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Errata

Charts 4 and 5 on pages 14 and 36 have
been inadvertantly reversed. The chart
on Import Volume should have been
included on page 14 and the chart on Real
Business Fixed Investment should have

been included on page 36.
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INTRODUCTION

Unusual developments

One of the major economic developments in Canada during the 1980s has
been the emergence of a significantly higher unemployment rate in Canada
than in the United States. By the end of 1985 the rate in the United States
had dropped to a bit over 7 percent, almost identical to the rate at the peak
of the previous business cycle expansion in mid-1981. In Canada, on the
other hand, the rate was about 10 percent, well above the 7 percent in the
first half of 1981. This difference in the unemployment rate was the greatest
divergence since the labour force survey was initiated four decades ago.

Historically, the timing and extent of economic growth and cycles in the
two countries has been very similar, and explanations for any past differences
have been developed and become widely accepted.

There have been two recent significant departures from the usual historical
experience in-the two countries. First, while every business cycle in Canada
from 1900 to 1980 was milder than the concurrent cycle in the United States,
the 1981-82 recession was more severe in Canada than in the United States.
Second, the growth rates in the two countries have begun to diverge as well.

Real growth was higher in Canada than in the United States up until 1973
(compared either for similar stages of the business cycle, or for longer
periods). This growth differential arose from high rates of growth in
domestic and world demand, but also reflected important differences on
the supply side. The rate of growth in the labour force was higher in Canada.
(This was due to higher rates of population growth, a larger increase in
the participation rates of women (especially married women), and a higher
rate of net immigration over most of the period.) In addition, the stock of
business capital grew more rapidly in Canada (based on comparable life
assumptions for business fixed assets). Furthermore, until 1973 total Cana-
dian productivity growth was somewhat faster than American experience.
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Since 1973, there has been a slowdown in the rate of productivity growth
in both countries, and for that matter in all the OECD countries. For the
United States, the extent of slowdown in output per hour between 1973 to
1979 and the earlier post-war period was greater than any previous slowdown
since the 1890s.! Evidence since 1979 suggests the slowdown has continued,
or even intensified.?2 In Canada, meanwhile, the productivity-growth
slowdown has been even more pronounced than in the United States and
Canadian productivity growth since 1973 has been one of the lowest of all
the OECD countries.

This is the second important deviation of recent experience from the
longer-term developments in the two countries. It is likely that it and the
greater severity of the 1981-82 recession noted above, are interrelated.

Purpose — to explain slower growth and higher unemployment

The purpose of this study is to analyze the factual evidence on economic
growth since 1973, the 1981-82 recession, and high unemployment in Canada
compared to the United States, compared with the longer-term experience
in both countries. The statistical comparisons are summarized in Chapter
1 where it is noted that this record of inferior economic performance in
Canada since 1981 took place in spite of a relatively larger federal govern-
ment deficit, lower real interest rates in Canada, and a greater stimulus
from foreign trade than in the United States.

In Chapter 2, the renewed recent attention to the theory of real wage
unemployment will be summarized and explained. This theory has been
getting more attention in Europe than in North America.

In Chapter 3, this theory will be explored and tested for Canada, with
special emphasis on manufacturing. Manufacturing will be emphasized as
this is a key area in the discussion of international trade and international
competitiveness, key areas for a country like Canada that is becoming in-
creasingly interdependent on developments in the rest of the world. This
is especially important when Canada’s natural resource exports no longer
seem able to provide the stimulus to growth that they did in our earlier
history. This chapter will show the contrasting performance of real wages
and real output per hour in Canadian manufacturing, compared to the United
States and Japan, our two closest trading partners. Comparisons will also
be made with other measures of unit labour costs in manufacturing for some
of the major European countries as well. Chapter 3 also provides evidence
that these longer-term problems of high costs in individual manufacturing
industries in an increasingly competitive world market for manufactured
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products are crucial in understanding the unusual developments at the macro
level in Canada.

Chapter 4 will show how these structural problems on the cost and sup-
ply side at the micro level would affect performance at the macro level in
certain key areas. Business investment has been a key area in macro theory
since Keynes General Theory, so the adequacy of this theory is explored
as a basis of explaining the large divergence in business investment behaviour
since 1981 between Canada and the United States. Secondly, international
equity capital flows will be examined to see if the decreased attractiveness
of investing in Canadian manufacturing have been reflected in a reversal
in the long persisting net inflow of foreign direct investment into Canada.
Thirdly, the implications of a more structural interpretation of high
unemployment will be examined as an alternative to the widely accepted
view that recent unemployment is essentially cyclical and that it has been
intensified by excessively restrictive fiscal and monetary policy.

Chapter 5 will explore the policy implications of this alternative inter-
pretation for high unemployment in Canada. The policy options discussed
include more stimulative fiscal and monetary policy, deliberate and
systematic exchange rate depreciation, a more active policy of industrial
strategy by the government, and policies to improve the environment for
performance in the private sector.

The study has two appendices which serve to support and provide con-
tent for the findings. Appendix A reports the methodology used to con-
struct the international comparisons of wages and productivity. Appendix
B provides a more general discussion of the conditions facing Canadian
manufacturers.

Notes

1. Moses Abramovitz, ‘“Welfare Quandaries and Productivity Concerns,”
American Economic Review, March 1981, pp. 1-17, Appendix Table 1.

2. Edward F. Denison, Trends in American Economic Growth, 1919-1982
(Washington: The Brookings Institution, 1985), for example. See also ‘‘Long-
Run Trends in Economic Growth, Five Countries,’” in International Economic
Scoreboard (New York: The Conference Board, Inc., Feb. 1985), as developed
by the Centre for International Business Cycle Research.
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CHAPTER 1

RECENT DIFFERENCES IN
ECONOMIC PERFORMANCE BETWEEN
CANADA AND THE UNITED STATES

Historical similarities

Historically, there are many similarities in the experiences of the Canadian
and United States economies. Essentially this comes about from the long-
standing interdependence of the two economies. In many respects there is
only one North American economy which has been divided by historical
and political factors into two countries with a separate set of statistics for
each country (but with largely common definitions, concepts, coverage etc.).
Political considerations notwithstanding, the extent of economic intercon-
nections has increased. For example, exports to the United States were just
a bit over 25 percent of total exports in 1901 and 1902, a bit over 50 per-
cent in 1960, and in excess of 75 percent by 1984.1 Furthermore, exports
of goods and services were only about 18 percent of GNP in the late 1950s,
but this had increased to more than 30 percent in 1984 the highest ratio
in more than fifty years.2

Additionally, improvements in transportation, communication and access
to computers have increased the interconnections of markets and informa-
tion in goods, services, bond and security markets, etc.

Three important generalizations about the Canadian economy
Three important generalizations about the experiences of Canadian growth

and cycles from 1900 to the early 1970s can be made. Firstly, Canada never
had a period of sustained economic growth unless similar developments
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were also occurring in the United States. Secondly, there is no example
of a recession in Canada unless there was one occurring concurrently in
the United States. The timing of Canadian business cycle peaks and troughs
have been close to those in the United States, with 80 percent of the turns
being within three months of each other since 1900. A third generalization
is that every recession in Canada from 1900 to 1980 was milder than the
one occurring concurrently in the United States.? The first two generaliza-
tions now appear to be widely accepted, but the third one seems to need
further explanation.

Trade dependence moderates Canadian business cycle

Artypical recession in Canada is more apparent in the commodity produc-
ing industries than in GNP or in the large and growing service industries.
The extent of fluctuations in output of the commodity producing industries
is greater than in the final demands for such output, with a build up of in-
ventories during expansions and inventory liquidation during recessions.
During Canadian recessions, part of the drop in domestic demand (for both
final demand and inventory investment) is felt by domestic suppliers.
However, a further important part affects foreign suppliers and is reflected
in a much larger drop in the volume of imports than the volume of manufac-
turing production. This import volatility is reflected in consumer durables
and non-durables as well as in machinery and equipment. The greater
volatility in imports during recessions is matched by a greater increase in
imports than in domestic production during the next expansion.*

Paradoxical performance

How well does the Canadian experience since 1973 correspond to the
historical experience of considerable similarities in performance? In a sense
the increase in exports of goods and services to the U.S. as a percent of
GNP from about 10 percent in 1960 to more than 20 percent in 1984 would
be expected to intensify the interconnections. In fact, performance in the
two economies over the last decade has diverged to a greater degree than
over any comparable period in the present century!

In the next few pages we review the evidence for the two countries (with
occasional comparisons with other industrial countries as well) and con-
sider some of the possible interpretations for that divergence.
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Canada shows slowest productivity growth

It is widely recognized that there has been a slowdown in the rate of
economic growth and growth in productivity in all the major industrialized-
countries since about 1973. What is unusual in the Canadian experience
since 1973 is the extent of the slowdown in productivity growth. From 1973
to 1984 Canada had the smallest increase in both real GDP per employed
person and second smallest in real output per hour in manufacturing of the
seven countries shown in Tables 1 and 2.

Table 1-1

Growth in Real GDP per Employed Person
Major Industrialized Countries
1950-73 and 1973-84

1950- 1973- Change

1973 1984
Canada 2.59 054 -2.05
U.S.A 198 0.32 -1.66
United Kingdom  2.55 1.51 -1.04
France 4.73 2.26 -2.47
Germany 505 230 -2.75
Italy 574 1.26 -4.48
Japan 7.48  2.93 -4.55

Source: U.S. Department of Labor, Comparative Real Gross Domestic Pro-
duct, Real GDP per Capita, and Real GDP per Employed Per-
son, 1950-1984 (Washington: Bureau of Labor Statistics, January
1986). Growth rates based on terminal years.
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Table 1-2

Growth in Output per Hour in Manufacturing
Major Industrialized Countries
1950-73 and 1973-84

1950- 1973- Change

1983 1984
Canada 4.31 1.87 -2.44
U.S.A. 279 2.00 -0.79
United Kingdom 3.31  2.56 -0.75
France 5.78  4.65 -1.13
Germany 6.55 3.54 -3.01
Italy 6.60 3.62 -1.98
Japan 9.98 - 6.92 -3.06

Source: United States Department of Labor News ‘‘International Com-
parisons of Manufacturing Productivity and Labor Cost Trends,
Preliminary Measures for 1984,”” (Washington: June 10, 1985).
Growth rates based on terminal years.

In terms of comparisons with the United States, this is a reversal of the
larger increases in both measures of productivity in Canada that had gone
on from 1950 to 1973. This slowdown is also reflected in the trend rates
of growth in the two countries. These trend rates of growth have been
prepared by the Center for International Business Cycle Research over com-
parable stages of the shorter-term business cycle.® The trend rate of growth
in Canada had been about two percentage points higher than in the United
States for almost a decade, but for the last five years has been running about
two percentage points below the United States. This, in spite of the fact
that the output per hour slowdown in the United States since 1973 was greater
than any previous slowdown since the 1890s.

Highlights of the recent recession and recovery

What are the highlights of the 1981-82 recession and subsequent recovery
in the United States and Canada in light of this brief sketch of the historical
experience of trends and cycles in the two countries?¢ The recession troughs
have been dated as November 1982 in the United States and December 1982
for Canada, so we are now more than three years on in the expansion.

8-
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Since we will be emphasizing comparisons between the Canadian and
U.S. cycle since 1981, it may be useful to make a few points about the
U.S. recession in historical perspective. For one thing, the 1981-82 reces-
sion was roughly comparable to the two more severe post-war recessions
of 1957-58 and 1973-75. The decline in industrial production, for exam-
ple, of 12.3 percent was a little less than during those recessions, and well
below the declines of more than 30 percent in 1920-21 and 1937-38, and
the decline of more than 50 percent in 1929-33.

The duration of 16 months was somewhat longer than previous post-war
recessions.” The recovery since the trough has been somewhat sharper than
from other post-war recessions, so the increases from the previous peak
to date are strikingly similar to the previous post-war cycles in the United
States.® Thus, the 1981-82 recession was somewhat longer in duration,
roughly comparable to the intermediate severity of the 1957-58 and 1973-75
recessions, and roughly comparable from the 1981 peak to date with the
median performance of previous post-war cycles.

In Canada, by the second quarter of 1985 real GNE was only about 7
percent over the previous peak in the second quarter of 1981 (four years
earlier), while the United States was about 11 percent higher. Industrial
production in Canada was about 3 percent over the previous peak, while
the increase was about 8 percent in the United States.

In the United States unemployment in early 1985 was a bit over 7 per-
cent, about the same as at the previous peak. In Canada, however, unemploy-
ment was still over 10 percent compared to 7 percent at the previous peak.

In Canada, the level of business capital spending was still about 15 per-
cent below the previous peak, while in the United States it was almost 30
percent above, a very dramatic difference.

This pattern of significantly slower economic growth in all the main
volume indicators of economic activity for Canada is a significant depar-
ture from the higher rates of growth in Canada than in the United States
from 1950 to 1973 as shown in Tables 1 and 2 above.

These differences can be seen in Charts 1 to 3.

Differences defy usual explanations

Can one explain these differences in performance between Canada and the
United States from 1981 to date with a Keynesian framework of the kind
that has largely dominated economic analysis and forecasting for the last
four decades or so? The answer is no. The federal deficit has been con-
sistently a larger ratio of GNP in Canada than in the United States.® In ad-
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dition, real interest rates have been lower in Canada than in the United States
since 1980.10 '

Moreover, this more sluggish performance in output and unemployment
in Canada has come about in spite .of a dramatic difference in the external
sector in the two countries. In the United States, the volume of imports
of goods and services in the second quarter of 1985 was almost 50 percent
above the previous peak, while industrial production was up less than 10
percent.

On the other hand, U.S. exports of goods and services in 1972 dollars
were still about 10 percent below the previous peak. This has led to a large
current account deficit for the first time in the post-war period.

In Canada, merchandise exports in volume were up about 25 percent over
the previous peak, while United States’ exports were still about 15 percent
lower.

By the fourth quarter of 1984, there had been a net shift in the Canadian
current account deficit of $4.9 billion (in 1971 dollars), which was almost
half the increase in real GNE of $9 billion over the same period. Real final
domestic demand was up only about $4 billion (1971 prices) or 3 percent
over the previous peak four years earlier. A significant part of the increase
in final demand in Canada had come from the net shift in trade and the
current account balance. These differences in performance of imports of
goods and services can be seen in Chart 4.

In the United States, on the other hand, the strong growth in domestic
demand had led to a large increase in imports (S0 percent over the previous
peak), while exports were still 15 percent below. A net current account
surplus of about $160 billion at annual rates at the peak in the second quarter
of 1981 had become a current account deficit of $125 billion in the fourth
quarter of 1985.1! It would appear that the United States has continued to
experience a falling share of the world market that has been going on for
some years. On the other hand, the much greater increase in import volume
than in industrial and manufacturing production relative to the previous peak
is an indication of a significant increase in the extent of import competition
in the United States (a development that has increased protectionist pressures
in the United States and intensified economic frictions with such countries
as Japan).

Ordinarily, the emergence of such a current account deficit would be ex-
pected to lead to a depreciation in that country’s exchange rate (if on a freely
floating exchange rate system), or a loss in foreign exchange reserves (if
on a fixed exchange rate system). However, over this period the U.S. dollar
has appreciated by about 50 percent on a trade weighted basis since
mid-1981. This is probably the largest exchange rate change for a major
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currency during a five year period in a century. The change occurred in
spite of the current account weakness because of a large inflow of capital.
The appreciation of the U.S. dollar tends to erode profit margins in both
export and import competing markets, discourage export volume, and en-
courage a higher volume of imports. However, a significant decline in the
value of the U.S. dollar has occurred between the fall of 1985 and the spring
of 1986. .

Changes in the Canadian exchange rate since 1981 have been much less
than in the effective exchange rate for the U.S. The Canadian dollar has
depreciated relative to the U.S. dollar, but from 1971 to date the exchange
depreciation has been roughly in line with the greater increase in domestic
costs and prices. (See Appendix B for discussion of this evidence.) However,
many of the European currencies have undergone a far larger exchange
rate depreciation in relation to the U.S. dollar since 1980 than Canada. On
a trade weighted basis, the change in the Canadian exchange rate has been
quite small. Any price effects on Canadian trade volume have thus tended
to be offsetting since 1981 and there has been nothing like the large net
negative effect on trade and domestic activity in Canada compared to the
United States. ‘

However, the significant increase in U.S. domestic activity relative to
the 1981 peak has had a large positive effect on Canadian export volume,
while the small, hesitant and incomplete Canadian recovery has limited the
increase in import volume. An increase in domestic economic activity in
Canada since 1981 more in line with the higher growth rates from 1950
to 1973 would have been reflected in a level of Canadian imports far above
recent experience. The size of the Canadian surplus in merchandise and
the current account balance until recently, has reflected the more sluggish
Canadian recovery, a development that has been without precedent in the
post-war period.

In summary, the greater weakness in demand growth in Canada relative
to the United States since 1981 has occurred in spite of a larger budget
deficit, lower real interest rates and a far larger net stimulus from the foreign
sector. This section on comparative performance in the two countries sug-
gests that these economic factors which have been emphasized in Keyne-
sian explanations for economic fluctuations cannot explain the divergent
performance of the two countries in recent years and the emergence and
persistence of higher unemployment in Canada.
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in Canada: Their Postwar Persistence,”’ in M. Bronfenbrenner, Is the Business
Cycle Obsolete? (New York: Wiley Interscience, 1969), pp.45-65.

. See references in 3 above.

5. The Conference Board, International Economic Scoreboard (New York:

February 1985). The methodological note included there is as follows: We use
a method of calculating growth trends that has been employed for the past ten
years or so, with recent modifications developed by the Center for International
Business Cycle Research. This method eliminated the effect of business-cycle
movements by using averages of GNP running from each country’s growth cy-
cle peak to its trough, and from the trough to the subsequent peak. These *‘phase-
averages’’ are smoothed by taking a two-phase moving average, and these in
turn are regarded as points on the trend line, centred at the midpoint of the
period covered by each successive pair of phases. To deal with the incomplete
phase at the end of a series (for example, the current U.S. recovery, which
dates from the fourth quarter of 1982 but has not yet ended) estimates are made
of what the phase average would be if it resembled preceding completed phases.
These estimates are incorporated in the trend to bring it up to date.

. There have been some earlier studies of the interrelations between longer-term
trends and shorter-term business cycles.

Later research has tended to go in new directions, but some of the key con-
clusions from the earlier research may be helpful to put the 1981-82 business
cycle in the United States and Canada into a longer-term perspective. The earlier
research recognized the persistence of construction cycles of long duration
characterized by periods of high ratios of investment to GNP and high rates
of growth in construction activity followed by low ratios of investment to GNP
and stagnant or declining levels of construction activity. Although these con-
struction cycles had averaged about twenty years in duration up until the Se-
cond World War, construction activity has stayed stronger since for a longer
period of time than anything previously experienced. However, some symp-
toms of weakness reappeared in Canada in the late 1950s and early 1960s, but
renewed growth took place until early in the 1970s.
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10.
11.

For our purpose, a key inference is that during periods of the expansion phase
of the long construction cycle, the shorter-term business cycle expansions were
amplified in vigor and lengthened in duration while recessions tended to be
relatively short and mild. However, during the declining phase of the long con-
struction cycle, the shorter-term business cycle expansions were short and hesi-
tant, and incomplete in the sense that a new recession could begin before
economic activity had surpassed the levels reached at the previous peak.

The really severe business cycle recessions occurred during these construc-
tion cycle downward phases, although a severe depression did not take place
in every construction cycle decline. For further discussion, see D.J. Daly, ‘‘Long
Cycles and Recent Canadian Experience,’’ in Royal Commission on Banking
and Finance, Appendix Volume (Ottawa: The Queen’s Printer, 1964), Appen-
dix K. pp.281-301. The fuller evidence is discussed in the studies by Burns
and Mitchell, S. Kuznets and M. Abramovitz quoted there.

. Geoffrey H. Moore, Business Cycles, Inflation and Forecasting (Cambridge:

Ballenger, 1980), p.28 and current data from various issues of Business Condi-
tions Digest (Washington: U.S.Government Printing Office).

See the peak to current charts of individual indicators in the experimental data
and analysis of pages of Business Conditions Digest (Washington: U.S.G.P.),
various issues in late 1985. These show comparisons with the median cycle
of the post-war period, and the last three cyclical recessions and recoveries.
For a comparison of the first 18 months of the recovery from the 1982 trough
in comparison with the five previous expansions see Robert Tannenwald, ‘“Why
the Jobless Rate has Fallen,’” in Economic Impact (Washington: U.S. Informa-
tion Agency, 1985/2), pp. 38-41, initially published by the Federal Reserve
Bank of Boston. The relative strength of the recovery partly reflects the severi-
ty of the recession. The vigour in the early stages of a recovery partly reflects
the degree of slack present at the cyclical trough, a point not developed in the

Jarticle by Tannenwald.
. Herbert G. Grubel and Josef Bonnici, ‘‘Focus: Why Is Canada’s Unemploy-

ment Rate So High?’’ (Vancouver: The Fraser Institute, forthcoming 1986),
Figure 3. To some degree the larger deficit reflects the more sluggish perfor-
mance in Canadian income and output, a point that many analysts have made
in discussing recent fiscal policy and the size of federal deficits and federal debt.

Ibid., Figure 2.

