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1
Canadian Monetary Policy as

a Reflection of Major Trends
in Economic Theory: 1951-1981*

Herbert G. Grubel,
Department of Economics,
Simon Fraser University.

Abstract. The author examines Canada's monetary history in the
light of trends in economic theory, discussing four policy peri-
ods characterized by classical monetary theory (1951-60), Keyne-
sian demand management policies assuming a Phillips curve trade-
off (1961-71), Keynesian expansionary policies unconstrained by
fixed exchange rates (1972-75), and finally the current period
wherein the role of money has been rediscovered and the long-run
Phillips curve trade~off discredited. The author discusses how
government economic policies tend to follow trends in economic
theory. He evaluates these policy trends, concluding that Keyne-
sianism resulted in faulty economic policies which were responsi-
ble for inflation and instability. Consequently, future problems
of free market economies will be better dealt with by appropriate
microeconomic policies.

1.1 INTRODUCTION policy makers at different points in
timeT1].
In this paper, Canada's post-war The post-war years are character-
monetary history is analyzed in the ized by a cycle of economic poli-
light of major trends in economic cies. During Phase | (1951-1960),
theory. | believe that such a study policies were dominated by classical
provides useful insights into pres- monetary theory with its emphasis on
ent problems and likely future de- price stability and anti-cyclical
velopments. As will be seen, very variations in the money supply.
similar unemployment and inflation Phase || policies (1961-71) were mo-
conditions at different times have tivated by attempts to put into
evoked completely different respon- practice Keynesian theories of ac-
ses from policy makers. Such behav- tive demand management, and of trad-
iour can be explained only by chang- ing lower unemployment fof higher
es in perceptions of the role and inflation. However, this phase was

efficacy of monetary policy held by constrained by fixed exchange rates
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and a monetary system designed
serve classical policies.
the third phase of the policy cycle
(1972-75), Keynesian expansionary
policies were pursued without exter-

nal constraints in an international
environment of floating exchange
rates, and in an ideological frame-

work where the cost of unemployment
was considered to be extremely high
and that of inflation negligibly
small. After 1975, Phase IV poli-
cies were shaped by the rediscovery
of the role of money in the determi-

nation of inflation, and the reali-
zation that there exists no trade-
off between inflation and
unemployment as a longer run policy
option.

After tracing this 30 year cycle
in theoretical emphasis and poli-
cies, | will conclude that, in all
likelihood, the 1960s and 1970s were
decades when faulty economic theo-

ries resulted in a temporary bout
with inflation and economic insta-
bilities, which will end with the

readoption of classical theories and
policies. The longer run emphasis
of this study thus provides a great-
er perspective than would be possi-
ble in a study with a shorter focus.

Before turning to an analysis of
each of these four phases, it is
worth noting that Canada's post-war
monetary history largely parallels
that of the United States and other
Western countries. The U.S. econom-
ics profession has dominated the
world scene through its publications
as well as through the training of
individuals who become policy makers
in many countries. Parallel econom-
ic developments in the United States
also determined, or at least made
possible, the Canadian cycle of pol-
icies. These interdependencies of
the Canadian and U.S. economies and

economics professions will not be
discussed further in the following,
though they loom large in the back-

ground{2].

Western Economic Review, Vol. 2,
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1.2 PHASE | - CLASSICAL ANTI-

CYCLICAL POLICIES

In the 1950s, monetary policy in
Canada was dominated by classical
concerns with price stability and
the need to minimize the frequency
and magnitude of business cycle
fluctuations. The predominant model
used for such policies was the quan-

tity theory of money, with its
clear-cut relationship between in-
flation and the money supply.

Counter-cyclical policies were based

on induced variations in the inter-
est rate around a “normal" Jlevel:
high rates were designed to choke
off excessive booms and low rates
induced recovery from recessions.

In the history of economic
thought, the 1950s are known as the

period when the Keynesian model was
formalized, refined and extended,
and when the first attempts were
made to estimate its parameters.
However, the influence of the Keyne-
sian model on monetary policy in
Canada during this period was mini-
mal for two basic reasons.

First, the older generation of
economists and politicians in charge
of formulating policy were either
not familiar with the new theories,
or treated them with the kind of
scepticism accorded all new economic
theories. Second, the theory itself
was imperfect and left many opera-
tional questions without satisfacto-

ry answers for monetary policy.
Foremost of these unanswered ques-
tions regarded the roles of price

level changes, the exchange rate and

the definition of full employ-
ment[3]. Economists who  were
trained during this period and well
into the 1960s will remember that

the basic LM-IS model focused on the
relationship between employment lev-
els and the interest rate, leaving
the above considerations as unsyste-
matic extensions without clear im-

1, April 1983 [ISSN 0715-4577]



plications for the dominant concern
with Keynesian unemployment. Only
through Phillips' (1958) discovery
of an apparent positive correlation
between inflation and employment,
and through Mundell's (1962) formu-
lation of the monetary-fiscal policy
mix model under fixed exchange
rates, was the Keynesian model per-
fected to provide policy guidance on
these important matters. ’
This delay . in perfecting Keyne-
sian theory caused Canadian monetary
policy during the 1950s to be domi-
nated by classical concerns with
combating inflation and unemployment
through counter-cyclical variations

in the money supply and interest
rate.
1.2.1 Actual Policies

Figure 1 shows that in 1951, Can-

ada experienced an inflation rate of
over 10 percent. While it was pri-
marily caused by global excess de-
mand in the wake of the Korean War,
Canadian monetary authorities re-
sponded with a very tight monetary
policy. This appears graphically as
a zero increase in the money supply
in 1951 and 1953, with an average
annual rate of 2.3 percent during
the three-year period when real out-

put grew at 6.3 percent annually.
The results of this monetary tight-
ness are seen in Figure 2. The
Treasury Bill rate rose from .5 in
1951 to 1.6, a change which may ap-
pear negligible by today's stan-
dards, but which was a dramatic 300

percent rise at the time. The in-
flation rate did respond to this re-

strictive monetary policy and fell
to a negative annual rate in 1953.
However, real output growth also
fell into the negative range in
1954, and the unemployment rate
nearly doubled from about two per-
cent in 1951-52 to four percent in
1954,

Western Economic Review, Vol. 2,
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The control of inflation and the
recessionary levels of output growth
and unemployment in 1954 prompted a
reversal of monetary policy and, as
Figure 1 shows, the money supply was
made to grow at an annual rate of
8.5 percent. In the following two
years, unemployment dropped as out-
put grew at 8.5 and 9.5 percent re-

spectively. However, inflation also
revived in 1955, and reached the
peace-time high of 3 percent in
1957. In response, monetary policy
became more restrictive with supply
increases between 4 and 5 percent
during 1955-57, and the Treasury
Bill rate climbing steadily to a
peak of near 4 percent in 1957. The

result was a predictablie slowdown in

economic growth and a rise in unem-
ployment.

The next remarkable reversal in
monetary policy took place in 1958
when the money supply was made to
rise at an annual rate of 11 per-
cent, causing a sharp drop in the
Bill rate. This unprecedented

growth was produced because the Can-
adian economy was perceived to be in
need of liquidity at the time. The
Federal government had engaged in a
major debt policy initiative, and
through the so-called ‘''conversion
loan,' had considerably lengthened
the average maturity of the debt.
However, as soon as this conversion
had been accomplished, late in 1958,
the Bank of Canada returned to its
fight against inflation, and rein-
troduced extremely tight monetary
policy, with a zero increase in the
money supply in 1959 and a one per-
cent increase in 1960.

In 1959, the Treasury Bill rate
reached a new post-war peak of 5§
percent and the inflation rate drop-
ped to one percent in the wake of
this restrictive monetary policy.
Real output growth, with the normal
lags, had responded by a substantial
drop in 1957 to the restrictive pol-
icies of the preceding year.

1, April 1983 [ISSN 0715-4577]



Figure |-a+b

PHASES IN CANADIAN MONETARY POLICY™
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Figure 2-a +b
PHASES IN CANADIAN MONETARY POLICY*
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Figure 3 - a,b + ¢
PHASES IN CANADIAN MONETARY POLICY *

50
L ]
2 ]
'g % 40_: ’\/\/’\,A
RO
g ]
_4—- \C) .
3° 304
(D 8 1 [/\/
K= ]
o i
"_ 20llll]llllIIII[lIIl]III[IIIl]
1950 1955 1960- 1965 1970 1975 1980
a
5..
2] o
@
Q .
[ oy
ga |
22 1L A A
e 1V \/ \/
o) [+
O o 7 ' “\\/fiﬁ
_— O -
O
= i
}.....
-5III||I!|!llll[llll[llllllll]
1950 1955 1960 1965 1970 1975 1980
b
(72}
3 27
5 ] Settlements Balance N\
Sa A Ao A NN A
-g = 0 le'[ \‘\V N v,/\\,,' N \\ \/ ;
..‘Q &-D- 1 " "\_ //\\ ’/ Y “ 'I
$0 -2+ "\ S [y
E\", b 4 \\ // \\',I —
So . \ o Current Account
& 8 -4 A Balance
c -
_g . Phase I Phase I PhaseIII{ Phase IV
é -6 LU D AL L L T U M O O N O B A
1950 1955 1960 1965 1970 1975 1980
Years
C

Western Economic Review, Vol. 2, No. 1, April 1983 [ISSN 0715-4577]




Percentage Change in Money Supply
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- Figure 5
TEST OF MONETARIST THEORY™
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It rose only slightly in 195G after
the easing of policy in 1958, but
did not respond as- sharply to the
restrictiveness of monetary policy
in 1960-61 as it had in previous ep-
isodes. Undoubtedly, this stability
in output growth was the result of
the fiscal policy of 1958, which had
Jowered tax rates and created a re-
cord peace-time deficit equivalent
to 2 percent of GNP (see Figure 3).

The tight monetary policy of the
late 1950s had two important conse-
quences which ultimately led to the
resignation of the Governor of the
Bank of Canada, and the end of the
era when the Bank's policy was domi-
nated by classical concerns with in-
flation. First, as seen in Figure
2, Canada's unemployment rate rose
throughout the last half of the
1950s, reaching a post-war peak of 7
percent in 1960. Second, throughout
the 1950s, Canada's exchange rate,
though nominally floating, was kept
within a very narrow range (see Fig-
ure 2) through active intervention
in the foreign exchange market.
(Evidenced by the alternating sale
and purchase of foreign exchange and
recorded as the settlements balance
in Figure 3.)

As a result of the high interest
rates and shortage of domestic money
balances, foreign capital flowed
into Canada at record rates. This
fact shows up clearly in the bottom
panel of Figure 3, where the differ-
ence between the current account and
settlement balances is equal to the
capital inflows. These capital in-
flows, at the rate of about L per-
cent of GNP for each of five years,
have not been repeated in the fol-
lowing two decades. They were
blamed for slack exports and high
imports on trade account, and the
resultant pressures on unemployment
noted above. In addition, politi-
cians questioned the wisdom of hav-
ing such high capital imports with
the resultant growth in foreign

ownership of Canadian industry.

