding.

Source: Statistics Canada 72-516,

72-008.
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The interregional shifts in nonagricultural employment
are much larger in the period 1973-78. Central Canada's
share declined by 1.68 percentage point in this five-year
period while the West's share increased by 2.07 percentage
points. The pattern of mix effects observed in the first
period is also evident in the second. Every region has a
shift in terms of mix effects away from manufacturing and
into services. The shift into services is even more rapid
in the period 1973-78 for central Canada than it was in the
earlier one -- annual average rates of 0.48 per cent and
0.38 per cent, respectively. There is no evidence in terms
of mix effects that the current staple boom has led to
relatively more labour being devoted to manufacturing in the

Prairies or British Columbia.

The evidence suggests instead that manufacturing is
becoming relatively less important in every regional
economy. Central Canada has experienced the largest change,
but this is consistent with it being the largest regional
economy and having the largest manufacturing sector. This
decline is not reflected in a relative increase in
manufacturing activity in the Prairies or British Columbia
though. While it is beyond the scope of this paper to
explain these trends in manufacturing, three factors can be
mentioned in passing. First, the demand for services is
income clastic. Thus as incomes rise one would predict the

relative ecxpansion of this sector. Second, productivity in
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domestic manufacturing may be sufficiently low, or not
rising as rapidly as in other countries, so that foreign
imports have become relatively cheaper. Or, as the Science
Council of Canada argues,2 domestic manufacturing may be
locked into producing 'mature' products for which demand is

stagnant.

This impression derived from shift-and-share analysis
is supported by looking at manufacturing activity at a
slightly more disaggregated level. Table IV-8 gives the
share of the value of shipments of two-digit level
manufactured goods accounted for by Ontario and the four
western provinces for the two years 1973 and 1979. Alberta
increased its share of the shipments of all industries
except transportation equipment over the period. With the
exception of non-metallic mineral products and petro-
chemicals, however, one is struck by how little change there
has been, and how underrepresented the province continues to
be in the manufacturing area. Only in food and heverages,
non-metallic mineral products and petroleum products does
Alberta's share of shipments even match its population
ratio. Aside from the apparent impetus given to energy
related sectors, the expansion of secondary industry in
Alberta over this period has been more or less commensurate
with the gradual increase in the relative size of the
provincial economy, and is consistent with the notion of a

proportionate growth in all sectors stemming from an export

boom.
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The patterns in the other provinces were even less
marked. British Columbia experienced slight changes in both
directions, but continues to have a significant presence
only in the further processing of forest products. There is
no evidence of any improvements in the underdeveloped
Saskatchewan manufacturing sector. Manitoba at Pest
continues to hang on to its small industrial base. Equally
important, there is no evidence of a significant relative
shift of manufacturing activity away from Ontario. Her
share fell slightly in a few areas, but was maintained or
even increased in several others. Central Canada may have
experienced some difficulties in its manufacturing sector
recently, but the evidence does not support the view that
this is due to increased competition from a burgeoning

industrial economy in the West.

The best way to check this conclusion would be to look
for direct evidence of any import substitution in the West
that occurred at the expense of eastern exports. Unfortu-
nately there are no data on interprovincial trade in
domestic manufactured products for the period since the rise
in resource prices. Statistics Canada, however, has
produced estimates of these flows for 1967 and 1974, and
these data have been used by Mallon and Potter (1979) to
examine changes in interprovincial trade in domestic
manufacturcd goods. The market they consider comprises the

receipts of domestic manufacturers in 144 industries in each
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of the two years. Foreign imports were not included because
no information on their destination in Canada was available.
This narrow definition of the market in manufactured goods
still permits analysis of a key factor in the debate on
westward shift -- regional development and interregional

trade flows.