Business Conditions Digest, January 1986, pp.44 and 82. The divergent per-
formance of the balance of trade in the two countries can also be seen in Grubel
and Bonnici, Op. cit., Figure 4.
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CHAPTER 2

THE THEORY OF
REAL WAGE UNEMPLOYMENT

The Keynesian theory of business cycles or movements in aggregate de-
mand put a heavy emphasis on the drop in private fixed investment in the
severe depression of the 1930s in the United States and elsewhere. Once
adrop in investment and aggregate demand (through the multiplier) occur-
red, any stickiness in nominal and real wages would lead to a dramatic drop
in corporate profits. The greater volatility in corporate profits than in other
income components would come about because corporate profits are a
residual between much larger aggregates of sales and costs at the level of
the individual firm. The drop in corporate profits would have significant
feedback effects on business fixed investment and inventory investment.
The basic theory of investment has been extended, developed and formalized
in the decades since, but the basic theory still incorporates business expec-
tations (from additional future profits), the rate of interest, and the existing
extent of pressure of demand against capacity supply, as the basic deter-
minants of investment.!

The standard macro theory of business investment puts considerable em-
phasis on the influence of interest rates on business investment. Two im-
portant practical problems are encountered in using this theory in analysis
and forecasting.

For one thing, interest costs are typically only a small part of costs to
the firm. In manufacturing, for example, salaries and wages were 19 per-
cent of total costs in 1980, compared to only 2.1 percent for all interest
costs, or nine times as great. Material costs were 64 percent of total costs,
or thirty times as important as interest costs. It is understandable that the
potential gains to the firm can be increased by greater attention to such ma-

- 19 -

Copyright the Fraser Institute
www.fraserinstitute.org



jor cost items as labour and material costs, while interest costs turn out
in practice not to be as critical in investment decisions and other areas of
business decision as the prevailing macro theory of the last four decades
or so had indicated.

A second important development has been that a series of studies of the
effects of changing interest rates on business investment decisions keep con-
cluding that these effects are relatively minor. The most systematic study
for any country was done for the Royal Commission on Banking and Finance
in Canada and that research suggested an elasticity of one-tenth of one
percent.

This would indicate that an increase in interest rates of 10 percent would
lead to a direct reduction of business capital spending of one percent. Similar
results were obtained from company interviews and mail questionnaire
surveys, and from econometric studies.? Although no subsequent studies
have been as comprehensive, later studies for the United States and Canada
tend to confirm rather than radically revise these small orders of magnitude.
These small effects for business investment are in marked contrast to the
significant responsiveness in housing (both owner-occupied and apartments
and other rental accommodation).?

In the latter part of the 1970s, there has been a renewed interest in the
relationship between real wages, profitability and unemployment. This
theory emphasizes wage costs and profitability as critical determinants of
both investment behaviour and unemployment. If real wages become too
high relative to real productivity levels, corporate profits will be squeezed.
This in turn leads to plant closures, corporate bankruptcy, reduced invest-
ment and higher unemployment.4

This theory shifts the emphasis from interest rates as a key determinant
of investment (as in the post-Keynesian theory) to wage costs and produc-
tivity. When wage costs are almost ten times as large as interest costs, this
can be an important refocusing.

The next chapter will review some of the evidence for Canadian manufac-
turing relevant to this theory to see whether application of the theory can
explain the divergence between Canadian and American economic
performance.
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Notes

1. A convenient summary of the theory is in Dale W. Jorgensen, ‘‘Capital Theory
and Investment Behaviour,”” American Economic Review Papers and Pro-
ceedings (1963), pp.247-59. As part of the decision-making process, the capital
costs of new investment are made in the present, while the net additional in-
come will only be received in the future, and that future is uncertain. The future
incomes have to be discounted to a present value to make a rational investment

decision.

2. D.J. Daly, ““The Scope for Monetary Policy: A Synthesis,”’ in Conference on
Stabilization Policies (Ottawa: The Queen’s Printer, 1966), pp. 1-51.

3. Ibid. See also an update of this discussion in Appendix B below.

4. Edmond Malinvaud, Theory of Unemployment Reconsidered (Oxford: Basil
Blackwell, 1977); Edmond Malinvaud, Profitability and Unemployment (Cam-
‘bridge: Cambridge University Press, 1980); and Edmond Malinvaud, ‘‘Wages
and Unemployment,”” Economic Journal, March 1982, pp. 1-12. For an ap-
plication of these views to investment and growth in Europe see Michel Albert
and James Ball, ‘‘Towards European Economic Recovery in the 1980’s”’
(Brussels: Report for the European Parliament, mimeo, 1984). For a discus-
sion of these issues in an economics principles text see Richard Lipsey, An In-
troduction to Positive Economics (Cambridge: Harper and Row, Sixth Edition,
1983), p. 733.
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CHAPTER 3

THE REAL WAGE THEORY APPLIED
TO CANADIAN MANUFACTURING

Although the theory of real wages in relation to unemployment has been
presented as an aggregative theory, it can be easily examined and tested
at the industry level as well. This chapter will concentrate on manufacturing,
and will put special emphasis on international comparisons between Canada
and other countries. Manufacturing is particularly important for two reasons.

For one thing, trade in manufactured products has been the most rapidly
growing area of world trade since the Second World War. International
trade in manufactured products has been growing more rapidly than either
domestic production or domestic consumption in most of the industrialized
countries, reflecting the increased impertance of intra-industry trade in
manufactured products.

Furthermore, the post-war reductions in tariff and non-tariff barriers to
trade in Canada and elsewhere together with greater increases in manufac-
turing capacity than in demand on a world basis are bound to put increased
pressure on high cost producers to get costs more in line with alternative
suppliers.!

Canadian wage growth outstrips productivity

The evidence for both real wages and real output per hour for 1973 and
1984 can be seen in Table 3-1 for Canada, the United States and Japan.
The key point for Canada is that real compensation per hour had largely
caught up to U.S. levels by 1984, while output per hour was still 28 per-
cent less. This primarily reflects the marked slowdown in the growth in
real compensation per hour in the United States.
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Table 3-1

Real Wages per Hour and Real Output per Hour
United States, Canada and Japan,
1973 and 1984

Real Wages Real Output
(U.S. 1977=100) (U.S. 1977=100)
% %
1973 1984 Change 1973 1984 Change
United States 100.0 1050 + 5.0 93.0 115.6 + 24.3
Japan 457 56.3 +232 48.3 100.8 +108.7
Canada 87.7 104.1 +18.7 68.1 835 + 22.6

Source: See Appendix A for full discussion of sources and methods. Real
wages are measured by compensation per hour adjusted by con-
sumer price index in the respective countries. Real output per hour
is based on comparisons of prices and quantities at the industry
level in a base period and carried forward to later years by the
Bureau of Labor Statistics estimates of output per hour in manufac-
turing in the individual countries.

Unionization differences

It is not clear what factors have contributed to the greater increase in real
wages in Canada and the corresponding disappearance of the gap in real
wages between the United States and Canada. One factor could be the chang-
ing extent of unionization in the two countries.

Previous studies for Canada and the United States have indicated dif-
ferences in compensation between unionized and nonunionized workers in
comparable industries of 15 or 20 percent.? Furthermore, the proportion
of U.S. manufacturing employees unionized has fallen from more than 50
percent in 1960 to under 30 percent in 1984, while the proportion in Canada
had increased to 44.3 percent by 1982.

U.S. unions have frequently accepted wage reductions in recent years,
and many states have introduced right-to-work laws, especially in the south.3
Comparable concessions in Canada have been rare, but the new wage set-
tlements have been substantially smaller in 1983 and 1984 than over the
previous decade.

The greater wage rigidities in Canada partly reflect the fact that unemploy-
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ment insurance benefits in Canada are much higher in relation to incomes
while working than in the United States.4 In addition, unionization in the
public service has gone much further in Canada than in the United States.
Union membership in public administration in Canada exceeded 75 per-
cent of total employment in 1975, compared with only 23 percent in the
United States in 1978.5 In the early stages of public sector unionization in
the federal government (when Lester B. Pearson was Prime Minister),
several large public sector wage increases were precedent setting.

In addition, wages in the primary industries, construction and transpor-
tation industries all increased significantly over the last two decades and
these developments put pressure on wages in manufacturing to try to main-
tain traditional differentials.®

Comparisen with Japan

The contrasting performance of Japan and North America is even more
dramatic. Although output per hour in Japanese manufacturing more than
doubled between 1973 and 1984, the increase in real wages in manufactur-
ing was only 23 percent. About 80 percent of the productivity increase in
manufacturing was passed to the buyers of manufactured products in Japan
and in world markets rather than accruing to the workers in manufacturing
as in Canada.” By 1984 output per hour in Japanese manufacturing was
higher than in Canada and only about 15 percent below the United States,
while real wages were only about half the U.S. level. The much smaller
increase in real wages per hour than in real output per hour has not been
reflected in an increase in corporate profits and the rate of return to capital
in Japan. In fact, the downtrend in the profit share has been stronger. in
Japan than in North America and the European countries studied.?

This Japanese practice of large increases in productivity combined with
small increases in real wages has permitted a significant reduction in the
Japanese terms of trade since the early 1970s, and a level of unit labour
costs in U.S. dollars that is well below that in the other industrialized
countries.

This has permitted Japan to get a significant increase in its share of the
world market for manufactured products and to maintain a very low level
of unemployment domestically.

International comparisons of unit labour costs

Table 3-2 summarizes the differences in unit labour costs for the major in-
dustrialized countries for 1984.
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Table 3-2 .

Unit Labour Costs, Manufacturing,
Major Industrialized Countries
1984, U.S. = 100

Country Level, U.S. = 100

United Kingdom 117.6
Canada 115.5
U.S. 100.0
Italy 95.4
Sweden 92.4
Germany 81.8
France 76.9
Japan 59.2

Source: See Appendix A.

Canada registers the second highest unit labour costs of all the countries,
with only the United Kingdom being higher. Canada has been consistently
higher than the United States for decades, while Japan has been one of the
lowest during the post-war period. During the 1970s, many of the Euro-
pean countries experienced increases in domestic costs far higher than in
North America, but with the depreciation in their currencies in relation to
the U.S. and Canadian dollar, their unit labour costs have moved much
closer to U.S. levels, with most of them below Canada since 1983.°

Canada’s position as a high cost producer of manufactured products is
reflected in a large net deficit in manufactured products. However, Canada’s
comparative advantage in natural resource products is reflected in a large
net trade surplus in these other products and in recent years this surplus
has been more than enough to finance the deficit in manufactured products
and the large and growing net deficit in interest and dividends. There ap-
pears to be little evidence to suggest that Canadian external trade relation-
ships are in fundamental disequilibrium that need correction by a signifi-
cant further exchange rate depreciation.

It bears mentioning that in this respect Canada’s situation is very dif-
ferent than that which existed in Europe until recently and which led to
their currency depreciation. The difference between European and North
American unit cost levels was pervasively reflected in their balance of in-
ternational payments and many European governments engaged in long-
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term borrowing to offset the outflows associated with trade deficits. Such
borrowing artificially supported the value of European currencies. Recent
depreciations have therefore been necessary to redress their balance of
payments disequilibrium. ‘

While, of course, exchange rate changes would also offset Canadian lack
of competitiveness, an exchange rate depreciation would not solve the wage-
productivity imbalance identified here. This is subjected to further scrutiny
in Chapter 5. 4

As long as the pattern of high unit costs of labour identified in this chapter
and other cost components persist, Canadian manufacturing is bound to ex-
perience persisting pressure on profit margins and on total rates of return.
These problems are already present,!? and some of their effects will be
discussed in the next chapter.

Notes

1. For a full discussion of this evidence see D.J. Daly and D.C. MacCharles, Cana-
dian Manufactured Exports: Constraints and Opportunities (Montreal: LR.P.P.,
forthcoming).

2. H.G. Lewis, ‘“Union Relative Wage Effects: A Survey of Macro Estimates,’’
Journal of Labour Economics, January 1983, pp. 1-27; Glenn M. MacDonald
and John C. Evans, *“The Size and Structure of Union — Non-Union Wage
Differentials in Canadian Industry,”” Canadian Journal of Economics May 1981,
pp- 216-231; and C.J. Parsley, ‘‘Labour Union Effects on Wage Gains: A Survey
of Recent Literature,”’” Journal of Economic Literature, March 1980, pp. 1-31.

3. Henry S. Farber, ‘‘Right-to-Work Laws and the Extent of Unionization,”’ Jour-
nal of Labor Economics, July 1984, pp. 319-352, NBER Reprint No. 524.

4. Herbert G. Grubel and Josef Bonnici, Op. cit.
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CHAPTER 4

MACROECONOMIC EFFECTS
OF REAL WAGE DISEQUILIBRIUM

The last chapter summarized the highlights of the evidence that real wages
per hour in Canadian manufacturing have moved ahead of the real output
per hour, relative to the experience of the similar measures in both the United
States and Japan, Canada’s two closest competitors. This is a development
that dates from about 1973. The evidence also indicates that unit labour
costs in Canada continue to be higher than in the United States and Japan,
a development which is not new but has persisted for decades.

What is new is that Canadian manufacturers will be more seriously af-
fected by these high costs in the 1980s and 1990s than in earlier years with
increased pressure of international excess capacity in manufacturing and
lower Canadian tariffs. In this chapter, the effects of these developments
on the Canadian economy will be discussed, concentrating on three areas,
namely, business investment in fixed capital facilities, international invest-
ment flows and unemployment. The relevant theoretical aspects will be men-
tioned where deemed appropriate.

Although this study has emphasized manufacturing (and the related cost
and profit problems), other industries and regions in Canada have also ex-
perienced further problems during the 1980s. The unemployment rate in
B.C. in 1986 continued well above the 1981 level, reflecting continuing
problems in forestry and other primary industries. The sharp drop in world
petroleum prices is bound to further set back exploration in both frontier
oil and tar sands developments and in Alberta. Unemployment rates in the
Atlantic provinces also persist well above the 1981 level. The strong pick
up in U.S. economic activity that was persisting in early 1986 had not led
to a pick up in Canada’s primary industries to the same degree as in earlier
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post-war expansions. This absence of a strong recovery in the primary in-
dustries was reflected in some weakness in natural resource prices. This
was reflected in a significantly lower level in Canada’s terms of trade in
late 1985 than the peak levels reached in 1976. The weakness in the natural
resources industries and in construction partly reflect the problems in
manufacturing and did not provide alternative sources of strength when the
problems in manufacturing persisted. In some instances, there were prob-
lems of high real wages similar, in some respect, to the problems in manufac-
turing emphasized in this study.

This study has emphasized the effects of the longer-term problems of high
costs, high real wages and low productivity in manufacturing on the recent
problems in the Canadian economy as a whole. Developments in manufac-
turing are important when about two-thirds of the Canadian labour force
are in Ontario and Quebec. However, there are unemployment problems
outside the major areas of manufacturing in Ontario and Quebec as well.
Unemployment rates in British Columbia and the Prairies in the winter
months of 1985-86 were still about double the rates in the 1980 pre-recession
level on a seasonally adjusted basis. The Maritimes also still have higher
unemployment rates than in the pre-recession period. However, manufac-
turing merits special attention when almost two-thirds of the Canadian labour
force is in Ontario and Quebec, and manufacturing has become so impor-
tant in light of the dynamic developments in world trade in manufactured
products.

I. ON BUSINESS FIXED CAPITAL INVESTMENT

Business investment has been given a key emphasis in macroeconomic
analysis and forecasting since Keynes’s General Theory. A factor affect-
ing business investment is the pressure of demand against capacity (both
current and anticipated). This is understandably regarded as important in
influencing the profitability of the additional investment. Of course, for any
given level of aggregate demand, the higher the level of the existing capital
capacity the less will be the investment response. (Hence, the focus on
* capacity utilization measures in the popular press.) Given both the level
of output and the level of capacity, Keynesian theory predicts that interest
rates have a final determining effect. This central role of interest rates is
said to emerge for two reasons. First, additional net incomes to the firm
from the investment would have to be discounted to the present to compare
it with the additional capital costs being considered for a current decision
on a rational basis. A higher discount rate would reduce the present value
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of any such future incomes. A higher interest rate would also involve higher
costs in the future for interest costs on any borrowing associated with the
financing of the additional investment.!

Failure of a central link

While in the Keynesian view, interest rates play a very important role in
determining the level of investment, research has not confirmed this
dependency. A series of studies of the effects of interest rates on business
investment have been done in the United Kingdom, the United States and
Canada in the past, using both econometric models and company question-
naires and interviews. Such studies conclude that such interest rate effects
are quite small. Several reasons have been put forth to explain such small
effects. For one thing, interest costs were still only about 1.5 percent of
total costs at the beginning of the 1980s, in spite of the increased impor-
tance of external funding in the growth of corporate assets and higher in-
terest rates. Salaries and wages were about 10 to 15 times the size of in-
terest costs in the early 1980s, and costs of purchased materials and com-
ponents were about forty times interest costs. Furthermore, interest costs
are deductible as an expénse in estimating corporate profits for tax pur-
poses, so an important part of any higher interest rates are paid for in ef-
fect by lower corporate profits taxes.?

Questioning the Department of Finance view

In light of the limited influence of interest rates on business investment deci-
sions, it is surprising the emphasis that was put on this point in the November
8th, 1984 paper by the Department of Finance. There were more than twenty
references to high nominal and real interest rates in the first twenty pages
of that study.? The emphasis in that study on the need to reduce the size
of the federal deficits in both the United States and Canada was critically
dependent on the view that lower interest rates were essential to encourage
the private sector to increase investment and thereby economic growth.

There are three important problems in practice with such an emphasis.
For one thing, the more comprehensive empirical work on economic growth
indicates that a wide range of factors were important in the early high rates
of growth, and that single-factor theories of economic growth or the
slowdown since 1973 are inadequate.*

Secondly, evidence from the historical experience of the United States
with large budget deficits was that this had not led to high interest rates.
After a careful recent study, Paul Evans concludes that large deficits had
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never been associated with high interest rates in over a century of U.S.
history. There is precious little evidence that federal budget deficits are an
important factor in the determination of interest rates, capital accumula-
tion and economic growth.5 Thirdly, the evidence summarized in the
previous paragraph indicates that changes in interest rates only have a very
limited influence on business capital spending even when changes in in-
terest rates do take place.

An alternative real-wage explanation of investment behaviour

An alternative theory implied in the recent work on real wage unemploy-
ment by Edmond Malinvaud and others would emphasize the importance
of real wages and real productivity as a basic determinant of business in-
vestment. Certainly this theory has some promise of being on the right track,
when labour income is such a large part of national income. Labour in-
come for example, was slightly less than 80 percent of net national income
in 1929 and had increased to about 83 percent by late in the 1970s.¢ In
Canadian manufacturing, labour income was 64 percent of GDP in manufac-
turing in the early 1980s (the figure is lower than for the U.S. because Cana-
dian national income includes depreciation and depletion).?

Real wages and the marginal physical product would be equal in
equilibrium in the rarified world of the economist’s competitive model,
although imperfections or disequilibrium conditions could exist that could
prevent the long-run stability that the theory implies.

Under conditions of “‘perfect’” competition where all business conditions
had been correctly anticipated and, in particular, the markets for labour
were functioning freely, real wages would equal real marginal productivi-
ty. (The last workers hired would be paid exactly their contribution to the
output of the firm that hired them.) However, even in theory and especial-
ly in the “‘real world,”’” imperfections in information and reaction as well
as other factors can be expected to create divergences between real wages
and real productivity. If these divergences persist then other adjustments
in behaviour also can be expected — in particular, an unwillingness of firms
to expand their production levels and/or employment. This in turn would
be reflected in the amount of investment undertaken.

What evidence is there that such a real wage disequilibrium could exist
in Canada in the early 1980s? Table 3-1 and the related discussion in Chapter
3 pointed out that real wages in Canadian manufacturing had essentially
caught up to real wages in the United States. There, real hourly compensa-
tion increased only 0.44 percent per year from 1973 to 1984, compared
to 2.44 from 1950 to 1973 a drop of 2.0 percent per year or only one-fifth
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the rate of the previous period. On the other hand, the gap in output per
hour was still 28 percent in 1984, so the gap in real wages had essentially
disappeared, while the gap in productivity has persisted. Such a large dif-
ference in real wages compared to real productivity is bound to contribute
to a squeeze on corporate profit margins in manufacturing, especially when
international competition in manufactured products was vigorous.

The contrasts with Japan were even more dramatic, as real output per
hour had incresed far more rapidly than real wages. By 1984 real compen-
sation per hour in Japanese manufacturing was roughly 55 percent of the
North American level, while output per hour was about 20 percent higher
than in Canada and only about 15 percent below the U.S.

The wages-profit-investment linkage

In an open economy the greater increases in real wages than in real output
per hour would tend to lead to a squeeze on corporate profits. This has
happened in fact in Canada. As a measure of this, we have prepared estimates
of the total return to capital in manufacturing. Reported corporate profits
have been.adjusted to put profits on a replacement cost basis to allow for
the fact that depreciation allowances as reported for tax purposes are well
below the current replacement costs of physical assets. The total returns
to capital include interest costs as well as profits. The corporate balance
sheets have been adjusted also to put physical assets such as plant, equip-
ment and inventories on a replacement cost basis.

