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Executive Summary
Forecast Highlights

s GROWTH. Real GDP grawth will accelerite in
1597, as loosc monetary conditions inspirc private-
sector activity. Fiscal drag and an anticipated slow-
down in the U.S. economy will lemper Canada's
near-term outlook. DRI's 25-year forccast for the
Canadian economy is complctcly consistent with our
short-lerm forccast through 2001, We assurpe that
the econamy will subsequently make a natural tran-
sition to full employment and then evolve smoothly
along the full-employment growth path.

n INFLATION. The Bank of Canada hus been suc-
cessful in bringing about a stable price environment
for consumers. A positive output gap of about
3.0-3.5% and a significant amount of cyclical unem-
ployment will help the Bank continue to temper in-
flationary expectations and maintain a ‘core’
inflation rate in the 1-3% range beyond its currently
1argeted end-date of 1998.

® EXCHANGE RATE. The Canadian dollar has re-
mained undervalued during 1996; political instability
caused by uncertainty surrounding Quebec’s place in
the country has played some role. The Bank of
Canada's desire 1o provide the economy with stimu-
lative monetary conditions has prevented 8 more
significant appreciation in the dollar despite a
strong set of underlying cconomic fundamentals.
Over the long torm, the Canadian dollar will be (or-
tified by low intlation in Canada, which will cause
relative prices to fall vis-3-vis the United States,

u INTERNATIONAL TRADE. The currvnt account
balance rose into swplus during the second quarter
of 1996, because 2 low inlerest rate environmeat
and tough government budgets have reduced the
amount of investment income paid 10 nonresidents.
Canada's international indebtedness will decline
inro the future, as the persistent curreat account
deficits of the past are replaced by persistent sur-
pluses. In the longer term, an improvement in Can.
ada’s terms of trade will underpin the gencral
improvemen:t.
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Overview

In the short run, derand.side factors are paramount in
explaining eyclical fluctuations in macroecononuc data;,
in the long run, however, an economy’s ability to expand
aggregate supply determines its potential growth. Gains
in potential output result mainly from labour-force and
capital-stock growth, as well as by improvements in total
factor productivity. We believe that the recently in-
treased pace of industrial restructuring will significantly
enhance growth in productivity and living standards into
the (uture. Canada's economy will average 3% gains
per year for the 1996-2000 period. A slowdown in la-
bour-force growth over the subsequent 20 years, though,
will trim average growth rates to 2.1%.

The federal government budgcet will move into rough
balance before the turn of the century, and then contin-
ue w improve. The surplus will peak during 2011-13 at
approximately $30 billion. Therealter. it will decline as
the propertion of the population over the age of 65 ex-
pands rapidly, accelerating the growth of government
transfers 1a the clderly. Long-term interest rates will be
the chief beneficiary of declining government irclebred-
ness. The 10-year-and-over government bond yield will
average just 6.8% between 2000 and 2020, compared
with 8.3% during the 1990s. A stabler interest rate en-
vironment with lower long-term nominal and real rates
will encourage business investment. Spending on ma-
chinery and equipment will increasingly contributc to
GDP growth over the torecast interval.

The information technology revolution has accclerated
the rate of industrial restructuring in Canada. 'This has
caused a significant amount of labour-market disioca-
tion in the short term, but the same restructuring will
ultimately lead 10 greater overall cconomic efficiency.
Stranger growth in toial factor productivity will be the
chicf beneficiary of the efficiency gains; we anticipaie
that olal factor productivity will average 0.7% annual
gains over the 2S-year forceast period, compared with
average increases of only 0.4% since 1980.

Long-Range Focus, FalFWinter 1986-87 1
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Forecast Implications

All expenditure sectors of the economy will contribule
o GDP growth over the next 25 years, although the
composition of aggregate expenditures will change quite
dramatically. primarily due to the population’s changing
age structure. Houschold expenditures will perhaps
experience the most significant shift over the pext 25
years. Consumption will grow at a slower rate
compared with the past 30 ycars, as an aging population
causes a larger proportion of personal disposablc in-
come Lo be saved. The declining importance of house-
hold expenditures will be offset by higher business
investment, since rapid changes in technology will boost
the impartance of replacement investment ay capital
stock depreciation accelerates.

We assume that the movement toward [reer trade and
improvernents in Canada’s terms ol trade (the price of
expuorts relative to the price of imports) will contributc
greatly to improvements in the merchandise trade and
current ascount balances aver the forecast period, Ex-
ports are expected 10 expand an average 5.3% per year
until 2020; imports will graw at a similar rate. The ex-
panding merchandise trade surplus will have the largest
immediate impact on the current account. Improve-
ments in government budgerary balances wiil help raise
the national saving rate and reduce the need lor im-
ported capital. As a result, the recent surplus in the
current account will be maintained, averaging 835 bil-
lion during the 2011-20 period.