Mallon and Potter use shift-and-share analysis to
decompose the change in a region's total supply ratio into
what they call market share and industry mix effects, or
what have been called growth and mix effects in this study.
The total supply ratio is defined as the fraction of a

receiving region's total receipts which come from a

particular supply region. Thus,

Xk i
1) Pjy = R;/Rl = iRkj/Ri

where P is the supply ratio and R the receipts of manufac-
tured products, and where i indexes the receiving region, j
the sending region, and k the industry. Multiplying and

dividing by R; and rearranging yields,

i i
- R R
AR E R x_ || Tx3
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The first term is the industry mix effect (IME)}, and
gives the proportion of region 1 total receipts of manu-
factured products accounted for by industry k. The second
term -- the market share effect (MSE) -- shows the propor-
tion of region 1 total receipts of product k that is
supplied by region j. To illustrate with an example,
suppose that it is observed that Ontario is shipping
relatively fewer manufactured products to the West. This
could result first if the West has substituted away from the
type of manufactured goods that Ontario has a comparative
advdfitage in (the IME)y Alktermatively, it could be that
while the West uses the same amount of the product as
before, it has found an alternative supplier. The use-
fulness of the distinction for present purposes is that it
suggests a way to identify regional industrial developments.
A positive MSE for a region in its own market 1is evidence of
import substitution (in this case the alternative supply is
internal), while a positive MSE by its producers in other

markets indicates increased export penetration.

Table IV-9 provides the estimates of market share and
industry mix effects obtained by Mallon and Potter. These
results suggest taht there were some shifts in the inter-
reqgional shipments of manufactured goods between 1967 and
1974. The market share effect of Ontario is negative in all

regions including Ontario, as is the IME except in this
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Table IV-93

Industry-Mix Effect (IME), Market-Share Effect (MSE)

and Total Change in Supply Ratio, 1967-74

(As Percentage of Total Regional Receipts of

Canadian Manufacturer's Shipments)

Region of Destination

Atlantic Prairie British

Region of Origin Provinces Quebec Ontario Provinces Columbia
Atlantic Provinces

IME 5'20 045 014 -005 '.03

MSE -.73 a3d .10 -.05 .04

Total 4.47 2% i) .24 -1.10 .01
Quebec

IME -1.53 1.'55 -.18 -.47 =] 511

MSE 2.20 .20 )= ie ] .34 -.06

Total .67 1275 )= ) -.13 #1277
Ontario

IME -3.84 -2.03 .02 -2.96 -3.19

MSE -1.81 -.87 -1.25 -2.08 -1.93

Total ~5.65 -2.90 -1.22 -5.04 -5.12
Prairie Provinces

IME -.16 -.01 -.02 307 .86

MSE .49 .37 -.17 1.09 222

Total .32 .36 -.18 4.16 3.08
British Columbia

IME 333 <08 .01 .41 3.49

MSE -.15 -.04 .05 .68 -.32

Total .18 .01 .06 1.09 SEAT
Source: Mallon and Potter (1979), Table 2, p. XIV.
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latter case. The decline in its market share ranges from
-1.22 per cent in its own market to -5.65 per cent in the
Atlantic region, with the IME accounting for most of this.
Quebec was successful in maintaining or increasing its
market share in its own market and all other regions except
for British Columbia, although there was a general movement
away from traditional Quebec products. The Prairie region
increased 1its market share in its home market by 1.09 per
cent and in British Columbia by 2.22 per cent. Coupled with
increases into the Atlantic and Quebec markets, and with the
apparent substitution of its own products for imports of
other types, this suggests significant manufacturing
development on the Prairies. British Columbia was also able
to increase its market share in the Prairie region but was
unable to maintain its share of its own market. There was a

large IME towards B.C. products offsetting this, however.

Mallon and Potter also provide cstimates of the
contribution of individual industries to MSEd in ‘each
region. The transportation equipment industry was the main
factor behind Ontario's negative market share in the
Atlantic provinces and British Columbia. The decrease in
the Prairie provinces rose from the decline of several
industries. The following six industries contributed 1.73
percentage point of Ontario's market share decline of
-2.08 per cent in the Prairies: transportation equipment

(-.61), primary metals (-.43), food and beverages (-.23),
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petroleum and coal products (-.18), rubber and plastics

products (-.l14), and metal fabricating (-.14).

The increase in the Prairie provinces self-supply ratio
from MSEs also stems from a range of sectors. The most
important ones in order of decreasing contribution to the
total MSE are: chemical and chemical products (.35), paper
and allied products (.29), primary metals (.19), rubber and
plastic products (.16), and food and beverages products
(.15). Together these five sectors contribute 1.14
percentage point to the Prairie provinces own MSE of
1.09 per cent. It will be noted that three industries --
food and beverage products, rubber and plastic products, and
primary metals -- are common to the main industries
contributing to the decline of Ontario's market share in the
Prairie provinces and to the increase in its own share of

the Prairie provinces.