The Minister of Finance, respond-~
ing to political pressures from par-
l'iament during the late 1950s, at-
tempted to persuade Bank of Canada
governor James Coyne to ease mone-
tary policy and bring about a.reduc-
tion in unemployment and capital in-
flows. The governor insisted on his
independence and argued that the
control of inflation was the primary

task of monetary policy. In
mid-1961, Governor Coyne resigned
under the threat of legislation de-
signed to remove him from office.
While the so-called 'Coyne affair"

is complicated by the governor's al-
leged lack of personal integrity, in
retrospect, it is the conflict over
classical and Keynesian aims of mon-
etary policy that is the dominant
theme of the affair. The resigna-
tion of the governor marked a sym-
bolic end to the era of classical
monetary policy in Canada.

1.2.2 Evaluation of Policies

While the annual data used in Fu-
gures 1, 2, and 3 are most useful in
the description of major real trends
and policy changes, the quarterly
changes in money supply growth and 8
guarter moving averages shown in
Figure L reveal some interesting
facts not apparent from the annual
data. First, as compared with quar-
terly fluctuations in the 1960s and
1970s, the short-run changes during
the 1950s were quite small with the
possible exception of the reversals
of policy in 1953, 1955 and 1958.
Second, the 8 quarter moving average
graph shows distinctly that there
were two full and one half cycles in
monetary policy. Starting the peri-
od at a rate below 5 percent, the
first expansionary phase lasted un-
til 1955 when it hit a peak of 8.5
percent. The next trough was in the

Western Economic Review, Vol. 2, No. 1, April 1983 [ISSN 0715-4577]
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middie of 1957 at
3 percent.
peaked in

an annual rate of
The subsequent expansion
1959 and was followed by

the prolonged and deep decline until

the Coyne affair in 1961. The main
impression gained from these data
for Phase | of Canadian post-war

monetary policy is that it was domi-
nated by cyclical swings of expan-
sion and contraction with relatively
small quarterly fluctuations in a
narrow overall range. )

Figure 5 is designed to evaluate
the monetary policy that is inspired
by monetarist doctrine. It evalu-
ates the degree of monetary tight-
ness by subtracting from the per-
centage change in the money supply,
the concurrent percentage change in
real national income. To elimir te
short-run fluctuations in these fig~
ures, the differences were computed
annually, but the solid line in Fig-
ure 5 represents the 3 vyear moving
average. According to monetarist
theory, assuming an income elastici-
ty of demand for money equal to one,
and a constant velocity of circula-
tion, monetary policy is neutral and
leads to price stability if the dif-
ference between the growth rates in
money and real output is zero. Fig-
ure 5 shows that during the 1950s,
Canadian monetary policy was exactly
neutral for the average 6 years
1951-57, +though the trend was from
expansionary to restrictive. During
the following 3 years it was expan-
sionary, averaging a positive 2.3
percent for the two 3 year averages
ending in 1958 and 1959. Thereafter
came the sharp decline which ended
in the Coyne affair.

While the monetarist model im-
plies that inflation is determined
by the rate of money supply growth

in excess of transactions demand in
the longer run, in the short-run the
relationship is only known to mani-
fest itself through lags of variable
and unknown length. In Figure 5, a
3 year moving average of the

Western Economic Review, Vol. 2,

Canadian CPl is plotted contempora-
neously with the MI1-GNP series. The
two curves do not coincide, but the
fit is remarkably close. Especially
remarkable is the exact prediction
of turning points in inflation in
1955, 1957 and 1958, though the
1956-57 episode of monetary tight-
ness fails to show wup in the devel-

opment of prices. By aimost all
standards of evidence, Figure 5
lends strong support to the theory

which relates inflation to
money creation.

The great puzzle of the period is
the steady upward trend of the unem-
ployment rate from about 2 percent
in 1951 to 7 percent in 1958-60 (see
Figure 2). This phenomenon attract-
ed much attention at the time[L] and
evoked demands for Keynesian policy
remedies for what was considered to
be a fundamental pathology of market
economies guided by classical theo-
ries. The Keynesian remedies were
lowering of interest rates, depreci-
ation of the currency, or both. As
noted above, these policies were not
followed and 1led to the Coyne af-
fair.

Given today's understanding of
Keynesian theories, the criticism of
Canadian policies was eminently rea-
sonable. Lower interest rates and
exchange rate depreciation would
have resulted in increased aggregate
demand and lower unemployment. How-
ever, we also know today that such
policies would have resulted in ac-
celerating inflation and would have
produced structural problems in the
next decade. According to the anal-
ysis of what 1is now known as the
"Dutch Disease'[5], Canada's unem-
ployment problem in the 1950s was
due to a worlid-wide natural resource
boom in the wake of the post-war re-
covery of European industrial coun-
tries. This boom raised the produc-
tivity rof capital in Canada, and
attracted corresponding capital in-

excess

No. 1, April 1983 [ISSN 0715-4577]



flows from abroad which, according
to straightforward balance of pay-
ments theory, can be transferred in
real . terms only through running a

balance of payments deficit in the
form of reduced experts and higher
imports. Under such conditions, un-

employment in these tradeable pro-
ducing industries normally is "tran-
sitional"” as workers move into the
booming natural resource sector, un-

til the capital inflows cease or
relative wages in these industries
decline. Keynesian policies would

have prevented the
centives for these
and slowed down

operation of in-
real adjustments
the explioitation of
Canada's comparative advantage in
natural resource industries, which
provides an important pillar for the
country's high living standard.

(WA
0

HASE 11 - CONSTRAINED
KEYNESTAN EXPANSION

Economic theory of the 1960s was
dominated by the perfection of the
Keynesian system through the system-
atic incorporation of the concepts
of the Phillips curve trade-off, and
the monetary-fiscal policy mix, in
ever more elaborate and mathemati-
cal, logically rigorous models. The
ultimate use of these models of
equal importance was the econometric
measurement of parameters and espe-
cially the perceived trade-off be-
tween inflation and unemployment[6].
The model! building and interpreta-
tion of their relevance for policy
were strongly influenced by 3 as-
sumptions that constituted the peri-
od's conventional wisdom and were
rarely spelled out or defended.

First, the models were short-run,
and concern over long-run implica-
tions were brushed aside by the fa-
mous quote from Keynes that '"in the
long run we are all dead." Second,
the reduction of wunemployment and
its maintenance at low levels were

11
the primary focus of all economic
policies on the grounds that unem-
ployment represented social waste
and was one of the most serious dis-.
asters that could befall human be-
ings. Third, inflation was consid-
ered to be a minor evil, especially
if it were anticipated, caused no
relative price changes and was ac-
companied by appropriate policies to

assure stability of real incomes of
pensioners and welfare recipi-
ents[7].

On the more technical level of

monetary and fiscal policy were two
important changes introduced by de-
velopments in Keynesian theory. In
monetary policy, the targets shifted
from the money supply increasingly
to interest rates, credit conditions
and ''more liquid assets' of commer-
cial banks[8]. In fiscal policy,
the idea of the '"full-employment
budget' rationalized government def-
icit spending by arguing that neu-
trality was achieved only when the

budget was balanced at a certain
level of unemployment. The Economic
Council of Canada at one point en-

dorsed 2.5 percent unemployment as
the "official" full employment tar-
get.

tn the early 1960s, economists
thoroughly trained in Keynesian eco-
nomics and who had wusually experi-
enced personally the hardships of
the 1930s Depression, began coming
into positions of influence and pow-
er. In the United States, President
J.F. Kennedy instituted his famous
intel lectual Camelot, where promi-
nent academic economists such as J.
Tobin and W. Heller, as members of
the Council of Economic Advisers,
had ready access to the President

and his cabinet and decisively in-
fluenced their thinking[9]. Canada
does not have the equivalent of an

Council of Economic Advisers, but
many of the government's chief poli-
cy makers had studied at leading

Western Economic Review, Vol. 2, No. 1, April 1983 [ISSN 0715-4577]
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u.s. universities under the same
Keynesian economists as their U.S.
counterparts, and their attitudes

tended to be influenced strongly by
intellectual and policy developments
there.
leading Canadian policy makers had
studied in England, and had come un-
der the direct influence of Keynes
and his disciples at Cambridge.

1.3.1 Actual Policies

During much of the 1960s, Canadi-
an monetary policy was constrained
by an agreement with the United
States which placed strict limita-
tions on the accumulation of re-
serves in return for getting Canada
exempted from the 1963 interest
equalization tax. However, prior to
this, in 1960, a 15 percent with-
holding tax had been imposed on for-
eign owners of Canadian government
securities, followed in 1962 by a
temporary 5 to 15 percent surcharge
on imports. There was a revision of
banking law in 1967, which, taken by
itself, is believed by some to have
implied a severe tightening of mone-
tary policy. in 1968, the United
States imposed a set of stringent
balance of payments guidelines,
which had important repercussions
for Canada's balance. In the fol-
lowing, | do not attempt to weave
these and other episodes into the
analysis. Instead, | focus mainly
on the effects the spread of Keyne-
sian ideas had on eocnomic policy.

Figure 1 shows clearly that the
annual money supply growth rate ac-
celerated steadily from about L per-
cent in 1962, to a peak 10 percent
in 1967, while the Treasury Bill
Rate remained stable at 4 percent
until 1965 and rose to only 5 per-
cent in 1966-67. Real output growth
responded to this easing of monetary
policy by averaging 6.5 percent in
the period 1962-66. The

Western Economic Review, Vol. 2, No.

In addition, several of the

unemployment rate fell steadily from
6 percent in 1962 to 3 percent in
1966 (Figure 2).

However, the outstanding perform-
ance of real output growth and unem-
ployment were acquired at the cost
of inflation and balance of payments
difficulties. As shown in Figure 1,
inflation accelerated from a 1 per-
cent annual rate in 1962 to 4 per-
cent in 1967. Figure 2 shows that
the exchange rate, which had been
considered overvalued at $.97 in
1960, was allowed to depreciated
from then on, and was finally repeg-
ged in 1962 at $1.08. This rise in
the price of U.S. dollars discour-
aged imports and encouraged exports,
and supported the recovery in real
output growth at the beginning of
the period. But the growth in real
output and the money supply in the
presence of the pegged exchange rate
led to a deterioration of the cur-
rent account and settlements balanc-
es of payments after 196k, as can be
seen from Figure 3.