Such adjustments show the total rate of return to manufacturing assets
in 1981 and 1982 at the lowest level since the 1930s. On the other hand,
interest rates (both nominal and adjusted for higher price levels) had mov-
ed to all time highs. In the 1960s and 1970s, rates of return on physical
assets in manufacturing were above the interest rate on long-term corporate
bonds, but by the early 1980s, declines in rates of return in manufacturing

~and increases in market interest rates had changed the picture radically.

For the 1983 to 1986 period, the total rate of return in manufacturing
is estimated at only 6.6 on an inflation adjusted basis before tax, well below
the return of 12.1 on the same basis in the 1973 to 1976 period. On the
other hand, the long-term corporate bond rate in Canada had increased from
about 9.7 percent in 1973 to 12.5 percent in 1983 to 1986. When capacity
utilization rates are lower, and rates of future growth have been revised
downward from a decade ago, there is just not the same incentive for ex-
pansion in manufacturing as a decade ago.
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Table 4-1

Return on Total Capital Before Tax,
* Canadian Manufacturing

1966 — 1986

Year Return on total capital Long-term

Historical Inflation Corporate

Cost Adjusted Bond Rate
1966 14.9% 13.6% 6.9%
1967 13.7% 11.6% 7.7%
1968 14.1% 11.7% 82%
1969 152% 12.1% 9.7%
1970 11.2% 8.7% 8.8%
1971 12.0% 9.2% 8.2%
1972 13.6% 9.7% 82%
1973 19.9% 13.7% 8.6%
1974 23.3% 15.2% 10.2%
1975 18.5% 10.3% 10.8%
1976 16.5% 9.3% 9.4%
1977 15.5% 8.1% 9.7%
1978 18.3% 9.4% 10.3%.
1979 22.2% 11.9% 122%
1980 20.8% 10.5% 13.3%
1981 18.1% 7.9% . 16.3%
1982 9.9% 1.9% 159%
1983 P 13.0% 5.0% 12.7%
1984 P 16.2% 7.4% 13.5%
1985 E 16.3% 7.2% 11.7%
1986.E 16.4% 6.8% 12.2%

P = Preliminary Data
E = Estimated

By the 1980s, companies in manufacturing could be better off financial-
ly by investing in government bonds (or by repaying corporate indebtedness)
rather than by investing funds in durable physical assets.® This shift in the
financial rates of return helps explain the dramatic drop in business invest-
ment and also the increased financial activity in the area of mergers and
acquisitions. Paper entrepreneurialism is replacing priority on plant and
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equipment as a source of corporate profits and growth. The greater weakness
in real business investment in Canada than in the U.S. from 1981 to 1985
can be seen in Chart 5.

Part of this decline in corporate profits and rates of return in Canadian
manufacturing reflect the severity of the 1981-82 recession, of course. How-
ever, an important part of the problem is high real wages, lower real pro-
ductivity and consequently high unit costs of labour. In so far as these longer-
term factors are also present, they would operate to increase the vulner-
ability of the economy to such external shocks as the recession, and in turn
lead to a more severe recession and a slower subsequent recovery. All of
these other symptoms are apparent in the developments since 1979 in Canada,
in spite of a U.S. recovery in line with past U.S. expansions, a stronger
international trade and balance of payments position in Canada, a larger
fiscal deficit and lower real interest rates, as pointed out in Chapter 1.

The theme that high real wages are a factor in the greater severity of
the Canadian recession in 1981-82 and the sluggish performance in business
investment and total output in the subsequent recovery is well supported
by the available evidence for Canada.

II. EFFECTS ON INTERNATIONAL INVESTMENT FLOWS

In light of the evidence on high real wages and high unit labour and other
costs in Canada, one would expect that Canada would become a less at-
tractive location for international direct investment in manufacturing, and
that Canadian firms would consider making more investment in other coun-
tries rather than in Canada. Both of these developments are already clearly
under way.

Increases in Canadian foreign investment

Foreign direct investment in Canada has been an important part of total
investment in manufacturing and other industries since the 1920s and even
earlier. Direct investment has also been an important part of direct invest-
ment from the developed market economies. The Canadian share of the
stock of inward direct investment from the developed market economies
was in excess of 25 percent in the late 1960s, but this had fallen to less
than 18 percent in the late 1970s. The Canadian share of inward direct in-
vestment flows was down to only 3 percent for the 1974-79 period.?
Some changes in the screening process for new foreign direct investment
have been made with the replacement of the Foreign Investment Review
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Act by Investment Canada in 1985, to raise the size limits for screening
and to streamline the review process somewhat. This reflects a shift in at-
titudes of the new government, but there are other economic factors that
continue to be very important in limiting foreign direct investment, especially
in Canadian manufacturing.

A further striking development is the growth of foreign direct investment
by Canadian companies. The rate of increase in Canadian equity invest-
ment in United States manufacturing was about 25 percent per year from
1975 to 1980. Canadian equity investment in manufacturing abroad is now
approaching half of foreign equity investment in Canada.!® The extent of
this shift has not been widely recognized or discussed in Canada.

Two recent studies indicate that the interest in foreign direct investment
by Canadian manufacturing firms has continued, or even increased, and
that it is quite important for small and medium-sized firms and is not limited
to large Canadian firms. Company interviews of a number of small
Canadian-owned firms (usually with less than 400 employees) were con-
ducted in 1982. A number of the more dynamic and entrepreneurial firms
had found some particular niche in the world market so attractive and pro-
fitable (even in the depths of the 1981-82 recession), that they were con-
sidering future expansion. However, a high proportion of them were con-
sidering making their next round of expansion outside of Canada. Many
were considering the United States, but Ireland and some of the countries
in the Pacific Rim were also being considered by a few. Their primary con-
cerns about expansion in Canada and exporting were concerns about the
longer-term environment that contributed to high costs, high wages, high
taxes, and problems in labour management relations in Canada. It was also
significant that these factors were given much more emphasis by the business
executives in their planning than the current or future changes in tariffs.!
Similar conclusions were reached in a survey of 300 Ontario manufacturers
conducted by the Canadian Federation of Independent Business in late 1983
and early 1984. The survey covered firms employing more. than 20
employees. About one-sixth of the respondents currently have a plant in
the U.S. and an additional one-fourth of respondents have recently in-
vestigated the possibility of moving to an American location. The primary
concerns of the responding companies related to higher labour costs (both
wages and benefits), high municipal and business taxes, and the costs of
meeting legislated labour standards.!?
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III. EFFECTS ON UNEMPLOYMENT LEVELS

A major contention of this study is that disequilibrium at the macro level
in manufacturing in real wages, real productivity and a variety of measures
of costs is contributing to serious adjustment problems in manufacturing.
This section will consider whether other broad industries may develop suf-
ficiently rapidly that they can offset any continuing adjustments in manufac-
turing and contribute to a reasonably satisfactory growth and eventually
a reduction in unemployment levels. The risky nature of such speculations
about the medium-term is recognized,!? but it is put forth to indicate that
the scenario being sketched deserves consideration as a basis of planning
for public policy purposes.

Historically, natural resources have been a major factor in the growth
of the Canadian economy, and there is no doubt that natural resources con-
tinue to be an area of comparative advantage. However, there are a number
of well-established trends that suggest caution in counting too heavily on
this sector continuing to be as important in the future as it has been in the
past. A number of factors have contributed to lessened requirements of
natural resources relative to world real incomes, including new materials
(such as plastics, ceramics, and fiber optics) and more effective reclama-
tion of scrap, etc. This has been reflected in relative declines in employ-
ment and output in such natural resource sectors as agriculture and mining
since before the First World War, and international trade in natural resources
have been a falling share of world trade since early in the present century.
These trends reflect a widespread tendency for many of these natural
resource products to have very low income elasticities of demand. In addi-
tion, new sources of supply have been developed and Australia, Brazil and
some of the developing countries have expanded production and their share
of world exports. Canadian reserves of some products have declined and
the costs of developing new mineral sites have increased appreciably over
the last two decades. Canada no longer has the superiority on reserves and
costs that it had three decades ago, with nickel being an obvious example.
Under these circumstances, it seems unlikely that the employment growth
in the natural resource sector can be sufficiently great to offset any employ-
ment declines in the much larger manufacturing sector.

The service sector is a very large and diverse group of industries, that
are usually defined to include transportation; storage; communications; elec-
tricity; gas and water; wholesale and retail trade; finance insurance and
real estate; public administration and defence; business and personal ser-
vices; education and related services; and health and welfare sevices. The
relative importance of these industries in the industrial composition of GDP
can be seen in Table 4-2.
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Table 4-2

Services and Goods — Producing Industries,

Percent of GDP at Factor Cost, 1980

Services:

Transportation

Storage

Communications

Electricity, gas and water
Wholesale trade

Retail trade

Finance, insurance and real estate
Public administration and defence
Business and personal services
Education and related services
Health and welfare services

Total services

Goods-producing industries:

Source:

Although it seems likely that these service sectors will continue to be
a high and growing share of total employment and GDP, it seems unlikely
that they can provide a large growth in employment with high real incomes
if many of the commodity producing industries continue to experience prob-
lems. For one thing, many of the sales in many service sectors are closely
tied to incomes in and demands from the goods industries. In addition,
changed demographic trends and increased budget constraints at all three
levels of government are being reflected in much smaller employment
growth in such service sectors as public administration, education, and health
and welfare services. In many of these sectors, production and consump-

Agriculture

Forestry, fishing and trapping
Mines, quarries, and oil wells
Manufacturing

Construction

Economic Council of Canada, The Bottom Line: Technology, Trade
and Income Growth (Ottawa: Supply and Services, 1983), p. 12.
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5.3
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33
1.1
6.5
21.6
5.8

38.0



tion are heavily localized, and many of them would be included in the “‘non-
traded goods’’ categorization used in much of the international trade
literature.

In recent years there has been a significant increase in international trade
in services on a world basis, and interest in this area has been increased
by strong pressures from the United States Administration to put the free-
ing up of restrictions on trade in services as an important agenda item on
any future multilateral trade negotiations. From 1977 to 1984, receipts from
services by all industrial countries increased by about 150 percent, while
the increase in export of goods was about 70 percent. In Canada, on the
other hand, the percentage increase in receipts on services was smaller than
for all industrial countries, and less than the increase in Canadian merchan-
dise exports. In 1984, receipts on service transactions in Canada were about
15 percent of all receipts on current transactions in the balance of payments,
while the comparable percentage in the United States was about 40 per-
cent. For Canada, receipts from exports of services are only a small share
of total receipts for balance of payments purposes, while services are a large
part of domestic GDP by industry. Most services are produced and con-
sumed locally and exports of services are less than 10 percent of domestic
production of services.

Merchandise exports, on the other hand, are almost equal to GDP in the
commodity producing industries in 1984.14 These data suggest that service
exports are not an area of comparative advantage for Canada, although there
may be some selective areas for potential growth, but we are not aware
of any careful studies of past or potential exports of services by Canada.

This broad comparison suggests that the areas of rapid growth in world
trade are in manufacturing and in services, while neither of these areas are
apparently areas of comparative advantage for Canada. On the other hand,
the natural resource sector, which is an area of comparative advantage for
Canada, has been a slow growth area in world trade since before the First
World War. The recent cost and productivity performance and the present
structure of Canadian industries relative to past trends in the world economy
suggest that the high unemployment levels could be more than short term
and cyclical in nature. It appears unlikely that developments in either the
natural resource or service sectors can be sufficiently vigorous on their own
to offset the persisting structural problems that appear to be continuing in
Canadian manufacturing. In the next chapter we examine the policy op-
tions open to deal with these problems.
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Notes

1. For a convenient summary of the theory see Dale W. Jorgensen, *‘Capital Theory
and Investment Behaviour,”” American Economic Review Papers and Pro-
ceedings (1963), pp. 247-59. This paragraph emphasizes the effects of interest
rates on the level of final demand in the investment area, while other parts of
the theory discuss the determinants of interest rates in financial markets.

2. Statistics Canada, Corporations and Labour Unions Returns Act Report for 1979
(Ottawa: Supply and Services, 1979), pp. 187-188; D.J. Daly, ‘“The Scope
for Monetary Policy — A Synthesis,’’ in Economic Council of Canada, Con-
ference on Stabilization Policies (Ottawa: Supply and Services, 1979), pp.
187-188 and D.J. Daly, ‘‘Interest Rates and Real Expenditure Decisions,’” in
Klaus Weiermair, et al. Contributions in Macroeconomic Theory and Policy
(Lexington, Mass: Ginn, 1984), pp. 1-7. However the above references all in-
dicate a significant response of housing investment both for owner-occupied
housing and apartments to changes in interest rates. Interest costs are typically
much higher in relation to income for homeowners than for business firms, and
interest costs for housing are not deductible from income for homeowners in
Canada.

3. Department of Finance, A New Direction for Canada: An Agenda for Economic
Renewal (Ottawa: Nov. 8, 1984).

4. The most comprehensive framework applied to economic growth over time and
to inter-country differences in levels is that by Edward F. Denison. The major
studies are Edward F. Denison, assisted by Jean-Pierre Poullier, Why Growth
Rates Differ: Postwar Experience in Nine Western Countries (Washington: The
Brookings Institution, 1967); Edward F. Denison, Accounting for United States
Economic Growth 1929-1969 (Washington: The Brookings Institution, 1974);
and Edward F. Denison, Accounting for Slower Economic Growth: The United
States in the 1970’s (Washington: The Brookings Institution, 1979). For an ap-
plication of the methods used in the 1967 study to Canada see Dorothy Walters,
Canadian Income Levels and Growth: An International Perspective (Ottawa:
The Queen’s Printer, 1968) and Dorothy Walters, Canadian Growth Revisited,
1950-1967, (Ottawa: Economic Council of Canada, 1970).

5. Paul Evans. “‘Do Large Deficits Produce High Interest Rates?,”” American
Economic Review, March 1985, pp. 68-87.

6. Edward F. Denison, Accounting for Slower Economic Growth, pp. 170-171.

7. Statistics Canada, National Income and Expenditure Accounts, 1967-1981 (Ot-
tawa: December 1982), pp. 36-37. Depreciation is a higher share of GNP than
in the U.S.

8. For a fuller discussion of the methods and results see the studies referred to
in footnote 10 Chapter 3. It is recognized that the rate of return is an average
for all manufacturing, while the marginal rate of return on particular investments
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14.

by individual firms could still be sufficiently attractive for companies to invest,
but such examples would be more selective than in earlier periods of more de-
mand pressure and greater profitability.

. A.E. Safarian, Governments and Multinationals: Policies in the Developed Coun-

tries (Washington, D.C.: British-North America Committee, 1983), pp. 94-96;
U.S. Department of Commerce, International Direct Investment: Global Trends
and the U.S. Role (Washington: U.S. G.P.O., August 1984, and Statistics
Canada, Canada’s International Investment Position, 1979 and 1980 (Ottawa:
Supply and Services, 1984), pp. 21, 48 and 55. Some of these sources cover
the economy as a whole, but the Statistics Canada publication has data separately
for manufacturing as well. '

See the references in footnote 9 above.
D.J. Daly and D.C. MacCharles, Canadian Manufactured Fxports.

Judith McDonald, Manufacturing Migration Study (Toronto: Canadian Federa-
tion of Independent Business, March 8, 1984).

William R. Cline, ‘‘Long-Term Forecasts in International Economics,”” 4.E.R.,
May 1985, pp. 120-126. His example of longer-term forecasts that had gone
awry included the secular terms of trade, the dollar shortage, raw materials
shortages, balance of payments and oil prices.

The comparisons of exports of services and goods for the industrial countries,
U.S.A., and Canada are based on data in International Monetary Fund, World
Economic Outlock (Washington: April 1984), Occasional Paper No. 27, Table
18, p. 188; Department of Commerce, Business Conditions Digest, April 1985
(Washington: U.S. G.P.0O.), p. 83; and Bank of Canada Review (Ottawa: May
1985), Table J2, p. S 134.
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CHAPTER 5

PUBLIC POLICY RESPONSES
TO REAL WAGE UNEMPLOYMENT

I. PRIORITIES FOR PUBLIC POLICY

The purpose of this chapter is to review the broad policy options open to
government, and to sketch some areas of policy that seem particularly pro-
mising in dealing with real wage unemployment. In some cases some of
the policies are already in operation, and few of them will be new to those
readers who have been following these issues closely.

A major theme throughout previous chapters of this volume is that
Canada’s persisting problems of high cost and low productivity in manufac-
turing are acting as an important constraint on exports of manufactured pro-
ducts, and contributing to increased import penetration in domestic markets.
When real wages have increased more rapidly than real output in manufac-
turing, corporate profits and total rates of return in manufacturing have been
squeezed. These developments in turn have led to an increase in plant
closures, corporate bankruptcies and a high level of unemployment that has
persisted well beyond the start of the expansion in December 1982.

Historically, Canada has managed to have a fairly high level of economic
growth and a viable balance of payments partly from its traditional em-
phasis on exports of natural resources, and the associated investment and
employment in those sectors, and the related processing, manufacturing,
transportation and related industries in the service sector. These industries
continue to be necessary, but no longer sufficient, partly because the long-
term growth in the world market for these products is low, but also because
new sources of supply have been developed that provide high quality
materials at competitive prices.
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Although some areas of manufacturing are internationally competitive,
and some important success stories exist, secondary manufacturing has not
been an area of comparative advantage historically. Evidence on Canada’s
high cost and low productivity levels in manufacturing compared to the
United States goes back to the 1950s and 1960s, and even to the 1930s.
When this pattern has been present for so long, why is it being given this
high degree of emphasis in the 1980s?

Three changes have taken place that make the problems more acute in
the 1980s than they had been in the 1950s. Firstly, Canadian tariff rates
have been reduced significantly, so that by the time the last of the reduc-
tions under the Tokyo Round have been implemented, nominal tariffs will
be about 15 percent of the rates present three decades ago. Reductions in
the effective tariff rates (based on rates on the value-added portion of
manufacturing costs) have been even greater. Secondly, there was still
significant pressure of demand against capacity in the world market for
manufactured products in the 1950s, and this permitted exports by Cana-
dian firms under certain conditions. These two changes since the 1950s re-
quired Canada to bring its costs down closer to the costs and prices of its
closest competitors. In addition, the rebuilding of Europe and Japan and
the development of the manufacturing capacity in the newly industrialized
countries has increased the extent of competition in manufacturing. Costs
in Canada continue to be above its closest competitors. However, the cost
differences are not as great as they had been in some earlier years, as can
be seen in Table A-4 in Appendix A, which shows cost comparisons for
Canadian manufacturing in relation to the United States, Japan and some
of the major European currencies for selected years from 1950 to 1984.

Unit labour costs in U.S. dollars continued to be higher in Canada than
the United States in spite of a drop in the value of the Canadian dollar of
more than 25 percent from 1974 to 1984, of which 10 percent took place
between 1980 and 1984. Unit labour costs in Japan continued well below
North American levels in 1984 to a greater extent than for any year since
1970. The Japanese experience was unique, based on a number of favourable
developments. Macro policies of restraint led to moderate increases in com-
pensation per hour, especially since 1975. The increases in output per hour
in Japanese manufacturing have been more rapid than in the other in-
dustrialized countries since 1973 (as shown in Table 1-1). In addition, a
major part of these large productivity increases were passed along to the
buyers of manufactured products internationally. These developments per-
mitted Japan to attain and maintain a large and growing share of the grow-
ing volume of world trade in manufactured products.
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When Canadian manufactured costs had started off at a high level in rela-
tion to its closest competitors in the 1950s and 1960s, the reduction in tariffs
and the increased world capacity in manufactured products relative to de-
mand have intensified international competition both in the world export
market and in the Canadian domestic market.

These developments in the Canadian manufacturing sector, the most rapid-
ly growing area of world trade, have an important impact on the national
aggregates of profits, investment, employment, international capital flows
and unemployment, as discussed in previous chapters. The current mix of
monetary, fiscal and exchange rate policies are not working effectively to
achieve the broad goals of economic growth, rising real incomes and low
or moderate rates of unemployment and no increase in the rate of inflation.
The following pages will review some of the broad options that are available
to see how effective they are in dealing with the problems that have been
outlined.

II. SOME POLICY OPTIONS FOR CANADA

What are the policy options for the Progressive Conservative Government
in Canada? They have a large majority in the House of Commons and may
be able to make hard choices if the nature of the longer-term problems have
been correctly identified and explained. It seems clear that the existing
package of policies — fiscal, monetary, exchange rate, tariffs, taxes, sub-
sidies, transfer payments, etc. — is not working effectively to achieve the
broad social and economic goals that many Canadians want. This section
will discuss measures that would permit both a longer-term reduction in
unemployment and increased real incomes for the future, but avoid any
longer-term increase in the balance of payments deficit or further reduc-
tions in the Canadian exchange rate. Four broad alternative strategies will
be outlined, namely: a general policy of macro demand stimulation;
monetary and exchange rate policies that would permit and/or encourage
an exchange rate depreciation; an industrial strategy of active government
initiative; and a broader emphasis on policies to emphasize and encourage
supply-side adjustment and productivity improvement. Each of these four
policy options will be reviewed in turn. The effects, if any, of each option
on the competitive position of Canadian manufacturing will be assessed.

1. Demand stimulus

One policy option is a more stimulative fiscal policy via increased govern-
ment expenditures and/or tax reductions. This is the policy route that most
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closely follows the Keynesian model, with an emphasis on discretionary
changes in government policy to offset weakness in demand in the private
sector.