One must be cautious in treating these figures as firm
evidence of import substitution in the Prairies, however.
The decrease in Ontario's market share may represent
cyclical factors rather than long-term structural change.
The Ontario industries which experienced the greatest
declines in regional supply ratios are concentrated in terms
of economic use categories in the machinery and equipment
industries and durable consumer goods industries.

Unfortunately, the years 1967 and 1974 lie on different
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positions on the business cycle. Expenditures on durable
goods and gross fixed capital formation were above or at
trend levels in 1967, but well below trend in 1974 (Mallon
and Potter). Thus the use of 1967 and 1974 data 1involves
comparing a year where output levels in these industries
were below trend. This comparison might cause a negative
IME since a smaller proportion of each region's total
receipts would be accounted for by these two categories of

products in 1974 than 1967.

It is not clear, however, that this potential cyclical
problem distorts the MSE. Although receipts of consumer and
producer durable goods industries might decline absolutely
or relative to total domestic manufacturing receipts, this
does not imply that the shares of each region in the
receipts of this industry should be affected. The only
plausible cause for cyclical influence affecting the value
of the MSE differentially between regions is if there 1s too
high a level of aggregation in the industry. That is, the
Prairie provinces and Ontario might each produce different
products which are classified as output of the same
Lndustry. For example, the durable producer goods producaod
by the Prairie provinces and British Columbia might be
intended as inputs into primary manufacturing, while the
output of the Ontario durable producer goods sector 1is an
input to secondary manufacturing. Differences in the level

of demand facing primary and secondary manufacturing would
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be reflected in differences in the demand for producer good
inputs. Regional specialization in the manufacture of

producer goods would ensure different MSEs between regions.

To this point the focus has been on the regional
distribution of manufacturing. But the outstanding feature
of the changing composition of nonagricultural employment in
the periods 1961-73 and 1973-78 is the relative growth of
service sector employment. The evidence of the aggregate
data in Table IV-7 suggests that the increase in service
sector employment in the West in the period 1973-78 has not
been at the expense of that in central Canada. The mix
effect for service sector employment in central Canada is
positive and large while the growth effect is negative. 1In
western Canada, however, most of the increase in service
sector employment is accounted for by the growth effect
rather than a shift in the structure of employment. One
interpretation of this is that service sector growth, in the
Prairies especially, is linked directly and proportionately

to the resource boom.

This view is reinforced by looking at evidence at a

more disaggregated level. Table IV-10 gives the shares of
the output of the five main categories of service sector
activity accounted for by Ontario and the four western
provinces in 1961, 1973, and 1978. British Columbia and

Alberta have increased their shares over the period in all




Table IV-10

Percentage Share of Constant $ Output of Service Sectors,
Ontario and the Western Provinces, 1961, 1973 and 1978

British
Columbia Alberta Saskatchewan Manitoba Ontario

Transport, Communication
and Storage

1961 1815 (5 5ye15 73 3=
1973 16.1 Bl 4.6 56 36.8
1978 15.9 9.3 4.2 56 37.3
Wholesale and Retail Trade
1961 b 1[0) 80 ¢ 7B 3.8 BLIS 40.7
1973 12753 759 393 SL I 39.9
1978 12.2 9.8 g) 5 4.6 S8 87
Finance, Insurance and
Real Estate
1961 10.0 70 398 4.7 44.8
1973 1057 7.4 254l 4.0 44.3
1978 12152 8.7 2.8 4.2 43.9
Services
1961 9.9 7.4 4.3 4.6 41.2
1973 1150 8.0 3112 4,53 41.7
1978 TilieeT 8.9 353 4.0 41.5
Public Administration and
Defense
1961 151640 8.0 4.6 Cifst 39.6
DIC]7/s3) 10.9 B2 346 4.5 39.8
1978 192152 9.4 3x8 4.3 37.8

Source: Calculated from The Conference Board (1979).
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areas, with the B.C. gain being the more substantial
interestingly enough. In no case though does the gain over
seventeen years even reach 3 percentage points. Saskat-
chewan and Manitoba consistently indicate a lower share in
1978 than in 1961, although there is evidence of a slight
reversal in this trend since 1973 in the case of
Saskatchewan. The Ontario pattern is mixed, with no

significant changes in either direction.