These inflation and balance of
payments problems occurred simulta-
neously in Canada and the United
States, and called forth restrictive
monetary policies that are dramati-
cally apparent from Figure 1. From
the 1967 high of 10 percent, the
money supply growth rate dropped
sharply in each of the following
years to a low of about 2 percent in
1970. Real output growth fell but
averaged 4 percent between 1967 and
1971. However, inflation continued
to accelerate into 1969 and the
short-term interest rates rose
sharply. Unemployment began a
steady c¢limb that lasted almost
without interruption until 1982.

Phase |l of Canada's post-war
monetary history ended in 1970.
During that vyear, the restrictive
monetary policy of the preceding two
years caused inflation to slacken.
However, the big event of the period

1, April 1983 [ISSN 0715-L577]



was the dramatic development in the
batance of payments accounts which
was caused by the following. Presi-
dent Nixon was elected in 1968 on
the promise of fighting inflation
and reducing Vietnam war hostili-
ties. initially, he delivered on
both fronts and, with the co-opera-
tion of the Federal Reserve and A.
Burns, monetary policy in 1969 was
tightened to the point where the
U.S. money supply rose by only 3.8
percent. However, Vietnam war hos-
tilities accelerated, budget defi-
cits were large, interest rates
high, Congressional elections were
coming up, and the 1972 Presidential
elections were on the horizon. So
in 1970, U.S. monetary policy was
eased sharply. The overheated U.S.
economy responded by generating a
negative balance of trade of unp-
rededented dimensions. As a result,
Canada enjoyed a large current ac-
count surplus equal to 1.5 percent
of GNP, while the overall surplus
came to 3.7 percent of GNP. The
Canadian response to these surpluses
was the return to floating exchange
rates on May 31, 1970, an event
which ended the constraint of the
full exercise of Keynesian expan-
sionism that had characterized the

1960s.

1.3.2 Evaluation of Policies

Close inspection of the data in
Figure 1 shows that the Canadian
economy had entered a cyclical re-~
covery well before Coynes's resigna-
tion and the following easing of
monetary policy in 1961, However,
this expansion was prolonged by the
continued acceleration of money sup-
ply growth rates, even in the pres-
ence of wunmistakable inflationary
pressures. An interpretation of the
above behaviour, in the light of the
present study's notion of the influ-
ence of theory on policy, is that

13

Canada's policy makers persisted in
their expansionary policy stance be-
cause they were so convinced of the
existence of the Phillips curve
trade-off that inflation was seen as
being simply the cost of the lowered
unemployment. Figure 4 shows in the

8 quarter moving average line that
there was a steep <c¢limb in the rate
of increase in the money supply in
1961, and thereafter a persistent
but slower rise to a peak in 1967,
and a subseqguent decline ending in
1971. The quarterly changes

throughout the period were large and
continued in the same direction for
a fairly long time. These changes
were the result of the monetary au-
thorities' responses to several of
the above-noted crises. They also
reflected a pre-occupation with sta-
bilizing interest rates, and bank
reserves and credit conditions, when
shifts in domestic and foreign money
demand functions took place repeat-
edly through foreign exchange crisis
and changes in infiationary expecta-
tions. The reversal of monetary
policy in 1967 prompted by the bal-
ance of payments constraint also
shows up clearly in Figure h. The
moving average growth rate dropped
siowly and consistently during the
next four years.

The simple test of the monetarist
model reflected in Figure 5 shows
that the relatively high money sup-
ply growth rates of the first half
of the 1960s were on average about
one-half of a percent smaller that
the growth rates in real output.
Only in 1967-69, was monetary policy
excessively expansionary, by an an-
nual average of 2 percent. The con-
sumer price index efficiently tracks
the periodic pattern of the moneta-
rist measure of ease and tightness.

However, there is a remarkably con-
stant excess of the inflation rate
over that predicted by the basic

monetarist model, amounting to an
average of about 2 percent per year.
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These facts imply logically that
there has been either a technologic-
ally determined shift in the demand
for money manifesting itself in an
increase in the velocity of circula-

tion, an income elasticity of demand -

for money less than one, or both. |
cannot analyze and document the rel-

ative importance of those factors
here[10]. However, | would tenta-
tively attribute the main explana-

tion to a persistent rise in veloci-
ty <caused by high interest rates
which in turn stimulated innovations
that permitted reduction in the av-
erage size of cash balances in the

economy . The fall in the real cost
of electronic communication facili-
ties made possible credit cards,

Euro-currency banking, ‘'near' banks
and many other innovations that per-
mitted economizing on cash balances
and raised velocity.

The crucial issue raised by the
experience with Canadian monetary
policy in the 1960s is whether the
high growth rates, low unemployment
and inflation in the early period
represent a vindication of the
Keynesian model incorporating the
Phillips curve, justifying policy
activism more generally. According
to this model, the success of the
initial policies was cut short by
the constraint imposed on monetary
policy by the balance of payments
under a pegged exchange rate. High
growth levels, low unemployment and
moderate inflation could have con-
tinued if the Canadian dollar had
been allowed to adjust. The logical
outcome of this kind of reasoning
and interpretation of the experience
of Canada and several other indus-
trial countries was the development
of the open economy Keynesian Phil-
lips curve model in which countries
could obtain "monetary independence'
by the adoption of freely floating
exchange rates. As we shail see be-
low, this idea was very important in
influencing policies in Phase |11i.

Western Economic Review, Vol. 2, No.

However, the favourable
performance of the Canadian economy
in the 1960s also has other explana-
tions. Monetarists attribute it to
a normal cyclical wupswing and the
subsequent temporary beneficial ef-
fects of unexpected increases in the
money supply at a time when the pub-
lic expected a continuation of the
price stability that had prevailed
for the preceding 20 peace-time
years. The accelerating inflation
over the period changed these expec-
tations and the fine performance of
the early 1960s was, in a sense, ac-
quired at the expense of the depre-
ciation of the social capital stock
of expected price stability. After
this capital had been used up, a re-
peat of the favourable experience of

the early 1960s was impossible.
Fiexible exchange rates could bring
monetary independence but not the
possiblity for a stable trade of
some inflation for lower unemploy-
ment.

Even in the 1980s, there is no

agreement among economists as to the
validity of the Keynesian and mone-
tarist explanations of the boom of
the early {and troubles of the late)
1960s. However, it may be fair to
say that the monetarist explanation
is gaining increasing acceptance
through both theoretical work and
the interpretation of events in the
1970s.

Before we turn to the analysis of
the next phase of Canadian monetary
policy, it is useful to recall the
expectations and government spending
programs created under the euphoric
conditions that existed after the
very favourable growth rates of the
early 1960s. This was the period
when pundits predicted the arrival
of the age of cybernetics and uni-
versal economic super -abundance,
when mankind’s main problem would be
what to do with vast amounts of lei-
sure. J.K. Galbraith and other 1ib-
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erals argued that the rapid economic
growth permitted a painless expan-
sion of the welfare state, public
goods expenditures and increased
government intervention to force the
elimination of externalities in
product and factor markets. The
luxuries of the good society were
finally affordable.

Political consensus for legisla-
tion to expand welfare programs and
regulation of the economy was ob-
tained without difficulty. Some of
the most severe problems of the late
1970s can be understood only in the
light of these government programs
which, seen in the context of Phase
Il of Canadian monetary policy, have
their origin in the success of
Keynesian expansionism of the early
1960s, and the interpretation that
economic science could assure the
perpetuation of this success into
the future.

1.4

PHASE 11! - UNCONSTRAINED
KEYNES AN EXPANSIONI[SM

as well
and de-
to be-
of the Keyne-
model when, in

Policy makers in Canada
as in most other industrial
veloping countries continued
lieve in the validity
sian Phillips curve
1970-7k, developments in the inter-
national monetary system and the
United States removed the balance of
payments and exchange rate con-
straint that had previously limited
their ability to follow through with
strong monetary and fiscal expan-
sion. On August 15, 1971, the Unit-
ed States renounced gold converti-
bility and with it what had widely
been believed to be one of the cor-
nerstones of the post-war interna-
tional monetary system. Subsequent
attempts to repeg the price of gold
and major currencies failed and, in

effect, the world abandoned the fix-
ed exchange rate system. Up to
1972, the United States pursued

Western Economic Review, Vol. 2,
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expansionary monetary and fiscal
policies at rates unprecedented in
history. Most countries refused to
let their exchange rates appreciate
and added U.S. dollars to their re-

serves in quantitites that were the
realization of earlier dreams.

It is important to recall these
giobal events in the context of the
basic economic theory which deter-
mined Canadian monetary policy in
Phase |11, not only because these

developments were determined by the
prevailing theory which stressed the
benefits of monetary independence,
but also because foreign influences
had a strong impact on Canadian de-
velopments. in other words, the
main new influences of the period of
Canadian policy were not the evolu-

tion of economic theory, but a
changing Canadian and global envi-
ronment which made it possible to

put into place Keynesian expansion-
ary policy without balance of pay-
ments constraints.

1.4.1 Actual Policies

Figure 1 shows that in 1971, the
Canadian money supply rose by nearly
13 percent. In the following two

years, the money supply was expanded
at even greater rates of 14 and 15
percent. Real output growth in-
creased, hitting a peak of 7.5 per-

cent in 1973. The unemployment rate
dropped by only one percentage point
during this boom of 1971~-73 and rose
again sharply thereafter (Figure 2).
One of the main sources of the in-
crease in Canada's real income of
the period was the rise in export
prices and an appreciation of the
exchange rage from $1.08 to §.98.
The massive increases in the Canadi-
an economy's liquidity caused sig-
nificant drops in long and short-
term interest rates for the first
time since the end of Phase |.
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Al of these
developments took place
of rapidly accelerating inflation.
As seen in Figure 1, prices rose
from an annual rate of 3 percent in
1971 to a peak annual rate of 11}
percent in 1974 and 1975. Clearly,
the big difference between the in-
flation of the early 1970s and pre-
ceding periods was that, unlike the
latter, the former did not set off
restrictive monetary policy. While
there was a lower money supply
growth rate in 197k, the 1975 rate
was up again and for the vyears
1973-75, Canada's money supply grew
at an historically record-setting
annual average of over 12 percent.

Two important developments abroad
need to be mentioned here because of
their influence on Canadian condi-
tions. First, after the Presiden-
tial election in 1972, U.S. monetary
policy became restrictive and pro-
duced the sharp Nixon recession of
1973 and 1974, with U.S. real growth
rates in the negative range. Cana-
da, for the first time in post-war
history, did not follow U.S5. econom~
ic policies closely and instead pur-
sued the expansionary policies noted
above and let her exchange rate ap-
preciate. The second international
development was the formation of
OPEC in 1973 and the subsequent es-
calation of petroleum prices. The
Canadian government chose to keep
energy prices at levels well below
world prices until 1981, wusing spe-
cial taxes and subsidies to achieve
that objective.