There are two basic problems with this approach for Canada in the
mid-1980s. For one thing, the federal budget deficit is already roughly $35
billion, and will stay high for the balance of the decade. Furthermore, the
federal debt outstanding is going up very rapidly, and more rapidly than
GNP. Federal interest costs were about 25 percent of federal revenues in
1983 and will grow in relative importance compared to both government
revenues and expenditures.! The deficit is already fairly large and when
it is being mainly financed by sales of bonds to the general public in a period
of monetary restraint it contributes to high nominal and real rates of in-
terest and some crowding out of private investment, primarily housing in-
vestment which is extrémely sensitive to high interest rates.

A second problem with this approach is that this policy emphasis tends
to regard the demand weakness and high unemployment as demand defi-
ciency and ignores the role of high costs and supply-side problems in
manufacturing as central factors contributing to low profits, low investment,
plant closures and high unemployment associated with high manufacturing
costs.

Such stimulative fiscal policies would provide no solution in the
foreseeable future to the lack of international competitiveness and the dise-
quilibrium between real wages and real productivity in manufacturing that
this volume has emphasized.

2. Exchange depreciation

A second policy option is a more stimulative monetary policy that would
lead to lower nominal interest rates. If such a policy led to lower nominal
and real interest rates in Canada and a narrowing in the interest rate dif-
ferentials in relation to the United States, this could lead to a decline in
the value of the Canadian dollar internationally. This would clearly lead
to an improvement in profits in the natural resource exporting industries,
and the extent of the profits increases in those industries could be large
and their onset quick. When prices are largely determined in foreign markets
and contracts are quoted in foreign currencies, an exchange rate deprecia-
tion increases sales in Canadian dollars. When most costs are incurred in
domestic currencies, the increases in profits can be dramatic.

The situation is different for manufacturing, however. Many of the costs
of materials and components at the level of the firm are associated with
imported materials, so an exchange depreciation will increase all such costs.
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However, revenues do not increase correspondingly as exports of manufac-
tured products are still smaller than imports, although growing. In other
words, the initial impact of an exchange rate depreciation would have a
negative effect on corporate profits in manufacturing — the sector that is
already under profit pressure from high costs in a more competitive world
market for manufactured products.- An exchange rate depreciation would
have a negative effect on profits, with plausible assumptions about pricing,
costs and quantities produced and traded internationally.? It would not pro-
vide any longer-term solution to the disequilibrium in the levels of real output
per hour and real wages per hour discussed in previous chapters. Some
of those who advocate more expansionary fiscal and monetary policy feel
that modifications in macro policy are sufficient, and that the market system
can be relied on to allocate labour and capital resources between industries
and firms, although some would recognize that such shifts are sometimes
slow and could involve some costs of adjustment.

A major theme of this monograph is that the Canadian problems of inter-
national competitiveness arise at the micro level of manufacturing, rather
than balance of payments problems at the macro level. During the 1980s
the surplus on trade has been sufficiently larger to cover the large deficit
on invisibles and permit some capital outflows.

The U.S. situation in the mid-1980s is quite different. The United States
has had a large current account deficit in its balance of payments and has
needed large capital inflows to finance their international deficit. The ex-
tent of their international borrowing has shifted their international invest-
ment position to a net debtor country, and the extent of their international
indebtedness is growing rapidly. They also have some problems of inter-
national competitiveness in manufacturing, but the extent of their problems
are not as widespread by country or industry as the Canadian situation. Their
situation in 1984 and 1985 was more clearly a macro problem of a hjgh
value of the U.S. dollar for which an exchange rate depreciation would
help, and such a diagnosis would be widly accepted as a partial solution
in the United States, Europe and Japan. The U.S. dollar has declined from
earlier highs. -

The European situation in the late 1970s was also one where an exchange
rate depreciation would help. At that time, compensation per hour was about
25 percent or more higher in Germany and Sweden than in the U.S., while
output per hour was below U.S. levels. In 1980, unit labour costs in Ger-
many and Italy were one-third higher than in the U.S., two-thirds higher
in Germany and Sweden and the U.K. was roughly double the U.S. level.
Large international capital inflows had been necessary to maintain their ex-
change rate levels, and when such capital inflows slowed down, many of
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the European exchange rates have declined sharply, bringing their unit labour
costs closer to U.S. levels once again (some a bit above and some a bit
below U.S. levels, as can be seen in Appendix Table A-4).

It should also be noted that a decline in the value of the Canadian dollar
need not have any significant effect on the real-wage-real-productivity dise-
quilibrium that has been emphasized for Canada in Chapters 3 and 4. An
exchange rate depreciation would put upward pressure on prices of imported
products and components in Canadian dollars, but the Canadian price level
is more a result of domestic monetary policy easiness than exchange rate
changes. Real wages in Canadian manufacturing are closer to U.S. levels
in recent years than at any time in history in spite of an exchange rate
_ depreciation of the Canadian dollar since 1975 that is in excess of 25 per-
cent in relation to the U.S. dollar.

Exchange rate depreciations of the European currencies in 1980 or the
U.S. dollar in 1984 seem appropriate for the problems they were then ex-
periencing, but that does not seem a satisfactory solution to the rather dif-
ferent Canadian problems of the 1980s. The Canadian problems in the
mid-1980s are more at the micro level in manufacturing rather than fun-
damental disequilibrium in the exchange rate, balance of payments situa-
tion in aggregate.

3. An industrial strategy of active government initiatives

A third policy option might arise from the judgement that macro policies
are insufficient and a much more active set of industrial policies would be
necessary. Authors of such policy suggestions sometimes have serious doubts
that the price system and the profit motive would lead to a result in line
with social needs. They advocate the active encouragement of firms, pro-
ducts and industries that have been growing rapidly in world trade, while
encouraging the withdrawal of resources from sectors that are growing slow-
ly or are subject to international competition from low cost suppliers such
as the non-industrialized countries (NICs) in the Pacific Rim. This sometimes
involves an encouragement of high-tech industries, and the associated
research and development expenditures on natural science and engineering
functions and personnel. Views along these lines have been put forth by
the Science Council of Canada and its staff over the years.3

This policy option has a number of problems, however. For one thing,
some of the more dynamic and promising developments in exports of
manufactured products are taking place in firms of 100 to 300 employees
who have specialized in a narrow range of products that have been overlook-
ed by the large firms in large countries. They have identified a *‘niche’’
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in the world market that matches the skills and aptitudes of existing manage-
ment and senior employees. Civil servants do not have the information to
identify these potential winners ahead of time. Furthermore, politicians are
more likely to follow policies that would prop up the losers by subsidies,
financial bail-outs, or non-tariff barriers rather than identifying and help-
ing the potential winners. Such selective industrial policies could very well
slow or prevent change and adjustment and maintain the status quo and the
existing elites rather than encourage the change and specialization that the
earlier analysis suggested was necessary.

4. Environmental or generic supply policies

A major theme in a recent volume about U.S. competitiveness in world
trade, edited by Bruce Scott and George Lodge is that an important part
of the success of the Japanese and the NICs is the high priority that these
societies and governments put on growth and efficiency relative to the em-
phasis on security and income redistribution that has been an important aspect
of economic and social policies of the North American and European
economies. Their recommendations to the United States (and Canada and
the European economies for that matter) is to put more emphasis on policies
that will increase investment in human capital (education for the young and
continuing training and retraining for older workers and women reentering
the labour force), high savings, high investment, improved corporate taxa-
tion, better labour market policies and adjustment assistance to shift
resources out of declining firms and industries as identified by the market.*
They are not trying to identify individual firms and industries with growth
potential. Rather these policies would be relatively neutral between different
firms and industries. The theme is more to unleash the Schumpeterian forces
that redistribution have thwarted, and let the market sort out the winners
from the losers.

Although the Scott-Lodge analysis was directed at meeting the challenge
of import competition in the U.S. from Japan and the NICs, the same
analysis is broadly applicable to Canada. However, for Canada the prob-
lem of import competition is not limited to competition from a few coun-
tries providing a small share of Canadian imports, but is a widespread prob-
lem in trade with the other industrialized countries as well. It is thus a much
more widespread and serious problem for Canada than it is for the United
States. However, to date the topic has had less attention from academics
and civil servants in Canada even though the problem is more serious.’
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5. The route to reform — supply-side policies

The most promising route to get unemployment down, achieve increased
real incomes and restrain inflation is by increased emphasis on supply
policies. When an efficient country like the United States is having to reassess
the historic tradeoffs between growth on the one hand and stability and in-
come redistribution on the other, it is time for a high cost and high real
wage country like Canada to get its priorities straight and get back to basics
like competitive costs in an increasingly interdependent and competitive
world economy. This is crucial for an open economy of the size of Canada.

In recent decades the federal government in Canada had put a very high
priority on policies which would lead to a redistribution of income. Some
of the major developments would include family allowances, health in-
surance, old age pensions, payments by the federal government to the pro-
vinces, and other payments for income redistribution. In 1983, for exam-
ple, the federal government was spending about $28 billion on transfers
to persons, $17 billion on interest on the public debt, and $17 billion on
payments to provinces. These payments reflected the government’s heavy
emphasis on income redistribution, and these relatively large expenditures
were reflected in higher ratios of taxes to GNP than in the United States
and Japan, although still less than in some of the countries in northwest
Europe such as Sweden.

On the other hand, measures to encourage increased productivity have
not been given high priority nor has there been a sufficient degree of sup-
port for business. A better balance between policies to increase productivi-
ty and levels of real income per person employed and policies to redistribute
income are long overdue in Canada. What is needed is more emphasis on
the quantity and quality of the pies being produced rather than the past preoc-
cupation with the division of the pie — in this case the national income.

III. EXAMPLES OF POLICY STEPS TO BE TAKEN

Examples of concrete steps which should be given increased emphasis in
the longer-term for consideration by the government would include the
following major suggestions. None of these proposals are new, but they
take on new importance and relevance in light of the discussion in earlier
parts of this study.

-50 -

Copyright the Fraser Institute
www.fraserinstitute.org



1. Commercial policy

A theme in this study is that many of Canada’s historic problems of high
cost and low productivity levels are a heritage of the policies of protec-
tionism which Canada introduced in the latter part of the 19th century. Since
the 1930s Canada has begun an extended period of reduction in tariff bar-
riers, partly in co-operation with the international reductions that have taken
place under GATT. It is important that these policies be continued and
Canada should resist the continuing pressure for non-tariff barriers against
imports, particularly against imports from Japan and the LDCs. The free-
ing up of trade and capital flows in the world economy over the last three
decades has contributed to the major increase in world trade which has taken
place and has helped to increase living standards in both the industrialized
and developing countries. Renewed protectionist measures, of either the
tariff or non-tariff variety, would have adverse effects. Over the past three
decades it has been the smaller countries that have achieved the biggest
increases in real income and international trade and a reversal of this in-
creased international interdependence would have serious adverse effects
on countries with small populations heavily tied into the rest of the world
economy, such as Canada.¢ In the earlier post-war years, Canada had pro-
vided important leadership and initiatives in such international agencies as
the I.M.F. and GATT, but that same active leadership was not present to
the same degree in the later years of the Trudeau administration when such
issues as bilingualism and the Bill of Rights received a great deal of atten-
tion from governments at both the federal and provincial levels. In recent
years, Canada has had quantitative controls on the imports of clothing, tex-
tiles, and boots and shoes, has pressured the Japanese to limit exports of
autos to Canada, has had special incentives on government purchases for
local suppliers, and has moved to a much more protectionist agricultural
policy. Canada can be in a vulnerable position to complain about non-tariff
barriers in other countries when it has been using them itself to such a signifi-
cant extent.

The extent to which Canada is a high cost producer of manufactured pro-
ducts in relation to so many industrialized countries in 1984, for example,
is likely to lead to continued pressure for non-tariff barriers in Canada,
especially if unemployment persists at higher rates than in the United States
and Japan. It would be unfortunate if the government was to respond to
such increased protectionist pressures. Canada and other small industrialized
countries have the most to lose if the complex system of an interdependent
world economy that has been built up over three decades of international
negotiations were to begin to come apart. The present world economy is
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based on relatively free flows of capital and significant reductions in tariff
and non-tariff barriers to trade in all the industrialized countries over that
period. However, this system has been buffeted by shocks and disturbances
in interest rates and exchange rates to a greater degree in the late 1970s
and 1980s than it has at any time since the 1930s.

It would be unfortunate if Canada were to move in a protectionist and
interventionist direction at such a time as this, as it would be bound to have
adverse effects in other countries that have been experiencing reduced
employment in manufacturing for a much longer period and to a greater
extent than anything that has occurred in Canada. When Canada’s living
standards are high by world standards, it would be an unfortunate example
to other countries and Canada itself could lose seriously by deterioration
in the world economic climate for free flows of trade and financial capital.

We should, therefore, press with all haste to conclude a free-trade agree-
ment with the United States.

2. Adjustment assistance

It has been recognized for years that some transitional assistance will be
necessary to help both firms and workers to adjust to lower tariff and non-
tariff barriers in Canada. Such adjustment assistance programs have been
in operation in the United States, the United Kingdom, Canada and other
countries during the post-war years, and it is widely recognized that such
policies should be continued during the 1980s.

Such policies are more important for Canada in the 1980s than for other
countries. One reason is that nominal tariff rates are higher in Canada than
in the United States and will continue to be higher when the Tokyo Round
reductions have been implemented, and there are still significant variations
in nominal and effective rates from one sector to another. A second reason
is that Canada has greater problems because of the differences between real
wages and real productivity and high unit labour costs in manufacturing
than our closest competitors. Furthermore, Canada has higher ratios of mer-
chandise exports and imports to GNP than most other countries.

1t is not clear, however, how severe any adjustments from one industry
to another may be in the future. For one thing, the extent of adjustment
associated with tariff reductions compared to other major changes over the
past decade would be relatively modest. The tariff reductions under the
Tokyo Round amounted to about 4 percentage points and the nominal rate
remaining after the Tokyo Round reductions would amount to an average
of about 5 percentage points. These tariff changes are quite minor com-
pared to the change in the Canadian exchange rate in relation to the U.S.
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dollar of more than 30 percent between 1974 and 1985. Other factors have
been and will continue to be even more important than tariff changes in
the profitability and employment performance in Canadian manufacturing.

The extent of any inter-industry adjustments would also be much less if
the managements in Canadian manufacturing firms moved aggressively by
specialization and increased exports to get costs down to competitive levels.
A significant number of companies ate already doing this and the more that
do this, the less likely and less necessary will it be for significant employ-
ment reductions to take place. On the other hand, if managements continue
the historic pattern of high costs, low productivity and product diversity,
this will increase the risks of employment cutbacks, corporate bankruptcy,
etc. Problems would also persist if the union leadership were to continue
to actively oppose technological change and tariff reductions on the assump-
tion that such changes would increase unemployment.

It would be useful, however, if a variety of broad safety nets were available
to facilitate any necessary and desirable shifts from declining industries to
expanding industries and provide a minimum degree of financial assistance
when new jobs are not found. A variety of measures have been proposed
and a number of these are already in place in Canada. The proposals in-
clude more information to management and workers on the nature of ad-
justments under way and more information on the success stories that are
emerging in Canadian manufacturing; more training and retraining of
workers; some financial assistance to workers to cover the costs of moving
to localities where jobs are available, etc. The basic approach is to en-
courage, rather than prevent, the shift of resources out of declining to ex-
panding industries, so the topic of adjustment assistance is closely related
to discussions of declining industries.”

3. Inflation and the corporate profits tax

The existing corporate profits tax regulations require corporations to report
corporate profits on the basis of historic costs for capital assets. However,
in a period of rising prices, depreciation allowances at historic cost become
an increasingly small proportion of the cost of replacing assets purchased
in earlier periods at lower prices. This means that corporate profits taxes
are based on overstated levels of profits based on current and more realistic
costs of replacing physical assets. This problem would continue until all
the existing physical assets have been written off, even if no further infla-
tion took place. Very few Canadian companies are apparently using infla-
tion accounting for either public or internal purposes, and thus may not
be fully aware that the real value of the company could be declining and
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that profits at replacement costs are even lower than they realized. Account-
ants and tax authorities in both the United Kingdom and the United States
have been encouraging the use of inflation accounting for reporting and
tax purposes. The lack of such adjustments for Canada combined with a
very acute squeeze on corporate profit margins in manufacturing could leave
companies with an inadequate amount of internal funds for investment in
the years ahead, and rates of return on total assets so low that external finan-
cing of future expansion would not appear attractive to either the companies
or the capital market.® This whole topic needs much more serious considera-
tion in Canada.

4. Science policy and management

In recent years, the primary attention of public discussion and government
policy has dealt with the topic of basic research and development in the
science and engineering areas. It has been uncritically assumed that this
is the key area for economic growth and development. However, if this
topic was really as important as some of the discussion has suggested, the
private sector would be spending substantially more than the two or three
percentage points of GNP that is normally spent in the major industrialized
countries. Canada has in the past been able to get access to many of these
new technological developments by purchasing technology in the market,
or through the parent companies in the case of Canadian subsidiaries. When
allowance is made for payments abroad for purchased R and D and the
technology available to Canadian subsidiaries, the availability of science
and technology to Canadian industry is much higher in relation to other
countries than one would gather from just looking at domestic expenditures
on research and development. The primary problem is much more the slow
adoption of new technology rather than the actual doing of basic research
in Canada.’

5. The diffusion of technology and openness to change

Previous research has indicated that Canada has been slower in adopting
new technology in a variety of fields than other countries, such as the United
States, Japan, and some of the European countries. It is very rare that Cana-
dian companies are not familiar in a general way with what has been done
elsewhere, but they clearly are much slower in incorporating what is cur-
rently ‘‘best practice.’’ To some degree this reflects the age and education
level of managers in Canada. Many existing Canadian managers received
their initial exposure to management practice in one of the services in the
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Second World War. Such managerial styles may be less appropriate for
the rapidly changing international influences, enlarged role of government,
and more highly educated employees of the 1980s. The lack of openness
to change and new ideas on the part of managers probably reflects more
conservative tendencies and resistance to change in Canadian society as a
whole. 10 Less competitive pressure is also an important factor in slow adop-
tion of new technology.

The amount of study of these topics within Canada has been limited in
the past, and the whole area of social science research in Canada has tradi-
tionally been seriously underfunded compared to research financing in the
natural sciences and engineering fields. This is reflected in the current public
discussion to achieve a certain percentage of GNP in natural science and
engineering, but that definition and the associated policies provide only
limited attention to reasons for the slow adoption of new technology and
what could be done in public policy in Canada to accelerate this whole
process.

6. Labour-management relations

During the 1970s and the early part of the 1980s, Canada had the dubious
distinction of having one of the highest time lost due to strikes of the in-
dustrialized countries, second only to Italy (as measured by the annual work-
ing days lost per 1,000 employees). For the 1972 to 1981 period this was
still only four-tenths of one percent of total time worked.!* It is likely that
the effects of adverse labour-management relations on productivity while
employees were at work is likely to be an even greater social cost from
decreased output than the time lost due to work stoppages. This can occur
while employees are discussing labour-management issues during working
time, and the effects of low morale and absenteeism on performance and
output.

A new factor that can contribute to increased conflict during the 1980s
in manufacturing is the degree to which real wages have increased in Canada
without comparable increases in real output per hour. These contrasts are
particularly dramatic in comparison to the United States and Japan — the
two most important countries in Canada’s trade in manufactured products.
These developments have been an important contributing factor in the
weakness in corporate rates of return in manufacturing as highlighted in
previous chapters and Appendix B. These problems seern likely to persist
during a period of tariff reductions when lower cost producers are actively
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looking for markets when they have been operating below capacity. This
should be an important item on the agenda for the new Canadian Labour
Market and Productivity Centre.

The Canadian Labour Market and Productivity Centre was set up in 1984
with an annual budget of $7 million a year after the first year of operation.
The Centre as designed would encourage productive practices to make Cana-
dian industry fully competitive on domestic and world markets and en-
courage the planning and implementation of technological change with
minimum adverse effects. The Productivity and Employment Growth Branch
will examine productivity at all levels from the shop floor to the boardroom,
in both the public and private sectors, and will have a responsibility to in-
form, educate and increase awareness of the benefits from higher real pro-
ductivity growth. The Centre will also have a responsibility to advise govern-
ments on their policy-making responsibilities in these areas.

The Executive Committee of the Centre will consist entirely of business
and labour representatives and the larger Board of Directors is to have ex-
officio non-voting members from the federal and provincial governments,
and two educators. The Centre will thus be dominated by business and labour
representatives. 12

The size of the budget would make it a larger organization than such other
groups as the C.D. Howe Research Institute, The Fraser Institute, and the
Conference Board of Canada, but smaller and more focused than the
Economic Council of Canada. Its budget will be many times the size of
funding that has been available previously for the study, information and

“improvement of productivity at all levels of private and public activity in
Canada.

The performance of the Centre will be critically dependent on the
qualifications, expertise and management abilities of the senior full-time
staff. It is also important that there be some agreement between the labour
and management representatives that dominate the Executive Committee
and the Board of Directors on key thrusts of the Centre. The problems are
likely to be more in the area of recruiting these key staff rather than finan-
cial limitations for some years ahead.