Over the next five years, the economy’s output gap will
narrow and cyclical unemployment will decline. There-
after, joblessness will decline only maodestly as employ-
ment growth eases to 0.9% per yoar duc to a
slower-growing cconumy. Structural uncmployment will
recede because of a slowdown in the economy’s ratc of
industrial restructuring, which will allow an easier
matching between the skills of the uncmployed and
those required in vacant positions. The full-employ-
ment rate of unemployment will fall as a result, W
approximately 6.3% during the last 10 years of the fore-
cast period.

2 DRI/McGraw-Hill Canadian Market Outlicok
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Risks to the Forecast

Shocks to the eennomy’s aggregate production function
represcnt the most significant risks (o aur long-lerm
outlook. A decline in the birth rate, reduced levels of
imemigration, or an increasc in emigration represent
some ol the possibilities. They would lead to reduced
source population gains. and ultimately to stunted
growth in the labour forcc and potential output. A
slower rate of capital stock accumulation or lower-than-
expected growth in total factor productivity would also
jeopardizc the long-run potential capacity of the
economy.

An externally generated adversce supply shock repre-
scats a significant risk to the Canadian economy’s po-
tential growtlh rate. An cxtreme cXample is the
stagflationary episode that accompanied the energy cri-
sis of the 1970s. We assume no serious or permanent
disruption to energy supplies in our long-term forecast.

Fiscal and monetary policics aimed at stabilizing eco-
nomic fluctuatioas and promoting the economy’s long-
lerm maximum potential growth rate are also key 1o our
long-term outlook. We believe that 2 monetary policy
geared toward maintaining price stability is essential.
Such an environment allows the markel's price mecha-
nism 10 be most effective in allocating resources both
deross and within industries. Caaada's federal and pro-
vincial governments are taking sieps toward reducing
their budgstary deficits. These actions are aimed at
stabilizing government debt relative 1w GDP. Success
will contribute to long-term econamic growth, as ex-
pected [uture tax liabilities for households and firms
fall. Failure Lo stabilize government debi relative 10
GDP will increase the probability of credit downgrading
and lead to higher long-term interest rates than would
othecrwise exisl.

Political instability will remain a particularly important
issuefor Canada’s long-term outdook. Lucien Bouchard
has suggested that another Quebcec referendum will
delayed heyond 1997 and has stressed a [iscal, rather
than a scparatist, agenda this year. Nevertheless, the
political risk premium that has been built into Canadian
interest rates will not disappear entirely. We have as-
sumed in our Jong-term [urecast that fulure attempts by
the separatists to lead Quebec to sovereignty wiil be met
with defeat. There does, however, remain the risk that
Quebec will vote yes in the next referendum.
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Economic Activity
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GDP Growth Paced by Labour-Forca Gmwth
{Per cemt change}

it

licsoue

il

-4
1960 1570 1980 1290 2000 2000 2020

Reaz) GOP - |_abor Forcs

Components cf Domestiec Demand
{(Per cont change)
20
15 *\
ot— h\
5 s Lo 1 A
] ¥ G o
o >
.(.
-5 u
-10 l
-15

19860 1870 1680 1880 2000 2010 2020

e Real Invesiment
e Real Consumption

e » « Rea| Government
Expenditure

Historically, poor economic performance in one decade
is aficn reversed the following decade. The strong eco-
nomic growth of the 1920s was followed by the collapse
of the 1930s, which was in turn followed by the sconom-
' ic surge in the 1940s. Good times typically follow bad.
Not only does the lack of spending increase peni-up
demand, but there is also an increase in the gap he-
tween what is produced and what the economy is capa-
ble of producing—the output gap. Coasequently, we
expect 2 snap back in the economy over the coming de-
cade because of the large existing outpur gap. While
this rchound will be smaller than in the 1950s and 1960s
relative to total population, therc will be significant
growth relative to those of prime working age. This op-
timism is foundcd on the expectation that mujor ad-
vances in technology combined with strong gains in
human end physical capital will cnable significant pro-
ductivity gains in the vears ahead. This improvement is
sorely needed because uf the relentiess downdraft
caused by demographics.