Finally, we may note that during
Phase |11, interest rates fell ini-
tially but reached new post-war
peaks in 1975. The unemployment
rate dropped briefly in 1973-7h4, af-
ter real output growth had already
begun to decline, and also reached a

favourable
in the face

new post-war peak in 1975. The cur-
rent and settlements balances of
foreign transactions were positive

from 1970 trhough 1973. Thereafter,

Western Economic Review, Vol. 2,

the current account balance deterio-
rated sharply as the Nixon recession
reduced exports and world commodity
prices.

T.4.2 Evaluation of Policies

In Figure 4, the trend of growth in
the money supply during Phase I} is
easily seen. The moving average
shows a sharp rise during 1971 and
1972, and thereafter a steady growth
at a plateau that represents a
post-war high.

The monetarist model underlying
Figure 5 finds its most persuasive
verification during Phase |I]. The

percentage increases in excess money
supply precede and track almost per-

fectly the increases in the price
level, though there is some slight
underprediction of the inflation
rate for the full period. As com-
pared with the Phase || experience,

however, the evidence suggests that
increases in velocity were relative-
ly small.

The basic and most important les-
son learned from the unconstrained
Keynesian expansionism of Phase |11
in Canada is that the inflation-un-
employment trade-off that appeared
so favourable in the wearly 1960s
could not be repeated in the early
1970s. Inflation soared and unem-
ployment dropped very little. These
facts strongly suggest that the
trade-off was an illusion, and that
national monetary sovereignty
through flexible exchange rates did
not provide the expected benefits.
Keynesian macroeconomic theory was
in crisis and policy makers were
ready for new theories and policies.
In the fall of 1975, the governor of
the Bank of Canada announced a poli-

cy of gradual reduction in money
supply growth. Phase Ii]l and an era
had ended.
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1.5 PHASE |

MONETARY RESTRAINT

in 1968, M.
tial
ics Association launched
ing attack on the idea that market
economies faced a stable trade-off
between inflation and unemployment.
He combined his theoretical argu-
ments with references to the monu-
mental study of U.S. monetary histo-
ry (1963) which he had co-authored
with A. Schwartz. There simply was
no evidence over one hundred years
of U.S. monetary history suggesting
that money supply growth rates in
excess of real growth rates resulted
in anything but short-lived reduc-
tions in unemployment and inflation.
Scholars, such E. Phelps (1967), at
institutions other than the Univer-
sity of Chicago, reinforced Fried-
man's arguments, but the same time
lags which had characterized the
working out of Keynesian models in
the 1950s, and their policy influ-
ence in the 1960s, also manifested
themselves in the case of the mone-
tarist theories. Influential policy
advisors in the United States, such
as A. Okun, chairman of the Council
of Economic Advisers and his col-
leagues at the prestigious Brookings
Institution in Washington, had made
their reputations in the development
of the Keynesian policy models and
had claimed credit for the successes
of the early 1960s. They and people
with similar backgrounds in Canada
were not convinced by monetarist ar-
guments and successfully pressed for
the unconstrained expansion of the
early 1970s.

However, the inflation of the
1970s, combined with rising unem-
ployment rates, represented for most
people a clear refutation of the va-
lidity of the Phillips curve analy-

Friedman’s presiden-

a convinc-

sis. Keynesians searched for alter-
native explanations of the 1970s
experience. Cost-push theories of
old were dusted off and dressed up

address to the American Econom-.
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in new garb by reference to popula-
tion explosions, vanishing supplies
of natural resources and energy, and
all kinds of other limits to growth.
The policy consensus among Keyne-
sians was that these special devel-
opments called for a new and innova-
tive policy response in the form of
wage and price controls[il], but
that the basic Keynesian model and
Phillips curve trade-off were valid,
at least when inflation was being
reduced. During the early 1970s,
monetarist explanations of the eco-
nomic situations gained increased
acceptance. There was talk of a
monetarist counter-revolution which
derived its strength from a large
body of empirical and theoretical
evidence produced over many Years at
the University of Chicago but which
had been considered irrelevant dur-
ing the hey-day of Keynesianism. In
addition, three fundamental theoret-
ical and empirical insights helped
explain the seeming failure of the
Keynesian system.

First, there was the idea that
the unemployment rate, ceteris pari-
bus, is an increasing function of
the level of unemployment insurance
(Grubel and Walker [1978]) and of
other social welfare benefits. Be-
tween 1951 and 1981, total govern-
ment expenditures rose from 25 to 42
percent of GNP in Canada (see Figure

3), *much of which is explained by
increases in social insurance expen-
ditures of all sorts (Gru-

bel, [1982]). By disregarding the
determinants of so-called ‘'natural
rate of unemployment,'" monetary pol-
icy during the early 1970s had been
made more expansionary than was war-
ranted by other indicators of capac-
ity utilization considered relevant
for counter-cyclical policies.
Second, nominal interest rates
are a highly misleading guide as to
the restrictiveness of monetary pol-
icy. Not only is there the old
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distinction emphasized by moneta-
rists between nominal and real in-
terest rates, but there is also the
interaction between taxation and in-
flation. If inflation is 10 per-

cent, a 16 percent interest imposes
a real cost of borrowing of 6 per-
cent, but if borrowers can deduct
the interest cost from income sub-
ject to a marginal tax rate of 50
percent, then the real cost of bor-
rowing is -2 percent. Monetary au-

thorities determining monetary re-
strictiveness on the evidence of
real interest rates have tended to
overestimate the restrictiveness and
pursued a more inflationary rate of
money creation than they believed
they did[12].

Third, the idea of rational ex-
pectations led to the questioning of
the usefulness of any policies that
are based on the measurement of ma-
croeconomic relationships undertaken
in the absence of policies. It was
postulated that maximizing economic
agents would take into account ra-
tionally the effects of policies on
their own conditions., and it can
readily be shown that as they do so,
they negate efforts to lower unem-

ployment rates by demand expan-
sion[13]. This line of analysis
provided support for Friedman's

proposition of the absence of a
Phillips curve trade-off and repre-
sents an important generalization
about the 1limited effectiveness of
macroeconomic stabilization poli-
cies.

These ideas on rational expecta-
tions and the determinants of unem-
ployment and the real cost of bor-
rowing, together with the entire
body of monetarist theories and em-
pirical evidence, gained increasing
acceptance among the general public
in Canada and elsewhere during the
1970s. They provided not only a
plausible and consistent explanation
of the entire post-war history based
on universally acceptable principles

Western Economic Review, Vol. 2,

of microeconomics; they also provid-
ed the rationale for Phase IV of
Canadian monetary policy, the period
of monetarist constraint after 1975.

1.5.1 Actual Policies

in 1975, accelerating inflation
led to two major policy initiatives.
First, the Bank of Canada announced
that it would reduce the rate of
growth of the money supply gradually
until it had reached levels consis-
tent with price stability. Figure 1
shows clearly that this policy pro-
gram was pursued with success. The
growth rates of M1 decreased on al-
most a linear trend from 14 percent
in 1975 to 0 percent in 1981. The
growth rate of M2 fluctuated widely,
but remained at an average of about
1k percent throughout the period. |
will return to this phenomenon be-
low.

Second, in the fall of 1975,
Prime Minister P. Trudeau instituted
a system of wage and price controls
that lasted wuntil the end of 1977.
Figure 1 shows the inflation rate
dropped from about 11 percent in
1975 to 7.5 percent in 1976. There-
after, it accelerated again and
reached 12 percent in 1981.

The period saw dramatic unfavou-
rable developments in all important
Canadian economic indicators. Dur-
ing Phase 1V, growth in real output
fell almost continuously and reached
zero in 1981. Interest rates rose
strongly throughout the period and
reached levels of 16 to 18 percent
in 1981. The unemployment rate con-
tinued its steady rise through 1978
but stabilized thereafter, in spite
of the continued drop in real output
growth. Canada's exchange rate
depreciated over 20 percent against

the U.S. dollar. The current ac-
count balance improved with the
depreciation of the dollar, though

the settlements balance was strongly
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negative in 1978 and strongly posi-
tive in 1979 in order to achieve the
smooth depreciation of the exchange
rate. ‘

Fiscal policy was never used
strongly in Canada. As can be seen
from Figure 3, federal government

budget imbalances
period of policy

throughout the
activism in Phases
It and Il alternated between pos;i-
tive and negative within a narrow
range, mostly in classical automatic
response to exogenous changes in
real output growth. The main im-
pression received from an inspection
of Figure 3 is the persistent growth
in expenditures as a percentage of
GNP, and the development of a very
large deficit after income tax
schedules were indexed to inflation
in 1974 so that revenues ceased to
grow automatically with price in-
creases. At the same time, expendi-
" ture programs tended to be indexed
to inflation and revenue increases
due to real growth were curtailed by
the slowdown in the growth rate for
real output. At 5 percent of GNP in
1877, the financing of the deficit
absorbed about 20 percent of Cana-
da's savings.

1.5.2 Evaluation of Policies
Figure &k shows that after 1975,
the growth in the money supply re-

mained around 10 percent and fluctu-
ated narrowly every quarter until
1978. Thereafter, quarterly fluctu-
ations became very large but trended
downward. These large fluctuations
also took place in the United States
and were criticized by M. Friedman
as being the result of the monetary
authorities' concern with stabiliz-
ing interest rates, and as having an
adverse impact on expectations for
future stability[14]. After 1980,
both the Federal Reserve and the
Bank of Canada committed themselves
to a new policy of stabilizing money

Western Economic Review,
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supply growth rates and paying much

less attention to interest rates.
If this policy is working, it does
not vyet show up in the quarterly

data. The 8 quarter moving average
on M1 growth rates in Figure b indi-
cates that the Bank of Canada did
indeed deliver on its promise to re-
duce the growth rate. Figures L and
5 show just how restrictive monetary
policy has been by the standards of
the monetarist models.

The big problem of policy evalua-
tion is clearly the failure of the
inflation rate to respond to the de-
crease in the money supply growth
rates after 1978, most dramatically
obvious from Figure 5. Not only are
the rates of changes in these two
variables different, but since 1§77,
they have opposite signs. What has
gone wrong, if anything?

| think that a definitive answer
to this question will not be found
for a number of years, after further
developments and research permits us
to put the period into some perspec-
tive. Here | can only advance a
number of hypotheses that suggest
themselves to me.

First, there is the possibility
that there has been a very great in-
crease in the velocity of circula-
tion of money defined as M1 caused
by both technological advances[15]
in electronics and institutional in-
novations which have served to make
assets other than money increasingly
useful for making payments and as
temporary stores of value. In re-
cent years, Canadian commercial
banks and competitive savings insti-
tutions have introduced chequing
privileges for savings accounts
while at the same time paying high
interest rates on daily balances.