7. Environmental uncertainty

Appendix B describes the role of environmental uncertainty in increasing
the problems of business decision-making. Some of the sources of this uncer-
tainty grow out of world economic developments, and increased interna-
tional interdependence makes this more apparent for a smaller country like
Canada. However, part of this uncertainty also comes from uncertainty about
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government economic policy within Canada, especially when the previous
Liberal administration was regarded as being more interventionist and not
too sympathetic to business viewpoints. The Progressive Conservative
government has already introduced changes in the Foreign Investment
Review Act (changed to Investment Canada) and in the National Energy
Program which have been viewed as positive. Recent proposals to overhaul
the corporate tax structure serve to increase anxiety once again but the
government seems to have a reservoir of good will on which it can rely
in getting these changes accomplished.

It may turn out to be significant that Chapter One in Brian Mulroney’s
book Where I Stand was on productivity. There are also a number of ex-
perienced business backgrounds in some of the key Cabinet ministers in
the new government. There may be more deep-seated reassessments of new
policy options than Canada has seen in years. The new government has
found that the cupboard was bare on the fiscal side. It has also inherited
a series of economic problems, some of which are a heritage of high costs
in manufacturing. However, there are a large range of policy options
available to correct some of these longer-term economic problems, and some
of them have been outlined in this chapter.

In conclusion, Canadian manufacturing continues to face major problems
in international competitiveness, but there are also indications that small
Canadian-based companies can compete and export internationally if they
specialize and move into export markets building on current or potential
areas of strength. If the continuing re-examination of public policy iden-
tifies the topic of international competitiveness and high real wages as key
areas and focuses new policy initiatives on them, the performance of the
Canadian economy can be better than some of the experience since 1973.
In light of the deep-seated nature of some of the problems, however, the
changes in both public policies and private performance cannot be quick.

However, the longer it takes for changes in public policies and the
associated responses in the private sector to be initiated, the longer the high
social and economic costs of high unemployment will persist. Low profits
and rates of return on investment in plant and equipment, plant closures,
corporate bankruptcies and sluggish growth in government revenues are
all a reflection of those persisting problems. The recognition of these prob-
lems and appropriate policies to deal with them is long overdue in Canada.
A continuation of these problems will increase the pressures on govern-
ments to turn to more protectionist and interventionist policies which could
check and even reverse the moves to more specialized and competitive trends
that have become apparent during the 1970s and 1980s.
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APPENDIX A

ESTIMATING INTERNATIONAL PRODUCTIVITY,
REAL WAGES AND UNIT LABOUR COST
COMPARISONS IN MANUFACTURING

This study makes a number of comparisons based on inter-country com-
parisons of real output pér hour, real wages per hour, nominal compensa-
tion per hour and unit labour costs. This discussion is based on the first
comprehensive set of data for manufacturing for the major industrialized
countries for a number of years. The annual data permit inter-country com-
parisons of levels and trends on a broadly comparable basis, concentrating
on a key sector of tradeable goods. Manufactured products have been the
most rapidly growing area of world trade since the Second World War,
and for most of these countries, total exports and imports have also been
growing in relation to GNP since the Second World War. In light of the
importance of this data to developments in international trade and domestic
performance in both manufacturing and the economy as a whole, it was
regarded as important to provide a full description of the sources and
methods. This Appendix summarizes these main sources and methods used
in these comparisons. It also makes comparisons with some other recent
estimates.

The effects of cost and real wage differences in Canadian manufacturing
in relation to the United States have been a major theme in this volume.
The study has emphasized the United States, but on a number of occasions
the changing relative position of North America in relation to Japan and
some of the European countries has been introduced. In broad terms, the
much higher levels in output per hour in the United States than in Japan
and the European countries in the 1950s and 1960s had been considerably
.reduced by the 1980s (although the United Kingdom had only improved
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marginally over that period in relation to the United States). On the other
hand, by 1980 much greater inflationary pressures had occurred in all the
other countries than in the United States. By 1980, unit labour costs in six
of the major European countries were between 30 percent, and double levels
in the United States at the prevailing exchange rates. Such cost disparities
began to affect the trade and unemployment levels of the six European coun-
tries adversely, and significant exchange rate realignments have occurred
on a piecemeal basis since then. By 1984 marked declines in their exchange
rates relative to the U.S. dollar for most of the European currencies had
brought unit labour costs for most of them close to where they had been
in the early part of the 1970s before the widespread subsequent inflationary
developments had taken place. These data put the North American com-
petitive position into the broader perspective of the other major industrialized
countries, and this Appendix discusses the sources.

In some cases, the basic comparisons of output per hour are partial, or
not too current, but some of the comparisons of levels and changes are so
dramatic that it is unlikely that they can be seriously misleading. They have
been put together from a variety of different sources for the initial com-
parisons of levels, and then extended forward and backwards with annual
data on output per hour and compensation per hour in manufacturing from
the United States Department of Labor. Data on levels of real compensa-
tion per hour in manufacturing have also been developed for the same coun-
tries and time span.

Sources on output per hour

What one would ideally like in measures of output per hour in manufactur-
ing between countries would be built up from actual data on output prices
and quantities, with allowances for purchased materials and supplies, bas-
ed on actual prices and quantities. This ideal situation is really only present
for one comparison with the United States, namely the Canada-United States
comparison based on the study by the Conference Board of Canada.! Most
of the European comparisons are based on work by A.D. Roy and publish-
ed in the National Institute Economic Review.? A special study had been
- made of industrial productivity for Britain, Germany and the United States,
with overall comparisons based on the International Comparison Project
by Kravis et al., where the purchasing power parity price comparisons are
based on final expenditures, rather than by industry. The full details of the
methods used are not clear, but the methods allow for differences in the
relative prices for broad industry groups for the individual industries com-
pared to the United States. This has been done directly for agriculture, fuel
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and power and construction. Manufacturing itself was divided into six sub-
sectors and then aggregated. The international dollar prices of the services
sector (which amounts to about 50 or 60 percent of real product in eight
countries) was derived as a residual so as to make each country’s set of
prices consistent with Kravis’s figure for total gross domestic product. Any
differences in distribution margins between final products emerging at
manufacturing and prices of final expenditures could heavily influence the
industrial distribution of the results, however.

The data in Roy for Japan illustrate the problem. For 1973, manufac-
tured goods prices are shown as about 10 percent above the U.S. level for
GDP, while service prices are shown as about 12 percent below.3 For 1973,
however, hourly compensation in manufacturing in Japan was about two-
fifths of the U.S. level, which would be lower than the difference in pro-
ductivity levels. Unit labour costs in Japan have been consistently lower
than in the United States as shown later in Appendix A Table A-4. Transpor-
tation and distribution costs tend to be higher in Japan than in the United
States. This evidence suggests that prices of manufactured products for Japan
are too high and the productivity levels too low for Japan in the National
Institute study. Table A-1 uses data from the recent Kurosawa-Norsworthy
paper for the U.S.-Japan comparison. The comparison in Appendix Table
A-1 for Japan is about 7 percent higher than shown in Roy for 1980.

Sweden had not been covered in the International Comparisons Project,
so the estimate is based on productivity comparisons for a smaller range
of products that had been covered in two separate studies, one by C.F. Prat-
ten, and the international comparisons study by F. M. Scherer, et al. The
estimates for United States, Canada and Japan are shown in Table A-1 for
1955 to 1984. The estimates from Frank and Kurosawa-Norsworthy have
been extended backwards to 1955 and forwards to 1984 with the annual
indexes of output per man hour prepared by the U.S. Department of Labor.3
Table A-2 shows the data for selected European countries for selected years,
based on the U.S. for 1977=100.

Sources on total compensation per hour

The estimates of compensation per hour are based on production workers
in manufacturing, from the U.S. Department of Labor for 1977. These are
more comprehensive than earnings statistics, as they include all direct
payments made to the worker (pay for time worked, pay for vacations,
holidays and other leave, all bonuses, and the cost of payments in kind)
before payroll deductions of any kind, plus employer expenditures or legaily
required insurance programs and contractual and private plans for the benefit
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of employees. In addition, compensation includes other taxes on payrolls
or employment, even if they are not for the direct benefit of employees,
because such taxes are regarded as labour costs. Hourly compensation is
converted to U.S. dollars using the average daily exchange rate for 1977.6

Estimates for selected other years were carried backwards and forwards
from 1977 using the estimates of hourly compensation in manufacturing
on a U.S. dollar basis. The indices for nine countries for selected years
from 1950 to 1984 are shown in Table A-3.7

Derivation of labour costs per unit

Estimates of labour costs per unit of manufacturing output can be prepared
for individual countries over time by dividing indices of labour income for
the country concerned by indices of the volume of manufacturing produc-
tion. In effect, this measures the degree to which the increases in total com-
pensation per hour equal or exceed the increases in output per hour.

Similar concepts underlie the derivation of unit labour costs between coun-
tries. The indices of compensation per hour on a U.S. dollar basis
(1977=100) are divided by the indices of output per hour (U.S. 1977=100).
The measures of total labour compensation are such a large proportion of
-gross domestic product (or net product) in manufacturing that this provides
a good proxy measure for international competitiveness in manufacturing.
Allowances for differences in the cost and use of energy and capital could
modify these magnitudes somewhat but the effects are likely to be small
when their share in costs are small compared to labour costs.

The rationale for the results can be seen for the two extreme countries
for 1984. In that year, the United Kingdom had the lowest level of output
per hour of the nine industrialized countries, with a level that was less than
40 percent of the U.S. level for the same year, and a gap of something
like that magnitude had persisted for decades as shown in Table A-2. Japan
and Italy, which had been below the United Kingdom in the 1950s, are
now ahead. However, compensation per hour in the United Kingdom was
a bit less than half the U.S. level, so compensation per hour was higher
than could be justified on the basis of physical output per hour, and unit
- labour costs were almost 20 percent above the United States, in spite of
the drop in the sterling-dollar exchange rate. Profits, depreciation and other
costs are too small a share of total costs to be able to offset or modify the
conclusions from the unit labour cost comparison. Even then, the unit cost
comparison was less extreme for the United Kingdom than in 1980, as the
sterling exchange rate had dropped by 43 percent in relation to the U.S.
dollar between 1980 and 1984.
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Table A-1

Output Per Hour in Total Manufacturing
United States, Canada and Japan
Selected Years, 1955-1984, (U.S., 1977=100)

United

Year States Canada Japan
1955 56.4 31.7 9.1
1956 56.0 33.0 9.6
1957 57.2 332 10.5
1958 56.9 34.4 9.9
1959 59.6 36.3 11.5
1960 60.0 37.5 13.2
1961 61.6 39.6 15.0
1962 64.3 41.6 15.7
1963 68.9 43.2 16.9
1964 72.3 45.1 19.1
1965 74.6 47.8 19.9
1966 75.4 48.4 22.0
1967 75.3 49.9 25.2
1968 78.0 534 28.4
1969 79.3 56.5 32.8
1970 79.2 57.3 37.0
1971 84.0 61.4 39.3
1972 88.2 64.1 43.8
1973 93.0 68.1 48.3
1974 90.8 69.7 . 49.4
1975 93.4 67.9 514
1976 97.6 71.8 56.2
1977 100.0 74.6 60.2
1978 100.9 75.7 65.0
1979 - 101.6 77.8 70.7
1980 101.7 76.0 77.4
1981 104.9 77.6 81.7
1982 107.1 75.4 87.5
1983 111.6 80.3 92.0
1984 115.6 83.5 100.8
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Sources: The U.S.-Canada level comparison for 1974 is based on James
G. Frank, Assessing Trends in Canada’s Competitive Position:
The Case of Canada and the United States (Ottawa: The Con-
ference Board in Canada, Nov. 1977), Table 9, p. 66 based on
Canadian price weights. U.S. annual estimates carried forward
and back by indexes of output per hour in U.S. Department of
Labor News, ‘“‘International Comparisons of Manufacturing Pro-
ductivity and Labor Cost Trends, Preliminary Measures for
1984, June 10, 1985.

The U.S.-Japanese level comparison for 1977 is based on
Kazoukiyo Kurosawa and John R. Norsworthy, ‘‘Methods in the
Construction of Japanese and U.S. Manufacturing Statistics and
Their Implications for Productivity Comparisons,’’ in C. Hulten
and J.R. Norsworthy, eds., Productivity in the U.S. and Japan
(Conference on Research on Income and Wealth, forthcoming).

In 1980, unit labour costs in the United Kingdom had been almost dou-
ble the U.S. level and the highest of the nine countries covered in these
tables. The export of North Sea oil had provided the United Kingdom with
a major new source of export earnings that contributed to more strength
in exports and the sterling exchange rate than one would expect from the
manufacturing. cost position alone and contributed to the extent of the
downward adjustment in production, employment and man hours in U.K.
manufacturing.?

Japan, on the other hand, has tended to have one of the lowest levels
of unit labour costs of the nine countries being compared here over the last
three decades. In 1984, compensation per hour was slightly higher than
in the United Kingdom but only about half the levels in the United States
for the same year. Rapid increases in output per hour had brought levels
of output per hour in Japan above those in Belgium, Canada, France, Italy
and Sweden and roughly double the level in the United Kingdom in 1984,
while Japan had been below all those countries as recently as 1960. By 1984,
unit labour costs were about half the United States level. However, an im-
portant part of the Japanese exports of manufactured products were used
to finance their large level of imports of primary products, so one cannot
draw conclusions about the basic balance of payments positions from unit
labour costs data in isolation. One cannot draw conclusions about exchange
rates from cost data alone, as international capital flows have also been an
important consideration in recent years.
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Output Per Hour, Manufacturing

Table A-2

Major European Countries
Selected Years, 1950-1984, (U.S., 1977 =100)

Year U.S. Canada Japan Belgium  France Germany Italy Sweden  United Kingdom
1950 49 .4 25.8 54 NA 14.4 17.0 11.5 20.4 16.4
1955 56.4 31.7 9.1 NA 17.9 24.3 16.1 22.3 17.7
1960 60.0 37.5 13.2 21.1 23.2 34.9 20.1 28.5 20.1
1965 74.6 47.8 19.9 26.1 31.3 47.2 29.1 39.4 239
1970 79.2 57.3 37.0 38.6 44.3 62.1 40.1 54.4 29.0
1973 93.0 68.1 48.3 50.4 52.5 73.1 50.1 63.9 34.8
1975 93 .4 67.9 51.4 55.4 56.5 87.7 50.2 67.6 35.3
1977 100.0 74.6 60.2 64.4 64.0 87.6 55.1 67.4 37.3
1980 101.7 76.0 77.4 77.1 71.9 95.0 64.4 76.0 37.3
1984 115.6 83.5 100.8 88.2 (°83) 86.5 107.2 74.0 91.0 45.9

Sources: See Sources in Table A-1 for U.S., Canada and Japan. 1980 estimates for all other countries but Sweden are
based on A.D. Roy, ‘‘Labour Productivity in 1980: An International Comparison,’’ National Institute Economic
Review August 1982, p. 35. Sweden-U K. comparison is based on C.F. Pratten, Labour Productivity Differen-
tials Within International Companies (Cambridge: Cambridge University Press, 1976), p. 6, weighted average
and F.M. Scherer et al., The Economics of Multi-Plant Operation — An International Comparisons Study (Cam-
bridge: Harvard University Press, 1975), p. 73, mean for eight industries. The results for these years were
then extended backwards to 1950 and forwards to 1984 based on changes over time from U.S. Department
of Labor News, ‘‘International Comparisons of Manufacturing Productivity and Labor Cost Trends, Preliminary
Measures for 1985, June 10, 1985.
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Table A-3

Total Compensation Per Hour, Manufacturing
Major Industrialized Countries
Selected Years, 1950-1984, (U.S., 1977=100)

Year U.S. Canada Japan  Belgium  France Germany Italy Sweden  United Kingdom
1950 21.5 13.6 1.4 NA 5.6 4.5 4.2 6.8 5.5
1955 28.8 21.4 2.5 NA 9.9 6.6 6.0 10.8 7.8
1960 36.7 28.2 35 10.9 10.6 10.9 8.0 14.9 10.5
1965 42.8 30.2 6.6 17.0 16.6 18.3 14.6 24.2 14.4
1970 57.6 45.5 13.5 27.3 22.7 31.7 24.7 38.8 18.7
1973 69.0 59.6 29.2 54.1 40.4 61.5 44.6 65.1 27.8
1975 85.5 75.5 40.9 84.3 61.5 83.2 63.8 97.5 42.1
1977 100.0 94.9 53.0 109.2 70.0 103.7 67.2 117.0 44.0
1980 132.7 112.6 76.2 174.5 120.8 165.7 111.1 165.1 95.5
1984 169.4 141.2 87.3 126.2 (’83) 97.5 128.7 103.4 123.1 78.6

Sources: 1977 estimates for all countries from Bureau of Labor Statistics, Hourly Compensation Costs for Production

Workers in Manufacturing, 34 Countries, 1975-1983 (Washington: April 1984). These level comparisons for
1977 were then extended backwards to 1950 and forwards to 1983 based on changes over time in hourly com-
pensation in manufacturing, U.S. dollar basis in U.S. Department of Labor News, ‘‘International Comparisons

of Manufacturing Productivity anq:c}@hgﬁtQ@s,&rgstgqq%u}’tgeliminary Measures for 1984,”” June 10, 1985.
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Canada in 1984 was the next highest country after the United Kingdom
in terms of unit labour costs, but only slightly lower for the reasons discussed
elsewhere in this volume. Many of the European countries had higher levels
of unit labour costs in 1980 than in Canada, but the drastic depreciation
in most of the European exchange rates had brought them closer to U.S.
levels than they had been for almost a decade, and all the European coun-
tries except the United Kingdom had lower unit labour costs than both the
United States and Canada. The results for all nine countries for selected
years can be seen in Table A-4.

Sources on real compensation per hour

Estimates of real wages per hour have been prepared for individual coun-
tries over time by dividing indices of money compensation per hour for
the country concerned by the index of consumer prices for the correspond-
ing years.

- The same procedures underlie the comparisons of real wages per hour
in manufacturing for different countries. For many of the countries, a com-
parison of the expenditures in domestic currencies to buy the same (or com-
parable) basket of consumption goods and services as in the United States
in 1973 can be obtained from the International Comparison Project.® The
hourly compensation data are based on production workers in manufactur-
ing for 1973 (including additional compensation as discussed earlier on
compensation per hour from the same survey used in Table A-3).1° These
provide a benchmark comparison of real compensation per hour in 1973
for the United States, Belgium, France, Germany, Italy, Sweden, United
Kingdom and Japan. These are shown in Table A-5.

As Canada had not been included in the International Comparison Pro-
ject, a similar price comparison for consumption between Canada and the
United States was used. This was based on methods developed by Sum-
mers, Kravis and Heston.!! In 1983, prices in Canada were 8.5 percent
higher than in the United States, while in 1965 they had been seven-tenths
of a percent lower (using U.S. weights). This price level comparison put.
real wages in manufacturing in Canada roughly equal to the United States
in 1984 — more than one-third higher than the 72.2 comparison of real
output per hour in the two countries shown in Table A-1.

Once a benchmark comparison of real compensation per hour in manufac-
turing for the individual countries had been made, these could be carried
forwards and backwards for individual years, using data on compensation
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Table A-4

Unit Labour Costs, Manufacturing
Major Industrialized Countries
Selected Years, 1950-1984, (U.S., 1977 =100)

Year U.s. Canada  Japan  Belgium France Germany  Italy Sweden United Kingdom

1950 43.4 52.8 26.8 NA 39.1 25.9 36.6 33.2 33.7
1955 51.0 67.7 28.3 NA 55.0 27.2 37.5 47.9 44.6
1960 61.1 75.0 26.6 51.6 45.6 31.1 39.7 52.3 52.7
1965 57.5 64.6 33.0 65.3 52.9 38.7 50.3 61.5 60.8
1970 72.7 78.5 36.4 70.9 51.2 51.1 61.7 71.3 64.7
1973 74.2 87.5 60.5 107.2 77.0 83.9 89.2 101.9 80.5
1975 91.5 114.2 79.7 152.3 108.8 105.4 127.2 144.4 119.8
1977 100.0 127.2 88.2 169.6 109.4 118.2 122.0 173.6 118.5
1980 130.5 148.1 98.2 226.6 167.8 174.3 172.5 217.5 257.4
1984 146.5 169.2 86.8 143.1 (°83) 112.7 119.9 139.7 135.4 172.3

Sources: Derived from Appendix Tables A-1 and A-3. Indices of total compensation per hour (in U.S. dollars converted
at prevailing exchange rates) are divided by indices of output per hour (or per person for Sweden) to obtain
the indices of labour costs per unit of output in the table above.
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Table A-5

Real Compensation per Hour, Manufacturing
Major Industrialized Countries
Selected Years, 1950-1984, (U.S., 1973=100)

Year U.S. Canada Japan Belgium  France  Germany Italy Sweden  United Kingdom
1950 574 41.3 9.8 NA 18.0 14.4 17.8 29.2 24.6
1955 69.3 51.9 12.7 NA 243 19.6 20.7 353 26.8
1960 79.7 60.9 16.1 33.7 27.3 29.2 23.8 40.9 31.5
1965 87.5 67.0 273 46.3 35.8 40.9 34.2 55.7 36.4
1970 95.4 79.9 347 62.2 46.2 57.9 50.7 71.5 44.5
1973 100.0 87.7 45.7 82.2 54.8 68.8 69.3 80.8 50.4
1975 102.2 94 .4 51.0 95.3 63.3 76.1 79.6 95.7 58.5
1977 106.3 103.9 50.4 103.1 68.8 83.1 81.4 99.8 57.3
1980 103.7 103.6 52.5 115.4 74.1 92.7 82.7 101.5 64.2
1984 105.04 104.06 56.3 116.0 (’83) 82.6 95.3 90.0 100.08 69.0

Sources: The comparisons for the price level comparisons for consumption are based on Kravis, Heston and Summers,

International Comparisons of Real Product and Purchasing Power (Baltimore: Johns Hopkins, 1978) p. 21
for 1973 for U.S., Japan, and most of the European countries. For Sweden and Canada, the price level com-
parisons are based on Summers, Kravis and Heston, ‘‘International Comparison of Real Product and Its Com-
position: 1950-77,” Review of Income and Wealth, March 1980, p. 59. See sources on Table A-3 for compen-
sation per hour. The level comparisons of real compensation per hour were carried backwards and forwards
by Bureau of Labor Statistics, ‘‘Real Hourly Compensation in Manufacturing, CPI Basis, Twelve Countries,
1950-1984,”” (Washington: U.S. Department of Labor, May 1985).
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per hour in manufacturing for the individual countries for individual years,
and the corresponding price indices for consumption for individual years
for each country.