The long-term outlook assumes that once the economy
has reached full cmployment its growth rate will slow,
and the aggregate production function that determines
potential output will also determine the “observed”
growth rate of the economy. We believe that this rate
will slow over the final 20 years of the lorecast periad
due 10 a slowdown in labour-force growth. The work-

ing-a2ge population, which represenled approximately
two-Lhirds of the population during the first half of the
1990s, will fall 1o only 65.7% of the population during
the last [ive years of the forecast period, while the pro-
portion of the population aged 65 and over will rise
{rom 10.9% (o 15.0%. As a result, the labour-force
source population growth will slow from 1.6% during
the 1991-95 period 10 just 0.4% during 2010-20. Thesc
developmeats are primarily the result of the aging of the
baby-boom generation, which is approaching its low la-
bour-force participation rate years®

To some degree a countiy’s historical record of econom-
ic growth determines the current welfure ol its citizns.
According 1o the World Bank, Canada siands second
anly to Australia in terms of wealth per capita. Impor-
tantly, the World Bank suggests that both eountrics de-
rive most of their wealth from “natural capital” rather
than human capital or produced assets. Among the na-
tions listed by the World Bank, Canada is onc of the
most dependent on natural assets, deriving 69% of jts
wcalth from natural capital in 1990. Only 29 of the 192
countries measured had 60% or more of their wealth
derived (rom natural capital. In dctermining Canada's
long-term outlook for income, therefore, the nation’s
formidable natural advantage must be taken into
consideration.

Long-Range Facus, Fall-Winter 1996-87 3
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Demographics
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There are three basic facts underlying Canada’s demo-
graphics. First, the cauntry has witnessed several demo-
graphic booms and busts in the past. These events echo
into the present and will shape developments well into
the future. Second, the nation is becoming older, which
will change consumption patterns and labour supply.
Third, barring 2 huge influx of immigrants, population
growth will slow significantly, This is particularly true
for those of working age, especially the prime age work
farce, which may start o shrink past 2010, causing ma-
jor irnbalances in the economy.

The demographic assumplions underlying the long-lerm
forecast are consistent with Statistics Canada's projec-
tion no. 3. We have incorporated their assumption on
the birth and doath rate through 2020. Statistics Cana-
da’s assumnptions on the changiug age structure of the
population have also been incorporated into our 25-year
forecast (scc Forecast Table 36 for a detailed break-
down). Unlike the Statistics Canada projection, we
have assumned that international immigration will be
200,000 over the projection period and emmigration will
average 0.25% of the population.

Importantly, Canada had one of the largest and longest

baby booms of all the industrialized worlds in the post-
war period, followed by the baby bust. Previously,

4 DRUMcGraw-Hill Canadian Market Outlook

swings in population had been causeqd at least as much,
if not more, by changing migration palterns than by
changes in the rate of natural increase. This means that
there is a more noticeable cconomic ripple effect as a
result of the baby boom than {fom past demographic
cycles. Canada’s population is aging. This is not a new
phenomenon, howewer; it has been occurring over most
of the past 150 years. Today males are expected W live
75.4 years, compared with 70.5 years 20 years ago. Fe-
males are expected (o live 81.5 years, up (rom 77.9 years
20 years ago. )

Working age today is much older than it was earlier this
century because of the need in today’s economy for
more educatinn. Currently, the primc working age is
considered 1o be between 25 and S4. Participation rates
fall sharply after 53, und especially beyond 65. Given
current demographic projections, there will be a slow-
ing, i not a shrinkage, in the primc working-age group
by around 2010. 'This will affect supply. but gven in-
creased longevity there will be less of an effect on de-
mand, assuming that people save for the Juture. This
will also lead to upward pressure on wages and inflation,
and could cause structural imbalances in the economy
unless there is a large increase in either immigration or
partivipation rates (or some other offsetting event) at
that time.

:
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During periods when employment growth exceeds Ja-
bour-force grawth, there tends to be upward pressure
on wages. This is particularly true if employment
growth also exceeds adult population grawth, since
more people need to be enticed inta the labour force.
'Ultimately, high real wages cause busincsses (o cut back
on labour costs, which is what appears to have hap-
pened in the 1980s. l.awer real wages eventually con-
uibute 10 lower labour-force participation. Adding W
the complexity of this relationship this time is that the
natural rate of wnompluyment had drifted up, and is
now on the way down because ol major labour-market
reform. We have assumed that there will be relative
balancc in the demand and supply relationship in the
future. The siowdown in adult population, however,
combined with the potential drop in thase ol prime
working age, sugpests that there could be s significant
upward rise in rea) wages beyond 2010.

Wages and inflation arc tightly intertwined. Businesses
will pass on rising costs, including wage costs il possiblc,
10 their customers. Workers for their part will attempt
to recoup lost real purchasing power via higher wages.

Not surprisingly, wages and inflation have typically
maved in tandem across the decades. We expect that
nominal wages and mflation will remain relatively sub-
dued over the next 10 years, bul will be influenced by
the economic cycle. Past 2003, however, and cspecially
beyond 2010, the pressures in the labour marker may
spill over into general inflation without concerted cffort
ou the part of monetary authorities to restrain inflation.

Monetary policy is important in the long-tcrm fore-
cast-~-not so much in determining the level of output,
bul rather in determining the rate of inflation. The
relatioaship between moncy und inflation is viewed as
particularly strong in the long run; in {act, claskical eco-
nomics suggesis that the “steady-state” rate of inflation
will be proportional to the “steady-state” rate of mone-
tasy expansion, and thus inflation is viewed s primarily
a monelary phenomenon in the long run. We expect the
Bank of Canada to lean sgainst the inflationary winds,
leaving Canadian inflation aversging roughly 1 percent-
age point below U.S. rates over the long 1erm by sup-
porting a 5% average annual rate of expansion in M2.