This supply of financial innova-
tions has been stimulated by an in-
teraction between inflation- and tax
rates. To understand the power of
this influence, consider a commer-
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cial bank which has to pay the going
rate of 1k percent to attract a $100
deposit. Since it faces a reserve
requirement of 10 percent it can
lend out only $90 at the assumed go-
ing rate of 16 percent.
tant gross margin of .16$90 - .4$100
= $.40 per $100 deposit, goes for
paying expenses, tax obligations and
a normally competitive profit of,
say 10 percent of the gross, or
$.04.

Now consider the advantage
by a competitive intermediary
can offer deposits and loans
characteristics that are
slightly inferior to those offered
by the commercial bank. This com-
petitor therefore can offer to pay
siightly more than 14 percent on de-
posits and charge slightly less than
16 percent on loans to attract some

held
that
with
only

of the money that previously had
gone to the commercial bank. Since
the non-bank competitor has no re-

serve requirement
can lend nearly all of every $100
attracted, except for some precau-
tionary balances which are ignored
here to keep the example simple[16].
Its gross margin therefore is
.165100 - .14$100 = $2. |f operat-
ing costs are the same as those of
the commercial bank and amount to
$.36 per $100 deposit, this competi-
tor has a profit margin of $2 - $.36
= $1.64 per $100 deposit.

This is an enormous excess over
the S$.04 margin of the commercial
ban,k, and can be used to offer all
kinds of services and concessions on
interest rates to get wealthholders
to switch from money balances count-
ed in Ml and subject to reserve re-
quirements, into balances that are
imperfect but close substitutes for
money and are counted in M2. The
villain of this incentive is the
seemingly innocuous tax implicit in
the reserve requirement on commer-
cial bank deposits, which, under the
above example using high interest

on deposits, it

The resul-

rates, amounts to a 4000 percent tax
rate on profits (1.46/.04).

in both Figures 1 and 5, we note
that the growth rates of M2 have
been above the growth rate of Ml by
a substantial margin ever since 1974
when interest rates have been above
8 percent. The growth of M2 thus
can explain the increase in the ve-
locity of M1 needed to sustain the
observed inflation during the peri-
od. However, as the data show, the
annual growth rate in M2 has been
quite unstable and more observations
are required to clinch the case.

The second explanation of the
failure of Phase IV policy relies on
the fact that, in the United States,

the monetarist policies followed
since 1975 have produced price
changes consistent with the moneta-
rist model and preceding periods.
One important difference between
U.sS. and Canadian conditions has
been that President Reagan made an

election promise to switch from lib-
eral-Keynesian to monetarist-conser-
vative monetary, fiscal and welfare
policies. He delivered on this
promise in a politically risky pack-
age of policies and, in spite of
large budget deficits, his adminis-
tration enjoys a high level of pub-
lic credibility. Public confidence
in the President's determination has
helped to change inflationary expec-
tations quickly and to lead to re-
duced wage demands and costs. Con-
servative measures of deregulation
have, in 1980-81, led to lower pric-
es in several sectors, most notably
energy, which supported the decrease
in costs and prices.

The same period in Canada was
characterized by an entirely differ-
ent political climate. There has
been no monetarist-conservative
platform adopted by any party. The
Liberals under Trudeau remain com-
mitted to liberal-Keynesian philoso-
phy. The monetarist policies of the
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Bank of Canada are under
tact from many influential
tuals and politicians,

‘doubts about its future.
spending has continued its upward
trend, and political rhetoric about
the need for price stability is met
with extreme scepticism by the pub-
lic. As a result, inflationary ex-
pectations appear not to have
changed substantially, and wage set-
tlements being demanded and met re-
flect the conviction that inflation

heavy at-
intellec-
raising some
Government

cannot and will not be eliminated.
This prophecy can be self-fulfill-
ing, to a considerable degree, as it
raises enormously the temporary un-
employment cost of fighting infla-
tion, and may ultimately force an
end to tight monetary policy and a

stable exchange rate. The persis-
tence of inflationary expectations
in a particular Canadian political
environment can explain the puzzle
of Phase IV, especially when it is
contrasted with the U.S. experience.

The third possible explanation of
the puzzle in a sense complements
the second. Liberal Keynesian in-
terventionism in Canada had resulted
in an unsustainable subsidy of do-
mestic energy consumers until about
1980. Since then, there have been
extraordinarily large increases in
energy costs to consumers. The lib-
eral interventionism had also creat-
ed very powerful cartels and raised
prices for food producers in the
1970s. The importance of these car-
tels may be appreciated by the fact
that U.S.-Canadian food price indi~-
ces had previously moved in unison
(with deviations of 5 percent maxi-
mum in either country's favour be-
tween 1950 and 1977). Since the
cartels' creation, U.S. prices have
fallen and Canadian prices have ris-
en, «creating a gap of about 35 per-
cent in 1980, all adjusted for ex-
change rate changes.

Upward pressures on Canadian
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prices during the late 1970s in the
face of extremely tight monetary
policy can also be attributed to the
depreciation of the exchange rate,
which raised the costs of tradeables
by 20 percent. In addition, re-
pressed inflation after the 1977 re-
laxation of wage and price controls
is likely to have added to the in-
flation in subsequent years.

As a final explanation of the
puzzle, it may be worth considering
that, historically, monetary policy

works with a variable and unpredic-
table lag. Therefore, while the
cost influences just mentioned are
irrelevant to the monetarist theory
of inflation in the longer run,
since they only represent changes in
relative prices, in the short-run
the prices of goods in decreased de-
mand may not fall. As a result,
there are excess supplies, unemploy-
ment and stagnation, along with in-
flation. How long these conditions
persist is not explained by moneta-
rist theories and depends on many
factors, including those noted as
the other three explanations of the
puzzle.

It is obvious
that,

from the preceding
rather than call into question

the model itself, | am inclined to
search for explanations that,
through extensions and modifica-
tions, will accomodate real world

developments into the basic moneta-

rist model. The reason for this ap-
proach is that | do not know of a
better basic framework for analysis
than the one which rests on the

propositions that excess money cre-
ation is the necessary and suffi-
cient cause for inflation in the
longer run, and that full employment
as the average over the business cy~-
cle is determined by Jlabour market
characteristics and the cost of not

working. Until someone ihtroduces
theoretically backed empirical evi-
dence showing that these
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propositions are invalid, the Phase
IV experience with Canadian monetary
policy demands extension and modifi-
cation of the monetarist model, not
the development of a completely new
paradigm.

1.6 SUMMARY AND CONCLUSIONS

This study of Canada's post-war
monetary history shows once again
the power which economic theories
have over policies and events, but
it also shows that the theories
themselves are subject to revision
in the light of experience. The

analysis ended at a time when mone-
tarist theory was in effect and ear-
ly developments raised questions

about its power to achieve price
stability, full employment and eco-
nomic growth, As a result, there

are demands for replacement of mone-
tarism by packages of non-doctri-
naire pragmatism and renewed Keyne-
sian interventionism.

If the past is a guide for the
future, then monetarist theory will
be re-evaluated and modified in the
light of experience to better serve
the technological and human environ-
ment of the last part of the 20th

century. It is also possible that a
new paradigm, like the Keynesian
one, will come along and replace
monetarism. However, in the per-
spective of monetary history of
Western countries over much more
than the 3 decades considered here
(see Friedman and Schwartz [1963]),
the probability is very great that
the Keynesian experiments are an
isolated incident and that basic
monetarist theory will predominate
for a long time to come.
If this prognosis is
then the unemployment, stagnation
and persistent inflation of the
period 1975-82 will be evaluated and
interpreted as the cost of adjust-
ment following a failed experiment,
which in turn creates conditions for
sustained and stable growth in its
wake. In the future, the persistent
problems of free market economies in
the form of business cycles and un-
employment, will likely be tackled

correct,

through appropriate microeconomic
policies. This would leave monetary
and. fiscal policies the task of pro-
viding a stable environment within
which automatic market adjustment
processes and these microeconomic
policies <can be their most effec-
tive.
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NOTES

% Valuable comments on -an earlier
draft of this paper were made by J.
Chant, J. Dean, an anonymous referee
and participants at a seminar at the

University of Witwatersrand. !
gratefully acknowledge financial
support from the Simon Fraser Uni-
versity Center for Economic Re-
search.

[1] After | had written this paper,

| discovered Feldstein (1982)
who explains U.S. inflation in
terms of major trends in econom-
ic theory.
[2] In my research, | have drawn
liberally on the following major
studies of Canadian monetary
policy. The early period of
Canada's monetary policy, in-
cluding pre-war years, is in
Neufeld (1958) . Wonnacott
(1965) discusses policy up to
1962. One of the most efficient
summaries of the 1960s is in
Pesando and Smith (1973). Gor-
don (1961) deals with the issues
from the perspective of the
1950s. The volume edited by
Cairns et al. (1972) contains a
thorough and broad coverage of
issues and events of the 1960s.
Courchene (1973), (1976), (1977)
and (19871) is an eariy and con-
sistent monetarist critic of
Canadian monetary policy. Kali-
ski  (1973) and Reuber (1964)
present influential estimates of
Canada's inflation-unemployment
trade-off in the spirit of Phil-
lips' study of U.K. conditions.
Howitt and Laidler (1979), White
(1978}, Carr et al. (1976) ,
Freedman (1978), Wirik (1979)
and Laidler (1981) interpret
monetary history in Canada from
the monetarist perspective.
Donner and Peters (1979), Barber
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[3]

(4]

[5]

(6]

7]

(8]

23

and McCallum (1980), Crane
(1981) and Fortin (1979) articu-
late criticism of monetarism
from a Keynesian perspective,
suggesting modification of the
Keynesian paradigm through the
addition of permanent wage and
price controls. Bordo and Chou-
dhri (1982) present a thorough
analysis of the 1970s experience
from a monetarist point of view,
and pay special attention to the
influence of U.S. conditions on
Canada.

See Grubel (1978) for a discus-
sion of the fact that Keynesian
theory failed to deliver an op-
erational definition of unem-
ployment.

See, most notably, Gordon (1961)
and Wonnacott (1965).

See Corden and Neary (forthcom-
ing) .

For Canadian studies of the
trade-off, see Reuber (196L) and
Kaliski (1973) who surveys stud-
ies existing at the time.

Even Friedman {(1969) tended to
concentrate only on the dead-
weight loss of consumer surpius
from money holdings, which was
‘ridiculed as the ''shoe leather
cost of inflation." The Royal
Commission on Banking and Fi-
nance Report was one of the few

voices disagreeing with the con-
ventional wisdom of the period.

Schwartz (1972) found that the
number of references made to the
guantity of money decreased and

that to interest rates, liquidi-
ty ratios and other control in-
vestments increased inm several
annual reports of the Bank of
Canada during the 1950s and
1960. See Dean (1975) for a
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[9]

[10]

[11]

2]

[13]

[14]

Western Economic Review, Vol.

discussion
as

cy.

of liquidity ratios
instruments of monetary poli-

For an account of this
see Sorenson (1965).

per iod

See Friedman and Schwartz

(1963) and Laidler (1977).