Comparisons of the movements in real wages per hour and real output
per hour for manufacturing in the individual countries can now be made.
For the United States, the increases from 1973 to 1984 were less in real
compensation per hour than in real output per hour, especially after 1981.
For the United Kingdom, Italy, and Canada, the increases in real wages
were greater than in real output per hour. Only Japan experienced a markedly
different pattern, with the increases in real hourly wages being significant-
ly less than the increases in real output per hour. In Japan, an important
part of the increase in output per hour was passed to the buyers of manufac-
tured products in Japan and internationally. This differential performance
on real wages and real output per hour was consistent with the drop in the
terms of trade for Japan (when export prices dropped significantly relative
to import prices from the early 1970s to the late 1970s and early 1980s).
This result is also consistent with a drop in unit labour costs in Japan, relative
to the United States in 1984 compared to the mid-1970s and earlier years.

Alternative estimates of unit labour costs

While this study was being revised for publication, some alternative inter-
country comparisons of output per hour and unit labour costs in manufac-
turing became available and can be compared with those included in this
study and written up in this Appendix.

Volume Two of the Macdonald Royal Commission refers to estimates
of unit labour costs in the United States, Japan, Canada and the four major
European countries.'? These had been published in Data Resources Review

for October 1983. Since these estimates differed so markedly from those

provided in this study, the estimating procedure has been followed up. The
source identified there is Phase II of the International Comparisons Project
and the study assumes that the foreign producers operate with the average
costs and efficiencies of their respective countries. ! Their estimates on hour-
ly compensation in manufacturing are broadly similar to those published
by the Bureau of Labor Statistics and used here for the same countries and
years, but the differences in output per hour differ significantly. One prob-
lem with understanding their estimates is that the 1978 study by Kravis et
al. (and the other books and articles in that large project) provides data on
prices and quantities at the level of final expenditures, but not for individual
industries such as manufacturing. Furthermore, Canada has not been in-
cluded in the U.N. studies. A further Data Resources Inc. (DRI) study has
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modified these results drastically for most of these countries, to reduce their
levels of output per hour in manufacturing relative to the U.S. This has
also meant that the estimates of unit labour costs have been increased
significantly for the same years.'* Roger Brinner had advised the staff of
the Royal Commission against the use of the earlier results, but they had
proceeded to use them against his advice. The extent of the revisions for
1982 can be seen in Table A-6 below. The later study revised the estimates
of unit labour costs for manufacturing for the same year up by amounts
that range between 27 and 44 percent.

One can also compare the DRI results on output per hour in manufactur-
ing for six countries with those published previously by Roy for 1980. These
are shown in Table A-7. Most of the results from DRI are higher than Roy
has shown, but the contrast between France and Germany is marked. Roy
shows Germany 30 percent higher than France in 1980, while DRI shows
Germany 4 percent below France for the same year. Roger Brinner of U.S.
Data Resources had not been aware of Roy’s earlier work.

Table A-6

Unit Labour Costs Manufacturing, Major Industrialized Countries
1982, U.S.=100

DRI DRI %
Oct. 1983  April 1985 Revision

United States 100 100 —

Germany 78 114 +38
United Kingdom 96 132 +38
France 63 80 +27
Italy 62 89 +44
Japan 49 62 +27

Sources: Data Resources U.S. Review Oct. 1983, p. 1.15 and Data
Resources U.S. Review April 1985, p. 23
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Table A-7

Output per Hour, Major Industrialized Countries
1980, U.S.=100

DRI
Roy April 1985

United States 100 100
France 71 82
Germany 93 79
Italy 63 70
Japan 71 72
United Kingdom 37 42

Sources: A.D. Roy, ‘‘Labour Productivity in 1980: An International Com-
parison, National Institute Economic Review, August 1982 pp.
34 and 35 and Data Resources U.S. Review, April 1985, p..23.

Canada had been included in the October 1983 DRI study, but was not
included in the April 1985 revision. However, Tom McCormack of Data
Resources of Canada has been making more recent comparisons for Canada
and the United States. Those are built up from 11 broad sectors within
manufacturing. For total manufacturing, the relative levels of output per
worker for Canada in 1976 were 72.4 percent of the U.S., while the ratio
in Table A-1 for the same year was 73.6 on a man-hour basis. Bearing in
mind that one data set is based on a per employee basis, while the other
is on a per hour basis, I would regard the results as essentially similar.
Both these estimates of output per hour are appreciably lower than the DRI
October 1983 study for output per hour. One can also make a comparison
of unit labour costs in manufacturing for 1984. The Data Resources of
Canada relative for 1984 is 1.156, while the comparable result in Table
A-4 is 1.155, which is essentially equivalent.!* The work by Tom McCor-
mack indicates an appreciably lower level for Canada/U.S. productivity
ratio and higher estimates of unit labour costs than the October 1983 results
from DRI and his results are essentially similar to those developed in-
dependently in this Appendix. Both would show unit labour costs about
25 percent higher than the U.S. in 1977, rather than being about the same
as shown in the October 1983 DRI study. Both studies have used estimates
of hourly compensation that include additional compensation for legally re-
quired unemployment insurance, pensions, and other fringe benefits.
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Thus, later data by Data Resources Inc. in the U.S. and Data Resources
of Canada have modified significantly the earlier results on productivity
and unit labour costs from those published in the October 1983 DRI study
for Canada, Japan and the major European countries.

It is unfortunate that the earlier DRI estimates were used by Lester Thurow
of M.I.T. in a major special report on ‘‘America, Europe and Japan’’ in
The Economist of November 9, 1985 (p. 22). He had apparently updated
the earlier DRI estimates to 1983, but was evidently unaware that these
estimates for all the countries he covered had been revised drastically by
the same organization later. The estimates of output per hour used by Thurow
average about 30 percent higher relative to the United States than those
developed by Roy, by the second set of estimates published by DRI, and
those developed in this Appendix. The estimates he used significantly
overstate the extent to which the other industrialized countries had caught
up to the United States in terms of output per hour in manufacturing by
the 1980s.

The results in this Appendix are consistent with the conclusions that large
economic gains to Canada can be achieved from reductions in tariff and
non-tariff barriers in Canada and elsewhere, both on a bilateral Canada-
U.S. basis and on a multilateral basis. The gains would be much larger
on a percentage basis in manufacturing than in GNP. The section on pages
189-190 of Volume Two of the Macdonald Royal Commission had not been
integrated with their assessment of the gains from freer Canada-U.S. trade
in Volume One. It is clear that an improvement in performance in the cost
and productivity side will be necessary in Canadian manufacturing to take
full advantage of increased exports from lower tariff and non-tariff bar-
riers elsewhere.

The results are also consistent with the data on Canadian trade. Canada
has a comparative advantage in the natural resource sector, and traditionally
has large trade surpluses in natural resource products. ‘On the other hand,
manufacturing has some competitive sectors, but these are more than off-
set by those with higher cost and lower productivity levels than the U.S.,
and this is reflected in the large net trade deficit in manufactured products.
This trade deficit in manufactured products persist in spite of large increases
in exports of manufactured products as there have also been large increases
in imports of manufactured products. The concurrent increases in both ex-
ports and imports of manufactured products reflects the increase in intra-
industry trade, one of the important developments in trade for most of the
industrialized countries and not just Canada.1¢
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Notes

The issues in this Appendix, have been clarified over the years by conversations
and correspondence with Roger Brinner, Ed Denison, Jim Frank, Irving Kravis,
K. Kurosawa, Bob Lawrénce, J. Mark, Tom McCormack, Arthur Neef, Randy
Norsworthy, A.D. Roy, Andrew Sharpe, Dorothy Walters, Craig West, and the
late Kenzo Yukizawa.

1

. James G. Frank, Assessing Trends in Canada’s Competitive Position: The Case

of Canada and the United States (Ottawa: The Conference Board in Canada,
Nov. 1977). These comparisons are now being revised and updated by the Con-
ference Board, and they hope to have this completed in 1986.

. A.D. Roy, ‘““Labour Productivity in 1980: An International Comparison,’’ Na-

tional Institute Economic Review, August 1982, pp. 26-37. Correspondence from
A.D. Roy has clarified some points on the methods used.

3. Ibid., Table 1, p. 27.

10.

. C.F. Pratten, Labour Productivity Differentials Within International Companies

(Cambridge: Cambridge University Press, 1976), p. 6 based on the weighted
averages and F.M. Scherer et al., The Economics of Multi-Plant-Operation:
An International Comparison Study (Cambridge: Harvard University Press,
1975), p. 73, mean for eight industries. '

. U.S. Department of Labour News, ‘‘International Comparisons of Manufac-

turing Productivity and Labor Cost Trends, Preliminary Measures for 1984,”’
June 10, 1985.

. U.S. Department of Labor, Estimated Hourly Compensation of Production

Workers in Manufacturing, Ten Countries, 1960, 1965, 1970 1980 (Washington:
Bureau of Labor Statistics, March 1981).

. U.S. Department of Labor News, ‘‘International Comparisons of Manufactur-
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10, 1985.
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of Real Product and Its Composition: 1950-77,”" Review of Income and Wealth,
March 1980, pp. 19-66. The price comparison for Sweden and Canada was
based on consumption prices relative to the United States in 1973 on page 59.
For the price and real GNP comparisons, these results for Canada were quite
close to those obtained by extrapolating the price comparisons prepared by Craig
West and Dorothy Walters for 1965. Dorothy Walters, Canadian Income Levels
and Growth: An International Perspective (Ottawa: Economic Council of
Canada, 1968), p. 260. A more recent comparison of price levels in the two
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the sources used by Peter Hill, Real Gross Product in OECD Countries and
Associated Purchasing Power Parities (Paris: OECD Working Paper no. 17,
December 1984) to consider using them.

Royal Commission on The Economic Union and Development Prospects for
Canada, Report, Volume Two (Ottawa: Supply and Services, 1985), pp. 189-190.
Data Resources U.S. Review, October 1983, pp. 1.16-1.17. The full title for
the study by Kravis et al. is in Note 9 above.

Roger Brinner, ‘‘The United States as an International Competitor,”” Data
Resources U.S. Review, April 1985, p. 23.

T.W. McCormack, ‘‘Canada/U.S. Trade Policy: A Special Report,”” Cana-
dian Review PrePrint (Toronto: Data Resources of Canada, November 1985),
p. 4.

For further discussion of intra-industry trade in manufactured products see D.J.
Daly and D.C. MacCharles, Canadian Manufactured Exports: Constraints and
Opportunities (Montreal: IRPP, forthcoming.)
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APPENDIX B

THE ENVIRONMENT FOR
CANADIAN MANUFACTURING

The main text discussion has pointed out how high real wages and compen-
sation per hour relative to real output per hour have contributed to low pro-
fits, low investment, a shift in international capital flows and thus contributed
to persisting higher unemployment levels in Canada. A recent survey of
Canadian firms indicates that a significant number of the most successful
and dynamic, small, export-oriented manufacturing companies were serious-
ly considering making their next round of expansion outside of Canada rather
than inside. A variety of concerns were expressed frequently and sincerely
by senior Canadian managers.

The central purpose of this Appendix is to outline the major concerns
about the Canadian economy that were expressed in a series of interviews
with Canadian firms and to see if their concerns seemed justified in the
light of independent evidence. The two main sources of evidence that will
be examined are published statistical data, and discussions of these topics
in Canada by independent and responsible authors. An exhaustive discus-
sion of each topic is not intended here. Rather, the aim is the more modest
one of outlining the evidence related to the major issues and indicating how
these factors might affect the performance of Canadian manufacturing in
the second half of the 1980s.

This topic is given a fairly full discussion as essentially all of the con-
cerns raised initially by businessmen could be fairly fully confirmed by com-
prehensive, independent data and other studies.
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Environmental uncertainty

An important theme in recent literature on business policy and strategic
management is the need for business to adjust its longer-term planning and
objectives to take account of changes in the environment. Examples of en-
vironmental changes are developments in the domestic and world economy,
variation in government policy, technological change, or changes in the
age, sex, and educational backgrounds of employees.! The purpose of this
Appendix is to identify and summarize some of the most important
developments that have been affecting Canadian manufacturing over the
last decade and that are expected to persist during the 1980s. Most of these
have been raised by the companies during the interviews, usually by the
managers in the context of how these developments were affecting their
decisions relating to some of the questions in the questionnaire.

It might be mentioned initially that some of these developments are having
a positive effect on Canadian manufacturing, while others are having a
negative effect. Very few of the developments are static, but are changing
or in a state of flux, and some are difficult to predict — such as developments
in interest rates and exchange rates. In other words, there is a degree of
environmental uncertainty. In these circumstances it is not always clear to
business managers in Canadian manufacturing how to respond to these en-
vironmental changes. There has always been some degree of risk in business
or any decision in a world of uncertainty, but there is a general acceptance
of the view that there is a greater degree of environmental uncertainty now
than in previous decades.

In the balance of this Appendix, nine major environmental changes affect-
ing Canadian manufacturing will be outlined, one at a time. For some of
them one could write a book, and a number of books on Canadian
developments have already been written about some of these changes. For
each major topic, a few pages will outline the issues, and the implications
for Canadian manufacturing will be.briefly spelled out. For each issue, we
will try to identify whether the environmental factors are positive or negative,
and whether the extent of influence is judged to be large or small. Some
factors are similar to developments in other countries, while others are of
greater importance to Canada. To provide perspective on the following
discussion of the nine individual topics, a summary of the classification is
shown in Table B-1. As a basis of classifying the factors into ‘‘large’’ and
‘‘small,”’ large was any factor that could contribute roughly five percen-
tage points or more to either revenues or costs. The basis of comparison
was the late 1970s and 1980s, compared to the 1950s and 1960s. For a
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number of the factors one could also make comparisons with the current
situation in the United States, and such comparisons are made wherever
possible.

The striking thing about Table B-1 is that six of the nine environmental
factors can be fairly clearly categorized as large negative factors. Exchange
rate changes are the only large positive factor, and that is clearest for com-
panies who are heavily engaged in exporting. Each of these factors will
be considered one at a time, with references to some interrelations between
the various factors as appropriate. At the end of the Appendix, a number
of implications for business decision-making will be outlined.

The discussion will start with factors that are broadly international in
scope, and consider later some of the factors that are either relatively more
important or unique to Canada.

Table B-1

Summary Classification of Environmental Factors,
Canadian Manufacturing, 1980s

Direction Negative Positive

Size
Terms of trade Exchange rates
(natural resources
and energy prices)
Slower economic growth

Large Inflation
Rates of return
Interest rates
Labour — management
relations

Small Business — government Freer trade relations
Freer trade

Sources: See discussion in text. For factors that could be quantified,
*“large’’ was any factor that could contribute five percentage points
or more to either. revenues or costs.
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Terms of trade between raw material and manufactured products

The terms of trade refer to any differences in price change, for example,
those between raw materials and manufactured products. It has sometimes
been alleged by some of the developing countries that the prices of manufac-
tured products (which they import) have tended to increase compared to
the prices of raw materials (which they export). This view had been put
forth by Raoul Prebisch, for example, in a 1950 U.N. study.? The prices
of manufactured products did increase relative to primary product prices
during the latter part of the 1950s, but primary product prices have gone
up much more rapidly than manufactured goods prices since 1970. Kravis
and Lipsey have been engaged in developing new and better export price
indices for manufactured products for the industrialized countries, and have
also experimented with quality adjustments for manufactured goods prices.
These measures show sharp drops in the terms of trade of manufactured
goods prices relative to primary commodities since 1970, and by 1977 these
measures were well below the 1953 level. The authors estimated the decline
in the terms of trade of manufactures relative to primary products from
1953 to 1976 was 45 percent, considerably more than the decline of 28
percent in the more readily available measures of prices based on unit
values.?

This decline in the terms of trade for manufactured products relative to
primary products over the 1970s internationally is bound to have an in-
fluence on the relative position of Canadian manufacturing. This operates
two ways. For one thing, primary products are an important input cost for
manufacturing. Manufacturers experience a cost squeeze when primary pro-
duct prices have gone up more than selling prices of manufactured pro-
ducts from 1971 to date. In addition, the higher price increases for primary
products than manufactured products permit higher wages and profits in
the primary products area to help the shift in resources between sectors
that the shifts in relative prices are signalling as appropriate. A clear ex-
ample is the higher incomes in the natural gas and petroleum sector in Alberta
and the relative shifts in population and labour force between Ontario and
Alberta. Such higher incomes in the natural resource export sector can put
upward pressure on earnings in manufacturing. Some examples of the
relatively greater price increases in the primary sector than the manufac-
turing sector are shown in Table B-2 below. From 1971 to 1983, the average
price increase in four manufactured price indices was 144 percent or 7.7
percent per year. However, for the five primary products, the average price
increase was substantially greater, namely 452 percent higher at the end
of the period or 15.3 percent per year. Furthermore, almost every single
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measure of price increases for primary products had gone up more rapidly
than the most rapidly increasing group of manufactured products prices.
When the prices of energy and other primary products prices (which are
an important area of input costs to manufacturing) have gone up more rapidly
than the prices of manufactured outputs, an important squeeze on profit
margins in manufacturing has to occur. This is reflected in lower rates of
return to the manufacturing sector. This interpretation is consistent with
a recent U.S. study which has emphasized the role of supply shocks from
higher energy prices as a factor in the lower pre-tax profit rate in U.S.
manufacturing. 4

This more rapid increase in the prices of primary products than in the
prices of manufactured products has been world wide, and not unique to
Canadian manufacturing. If anything, the change may have been less pro-
nounced in Canada than in some other countries as the increases in energy
prices to domestic users were less than elsewhere. In Japan, for example,
they moved to world energy prices very quickly, and gave early attention
to energy conservation in both private and public decisions.

It is recognized that some reversals in the price strengths in primary pro-
ducts prices have taken place since 1983, but data are not yet available to
permit a full updating of Table B-2. Crude oil prices by early 1986, for
example, have dropped to about half their earlier levels. However, data
on other primary products available in early 1986 do not suggest any ma-
jor modifications to the general conclusions suggested by Table B-2.
However, the terms of trade (the ratio of export prices to import prices)
have dropped by 1985 from earlier high levels.

Slower increases in output and productivity

There has been a slowdown in economic growth in Canada and the other
major industrialized countries during the 1970s. Some of the major changes
for Canada are illustrated in Table B-3. To some extent the slowdown in
aggregate economic growth reflects the slowdown in the rate of increase
in the population 15 years and over, and this slowdown will become more
pronounced over the balance of the decade. The slowdown in productivity,
however, is a much more important factor in the slower economic growth
in aggregate since 1973. The rate of increase in productivity has been slower
in Canada over this period than in most of the other industrialized countries.?

One factor that stands out as an important factor in the decline in produc-
tivity in North America and internationally is the impairment of efficiency
by inflation. Rational decisions by businessmen about production, invest-
ment, borrowing, cash management, wage settlements, and international
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Table B-2

Primary and Manufactured Products
Selected Price and Cost Measures
Canada, 1971 = 1.00

Manufactured Products 1983
Industry selling price index, non-food 2.97
Labour cost per unit of output, Canadian dollars 1.94
Motor vehicles and parts, U.S. export price index 2.30
Other manufactured goods, ex motor vehicles and

parts, export price index 2.54
Unweighted average above manufactured products
price indices 2.44

Primary Products

Crude oil prices, imported, CIF Montreal 12.36
Crude oil prices, Wellhead, Alberta 10.44
Farm and fish products, export price index 2.95
Lumber, export price index 2.84
Other forest products, export price index 3.19
Metals and minerals,export price index 3.34

Unweighted average above primary products
price indices 5.52

Sources: Department of Finance, Economic Review, April 1984, pp..>
177-178; Bank of Canada Review, October 1984, pp. S143-144;
and Bureau of Labor Statistics News (Washington: U.S.
Department of Labor, May 31, 1984) Table 9.

trade all require the use of information from the price system to make longer-
term decisions. It is easier to detect emerging changes in relative prices
on both input and output prices when the general price level is stable than
when all prices are going up. Furthermore, a high average rate of inflation
normally involves greater variations in individual price changes. Higher
rates of inflation in goods prices eventually end up in higher interest rates
normally. There are also larger differences in the rates of price changes
internationally, and the differential experiences in prices and interest rates
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among countries are reflected in exchange rate changes. Market prices
become less effective in decision-making and in the coordination of economic
activity during inflation, so senior business leaders spend more time trying
to find out what is going on in the economy with increased environmental
uncertainty and thus have less time to manage and coordinate internal
decision-making within their organizations effectively.