Long-Range Focus, FaltWinter 1936-97 5
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Consumer Markets
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As the Canadian population ages, its buying habits will
change fundamentally, and as a result the composition
of houschold expeaditures will change. Total consurmp-
tion expenditure will grow at a slower raie over the fore-
cast period compared with the past 30 years, due o an
aging population’s changing buying habits. Growth in
consumer speading will average 2.8% until the turn of
the century. [t will thea slow to 2.2% over the subse-
quent 10-year period and 1o 1.5% from 2010 to 2020.
Changing consurner needs will see consumption’s GDP
share declining sharply through the f{orecast period,
from 60% in 1991-95 ta 56% by 2011-20. The slower-
growing and aging population will cause all consumption
components o expand at a declining rate.

The structural shift in consumption will involve spend-
ing on scrvices rising relative 1o that on semi- and non-
durables. The latter sectors” contributions to aggregatce
consumption have been declining, and this trend will
continue over the forecast interval, since a progressively
declining proportion of houschold income is spent n
these goods as living standards rise. Some support will
come {rom the durables sector, which will partiaily off-
set the decline of tolal consumption as a share of the
economy. The support for service consumption is pro-

6 DRI/McGraw-Hill Canadian Market Outlcok

vided by an older, more time-sensitive, and affluent
populace.

Canadian household debt relative to household income
has risen relentlessly since the mid-1980s. Tt reached
nearly 94% in the second quarter of 1996; mortpgage
debt and consumer credit together amounted (o $483.7
billion at that time. The flip sidc to the declining con-
tribution of the consumption scclor (o growth, however,
will be an increase in household savings and the house-
hold saving rate. The saving rate has recently dipped t0
historically low levels, which has ncgative implications
for houschold balance sheets. For households Lo weath-
¢r periodic downturns in economic activity, it is neces-
sary that their balanee shcets be healthy. Although
household net worth has continued to increase during
the last several years, net houschold assets have been
expanding at a declining rate. The agingof the popula-
tion over the forccast interval will bring with it stronger
household investment in financial asscts such as mutual
funds, lifc insurance, and RRSPs as the baby-boom gen-
eratinn pushes to save for its retircment. This will be
the single most important trend in helping to re-estab-
lish healthier household finances. A higher national
savings rate will also be beneficial, since Canada will
become less reliant on fareign savings in the form of
capital inflows from abroad.
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‘Changes in population growth and age structure influ-

ance the demand for housing. Headship rates (the pro-
pemsity to form a household) tend 1o rise during the 20s,
while the homeowncr rate of formation iends 10 rise
sharply in the 30s. From this perspective, the big sur-
prise of the 1990s thus far has been the complete col-
lapse of the housing market. The 3544 age group is
stil] expanding significantly, but this basic thrust of dec-
mographic demand has been thwarted by high interest
rates. We expecl that averall residential investment will

Tise slightly above demographic demand in the {uture

because of pent-up demand that will be unleashed by
lower real interest rates and higher incomes.

The aging of the population will have many repercus-
sions for the housing market. Over the coming decade,
many of those in the baby-bust genevation will be reach-
ing their first-lime home-buying years. Since there are
relatively few of them, this will put downward pressure
on sinpje-family construction and starter homes. Rental
units should do fairly well because the echo-boom gen-
eration—the children of the baby boomers—will be en-
tering their household (ormation years beyond the turn
of the century. Assuming an easing of rent controls,
there should be a rise in apartment starts. The interplay
of baby-buom and baby-bust generations means that

|

there will be [ewer first-time home buyers available to
move into the homes that the baby boomers want (o
vacate. Ax a result, many of tho baby-boom goncration
will have to renavale to achieve the higher level of hous-
ing services that they want.

Kcy in determining the future ol business investment is
an understanding of the changing industrial structure of
the Canadian economy. In the short-to-medium term,
investments' share of the economy will increase, since
rapid changes in rechnology have increased the depreci-
ation raic of the machinery and cquipment capital
stock. The increased spending on relatively short-lived
capital equipment will increase the importance of re-
placement investment in the (ota] capital stock. We ex-
pect that the industrial composition will continue 10
shifl toward the busincss service sector. Business ser-
vice winners will include tho communications industry,
financial services, and community, business, and persor-
al scrvices; investment will be strong in these industries
as a result. Electrical products—including telecsmmu-
nications equipment and computers—will lcad the way
in goods production. Nanbusiness activity and primary
product producers will generally lose sharc aver the long
lerm, and will expericnce slowing rates of investmeat in
new capital.