These ideas were articulated in

the Canadian context by Barber
and McCallum (1980). and espe-
cially Crane (1981).

See Feldstein (1982) for an

elaboration of this point.

(1981)

for summaries

See Lucas and Sargent
and Baily (1982)
and discussions.

This criticism was published in

his columns in Newsweek in 1981
and 1982.

2,

No.

[15]

L16]

Freedman (1981)
development of
gates in response to
trol of one.

considers the
monetary aggre-
the con-

| have discussed this
in Grubel (forthcoming). Since
unexpected withdrawals reduce
assets by much more than re-
guired reserves, commercial
banks need secondary reserves
almost as large as those needed
by institutions that have no
reserve requirements. See Bank
Profits (1982) p. 83 for empir-
ical evidence on the magnitude
of the tax on banking.

problem
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The Impact of the Alsands
Cancellation on the Canadian
and Provincial Economies

Peter Dungan,
Institute for Policy Analysis,
University of Toronto.

Abstract.

The article investigates the

impact of the cancella-

tion of the ALSANDS project on the Canadian and provincial econo-

mies, using the
years 1982-1990 are broken
phase (1982-1987),

assess the effects

the added importing
sumptions are used.
ed importing of oil
economy. This

of oil.

that has

sis, University of Toronto.*

2.1 INTRODUCTION: ASSUMPTIONS

The ALSANDS mega-project has now
been cancelled or postponed for sev-
eral years. This study uses PEAP's
FOCUS and PRISM models to examine
the impact of the ALSANDS cancella-
tion on the Canadian and provincial
economies.

Several key assumptions had to be
made concerning the ALSANDS cancel-
lation and the economic environment
of the 80s:

Western Economic Review, Vol. 2,

macroeconometric FOCUS and PRISM models.
down

of both the cancellation
Five scenarios
The results of the tests show it

th

is a condensed version of Policy Study no.
Policy and Economic Analysis Program,

No.

The
into two stages - the "build"
and the ''production' phase (1988-1990), - to

of construction and
with different as-
is the add-
serious effects on the
82-1,
Institute for Policy Analy-

e most

2.1.1 "Psychological' impact

Since it was a ''model’ mega-pro-
ject, the cancellation of ALSANDS
may have repercussions on business
confidence, investment plans, etc.,
far greater than would be 'normal’
for a similar reduction in invest-
ment or other autonomous expenditure
which was less visible. It is in
this realm that macroeconomic models
are least useful; resort must be had
to surveys, casual empiricism and
just plain judgement. To keep the
experiment ‘''clean," no additional
reduction in investment due to psy-
chological reasons has been assumed.
0f course, the FOCUS model will
still generate the average or normal
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investment and other ex-
(The ‘'extraordinary"
ALSANDS cancellation
be negative. Room may

reaction in
penditures.
impacts of the
need not all

be opened for alternative energy,
conservation, or other investment.)
Note that while psychological im-
pacts are ignored in this analysis,
they could be quite important. How-
ever, it seemed best to leave what
would essentially be a 'judgement
call" out of the initial model im-
pacts, so that what the models them-
selves were saying would come
through more clearly.
2.1.2 Profile of ALSANDS
Construction and Qutput
There 1is no firmly agreed upon

profile of what ALSANDS investment -
and later petroleum output - would
be. The schedule we adopted, shown
in Table 1, is a rounded approxima-

tion and nothing more. It is as-
sumed that investment was to begin
in 1982 and peak in 1986, with the

plant coming "on stream'" in 1988 and

achieving full output in 1989. As-
sumptions were made as to the pro-
file of real investment in millions

of 1971 dollars; these are eventual
National Accounts impacts. Current
dollar figures were obtained by mul-
tiplying the real estimates by def-
lators from the ''base-case' projec-

tion.
Finally, it is assumed that 50
percent of the funds required for

the project would have been borrowed
outside of Canada. Cancellation of
the project therefore entails a re-
duction in long-term capital inflows
in 1982-88. Capital service on this

borrowing is assumed to have been
postponed wuntil the plant was in
production.

To test the sensitivity of the
results to this assumption, an al-
ternative scenario (Scenario No. 5

Western Economic Review, Vol. 2,
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below) assumes instead that there
was to be no foreign borrowing for
the project. It turns out that re-
sults are sensitive to the level of
foreign borrowing assumed.

2.1 Economic Environment

-3

The impact of the ALSANDS cancel-
lation is measured by removing the
investment and output profiled in
Table 1 from a base projection of
the Canadian and provincial econo-
mies. Two features of the base-case
have an important impact on the re-
sults of the ALSANDS cancellation
experiment:

1. The base-case is a long-run
trend projection assuming no
major surprises in the 1980s.
After the current recession
ends, the economy is project-
ed to expand at a rate of
growth gradually approaching
that of the -economy's poten-
tial. This means that,
through the 80s, the economy
will be characterized by
some slack, but much less so
than in the 1982 recession.
This intermediate degree of
slack is such that the
ALSANDS project could have
crowded out some investment
which might otherwise have
taken place. However, since
there do exist some unem-
ployed resources, ALSANDS
could have have been built
without displacing an equal
amount of other expenditure.

The energy situation project-
ed for the 80s is also impor-
tant for determining the out-

come of the ALSANDS
cancellation - especially in
its production phase of
1988-90.
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TABLE 1

ALSANDS Cancellation

(Assumed Profile of Investment and Output)

Change in Change in Change in Change in Output

Structures Machinery & Total Mill. Thous.

Investment Equipment Investment Bbl. Bbi.

Investment Outlays Per Year Per Day
- 1971 Millions - S Millions

1982 -120 -80 ~-531 - -
1983 -200 -140 -982 - -
1984 -250 -170 -1307 - -
1985 -300 -200 ~-1699 - -
1986 -350 -2L40 -2170 o= -
1987 =250 ~-170 -1636 - -
1988 -100 - 70 - 701 -25 - 68
1989 - - - -50 -137
1990 - - - -50 -137
The projection assumed that Canadian balance of payments

world oil prices would remain
approximately constant in
real terms for 1982-85, and
then rise in real terms at
about 5 percent per year.
Viewed from mid-1982, this
projection may appear pessi-
mistic, yet oil price projec-
tions have been very volatile
in the past, and it was felt
that a conservative estimate
was warranted in the longer
run. This pessimistic view
of world prices means that
the "lost' oil of the can-
celled ALSANDS is relatively
expensive in 1988-90 and has
a larger effect upon the

Western Economic Review, Vol. 2,

No.

than would be the case under
more optimistic oil wprice
projections. Still, it will
be seen that the balance of
payments effects are of such
magnitude that even consider-
ably lower world oil price
assumptions would continue to
make them very important.

Second, in the base-case
projections, Canada would
still be importing petroleum
in 1990, even with ALSANDS.
The cancellation of the pro-
ject would mean that addi-
tional oil would have to be
imported - or that crash

1, April 1983 [ISSN 0715-4577]



conservation
measures would have to be
adopted instead. This impact
of the .cancellation on  the
balance of payments would re-
main even if Canada were
closer to self-sufficiency
(or beyond it) in 1990, so
long as any excess production
beyond domestic needs <coyld
be exported (at world pric-
es) . In the production
phase, our balance of pay-
ments would be wunaffected by
the ALSANDS cancellation only
in the unlikely eventuality
that Canada were self-suffi-
cient when the plant began
production, and that no ex-
port markets were available.

or rationing

2.1.4 Policy Response

The cancellation of ALSANDS has
an appreciable effect on the econo-
my, especially in the 1988-90 period
when petroleum that would have been
supplied by the project must be im-
ported. When a shock has a major
effect on the economy, it is appro-
priate to ask what policy response
might follow the shock. We have
confined the analysis to two possi-
bilities with respect to exchange
rate policy and monetary policy. Of
course, other fiscal or monetary in-
itiatives could also be undertaken,
including schemes to boost invest-

ment in alternative energy projects
or in other sectors of the economy.
The two policy stances investi-

gated are as follows:

Scenario 1:

"Flexible' Exchange Rate: The
Bank of Canada is assumed to
follow the same monetary tar-

gets for the 80s after the can-

cellation of ALSANDS as it had
before. It allows interest
Western Economic Review, Vol. 2,
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rates and the exchange rate to
adjust to clear their respec-
tive markets. There is no in-
tervention in the foreign ex-
change market.

Scenario 2:

Exchange Rate
Monetary Policy: The Bank of
Canada adjusts monetary policy
so as to keep the exchange rate
projected for the 80s unchanged

Controlled by

after the cancellation of
ALSANDS. in the late 1980s,
this involves considerable mon-

etary restriction and raising
of interest rates to keep the
Canadian dollar from depreciat-
ing.

Most likely, the policy stance
adopted would be somewhere between
the two extremes sketched above.
That is, there would be some move-
ment in both the exchange rate and
in monetary policy in response to
the cancellation. Unfortunately, it

is difficult to judge
the final mix might be.

exactly what

2.1.5

The Behaviour of Prices

One of current controversies in
applied macroeconomics concerns the
formation of the aggregate price
level. One view holds that prices
are set to clear markets under prof-
it maximization - at least, in all
but the very short-run. The other
holds that prices are largely set by
major corporations on the basis of
mark-ups over costs, and are changed

only infrequently - at least, in all
but the very long-run. ¢Etach side is

probably willing to concede the oth-

er's case, but only in the 'run
which is irrelevant. The "mark-up"
group insists that the short-run is
sufficiently long to worry about;
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the "market-clearing' group suggests

that it is not. Moreover, it is
likely that at the sectoral level,
some sectors are closer to one mod-
el, and some to the other.

The FOCUS model cannot reconcile
this debate, but it can take it into
account - at least in the formation
of the aggregate price levell[l].
FOCUS offers both price models: a

mark-up price equation and a market-
clearing price mechanism. Unfortu-
nately, we have not yet been able to
blend the two models together into
an acceptable synthesis.

Scenarios 1 and 2 use the mark-up
pricing appraoch. A Scenario 3 is
offered which is the same as Scenar-
io 1, except that the market-clear-
ing price mechanism is used. When
ALSANDS is cancelled, some aggregate
demand is removed from the base-case
projection and the price level tends
to fall below the base-case level
(that s, the inflation rate |is
somewhat lower) . Under the mark-up

price model, prices are 'stickier"
and fall less than under a market-
ciearing mechanism; there tends

therefore to be more of a decline in

real output, and less of a decline
in prices. Since even the output
declines in Scenarios 1 and 2 will
probably strike most readers as low,
it was thought best to standardize
on the mark-up and leave market-
clearing as an alternative. Note,
however, that the market-clearing
concept is not unimportant; implic-
itly it stands behind the notion
that inflation can be fought effec-

tively with fiscal and monetary re-
straint which reduces aggregate de-
mand.