Peter Clark has published a recent study on inflation and the productivity
decline in the United States. He finds a close connection between the
deviations in the levels of prices and the levels of productivity from their
longer-term trends and presents some evidence that the causal direction is
from high price level deviations to low productivity level deviations.S A
comparable chart prepared for Canada showed very similar results.

Most projections of economic growth in Canada are based on a slower
economic growth in the medium term than had been experienced in the two
decades preceding 1973. For example, the Economic Council of Canada
projects economic growth from 1983 to 1990 at 2.5 percent per year and
the Department of Finance at 3.4 percent over the same period, and both
of these projections are well below the 5.0 for the 1955 to 1973 period shown
in Table B-3.7 These lower projections primarily reflect the productivity
slowdown that has already taken place and is expected to persist.

Such slower economic growth in the future would have several important
effects on Canadian manufacturing. For one thing, it would affect capital
expansion plans adversely, both in manufacturing and elsewhere. At 5.0
percent per year, capacity would have to double in 14 years to match the
average growth in output. At 2.49 percent per year (the 1984-90 rate of
growth in real GNE estimated by the Economic Council), it would take
28 years before a doubling in output would be required. The effects of this
longer-term slower growth on investment will be further intensified by the
lower rates of capacity utilization and the low rates of return to capital that
emerged in the early 1980s.

This slower economic growth since 1973 and its expected continuation
over the balance of the decade will provide a large negative influence on
the Canadian manufacturing environment.

Differential inflation

Although inflation can have an important influence on debtor-creditor
relationships, on the forms of holding assets, and on wage negotiations,
etc., our interest here is primarily on the effect that differential rates of
inflation between Canada and other countries have had on the competitive
position of Canadian manufacturing.
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Table B-3

Changes in Aggregate Real Output and Productivity
1955-1973 and 1973-1984

1955-  1973-

1973 1984
Real gross domestic product 5.14 2.62
Real GDP per employed person 2.36 0.54
Total manufacturing production 5.60 1.43
Output per hour, manufacturing industries 4.34 1.87
Output per hour, commercial non-agricultural industries (1973-82)

Sources: Department of Finance, Economic Review, April 1984 (Ottawa:
Supply and Services,1984), pp. 126 and 157, and U.S.
Department of Labour, Comparative Real Gross Domestic
Product, 1950-1983 (Washington: Bureau of Labor Statistics,
January 1986) Statistics Canada, Aggregate Productivity Measures
1981 (Ottawa: November 1982), pp. 27 and 32 and U.S.
Department of Labor News, June 10, 1986 (Washington: Office
of Productivity and Technology).

The first point to make is that inflation has been a key development in
the major industrialized countries since the late 1960s or early 1970s. This
period of inflation has been the most widespread by country and pervasive
in terms of the range of goods and services that has been experienced in
peace time in more than a century.

A second important point is that there have been some significant
differences in the experience from one country to another. Most of the
countries in northwest Europe, for example, have had more pronounced
increases in prices and costs than in North America. However, it is
significant that the increases in Canadian costs have been more rapid than
in the United States since 1971, and more rapid than in Japan since 1975.
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(Both of these comparisons are in domestic currencies. The effects of
exchange rate changes are considered later.) Since these are the two most
important countries in Canadian trade in manufactured products, they merit
further consideration.

It is clear from Table B4 below that all three measures of inflation show
larger increases in Canada than in the United States over the 1970s — almost
two percentage points per year over the ten-year period in domestic
currencies. The measures of hourly compensation and unit labour costs are
particularly significant as labour costs amounted to 63 percent of GDP in
manufacturing in 1980. Unit labour costs are a measure of the degree to
which the increase in hourly compensation has exceeded the increase in
output per hour. These are used as convenient measures of domestic inflation
(or monetary phenomenon), rather than attributing the increases to labour
in a causal sense, whether unionized or not. These two measures also exclude
the direct effects of price increases in food and energy over this period,
and the direct effects of international price changes or the depreciation of
the Canadian dollar in the latter part of the 1970s. It is significant that the
United States has been showing clearer signs of a moderation in price and
cost pressures between the middle of 1981 and the end of 1983 than had
been experienced in Canada.

Table B-4

Measures of Domestic Inflation
United States and Canada, Ratios, 1983/1971

Canada  U.S.A. ga;‘aia
Hourly compensation in manufacturing  3.62 2.73 1.33
Unit labour costs in manufacturing 2.74 2.03 1.35
GNP deflator 2.90 2.25 1.29

Sources: U.S. Department of Labor, News, May 31, 1984 (Washington:
Office of Productivity and Technology), Bank of Canada Review,
Oct. 1984, p. S115 and OECD Main Economic Indicators,
Historical Statistics, 1964-1983 (Paris: 1984), p. 50.
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Japan is also an important country to compare with Canada. For one thing,
Japan emerged as Canada’s second largest market during the 1970s (sur-
passing the United Kingdom and each of the European countries individual-
ly), and has achieved a major increase in its share of world trade in manufac-
tured products during the 1970s. In the early 1970s, Japan experienced
significant price increases, but after the Bank of Japan shifted to a monetarist
position about the middle of the 1970s, the increases in costs and prices
have been modest. The differences between Japan and Canada can be seen
in Table B-5 for the period 1975-1982. The increases in costs and prices
have been much more marked in Canada than Japan, It is significant that
the levels of unit labour costs in manufacturing in Japan are lower in 1983
than seven years earlier, made possible by the continued high increases in
output per hour — well above the increases in the other major industrializ-
ed countries. It is also significant that an important part of the increases
in productivity in Japanese manufacturing have been passed along to the
buyers (both in Japan and internationally) rather than largely accruing to
the manufacturing workers as in the other industrialized countries.

Table B-5

Measures of Domestic Inflation
Japan and Canada, Ratios, 1983/1975

Canada Japan Canada

Japan

Hourly compensation in manufacturing ~ 2.32 1.66 1.40
Unit labour cost in manufacturing 1.94 0.91 2.13
GNP deflator 1.99 1.31 1.52

Sources: United States Department of Labor, News, May 31, 1984,
(Washington: Office of Productivity and Technology); Bank of
Canada Review, Oct. 1984, p. S115; OECD Main Economic
Indicators, Historical Statistics, 1964-1983 (Paris: 1984), p. 91.
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This is not the time or place to discuss the reasons for the more rapid
increases in prices and costs in Canada than in the United States and Japan,
or what should have been done to prevent it. Our purpose is the more limited
one of discussing the effects on Canadian manufacturing over this period.
For our purposes, the major effect from this one factor in isolation is to
reduce the range of products in which Canadian producers can be com-
petitive in these foreign markets, and to increase the extent of import com-
petition domestically.

This is an important factor with the increased degree of openness in in-
ternational trade in manufactured products with the reduction in tariff bar-
riers in Canada and elsewhere over the post-war period. These developments
are reflected in the larger current account deficit in the Canadian balance
of payments from 1975 to 1981, the large net trade deficit in manufactured
end products, the depreciation in the value of the Canadian dollar after 1976,
and were a contributing factor in the falling share of Canadian exports in
world trade during the 1970s.

The extent of domestic and world inflation was also a factor in high in-
terest rates and the falling share of depreciation allowances at historic cost
to the costs of replacing comparable capital facilities, and was a contributing
influence in frequent conflicts in labour management relations. All of these
points will be discussed briefly again later in this Appendix.

The effects of this higher rate of domestic inflation in Canada than
elsewhere clearly have to be identified as a large negative influence on
domestic manufacturing, especially when labour costs are such a large part
of both total costs and value added (which excludes the costs of purchased
materials). More rapid increases in costs in Canada than in the two major
markets will lead to an erosion in profit margins in both export industries
and in import competing industries. However, the decline in the value of
the Canadian dollar since 1975 in relation to both the United States and
Japan can partially offset this differential inflation, and some aspects of the
exchange rate change will be examined in the next section.

Exchange rates

During the first half of the 1970s, the Canadian dollar was at a slight
premium in relation to the U.S. dollar in spite of the more rapid increases
in prices and costs in Canada that began in the late 1960s. After 1976 the
Canadian dollar dropped in relation to the U.S. dollar and by early 1986
it had been trading at a discount of about $0.35-$0.40, a lower value than
anything experienced since the 1930s. The Bank of Canada has acted at
times to limit the speed and extent of the decline and has borrowed abroad
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to support the dollar. In addition, the official foreign exchange reserves
in U.S. dollars have declined from about $6 billion in 1972 to under $3.0
billion by October 1986, which is a significant drop relative to the flows
of trade. This would also be a significant drop in official exchange reserves
relative to the large increases in foreign currency assets and liabilities in
Canadian chartered banks.®

This drop in the value of the Canadian dollar has had a contributing in-
fluence to price increases domestically, as almost all internationally traded
commodities go up in price in Canada when the exchange rate drops, even
if no changes were taking place in prices internationally. Such a change
in the exchange rate in isolation would increase the prices of imported pro-
ducts compared to the same products produced domestically and thus ease
the extent of competition from imports. This seemed to have happened,
and may have contributed to an easing of the pressures to increase manufac-
turing productivity in Canada, at least temporarily.

One sub-theme of this study is whether exchange rate changes could
stimulate manufacturing exports and thus domestic employment. When the
Canadian exporter is only a small part of the U.S. supply of that product
(normally a reasonable approximation of the situation), it can be assumed
that exporters would take the U.S. price as a given (at least as an initial
working approximation). A lower value of the Canadian dollar would mean
that the receipts in U.S. dollars from exports would be larger when con-
verted into Canadian dollars. If a significant part of the costs of production
(both for labour and purchased materials) were incurred domestically and
were unaffected by the depreciation of the Canadian dollar, the effects on
corporate profits could be quite dramatic. The relative impact on profits
would be greater if exports were a large share of domestic production, if
costs of imported materials were a small share of domestic costs, and if
profit margins were narrow initially.® Some examples have been encountered
where corporate profits declined with a depreciation of the Canadian dollar.
This occurred when costs of imported materials were a very high propor-
tion of costs, and domestic value-added was very low, and this situation
can be fairly typical for secondary manufacturing.

One might expect that the increased profitability from exporting rather
than selling the comparable items domestically would have led to major
new company initiatives to expand capacity and increase their share of the
U.S. market, at least in adjacent states. Some of this has happened. However,
when the interviews were being conducted in 1982, most companies, both
subsidiaries and Canadian-owned, were tending to regard the current
depreciation of the Canadian dollar as a temporary and short-term situa-
tion which they welcomed, but they considerd it risky to base a longer-
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term strategy of expansion into the U.S. market on.the basis of anything
close to the exchange rate then prevailing. In fact, exchange rates have mov-
ed even farther away from parity since 1982, which was not what their plan-
ning was based on at that time.

On the basis of the work for this study, the current discount in the value
of the Canadian dollar is a large positive factor on potential exports of
manufactured products, but only if exports are a large share of domestic
output.

As a matter of fact, it is the only large positive factor in the environment
for Canadian manufactured exports, current and potential, that has turned
up in this research.

Corporate rates of return in manufacturing

The period of inflation has affected the levels of reported profits in manufac-
turing, if one assumes that the long-term goal of the firm is to maintain
the real value of capital intact in the company as an ongoing entity. For
example, depreciation allowances are reported for tax purposes at historic
costs, and most companies continue to report on that basis to the public
and their shareholders. However, the increasing costs of construction and
machinery and equipment with inflation mean that those depreciation
allowances would only partially cover the replacement cost of those assets.
By the early 1980s, depreciation allowances at historic costs for manufac-
turing only amounted to about 60 percent of the costs of replacing those
assets at current prices.

However, corporate profits taxes would have been paid on reported pro-
fits, appreciably reducing corporate cash flow after dividends had been paid.
These changes were becoming increasingly apparent after the mid-1970s,
but the drops in corporate profits in 1981 and 1982 have made the problem
even more acute, and even alarming. A slowing in the rate of inflation does
not solve this problem, as it will persist until all capital purchased at lower
prices is fully written off.

In light of the importance of this development, one article written for
the business community and a more technical paper have been published. 1
See Table 4-1 in the text for this data.

That report shows reported profits for total manufacturing and adjustments
which would put both inventories and depreciation allowances at current
prices, using the GNP implicit price index. This approach uses the General
Price Level Adjustment Model. To permit an assessment of the total rate
of return to capital (on both debt and equity), that paper shows corporate
profits (adjusted) after taxes, plus interest paid. In estimating total assets,
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inventories, construction, and machinery (all ‘‘real’’ assets) are valued at
current prices, while financial assets do not require such adjustments.

A number of important implications emerge from those adjustments that
are relevant for decisions by management and investors. For one thing,
the rate of return (on equity and debt) drops significantly during the later
1970s, and the extent of the drops are even greater based on incomplete
extrapolations to 1981 and 1982. By the last half of the 1970s, the rates
of return in Canada are lower than similarly adjusted rates of return in the
United States, and *‘effective’’ corporate tax rates in Canada are higher
than in the United States.

Furthermore, with the lower rates of adjusted return on capital occur-
ring with new all time highs in interest costs on new corporate long-term
debt, it is clear that a growing proportion of manufacturing companies would
not be able to do as well in investing in ‘‘real’’ corporate assets in an ongo-
ing organization as they would in investing in financial assets in medium
and long-term maturities, of either governments or corporations. (This would
be so after allowing for the tax implications from the manufacturing firms’
point of view.) Internal funds (depreciation allowances and corporate un-
distributed profits) have declined in relation to business investment since
the 1950s, but the sharp drops in internal cash flows during the 1980s sug-
gest that further investments in capital assets would have to be entirely
financed by long-term debt issues or by bank borrowings. After payments
of dividends and corporate profits taxes, these results suggest that the re-
maining internal flow of funds would not be adequate to maintain the real
assets of that sector intact.

The continuing use of historical cost accounting procedures during a period
of inflation will widen the gulf between reported and inflation adjusted profit,
the extent of the gap depending on the duration of the inflationary time period
and the rate of inflation. If the inflation adjusted corporate cash flow (i.e.
retained earnings plus replacement cost depreciation) is stated in constant
1979 dollars, it is estimated to be less than one-half of its peak level in
1974 and down to the level of the late 1960s in 1981 and 1982. This is
a drastic decline in real terms in light of the large increase in the real stock
of capital in manufacturing over that period. The 1981-82 rates of return
were depressed by the business cycle recession, and some recovery had
taken place by early 1986.

The implications of these preliminary calculations are disturbing, but the
results seem to be in line with those made by others and the discussions
at a conference held in 1981 by the Economic Council of Canada.!! These
conclusions need not correspond with the experience of all manufacturing
companies, of course, but they seem likely to correspond with the experience
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of many manufacturing firms. The adverse effects of inflation on profits
are greater in manufacturing, where physical assets (plant, equipment and
inventories) are a high proportion of total assets and the ratio of debt to

- equity are lower than in some other industries.

The low corporate rates of return in Canadian manufacturing have been
classed as a large negative factor especially when returns are lower in Canada
than in the U.S. and in light of the extent of the declines in 1981 and 1982.
The subsequent increases leave rates of return still well below earlier levels.

Higher interest rates

It has been widely recognized that periods of high rates of price increases
are normally reflected in higher interest rates.!? It may take some years
of experience of appreciable price increases before interest rates begin to
reflect these forces, and governmental policies or special institutional ar-
rangements may moderate or delay the period of interest rate increases.
Complete convertability of international currency and capital transactions
and large private balances of foreign currencies in domestic commercial
banks in most industrialized countries has contributed to an increased degree
of coordination and integration of international capital markets. This has
reduced the possibility of persisting interest rate differentials between coun-
tries, although some countries have deviated from the general tendency for
higher interest rates.

During the earlier post-war years, a significant amount of the investment
programme in Canadian manufacturing could be financed by internal funds
(undistributed corporate profits and depreciation reserves). During this
period, interest costs Were just a fraction of one percent of total costs (in-
cluding purchased material) for both manufacturing and the non-financial
corporate sector. By the last half of the 1970s, a growing share of new in-
vestment in manufacturing was being financed by external funds. In addi-
tion, bond yield averages on corporate long-term bonds had gone up from
about 10 percent in 1978 to a range of 16 to 19 percent in late 1981 and
early 1982, but had declined again by 1986. Much of the corporate long-
term debt outstanding had been incurred at earlier and lower rates. By the
early 1980s, higher interest rates and more external debt issues had been
reflected in interest costs moving up to about 1.9 percent of sales. This
ratio is likely to increase further in the 1980s, but interest rates are not
a large direct cost factor in manufacturing. For example, for total manufac-
turing in 1980, salaries and wages were nine times interest costs, and materi-
al costs were about thirty times interest costs. Interest costs were only $3.9
billion or 2.1 percent of total expenses of $187.3 billion in manufacturing.!3
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The influence of interest rates on business investment and economic
growth is sometimes over-exaggerated. For example, the Department of
Finance study A New Direction for Canada has eighteen references to high
nominal and real rates of interest in relation to their potential role as an
obstacle to growth.!4

Although there were several incidental references to competitiveness, there
was no serious discussion of price competitiveness in manufacturing and
the tendency for real wages in manufacturing to get out of line with real
productivity levels in manufacturing in an international perspective. When
salaries and wages payments are almost ten times the size of interest
payments in manufacturing, the emphasis on interest rates and the absence
of discussion of wage cost and international productivity comparisons is
a serious imbalance. Such an overemphasis on interest rates tends to divert
attention to the United States federal deficit and its effect on interest rates
both in the United States-and Canada, and away from the domestic wage
and unit cost levels that are primarily a result of domestic economic policy
and corporate responses within. Canada.

Interest rates are a much more important influence on expenditures on
housing investment and purchases of consumer durables and can thus have
an important indirect effect on sales and output in manufacturing, even
though the direct effects on costs are normally small.

It is important to recognize the factors that contribute to the high degree
of responsiveness in the housing sector. For individual home buyers, a house
and its financing are a major factor in the balance sheet of most families,
and the interest and mortgage amortization costs are an important expense
in family financing. Owner’s equity has provided only a small proportion
of the funds for new housing over the post-war period and the proportion
of owner’s equity had fallen from over 20 percent of the source of funds
in the 1960s to just over 10 percent in 1981.15 The lending institutions and
CMHC provide a major source for new residential construction. This heavy
reliance on mortgage debt is reflected in large mortgage amortization
payments in relation to family income, although there is considerable diver-
sity depending on the age of the household head and the asset position of
the family (see Table B-6.) For example, older couples with a large ex-
isting equity in housing are in a radically different financial position than
a young couple considering buying a home for the first time. If a family
has undertaken a mortgage with a heavy debt servicing charge in relation
to income, it can be in an acute financial position if the mortgage comes
up for renewal in a period in which mortgage rates have gone up appreciably.
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Table B-6

Ratio of Gross Debt Service to Income
New Housing Loans Approved under the National Housing Act,

1981
Percentages
0.0 - 15.0 9.8
15.1 - 18.0 8.9
18.1 — 20.0 9.9
20.1 - 23.0 19.1
23.1 - 27.0 25.1
27.1 - 30.0 15.2
30.1 + 12.0

100.0

Source: Canada Mortgage and Housing Corporation, Canadian Housing
Statistics (Ottawa: March 1982), p. 75.

The construction of apartments and multiple units for rent can also be
significantly affected by changing mortgage interest rates. Interest costs and
amortization can be an important element in costs, normally far more than
in the manufacturing and the commodity-producing industries. In a period
of rising interest rates, new apartment construction falls sharply. This is
intensified in Ontario when a form of rent control limits the extent to which
rising costs can be passed along to the potential tenants. This can occur
in spite of strong demand and low vacancy rates occurring at the same time.

Consumer credit charges can also be important for sales of new passenger
cars, both through new car dealers, chartered banks, and sales finance and
consumer loan companies. During the late 1970s, passenger car paper pur-
chased alone was about 17 percent of new car sales, down from a decade
ago. The use of credit is an important factor in sales, bearing in mind the
extent of trade-ins of used cars. The effects of interest rate changes on some
of the key expenditure areas in the national accounts can be seen in Table
B-7. This shows the expenditure levels for the three main areas of final
expenditures, namely business capital expenditures, residential construc-
tion, and consumer durables. The earlier Canadian estimates of interest
elasticities are shown (the percentage change in expenditures for a given
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one percentage point change in interest rates).!¢ The effects of a change
in interest rates of 10 percent are shown. (For an initial interest rate of 20
percent, for example, this would imply an alternative rate of 22 percent.)
An aggregate effect on expenditures is also shown. An interesting point
is that the absolute size of the effects on housing is almost six times as large
as on business capital expenditures, even though housing investment ex-
penditures were less than one-third the size of business capital expenditures
that year. Similarly, the effects of higher interest rates on consumer durable
spending was about twice the size of the effect on business capital spending
even though it was initially only half the size. In total for these three expend-
itures areas the aggregate elasticity of interest rates was about 0.5. This
would have been quite a bit less in total in 1981 than it would have been
in 1976. Housing, which is highly interest rate sensitive, had dropped about
one-fourth in constant prices over that period, while business capital spend-
ing had gone up more than one-third in constant prices over that same five-
year period.