Three conclusions emerge from this. First, the
across—-the-board expansion in British Columbia and Alberta
is consistent with the notion that all linked sectors are
expanding proportionately with the raw material export one,
rather than that the West has become an increasingly
attractive place to locate service industries of national
scope. Secondly, in spite of a period of unparalleled
staple prosperity, the overall shift to the West in these
areas has been surprisingly small. This coincides with the
conclusions reached above regarding manufacturing. Finally,
and related to the other observations obviously, even after
a period of expansion the West's share of service activity
still corresponds very closely to its population share,
allowing for the relatively higher incomes in the region and
the high-income elasticity of these outputs. There is no
firm evidence as of yet at least to suggest that Alberta or
British Columhia are becoming service centres of national as

opposed to rcgional importance.
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Further to these points, Mansell and Wright (1979)
examined changes in the regional representation on boards of
directors of financial and nonfinancial corporations, and on
head office location of nonfinancial corporations between
1968 and 1978. Their findings are summarized in
Table IV-11l. There was an increase in the West's share of
representation in each of the three categories, with the
largest increase of 8 percentage points occurring in its
share of directors of Canada's 100 largest nonfinancial
corporations. All of the growth in the Prairie region's
share occurred in Alberta, and seems to stem from the growth
of corporations active in the energy sector. The increase
in representation arises mainly from the entry into the top
100 Canadian corporations of firms located in western
Canada, rather than firms already in that category
increasing the representation of the West on their boards of
directors. The entry of western firms either active in
resources or producing for the western market into the
corporate top 100 also probably accounts for the increase 1in
the region's share of head offices. The five largest
chartered banks increased western representation on their
boards of directors by 3 per cent between 1972-78. But
Manscll and Wright note that thils increasc in representation
was accompanied by substantial increases in the
discretionary limits for corporate loans by the western
regional offices of the chartered banks. This delegation of
authority would seem to be a substitute for head office

reallocation. These data suggest that the growth in
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Table IV-11

Regional Distribution of
Selected Service Industry Indicators

(Per cent)

British Central
Columbia Prairies Canada Maritimes Foreign

Panel A

Regional Distribution of Directors
of Canada's 100 Largest Non-
Financial Corporations

1968 6.7 5.6 64.7 32 19.9
1978 8.6 11.3 60.2 1.3 18.6
Panel B
Regional Distribution of Directors
of Canada's S Largest Chartered
Banks
1972 7.6 12.6 61.5 8.1 10.2
1978 9.2 13.8 59.9 9.2 7.9
Panel C
Regional Distribution of Head
Offices of Canada's 100 Largest
Nonfinancial Corporations
1968 7.0 9.0 81.0 3.0 -
1978 10.0 14.0 76.0 0.0 -

Source: Mansell and Wright (1979), Tables 2, 3 and 4.




= gl iy =

economic power of the West represents the more rapid growth
of firms operating in the resource sector more than it does
the reallocation of firms from central Canada to the West.
In terms of the aggregative analysis used earlier, the

growth effect dominates the mix effect.

d) Summary

The evidence surveyed in this chapter indicates that
there has been economic shift according to the first
definition employed, but very little according to the
second. The West's economic performance (mainly Alberta's)
has clearly outstripped that of the other economies, and as
a consequence its share of the major economic aggregates has
been rising. But even here the changes have been
surprisingly small. At current growth rates it would be
many years before western Canada began to rival Ontario and
Quebec in absolute terms. By comparison, the shift
assocliated with the opening up of western agricultural lands

after 1900 dwarfs the present one.

There is no firm indication either from the available
data that the four western economies are in the midst of

diversifying beyond areas of traditional comparative
advantage into ones more directly competitive with those of

central Canada.  The growth in manufacturing and scrvices
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that is evident seems to be directly tied to the expansion
of the primary sector, especially the energy industries.
This is indicated by the relative sizes of growth and mix
effects from the shift-and-share analyses, as well as from
the brief look at the more disaggregated data on the
manufacturing and services sectors. Again by historical
comparison, the current expansion has the same kind of
staple or export-led economic structure as that at the turn

of the century.