Western Economic¢c Review, Vol. 2,

2.1.6  Provincial and Sectoral
Impacts
Provincial . and sectoral impacts
of the cancellation are examined
with the PRISM model based on the
national results from FOCUS. A very

No.

simple set of assumptions is made:

1. The
M &

machinery and
E)

equipment
expenditures for
ALSANDS are distributed
across industries in PRISM in
approximately the same way as
is the average of all M & E
expenditure in Canada. This
is clearly an over-simplifi-
cation; for example, ALSANDS
might use more primary metal
products (pipe, etc.) and
less transport machinery than
the "average" M & E expendi-
ture.

All direct changes in value-
added in the Construction and
Non~Metallic Minerals indus-
tries due to the cancellation
were placed in Alberta, as
was all change in the value-
added of the Mineral-Ffuels
sector during the production
phase of the project
(1988-90) .

A1l M & E purchases were as-
sumed to be of goods which
were fully tradeable or "mo-
bile." Thus, these purchases
were assumed to be supplied
from the different provinces
according to the base-case
provincial shares for their
appropriate sectors, even
though the purchases were all

being put in place in Alber-
ta. Again, this is an over-
simplification, but a neces-
sary one. Machinery and
equipment industries in Al-

berta would probably have re-
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ceived more of a boost from
ALSANDS than those in the
East. Impacts on Alberta and
the West will therefore be
somewhat understated in the
results below. Yet it is im-
portant to realize how mobile
even heavy machinery is, as
evidenced from the volume of
international trade in such
goods. The claim that
ALSANDS would have benefited
at least certain sectors of
the Ontario economy was not
an empty one.

fFollowing on the above, it
was also assumed that M & E
Expenditures for ALSANDS were
made up of imports at the av-
erage economy-wide rate.
More detailed study of the
project might suggest an al-
ternative coefficient (proba-
bly a lower one) and the
FOCUS model can easily be ad-
justed to reflect it, but
sensitivity tests with the
model suggest that the over-
all macroeconomic results do
not depend greatly on alter-
native import contents.

2.2 RESULTS ~ CANADIAN ECONOMY

Summary results for the ALSANDS
cancellation are presented in Tables
2a - 2e, each table corresponding to
one of the five scenarios discussed
above. The scenarios again are:

Scenario 1: - mark-up pricing

- exchange rate fully
flexible

- money supply held at
base-case levels
{(money supply tar-
gets) .

Western Economic Review, Vol., 2,
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Scenario 2: - as in Scenario 1 ex-
cept:

- exchange rate held at
base-case levels by
altering money sup-
ply.

Scenario 3: - as in Scenario ex-
cept:

- market-clearing price
mechanism

Scenario k: - as in Scenario 1 ex-
cept:

- import content of M &
E for ALSANDS assumed
to be 20 percent (not
the economy-wide av-
erage of  about 36
percent) .

Scenario 5: - as in Scenario 1 ex-
cept:

- no foreign borrowing
assumed for project
(instead of 50 per-
cent); secondary, in-
duced changes in cap-
ital flows are still
permitted.

in discussing the results it will
be useful to consider separately the
build phase of the project (1982-87)
and the production phase (1988-90) .

2.2.1 Build Phase (1982-87)

It is no surprise that the can-
cellation of ALSANDS reduces real
GNP in the build phase. What may
perhaps be surprising is how little
the cancellation reduces GNP[2].

Table 3 shows real GNP "multipliers"
for the various scenarios. The mul-
tipliers are ratios of the change in
real GNP to the change in real in-
vestment for ALSANDS (the sum of
columns 1 and 2 in Table 1)
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TABLE 3

ALSANDS Multiplierss

39

Scenario 1 Scenario 2 Scenario 3 Scenario 4 Scenario 5
1982 .8L 1.03 .59 .85 1.18
1983 1 .91 b6 .72 1.29
1984 68 .86 .39 .66 1.28
1985 65 .84 .29 6L 1.03
1986 .59 .80 .16 .59 .82
1987 38 .56 -.27 42 L3

* The Multiplier is defined in each year as: (change from base-case in

real GNP)/(change in ALSANDS investment [Table 1, cols. 1 and 2]).

Virtually all the figures are less
than 1, indicating that the final
effect on real GNP is smaller than
the reduction in real investment in
ALSANDS.

Readers familiar with
tion of macroeconometric models may
be less surprised when they recall
that estimates of autonomous expen-
diture multipliers have been falling
steadily over the years. For the
more recent versions of FOCUS, gov-
ernment expenditure multipliers are
now only initially greater than uni-
ty under particular policy configu-
rations, and they almost invariably
decay over time. It is not unrea-
sonable that other types of autono-
mous expenditure should have similar

the evolu-

effects - psychological impacts
aside. Like government expenditure,
the ALSANDS investment in its build
phase does not contribute to the
productive capital stock and can

"erowd out' other spending - via the
financial markets and the goods mar-
kets. However, the single greatest
cause of the low multiplier in FOCUS

Western Economic Review, Vol. 2,

is '"leakage' through foreign trade -
not only from price and exchange
rate changes but also simply through
marginal income changes.

It is true that changing the im~

port content of M & E for ALSANDS
has a relatively small effect - it
can be seen that multipliers for
Scenario L are generally only
slightly above those of Scenario 1.
But the remaining 20 percent s
still large and even the structures

portion of investment has an 11 per-
cent import content (mostly from in-
termediate input). Also important
is the fact that the most sensitive
consumption items (autos and other
durables) also have large import
coefficients. Indeed, inventories
also have a hefty import component.
Examination of the real import re-
sults in Tables 2a -~ 2e will show
clearly how import reduction tends
to mitigate the impact of the
ALSANDS cancellation. The exchange

rate has important effects on the
results. In Scenario 1, the
No. 1, April 1983 [ISSN 0715-4577]
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multiptier of the ALSANDS cancella-
tion is further reduced because the
exchange rate depreciates, giving a
boost to exports -and further reduc-
ing imports. When the exchange rate
is held fixed by monetary policy
(Scenario 2), the multiplier is in-
creased - although it 1is still held
down by the interest rate increases
required to protect the dollar. In
Scenario 5, no foreign borrowing is
assumed for ALSANDS, and with the
cancellation the Canadian dollar ap-
preciates by slightly over half a
percentage point. In Scenario 5,
the cancellation has no immediate
effect on capital flows but there
are reduced imports - both directly
from the cancellation and secondari-
ly from reduced GNP and a slighttly
lower price level - hence the appre-
ciation. The appreciation, in turn,
somewhat offsets the cushioning im-
pact of import reduction and serves
to reduce exports.

Thus, comparing Scenarios 1 and
5, it can be seen that the more a
project is financed by foreign bor-

rowing, the less the impact on Cana-
dian real GNP - which is not sur-
prising at all. Indeed, at a still]
higher level of foreign borrowing,

the real GNP imports would have been
virtually zero. Of course, assuming
that 50 percent of the project is
financed abroad does not necessarily
mean that 50 percent of the imports
come from abroad - and this is in-
deed not the case with ALSANDS. But
if all the borrowed funds are not
spent on imports for the project,
the means by which the borrowing
gets translated into command over
real goods and services is via a
movement in the exchange rate, which
causes shifts from domestic to for-
eign goods in other areas of expen-
diture, freeing up more domestic re-
sources for the project. Assuming
ALSANDS was going to be 50 percent
financed from abroad, its cancella-

Western Economic Review, Vol. 2,
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tion means that less Canadian
expenditures have to be switched
from domestic production to ‘bor-

rowed' foreign goods to free up re-
sources for ALSANDS. The Canadian
doellar therefore follows a lower
path - or, alternatively, need not
appreciate as much. Under the al-
ternative assumption of not borrow-
ing (Scenario 5), the cancellation
means that the Canadian dollar need
not depreciate to discourage other
importers and encourage exporters so
as to permit the necessary imports
for ALSANDS.

It was noted above that assuming

a lower import content of M § E (20
percent instead of 36 percent), had
relatively little impact on the re-

sults. This is because opposite ef-
fects are at work under the assump-
tion that 50 percent of the project
is financed abroad - leading, in
Scenario 1, to a slight depreciation
after the cancellation. On the one
hand, the reduced import content of
M & E means that more of the ALSANDS
investment would have gone directly
into demand for domestic products
and hence into GNP. When ALSANDS is
cancelled the impact on GNP ought
therefore to be greater than in
Scenario 1. On the other hand, the
assumption of lower imports means
that, when ALSANDS is cancelled,
there is less of a reduction in im-
ports to offset the loss of borrowed
foreign captial, and so the exchange
rate tends to depreciate more than
in Scenario 1, giving an offsetting

boost to the economy. As it hap-
pens, the first effect outweighs the
the second, but only slightly. When
a major project is extensively fi-
nanced by borrowing, therefore, im=-
port-content concerns may not be so
serious - one way or another the

borrowing of capital abroad must be

translated into flows of real goods
via imports. Of course, worrying
about import contents will still be
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important from a sectoral or
regional basis.
The question of the crowding in

or out of other investments is exam-
ined for Scenario 1 in Table 4. The
first column of the table shows the

total change in real investment di-
rectly due to the ALSANDS cancella-
tion. The second column is the fi-
nal change in real investment in the
scenario; it is invariably lower
than column 1, increasingly so over
time. As it happens, the major con-

tributor to the offset in investment
is the energy sector itself - and
for no very profound reason. Can-
cellation of ALSANDS induces a small
depreciation which, with export
prices for oil and gas fixed in U.S.
dollar terms, raises the Canadian
dollar earnings of energy corporta-
tions in Canada - even post-tax.
It is assumed in FOCUS and its Ener-

gy Module that some 90 percent of
these extra earnings will be
ploughed back into new investment,

rather than distributed as dividends
- hence the positive figures in col-
umn 3. For the non-energy sector,
at least in early years, the entice-
ment to invest offered by lower in-
terest rates {(with ALSANDOS out of
the financial market) is more than

offset by reduced real output and
profits, which discourages invest-
ment. As lower rates persist and
profits resume a share of income
closer to the base-case, investment
picks up, so that it can be said

that ALSANDS would have crowded out
some private, non-energy investment
by 1986-87.

Next, consider Scenario 3 (mar-
ket-clearing prices) in relation to
Scenario 1. {f prices are more
flexible, cancellation of ALSANDS
has a much bigger (downward) impact
on the price level in Canada. As a
result, Canadian goods are more com-

Ly

petititve abroad and
less attractive, and Canadian pro-
duction is indirectly stimulated.
Also, with fixed nominal money sup-
ply targets for the Bank of Canada,
a lower price level ( and lower nom-
inal GNP) reduces the demand for
money relative to the supply and so
causes interest rates to fall, also
boosting domestic demand. Thus, un-
der flexible prices, the effects of
ALSANDS <cancellation are much re-
duced.