Long-Range Focus. Fall-Winter 1986.97 7
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Trade
External Balances Canada in the Global Economy
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While both imports and exports have risen quickly as a
result of freer trade and increasing globalization, total
exports have risen more quickly than total imports. The
massively undervalued Canadian dollar is primanily re-
sponsible. Basically, the undervalued currency is neces-
sary to achieve a large merchandise surplus 1o offset the
interest and dividend shori(all created by the nation’s
huge external debt. While Canada’s net external debt is
starting to recede, it is still the largest relative 10 GDP
of any of the G7 nations. This suggests that the curren-
<y needs 1o remzin well below its PPP value for a con-
siderable period. We estimate 2001 gs the carliest date
by which Canada can hope (o trim ity net external debt-
16-GIDP ratio w levels enjoyed by the United States,
which js the sccond-largest debtor among the G7.

Primarily due to its undervalued currency, Canada holds
a competitive position relative to the United States.
When both Canadian and U.S. unit lahour costs are
considered in U.S. dollars. Canada’s aggrepate unit la-
bour casts are at their most competitive [or the past 45
years. Even on a home currency basis (U.S. unit labour
costs in U.S. dollars versus Canadian unit labour costs
in Canadian dollars), Canada is the most competitive it
has been since the mid-1970s. The main reason for this
improvement is lower domestic inflation, which has
helped limit wage gains.

8 DRIMcGraw-Hill Canadian Market Quticok

Canada’s undervalued currency is a situation of long-
run disequilibrium, and thus other positive factors will
have to exist 10 help the trade balance in the fulure.
‘The mandate of international bodies such as the World
Trade Qrganization will continue L0 be an improvement
in the enviranment in which lrade occurs. Further re-
ductions in global tradc barricrs are expected, which will
help to diversify Canadian exports—thesc having tradi-
Tionally relied very heavily on trade with the United
States. An improvement in Canada’s terms of trade is
also expected over the 25-year [orecast harizon.

A compuositiona] shift in the country’s exports. from low-
valued raw and semi-processed material toward higher-
valued end products, has significaat implications for
Canada’s rerms of trade. Canada is mare dependent on
raw material cxports than any other G7 nation. This
dependence. however, has been declining over time, and
end-product cxports have increased. In 1980, end prod-
ucts reprasented 35% of total exporis. In 199§, howev-
cr. the figure is closer 16 S0%, regardless of whether
nominal dollars or real 1986 dollars are wsed. Canada’s
terms of trade and trade balance have been gencrally
impraving as the country has shifted from lower-valuc
10 hightr-valuc exports, and this trend should aontinue
over the long hiaul.
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; Canada’s superior performance on inflation over the

y last several years has finally paid off und been translated
into an inversion of the Canada-U.S. interest rate dif-
ferential. Improving government balances, a current
account surplus, and receding concerns over political
risks have also been important contributing factors.
Canadian short-lerm interest rates have been helow
Y:§. rates since March. The sustainability of this nega-
tive.interest rate differential will be tested ones the U.S.
Federa] Reserve adopls a more contractionary palicy
stance. Evidence suggests that the U.S. economy is at
or above capucity, suggesting that a hike in the federal

" funds rate may not be oo far off. Provided that the
hike in the funds rate is not too dramatic, we belicve

y that the inversion of the Canada-U.S. interest rate

: spreads will be maintained, at least at the short end of

i the yield curve.

We assume in our long-term forecast that the uncertain-
lics associaled with Quebec will recede and that govern-
meats in Canada will contlinue 1o be successful in
maintaining order in their public finances, We expect
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the 10-year-and-over government bond yigld to fall (rom
an average 9.0% during the first half of the 1990s to
approximately 6.4% during the 2011-20 period. More
importantly, in real terms the long bongd yicld will fall
from an average 6.4% during 1990-95 10 an average
3.0% during 2011-20. Borrowing rates relevant to the
household scctor, such as the prime inlerest raic and
mortgage rates, will decline in the long term by a similar
magnitude.

The Canadian dollar is dramatically undervalued in
both absoluic and relative terms. It is about 10% un-
dervatued compared with irs purchasing power parity
level (PPP). While it may deviate substantially in the
short tcrm, over the long term the currency will move
toward PPP. Given that Canada’s inllation rate is fore-
casted to bo lower than inflation in tho Uniled States,
Canada’s PPP exchange rate will rise over the coming
decade. We expect (hat the external value of the cur-
rency will tise to more than 32 U.S. cents by 2005, and
to 89 U.S, cents by 2020,

Long-Range Focus, Fall-Winter 199687 9
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Wo have incorporated the fiscal policy assumptions
from the federal budget in our projection. As a result of
these aasump:ions the goverament sector gradually im-
proves its fiscal po#mon In the near term, a narrowing
of the economy’s output gap will allow a smaller “cycli-
cal deficit,” and the federal deficit measurcd on a public
accounts basis will reach rough balance by 1999. Nota-
bly, aver the medium term the cconomy will be powered
almost exclusively by the private sector as the share of
government current expenditure in the economy de-
clines. In the long lerm, the sustainability of the gov-
ernmemt debt will be aided by a smaller “structural
deficit,” due to the contractionary fiscal policy: it will
average a surplus on a public accaunts basis of roughly
$2S billion dollars between 2011 and 2013.