It is tempting to conclude that the lack of evidence on
structural shift indicates that the adjustment mechanisms
associated with the transfer process have dominated those
forces working in the opposite direction. There 1is even
some heuristic evidence to support this view. Housing
prices in Edmonton and Calgary are well above those in most
other Canadian cities for example, which is consistent with
the assertion that the prices of non-tradeables would risc
to choke off( immigration3 and expansion into other
areas. Inflated construction costs have also hit the
business sector. An Ontario Economic Council report
(1978, 33) shows Calgary and Vancouver well above Toronto in
terms of constructing a 40,000 square foot office building
in mid-1977, and behind only St. John's. Even more
significant perhaps is the related observation that indexes
of the cost of building a petrochemical plant were 100 for

the U.S. Golf Coast, 120 for Sarnia, 130 for Montreal and
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135 for Calgary. Nearly all of the difference between
Canadian and U.S. sites, and among the Canadian ones, is

accounted for by labour costs.

DREE (1979b, 33) has also forecast labour shortages in

non-service sectors of the type discussed in Chapter 3:

"Several assessments of the economic structure indicate
that an expansion in the resource industry will siphon
off labour from the western manufacturing sectors that
appear to have the best development opportunities
during the 1980U8: Among the sectors /€hat are
anticipated to contract most because of labour shortage
created by an expanding mining industry (i.e. which
have requirements comparable to many western develop-
ment projects) are metal fabricating, machinery, iron
and steel, smelting and refining and food and feed.

The high demand of the large resource projects for the
limited supply of skilled labour, and the attendant
rising wage rates, are symptomatic of these
limitations. Active public industrial policy
initiatives may therefore be required simply to
maintain present levels of diversification, let alone
realize the expanding regional market opportunity."

The other explanation, however, is that it 1s simply
too early to expect to be able to pick up much of a trend in
the data. Energy prices have been increasing relatively for
less than a decade, and the data we have available end in
1977 or 1978. Most of the anticipated developments in
alternative energy supplies -- uranium in Saskatchewan and
heavy oil and in situ processing in Alberta -- are still in
the planning staqges, and their impact will only become

evident later. 1In addition, structural changes arc by

definition slow, ongoing processes which only gradually



=t Ll =

acquire a momentum of their own. According to this view, it
is the fact of rapid absolute economic expansion that is
important at this time; only later will the full extent of

the transformation be evident.

If this is true though, one or more of the other shift
factors discussed in Section III must be becoming increas-
ingly relevant. That is, either locational determinants of
key industries are in the process of changing, or the West
is near to the size where agglomeration economies become
important, or the concentration of provincial government
wealth in the western provinces is affecting private sector
decisions significantly. Since any of these imply a
possible shift of economic activity away from established
areas within Canada, they are discussed in the following

section under the heading of the West as a Cause of Eastern

Economic difficulties?
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Footnotes

The apparent decline in importance of the primary sector
in the Prarie provinces after 1973 may seem surprising.
This result arises partly from using estimates of RDP
based on 1971 dollars. The dramatic increase in the
relative price of many primary products and the
accompanying shift of the terms of trade in favour of
primary producers occurring after 1971 are not captured.
Moreover some non-renewable primary products have passed
their peak production levels since 1971. Crude oil
production in Alberta reached a peak of 523,610 million
barrels in 1973 but had declined to 383,343 million

barrels by 1977. Alberta Statistical Review, 1978,
ior 5yt

For the Science Council's argument see Britton (1978).

The discouraged westward migrant phenomenon has been
receiving a lot of attention in the popular press recent-
ly. There are reports of easterners returning from job
search in the West after finding that their employment
expectations were too optimistic or that accommodation
costs reduced their expected real wage significantly.
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V  The West as a Cause of Eastern Economic Difficulties?

a) Introduction

As has been alluded to earlier, one particularly
interesting and unique feature of current western prosperity
1s the political reaction it has drawn from other quarters
in Canada. In the more unsophisticated versions of this
lament, the growth in the West 1s held directly responsible
for central Canada's current economic difficulties. Every
increase in the relative fiscal capacity of Alberta, or
outmigration of Ontario workers, or relocation of a firm is
seized on as an example of a deliberate attemp<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>