It may be useful to recapitulate some of the environmental considera-
tions with respect to the rate of return on capital invested in Canadian
manufacturing that have been raised in earlier parts of this Appendix and
this discussion of interest rates. The corporate rate of return on assets in
manufacturing (using the GPL model on both income flows and balance
sheet items to revalue at current prices) shows a sharp drop between the
late 1960s and the late 1970s, which has been intensified in 1981 and 1982.
At the same time, nominal interest rates on corporate bonds had moved
to new highs, reflecting high interest rates generally, partly reflecting the
persistence of inflation. The levels of internal funds within corporate
manufacturing had dropped to half the levels of the mid-1970s in constant
dollars, while the stock of capital in manufacturing has increased. Between
1970 and 1981 business investment in non-residential construction and plant
and equipment roughly doubled, the stock of capital in manufacturing in-
creased by 50 percent, while real GNE went up only one-third in real terms.
Anything close to the 1981 level of real business capital spending could
only be maintained by dramatic increases in borrowing from the capital
market and financial institutions. Even if the shorter-term under-utilization
of capacity utilization recovers somewhat in the latter part of the 1980s,
financial institutions are unlikely to be willing lenders when corporate rates
of return are at new lows and below the costs of new long-term borrowing.
In light of the slower increase in growth that has already taken place since
1973 compared to the previous quarter century, investment will shift from
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Table B-7

Impacts of Interest Rate Changes,
Based on 1981 Expenditure Levels
(Billions of Dollars)

Effects
1981 Interest 10%
Levels Elasticitiecs = Change in
Interest Rates

Expenditures

Business capital expenditures on
non-residential construction

and equipment $55.1 -0.1 -0.55
Residential $16.1 2.0 -3.22
Personal expenditure on

durables $22.4 -0.4 -1.06

$97.6 -4.83

Source: Elasticities are developed from data and studies in D.J. Daly, ““The
Impact of Monetary Policy: A Synthesis”” in Conference on
Stabilization Policies (Ottawa: The Queen’s Printer, 1966), pp.
1- 51, updated with expenditures from Bank of Canada Review,
May 1982, pp. s116-117.

the significant expansions in capacity of the past towards a primary em-
phasis on modernization and cost reduction, product1v1ty-1ncreas1ng invest-
ment on a much more selective basis.

The extent of this shift has been greater since 1981 in Canada than in
the United States, as illustrated in Chapter 1. These changes reflect a signifi-
cant decline in the attractiveness of investing in plant and equipment in
manufacturing, and a dramatic increase in the attractiveness of investing
in financial assets, such as bonds.
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Labour-management relations

The whole topic of labour-management relations is quite critical for a number
of reasons. For one thing, labour costs amounted to about 63 percent of
GDP in manufacturing, and this is inevitably reflected in the distribution
of costs at the level of the individual firm (once purchases of materials are -
excluded). Levels of basic pay and fringe benefits are important topics for
the employees, and rising prices and incomes elsewhere have made them
all very much aware of these issues. The effectiveness with which people
are used in organizations is also important, as reflected in levels of output
per man hour. It has been widely recognized that the levels of output per
man hour in Canadian manufacturing have been about 25 percent below
the United States during most of the 1970s. It is less Wwell known that the
larger plants in Japan and a number of countries in Europe (France, Ger-
many and Sweden, for example) also began to exceed Canadian produc-
tivity levels during the 1970s for the first time.

One measure of the low level of labour-management relations is the time
lost through strikes. In several years over the last decade this measure was
higher in Canada than almost any industrialized country — exceeded only
by Italy on several occasions. For most countries, the number of working
days lost through industrial disputes is well below one percent of man hours
worked per year.!” However, a further important effect occurs when fric-
tions in labour-management relations can have a much bigger impact on
productivity while employees are actually at work than the direct and in-
direct effects on output while they are on strike.

During the 1970s, union membership in Canadian manufacturing increased
and in recent years the proportion in Canada exceeded the comparable data
for the United States, as discussed in Chapter 3. Chapter 3 pointed out that
by 1983 output per hour in Canadian manufacturing was lower than in the
United States, Japan and some of the countries in North West Europe, while
unit labour costs were higher than in most of the major industrialized coun-
tries that Canada competes with. Real compensation per hour in manufac-
turing (total compensation per hour divided by the consumer price index)
has continued to increase more rapidly in Canada relative to the United
States since 1973, without a comparable narrowing in real output per hour.
Japan on the other hand has achieved a significant catch up to the United
States in terms of output per hour, without comparable increases in real
wages. An important part of their productivity increase has been passed
along to the buyers of manufactured products internationally, which has
further strengthened their competitive position. A full description of the
data sources is provided in Appendix A to this study.
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Some empirical work has been published on the relationships between
real wages, and unemployment over the business cycle, with some com-
parisons between countries. Thus far the studies have tended to conclude
that the wage responses in Japan and the United States have tended to be
greater, while the responses in the United Kingdom and Italy have been
smaller. Canada has tended to be covered less frequently in the studies than
the larger industrialized countries, but several have concluded that the
response in Canada is less pronounced than in the United States and Japan. 8
One Canadian study indicates that the proportion of two and three year con-
tracts has become more common in Canada than in the United States in
recent years and that the extent of unionization has increased in Canada
while it has declined in the United States.!® However, these studies have
emphasized the topic of real wage rigidity in relation to business cycles
and unemployment for the economy as a whole, while this study has em-
phasized the possibility of a real wage disequilibrium in relation to interna-
tional competition in manufactured products and its relationship to
unemployment.

What are some of the factors that have contributed to this more rapid
increase in wage rates and total compensation than in output per hour? One
key factor is excessively expansionary monetary and fiscal policy over many
years. Canada has had large increases in federal government expenditures
on goods and services, transfer payments to persons and provinces and
municipalities, and interest on the public debt during the 1970s. The
monetary aggregates (especially M2 — the more comprehensive measure)
went up more rapidly in Canada than in the United States. In addition, the
significant increase in unionization in the public service (initiated when
Lester B. Pearson was Prime Minister) and several large public sector wage
increases made important precedent setting settlements. Increases in relative
wages in the primary industries (encouraged by the improvement in the terms
of trade of primary products and manufactured products shown in Table
B-2 in this Appendix), construction and transportation industries also put
upward pressure on manufacturing wages.?!

If high real wages are important in low profits and high unemployment,
an appropriate solution that would reduce hardship for individuals would
include a combination of increases in productivity and passing along to the
buyers an important part of the productivity gains in manufacturing. This
would put the whole area of labour-management relations front and centre
in a resolution of Canada’s unemployment problems. There has not been
much serious research or public discussion on this range of issues. For an
open economy with high money and real wages and high costs, discussion
of these issues is overdue.
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This increase in union membership and a high degree of friction in labour-
management relations is classed as a negative factor in the environment
of business in Canadian manufacturing. For one thing, frictions in labour-
management relations can lead to increased time lost due to industrial
disputes, but even more importantly to lowered levels of productivity while
workers are being paid and at work. Secondly, the effect of union negotia-
tions on wage settlements can contribute to increases in wage demands even
when demand for output of that firm can be low and corporate profits are
falling, reflecting the tendency for wage rate changes to lag at turning
points.2! This has sometimes been used to illustrate cost push inflation.
However, such cost push inflation normally only occurs after an earlier
period of demand pull inflation, but these tendencies can intensify a squeeze
on corporate profits during a period of monetary restraint and declining
corporate profits. Such a period can become even more acute for a sector
like Canadian manufacturing when international competition from pro-
ducers in other countries can be significant if their unit labour costs are
below the levels in Canada, as they have been in the mid-1980s.

In the light of these various considerations, it was decided to treat labour-
management relations as a large negative influence on Canadian manu-
facturing.

Freer Canada-U.S. trade

A significant reduction in tariff barriers in relation to the two-way flow
of trade in manufactured products between Canada and the United States
has taken place since 1935, and further reductions are being implemented
under the Tokyo Round during the 1980s. Some of these reductions have
taken place as part of the successive multilateral tariff reductions under the.
GATT, but the effects of the Canada-U.S. automotive agreement have also
been important for cars and parts as new equipment. By 1988, almost one-
half of Canadian imports of manufactured products from the U.S. will be
duty-free and the average Canadian tariff on dutiable items will have fallen
to about 8.5 percent. Eighty percent of current Canadian exports to the
United States of products will be on a duty-free basis and over 90 percent
will have duties of 5 percent or less. The average tariffs on manufactured
products will be in the area of 4 percent, although some products will con-
tinue to enter at much higher rates. Similar large reductions will have taken
place in Japan and the enlarged European Economic Community. Canada’s
average tariff rates on finished manufacturers are 1.5 times the rates in the
EEC and Canadian tariffs for all imported goods are nearly 1.7 times those
prevailing in the United States. However, it should be remembered that
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effective tariff rates are normally higher than these nominal rates when the
tariff rates on imported primary products and components have lower rates
than on finished products. Effective tariff rates relate to the rates on the
value-added portion of domestic costs. =

There have been some new shifts in emphasis towards contingency pro-
tection in the United States. Examples of these are the U.S. countervailing
duty system, continuing questions on customs valuation, and government
procurement.?2 On the Canadian side, non-tariff barriers exist in the clothing
and textile area in relation to developing countries, and most governments
provide incentives for local suppliers on government purchases. There have
also been pressures on the Japanese government to limit exports of cars
and trucks to Canada. Continued discussions and negotiations are taking
place under GATT on some of these issues, such as government
procurement.

There has been an increased resort to non-tariff barriers on imports of
manufactured products. For example, there had been an increase in the pro-
portion of U.S. imports of manufactured products subject to restrictions
from 20 percent in 1980 to 35 percent in 1983. The comparable proportion
was 28 percent for the European Common Market.2* However, an impor-
tant part of those U.S. non-tariff import restrictions were directed against
imports from Japan and labour intensive products from the newly in-
dustrialized and developing countries, and Canadian exports have not thus
far been affected to any significant degree. Certainly the Canadian manufac-
turers interviewed in 1982 put much greater emphasis on problems of cost
competitiveness domestically than non-tariff barriers elsewhere as the key
factor limiting manufactured exports.

The effects of these further reductions in tariff barriers will have both
positive and negative influences on Canadian manufacturing. On the positive
side, the tariff reductions will further extend the range of products in which
Canadian manufacturers can export profitably to the U.S. market, especially
with a value of the Canadian dollar anywhere close to that prevailing in
the early 1980s. On the negative side, the tariff reductions being implemented
by Canada in relation to the U.S., the EEC, Japan and the developing coun-
tries could increase the degree of import competition for domestic producers
who have not yet worked themselves out of the high cost — low produc-
tivity position that had developed during the more protectionist period both
in Canada and elsewhere. However, the magnitude of the changes in tariff
rates that will be implemented during the 1980s will be small compared
to the magnitude of the depreciation of the Canadian dollar that has taken
place from 1976 to date, and the companies will have had a number of years
to make any necessary adjustments. The exchange rate change has increas-
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ed the prices of imports in Canadian dollars since 1976 by much more than
the effects of tariff reductions over the balance of the decade. The tariff
reductions are thus classified as having a small effect on the environment
for manufacturing, with both positive and negative influences.

Government-business relations

A recent study of business-government relations concluded that a signifi-
cant decline in mutual trust and confidence had occurred from the early
post-World War II period to the end of the 1970s. In the summer of 1980,
almost half the chief executive officers of Canada’s largest corporations
believed that the climate for doing business in Canada would deteriorate
further in the first half of the 1980s.

There were a number of basic reasons for the increased conflict between
business and government. First, many businessmen felt this was a result
of a fundamental lack of understanding and sympathy for the business en-
terprise system by senior government officials. Second, was the feeling that
the businessmen were putting forth a vested interest position in representa-
tions to government and their views were frequently dismissed as lacking
credibility. Third, many chief executive officers recognized that they did
not have sufficient understanding of the political process and the nature of
compromises involved in the decision-making processes in governments.
Fourthly, many felt that business does not have a ‘sufficient understanding
of where power actually exists, or the degree to which it has shifted in re-
cent decades. Finally, many businessmen feel that the government has
become less effective in decision-making, a problem intensified by the
growth of government activities and the increased number of persons in-
volved in the government.?*

Some earlier government measures provide some examples of a lack of
sensitivity and concern for business. Some of the budget changes proposed
in the November 1981 budget illustrate this. On the international side, the
Foreign Investment Review Act and the National Energy Policy have
discouraged some new investment, and foreign investment has begun to
look less attractive with the weakening in the North American economy
that was apparent in the middle of 1982. Such examples do not provide
a strong basis to class it as anything but a small negative factor. There were
frequent comments that classed the previous Liberal government in 1981
and 1982 as the most nationalistic and most interventionist in history. It
will be interesting to see how the new federal government responds to the
evidence of a sharp decline in the real rate of return in Canadian manufac-
turing and a sharp drop in the internal flow of corporate funds in constant
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dollars. Corporation profits have experienced sharp declines in the rates
of return since the early 1970s, and some but not all of these changes have
reflected the use of historic cost accounting during a protracted period of
inflation. Corporation taxes and business investment incentives in the 1980s
may provide a clearer basis of the federal government’s policies to business.

The new Progressive Conservative government under the Honourable
Brian Mulroney has been committed to a significant increase in dialogue
with business, labour, provincial governments and the public before mak-
ing new decisions. The Department of Finance A New Direction for Canada
suggests a willingness to reexamine many aspects of economic policy and
government expenditures to achieve increased economic growth and reduced
budget deficits simultaneously.

It was eventually decided to class business-government relations as a
negative influence, but probably small even though there is no clear basis
for quantification.

Summary

Earlier pages have identified nine factors in the environment affecting Cana-
dian manufacturing. On the basis of the rough division between negative
and positive factors and between large and small influences, this classifica-
tion ends up with six of the nine factors being classed as large negative
factors, as pointed out at the beginning. The factors classed as large negatives
would include: terms of trade (prices of natural resources and energy-
important input costs to the manufacturing sector); slower economic growth
(both in Canada and in major industrial markets but slower growth in
Canada); inflation (i.e. more rapid increases in costs than main competitors);
low rates of return after taxes in Canadian manufacturing; high interest rates;
and labour-management relations. The only large positive influence has been
the decline in the value of the Canadian dollar, but the extent of the ex-
change rate decline has partly been a reflection of the number and strength
of the large negative influences in the environment already discussed. The
reductions in tariff and non-tariff barriers in Canada and elsewhere that
are being implemented during the 1980s have some conflicting influences.
On the one hand, the reductions will make it easier for Canadian manufac-
turers to sell abroad, especially if costs can be brought into line with costs
elsewhere. On the other hand, the reductions will make it easier for pro-
ducers elsewhere to sell manufactured products in Canada. In any case,
the extent of the changes being introduced would be small compared to the
extent of the change in the Canadian exchange rate since 1975. Further-
more, the reductions will be phased in over a number of years, so there
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is ample time to make the adjustment, providing managements are willing
to make needed changes and such changes are incorporated into planning
ahead of time. Freer trade is thus classed as both a small negative and a
small positive factor. Business-government relations is classed as a negative
factor. It is not possible to quantify it as large or small, and the qualitative
factors and informal advice have been conflicting.

A number of these changes are not unique to Canadian manufacturing,
but reflect a common international tendency. For example, it is likely that
the greater increases in raw material costs than in the selling prices of
manufactured products have taken place to a greater or lesser degree in
all the industrialized countries. For some of the developments one can make
comparisons of the Canadian experience with other countries, and some
of these comparisons have been referred to in the appropriate earlier sec-
tions of this Appendix. For example, the increases in unit labour costs in
Canadian manufacturing (a key one for international competitiveness) were
greater than in the United States and Japan. For Japan, the levels of unit
labour costs in domestic currency were actually lower in 1985 than in 1975,
a dramatic contrast. In addition, the productivity increases since 1973 have
been smaller in Canada for both manufacturing and GNP than any of the
other OECD countries. If changes in unit labour costs are measured in U.S.
dollars the story is somewhat different, as the greater increases in unit costs
would be partly offset by the decline in the value of the Canadian dollar
since 1975. The positive effects of that exchange rate change are much
greater for the active exporting companies, such as in the natural resource
products. In the case of manufacturing, however, the decline in the value
of the Canadian dollar would be reflected in higher prices of materials, both
imported and locally supplied, and these higher costs would put further
pressure on profit margins for domestic manufacturing firms. The net ef-
fect of higher wage and material costs and slower increases in productivity
have all combined to lead to a drastic decline in corporate profits in manufac-
turing, that has been more severe in Canada than in the United States and
Japan.

The assessment of the environmental factors in Canada affecting manufac-
turing largely confirm the concerns raised by many business executives in
the earlier company interviews. If a majority of these factors continue to
be persistently negative, an important proportion of the smaller successful
Canadian companies would shift to direct investment elsewhere rather than
producing and exporting entirely from a Canadian base. But if the environ-
ment looks that unattractive to companies with Canadian roots and
background, it is also likely to appear less attractive for companies in other
countries to make significant direct investments in Canada. These concerns
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were only associated with tariff reductions in a minor way, and other fac-
tors were much more important as sources of concern. We have emphasiz-
ed the longer-term areas of concern, which would persist through the 1980s.
It is significant that the data from the balance of payments and international
investment indicate a dramatic drop in the share of direct investment in
Canada and an increase in direct investment by Canadian companies in
manufacturing abroad.

This summary has a number of important implications for Canadian
manufacturing management. For example, there are a number of impor-
tant influences in the environment, some of which are operating in conflict-
ing directions. It would be very difficult for an operating manager whose
training and experience has been on the internal operations of the firm to
diagnose the signals through the market of these environmental forces. It
illustrates the theme of environmental uncertainty for the firm very well.

When so many environmental factors have become large negative in-
fluences about the same time during the 1970s, it seems likely that manufac-
turing firms will have to reassess previous strategies that worked successfully
in a more positive environment, but may not work as effectively in the more
negative environment of the 1980s. One route could lead to increased pro-
fitability and growth, another to retrenchment, reduced profitability and
perhaps closures and bankruptcy. Significant changes may have to be made.

However, it may be more difficult to make the necessary changes than
in an earlier more positive environment. It was relatively easy to make ad-
justments when demand was pressing against capacity in many industries,
and corporate profits were buoyant. Now, however, there is an environ-
ment of slower growth, lower operating rates in relation to capacity, and
corporate returns on assets have fallen to the lowest levels in decades. The
environmental factors have made changes in Canadian manufacturing both
more necessary and more difficult at the same time.

Many of the environmental symptoms outlined here for Canadian
manufacturing are present to some degree in many other countries in the
industrialized world. One of the dangers in this situation is that these forces
will increase the degree of pressures in individual countries to move in a
more protectionist direction in relation to tariff and non-tariff barriers and
the relatively free flow of capital with complete currency convertability
internationally.

The freeing up of trade barriers and capital flows has been an important
part of the dramatic increases in living standards, productivity and interna-
tional trade over the last three decades. A greater degree of economic in-
terdependence in both trade and capital markets has taken place through
this process. The gains have been relatively greater in the smaller coun-
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tries, as the freeing up of trading barriers has permitted them to take ad-
vantage of the economies of scale only possible in large markets. A move
back towards increased protection in response to the pressures in that direc-
tion would entail greater costs and threats to small economies than large
ones.?3

These developments in manufacturing are longer-term in nature and a
number of environmental changes have intensified the need for adjustment.
They are already having an impact on shorter-term more aggregative
developments, but the aggregative changes are symptomatic of the problems
at the level of the industry and firm. Aggregative policy changes may not
be sufficient to resolve these longer-term and more deep seated problems,
and their use could defer or prevent changes that would be more appropriate.
These public policy issues have been explored in Chapter 5.
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stitution, 1984), pp. 120-121.

See James Gillies, Where Business Fails (Montreal: Institute for Research on
Public Policy, 1981), esp. pp. 29-33. Similar concerns were expressed in a
number of articles in Business Quarterly. See Isaiah A. Litvak, ‘“The Ottawa
Syndrome: Improving Business/Government Relations,’” Business Quarterly,
44 (Summer 1979), pp. 22-29; Donald H. Thain and Mark Baetz, ‘‘Increasing
Trouble Ahead for Business-Government Relations in Canada?’’ Business
Quarterly, 44 (Summer 1979), pp. 56-65; Donald H. Thain, ‘‘The Mistakes
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of Business in Dealing with Politics and Government,”’ Business Quarterly
(Autumn 1979), pp. 46-54; Donald H.Thain, ‘‘Canada’s Management Crisis,”’
Business Quarterly (Winter 1981), pp. 61-75; and J. Patrick Boyer, ‘“The Cor-
poration in Politics,”’ Business Quarterly (Winter 1981), pp. 77-86. See also
two articles from an address by W-.A. MacDonald in The Globe and Mail, Tues-
day, April 20 and Wednesday April 21, 1982, onp. 7 in each issue. The Business
Council on National Issues also issued a statement of concern about relations
with government in April 1982.

See D.J. Daly, ““The Exporting Environment,’’ in Christopher C. Beckman,
ed., Developing New Export Markets (Ottawa: The Conference Board in Canada,
Dec.1981), pp. 1-14 and other parts of that study; and D.J. Daly, Canada in
an Uncertain World Economic Environment.
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