Itis lmportanl that the books be balanced over the next
10 years. since the government sector will face a double
whammy by the middle of the next decade if it fails w
live up to its goals. An aging population will incrcase
the demand on government services and peasions, and,
at the same time, there will be fewer people of working
age lo support saciety’s dependents. This is character-
ized by the upward movement in the dependency ratio
for the aged. The total dependency ratio, however, is
relatively flat because of the decreasc in the number of
children. The expenditure dependency ratia, which
takes into account that the eiderly are three times more

10 DRI/McGraw-Hill Canadian Market Qutlook

expensive 1o care for than the young, is poised to rise
significantly past the tum of the century.

Over the longer tesm the government’s budgetary bal-
ancc will likely deteriorate as the growth in transfer pay-
ments lo persons accelerates. Many government
programs are gearcd towards providing services 10 par-
ticular age groups, such as pensions for the elderly and
education for tho young. Aficr growing at a slower pace
during the mid-1980s, the segment of the population
over 65 will increase over the last 10 years of the fore-
cast period. We anticipale that Lhe growing political
influence of this cohort will place increasing demands
on government resources, which will he reflected in
transfers to persons growing as a proportion of total
government transfer paymcents.

l.ooking out over the very long run, the Canadian and
Quebec pension plans will need to he reformed. Not
only will there be a significant risc in the number of in-
dividuals who will be cligible for an old age pension. but
pension income is rising quickly in real per capila terms.
This is partly caused by rapid increases in disability
claims on the CPP system. To fund the present system
in the future means that there will need 10 be massive
increases in the payroll tax. This will further distort the
labour market by driving a larger wedge between what
cmploycrs pay in wages and sularies and what em-
ployses receive in after-tax dollars.
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TABLE 1
Summary of the Canadian Economy

i

Yesrs

1985 1996 1887 1888 1988 2000 2001 2002 2003 2008 2005 2006
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Beal GDP and its Componants (Anawglized Rate of Change)

Gross Domestic Praduet . ... ....... . ... 23 1.6 3.2 35 28 23 20 390 29 29 28 25
FiralDameand ... ....... e, 20 28 2.7 33 28 7.0 23 28 29 3.0 28 24
Final Comestic Demand .......... el Q3 1.8 2.1 3.7 2.a 1.7 1.5 27 4.7 23 3.0 25

Consumption .................., P 14 23 29 35 3.0 1.5 1.7 2.4 28 a7 2.6 2.5

Business Fixed investment .. ........ ... -0.6 4.0 87 B6 24 26 1.3 &z 3.5 4.6 5.1 3.1
Mach. 2 €Equip. .................. ....108 5.5 3. 84 a5 48 28 3.9 5.1 6.8 8.3 47
Nontes. Cons!. ............... ... <56 -55 -0.6 88 ~1.1 4.1 -5.0 48 08 3.6 5.1 -1.8
RosdentislConst. ... ... .. .......,.. -15.1 99 154 39 1.0 -25 3.2 5.4 S.1 0.9 2.6 28

TotslGovernment .. . .........,. .. ...... -9.3 -1.4 -3.2 -1.9 [ 1.3 1.8 1.5 15 18 1.8 1.8

Expor®s ... . ... ... 12.0 48 58 8.8 6.5 4.9 4.5 4.8 3.2 8.8 5.4 55

MPOMs ... ... e, 8.7 30 45 1.7 57 3.5 20 .7 80 54 58 5.7

Biilians ot Doilars
Real GDP ($86) ..... Covnivnsaion, ....608.8 6183 6378 6539 6791 €947 7083 72890 7513 7733 7950 8138
Gtoss Domestls Praduct .. ......... - 77863 7857 8348 8856 5302 OBO6 1W0IS2 10841 11193 11796 1262.6 13057

Prices and Wages (Year-ago Rate of Change)

impice G.OP. Deflatar ... ................ 1.5 0.9 17 2.8 3.1 2. 15 1.8 22 2.4 25 2.5
ConsumerPrice (ndex ................... 2.2 15 1.7 22 2.4 2.2 1.8 2.0 23 2.8 a7 28
industry Produet Price index .., . e 8.1 C.d 1.8 3.5 35 a0 24 2. 3.0 32 32 31
Avg. Hourtly Exrninga (Manut) ... .. Veviaan 1.6 1.8 29 3z 4.0 32 22 20 29 37 39 3.8
Aggregam Wages per Empoyse 018 1.2 24 29 3.6 3.4 27 24 2.1 40 a2 24
Aggregate Labayr Praducsivzy .. ... . .07 0.2 12 1.1 0.9 0.9 1.1 1.6 14 1.4 13 12
Aggreste Unit Labour Cost ......... Ve, 8.9 1.1 1, 1.8 28 26 1.8 0.8 1.7 26 29 a1
Other Koy Measures
Imwsatory Change (BiL$88) ..., . ........ 564 -033 253 352 a8 400 244 393 465 a12 3.5 421
Hauming Starts (Thou) ... ................ 111 127 168 185 189 154 161 180 172 183 161 156
Moter Vehiele Sajes (Thou) ., .......... 16?7 1157 1228 1398 151 1452 1524 1551 187% 1699 1623 1845
CarSaes (Thou) v o..vvvrrivrviairaeans 870 845 7e8 817 882 Bas 875 885 894 902 91D 920
Unemploymeont Rare (%) ............... .. 88 9.5 8.2 8.8 8.1 83 33 83 a3 7.7 71 8.5
Employmont M) ... ....ooov00, ... 1281 138 1898 1428 1257 14.77 1481 1590 1533 1558 1580 16.00
Fod. Budget Sal. (BELS:NIBA) ..... ‘e .. =268 =179 <104 -2 1.7 34 57 83 12.5 16.5 20.4 212
March.Trage 8at. (BUS:BOP) ...,........ 284 LIRS IR 484 55.8 3.1 66.7 894 72.0 748 74.6 35
Curr. Acet, Bal (BINS:BOP) ...... e -2 2.3 6.5 839 15,4 18,8 221 20.2 18,0 2032 17.6 15.2
Nat Exparts (BINSSENIEA) ... ........... 12 38 3.0 7.4 106 158 20.8 21 238 255 25.8 281
Exchangad Rate (U.S.Conts) ............ 7288 70,16 7270 7345 7479 7568 78587 7BA9 79.59 80.56 81.7¢ &aat
Financial Markets (Per Cent)

Mongy Supgz M2) BikS) ............. 3790 3934 408} 4270 €435 <602 4795 5008 S208  S2.7 3844 5800

Yoar .. wefChamge ... ........... .40 38 3.7 4.7 39 37 42 15 4.0 42 a0 &5
3-Month T-Bills Rate (%) ....... versre.. 5.88 4.5% 548 822 424 5.44 488 460 457 4.53 430 449
Prima Business Loan Rale .......... ... 888 .42 7.29 807 696 708 652 619 8§12 6.08 599 5.33
Govi. 30 Yrs.Bonds ..., ..., v 841 187 8.24 775 769 7.65 73¢ 7412 7.4z 7.12 7.12 792
Qerp, Bonds (SMolL Long=Term) ........ .S 8.55 3.09 8.46 a.1? 7.92 775 7.58 7.8a 787 7.57 7.58

Incomst (Yaar-agu Rato of Change)
Real Pors, Dsposabletne. ............... 1.1 08 .0 29 3.3 28 13 1.7 23 2.8 2.8 2.5
Savings Rate (%) .....oiiiveiviie. ..., B8 57 58 4.9 5.2 58 £a 8 4.2 4.4 <8 .8
Corp, Profits (Befors Tax) ............... 186 -82 50 14.2 9.1 14 -1.9 14.1 20 a0 0.6 -16
Corp. Profs (Afer Tax) ................. 189 -7.8 55 18.2 1.3 1.7 -2.2 17.1 106 7 0.8 -1.9
Key U.5, Variables

RealGDP (Ann. %CH) .................. 20 25 22 a3 2.2 1.9 1.8 1.3 2.1 22 2.3 22
CPI (Your-ago %GR} .. ...t i 2.8 3.0 2.9 28 2.9 3.2 33 a5 3.8 3.7 3.8 3.9
A-Month T-Bills (%) .....ccauet ouun,. 549 5.07 §.82 528 547 548 805 477 477 &.7v 4.78 475
Gowt, 30-YaorBonds (%) ..........., ... 6.88 6.82 7.13 8.88 6,78 829 8.01 8.34 6.55 854 8.53 6.54
Crude Ol SUSAd}...... Craversannas 1716 1815 17398 1741 1889 1817 1234 20,87 2193 2338 2292 2658
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TABLE 1 (Centinued)
Summary of the Canadian Economy

YEAR AVERAGES
S-YEAR S-YEAR 5-YEAR “s_vean 5-YEAR SYEAR
AVG AVG AVG AVG AVGE AVG

199170 1895 1996 TO 2000 2001 TO 2005 200870 2010 2011 TQ 2015 701870 2020

Real GOP and its Components (Annualized Rate of Chango)
Real GOP and its Components (Annualized Ratv of Change)

Gross Qomessic Product ......... e 1.8 2.7 27 2 19 1.4
FinalOemand ,......... Cionanenen . 12 27 28 22 1.9 1.4
Final Domestic Demang ........... ... ... 0.8 25 2.8 22 1.8 1.7

COPSUMPION . . v\ ot vir it ctrnnnnsennn 1.1 2.7 24 20 1.8 1.3

Business Fixad Investmem .......... veaens, 0.0 4.6 LT 32 3.0 2.7
Mach. & Equip. ..., ............. . . 6.0 53 a5 43 4.1 3.7
Nonres. Const. ... ......... . .......... -3,5 1.0 14 13 1.4 1.3
ReskdentgiConst. .. .. ........... e -4.8 63 a0 20 1.3 c4

Toral Qoverament . ..................... ... 06 =1.0 1.5 1.8 1.7 1.8

EXpoms ..o P 8.1 ER ] 5.1 82 5.3 LR

LT - 7.5 4.9 a8 54 55 3.6

8lllions of Dotlars

RealGDP (s68) ,............. e 578.0 £39,0 751.6 aso.4 9395 10158

Gross Domestic Produet , ... ........... 7208 887.1 11242 1481.2 18754 2389.3

Prices and Wages (Yasr—ago Rato of Chenge)

Imploit GD.P.Deflator ,,,.............,, e 1.8 20 2,3 3.0 3.2 34

Conaumer Price Index . .. .................. 2.2 2.0 2.3 8.0 33 33

(ndustry Product Price Index . .. ..., ..., ..., 3.3 2.8 28 34 3.4 3.5

Avg, Houtly Earnings (Manufy .. ... ....... 27 3. 2.9 4.1 4.6 50

Agqgregawe Wages pef Employee .. ... ....20 2.7 a3 a5 5.0 5.1

Aggregaic Labour Produetivlty . ............. 1D 0.5 1.4 18 1.5 1.3

Aggregate Unk Labour Cost ........ Vi 1 1.8 1.2 3.0 3.4 3a

Other Kay Moasures

Invantory Change (Bilf.S86) .......... 2.85 3.74 3.34 2,77 346

Housing Slants (Thad.) .. ..o vunvinrarenes 161 167 157 145 133

Motor Vahicle Sates Thow) ........ Cieaes 1356 1872 1678 1745 1794

CarSales (Thou) vveeieeeiiii . virvinne. 782 893 931 95K 382

Unemploymem Rare (%) ........ e 8.7 8.1 8.4 85 62

Employment (M) ...... s 14.25 15.34 1624 16.81 18.78

Fed. Budget Bal, (Bil.S: NtEA) e . -30.0 -55 12.7 272 2.8 3.5

Meren, Trade Bai. (BULS:BOP) ............ 12,5 19.7 71.@ 2.8 1089 103.8

Curr, Aget, Bal. (B.S:BOP) .........., Voo =230 8.8 20.0 20.4 36.6 318

Net Exportsy (BULSSEINIEA) ................ -5.8 99 236 25.7 283 2086

Exchange Rate (U.S. Ceats) ............ .. 78.78 73.95 79.48 25.38 88.31 88.9>

Financial Markets (Per Cont)

Monay Supply (M2) (BIE) ... .......... as5.g 2285 5217 €8a.1 844, 10854
Year-ago Race of Cham;e B 39 3.0 42 5.1 52 5.1

3-Month T-8ils RAe (%) ................. 852 519 4.62 4.51 4355 455

Prime Business {osanRa® ................ 7.78 6.52 8§17 8.90 5.61 5.50

Govt.30 Yrs.Bondg . .venvivun. . e, 8.67 7.86 7.16 7.08 8.78 6.50

Corp. Bonds (SMcL Long-Tytm) ........... 9.60 8.44 *7.80 753 727 7.03

Incomes (Year-age Rate of Change)

Real Pery, Disposableine. ... ........ .. 048 24 22 20 1.8 1.5

Savings Rare (%) ................... Ve 8B 54 4.5 a3 3.0 6.0

Corp. Profts (Before Tax) ................ -5 4.5 8.0 5.1 57 3.1

Carp. Profits (ARer Tax) ... ....... veeaeeen, 137 5.4 59 8.9 6.2 38

Koy U.S. variables

Real GOP (AnN. BCR) «v v iieaennnnnn,. 1.9 22 20 30 1.8 1.1

CP| (Year-ago%Ch) .......,. e 20 36 40 4.0 6.0

3-Montn T-Bills (%) ...... : 527 EV:K] ¢.73 .61 4.50

Gowt. 30-Yaar Bnnds ¢/ I 723 B.82 5§88 6.60 6.67 8.96

Crude Git (SUS.AbBL) .. ,...... e, 1712 17.80 2203 30.38 39.34 4948
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