Finally, consider the
the ALSANDS cancellation on employ-
ment and the unemployment rate.
Again, the results may appear small
in contrast to intuition: In the
worst case - Scenario 5, the unem-
ployment rate rises by no more than
.15 percentage points. Employment
falls by a little over .2 percent in
the most seriously affected vyears

imports are

impact of

(1984-85) . in 1985, this translates
into a net loss of about 27,000
jobs. But two effects mitigating

the employment and unemployment rate
results must be recalled: First,
the FOCUS model exhibits a 'labour-
hoarding' effect. That is, employ-
ment is not immediately reduced in
proportion to output, and instead a
productivity decline is accepted.
Such labour-hoarding is now a well-
established cyclical phenomenon.
Moreover, as the real effects get
gradually worse for 1982-86, employ-
ment adjustment continually lags be-

hind real adjustment, and is then
caught up in the different disrup-
tions of the production phase. Sec-
ond, an additional factor keeping

the unemployment rate response low
is the ''discouraged worker' effect,
which is quite strong in FOCUS. On

average, the FOCUS equations state
that for every 10 jobs lost, L per-
sons stop participating in the la-

bour force.
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TABLE L

ALSANDS Crowding In/Out:
(Millions of 1971 Dollars)

Scenario 1

Alsands Change in Change in Change in
Investment Total Energy Sector Non-Energy
(See Business Induced Investment
Table 1) Investment Investment
1982 -200 -197 10 -7
1983 -340 -328 30 -18
1984 -420 -387 50 -17
1985 -500 ~-439 72 -11
1986 -590 -432 95 3
1987 ~420 -284 107 29
2.2.2 Production Phase (1988-90) ciation - reaching about L percent
in 1989-90. The effects of this

In the production phase, the re-
sult of the ALSANDS cancellation is
that oil production which was pres-
ent in the base-case no longer ap-
pears. It is assumed instead that
the shortfall must be made up from
additional imports purchased at
world prices. The results vary dra-
matically with the assumed exchange
rate response.

The increase in oil imports con-
sequent on the cancellation of
ALSANDS has a major impact on the
balance of trade. Evaluated at the
base-case exchange rate (approxi-
mately $.87 U.S. in 1988-90), the
additional imports cost $2.5 billion

in 1988, $4.5 billion in 1989 and $5
billion in 1990. Two possible poli-
cy responses are examined:

In Scenario 1, the exchange rate
is permitted to ficat freely in re-
sponse to the increase in imports.
The result is a considerable depre-

Western Economic Review, Vol. 2,
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depreciation are as might be expect-
ed. There is a major boost to real
output, such that real GNP surges a
half percent above base-case in
1989-90. Virtually all the increase
is in exports and import-reduction;

consumption and investment are, if
anything, negatively affected. The
Canadian economy thus is geared up
by the depreciation to produce the
extra goods and services needed to
pay for foreign oil through in-

creased exportis and import-substitu-

tion; but Canadians get almost none
of this increased output in the form
of real income. Note (for Table 2a)
that loss of ALSANDS oil moves the
terms of trade (the ratio of export
prices to import prices) a full 2
percent against Canada.

A second effect of the deprecia-
tion and increase in real output is
that domestic prices rise. The in-

flation rate for the GNP deflator in
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1989-90 is somewhat over a half
percent above the base-case - and
not all of the exchange rate effects
have yet worked through. The infla-
tion effects on the CPl are greater,
but come earlier.

Finally, note that the deprecia-
tion has not removed all the impact
of the additional oil imports on the
balance of trade. The current ac-
count still moves down by about $1
billion in 1988-90. Higher Canadian
interest rates and increased activi-
ty induce some long-term capital in-
flows and some short-term flows are
induced by the exchange rate change.
Together these offset the $1 billion
decline in the current account.

Scenario 2 shows a second policy
response: The Bank of Canada is as-
sumed to adjust monetary policy so
as to keep the exchange rate from
falling. In practice, this means
that the money supply must be re-
duced, raising short-term interest
rates and, after a lag, long-term
rates. The rise in interest rates
had the dual effect of stimulating
capital inflows and of reducing do-
mestic activity, which thereby re-
duces imports. The extra oil im-
ported from abroad is 'paid for'
partly by increased borrowing abroad
and partly by reducing the demand
for other kinds of imports in Cana-
da. As can be seen from Table 2b,
the largest impact of the demand re-
duction through higher it arest
rates is felt in investment of all
kinds. By 1990, there is yet little
positive stimulus to exports, de-
spite lower domestic prices. Partly
to blame is '"labour-hoarding', which
reduces labour productivity. Alsa,
in the FOCUS model, many exports are
priced in U.S. dollar terms; lower
Canadian prices are only translated
into an export advantage with a long
lag. A positive side effect of the

Western Economic Review, Vol. 2,

No.

L3

monetary restriction is a decline in
the inflation rate, but it is less
than a half percentage point.

~ As Figure 1 makes clear, the real
GNP effects of the production phase
of the ALSANDS <cancellation dwarf
those of the build phase. The same
is also true for interest rate, in-
flation, exchange rate and unemploy-
ment rate changes. The lesson is
that the oil lost from the cancella-
tion of ALSANDS is probably more im-
portant than the activity lost in
the construction phase.

2.3 THE PROVINCIAL ECONOMIES

Results for certain
economies are given in
through 7 for Scenarios 1, 2 and 5.
Basic results are given for the
western provinces and Ontario, and
more detailed results for Alberta
(Table 7). Figure 2 depicts the re-
sults for real output in Canada, On-
tario and Alberta under Scenarios 1
and 2. Once again, it will be con-
venient to discuss separately the
results for the build and production
phases.

provincial
Tables 5

2.3.1 Build Phase

For the most part, provincial re-
sults are qualitatively as might
have been expected. Alberta takes
the largest losses in real Gross Do-
mestic Product {(GDP). These amount
to something over 1 percent of
base-case GDP by 1985-86, when con-
struction was to have been most in-
tense. The important point for Al-
berta is the direct effect of the
cancellation of the construction ac-
tivity, and the secondary impact of
the cancellation in reduced tertiary
sector growth.
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The depreciation which occurs in
Scenario 1 is of some benefit to Al-
berta in reducing the impact of the
cancellation; additional energy sec-
tor revenues stemming from the
depreciation lead to more investment
in Alberta and el swehere. The
greater depreciation in Scenario 4
reduces the impact on Alberta a tri-
fle; the fixed rate of Scenario 2
and appreciation of Scenario 5 make
the outcome for Alberta slightly
worse than in Scenario 1.

Iimpacts on other provinces are of
course a good deal smaller than on
Alberta. Indeed, the percentage
changes in provincial GDPs are some-
times so marginal that, especially
for the smaller provinces, they must
be considered impressionistic at
best. The temptation to read too
much into differences of several
hundredths of a percentage point
must be avoided.

The above understood,
teresting that

is in-
in Scenario 1 in the
early vyears of the build phase
(1982-8L4), the provinces most seri-
ously affected after Alberta are
Manitoba and British Columbia - and
not Ontario. Partly, this is the
result of a greater relative terti-
ary sector decline in these provinc-
es compared to Ontario. However, in
the later build phase (1985-86), On-
atrio does emerge as the province
most affected after Alberta. Que-
bec, Manitoba and B.C. are together
at a slightly lower level of impact.

Note that in Scenario 2 (no ex-
change rate change), and Scenario 5
(exchange rate appreciation), the
reduction in real GDP is relatively
more severe for the provinces other
than Alberta than for Alberta it-
self. The ‘'worst!'" number for any
province other than Alberta is a
loss of .37 percent of GDP for On-
tario in 1984 under Scenario 5. It
is interesting to note that while
impacts on the Atlantic provinces
are small, the model shows somewhat

it

Western Economic Review, Vol. 2,

No.

less migration to Alberta with the

ALSANDS cancellation.

2.3.2 Production Phase

Outcomes for the production phase
are dominated by the choice of ex-
change rate assumptions. |f the ex-
change rate is permitted to depreci-
ate in response to additional oil
importing, all provinces except Al-
berta immediately have their GDPs
rise above base-case levels. The
biggest increases are in Ontario,
and then Quebec, Manitoba and B.C.,
in that order. Alberta's GDP in
1988-90 recovers from the reduced
level of the build phase and ben-
efits from the depreciation. But
Alberta also suffers a GDP loss in
the reduced output of its Mineral
Fuels sector. Also, the tertiary
sectors react sluggishly in PRISM;
they take several years to adjust
down in response to the build can-
cellation in Alberta, and also sev-
eral vyears to adjust upwards when
the Alberta economy begins to recov-
er via the depreciation.

The alternative to a depreciation
is monetary restriction, which af-
fects all types of expenditure, but
especially investment, which is pro-
jected - even without ALSANDS - to
be especially concentrated in Alber-
ta. The dual impact of Mineral
Fuels and investment reductions
pushes the Alberta economy even low-
er below the base-case than it was
at any point in the build phase (the
extreme is -1.8 percent in 1989).
However, differences in GDP impacts
among the provinces outside of Al-
berta are not large, eespecially in
1990 when indirect effects have be-
gun to accumulate.

With respect to employment and
unemployment rate impacts, in Scen-
ario 1 wvirtually all of the impact
is concentrated in Alberta, where
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employment falls by over 1 percent
in 1984-86, and the unemployment
rate rises by over one-half a per-
centage point. But note also that
in Scenario 1, by 1986, employment
effects are marginally positive in
all provinces but Alberta. These
should also be discounted somewhat.
They result from the implicit as-
sumption in FOCUS-PRISM that the la-
bour market is an aggregate, and
that the effects of higher unemploy-
ment and a downturn in activity will
lower wages and induce labour-hoard-
ing to some extent on all sectors
and regions. No doubt there is a
certain amount of cross-regional and

cross-sectoral labour market inte-
gration of this kind, but the
FOCUS-PRISM system in its present
form probably overstates it. Thus,
the Alberta impacts for employment
and unemployment are probably too
high, and those for the other prov-

inces somewhat too low. Nonethe-
less, even allowing for this adjust-
ment, the indications in Scenario 1
are that they are not large. Note,
finally, the considerably worse em-
ployment impacts in Scenario 5 for
provinces other than Alberta.

2.4 CONCLUS I ON

above that,
its build

It appears from the
considered alone and in
phase, the cancellation of ALSANDS
is no disaster for the Canadian
economy, although in the absence of
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alternative expenditures and in a
period of slack, it is still a loss.
In the build phase, a greater danger
is posed- by possible pyschological
after-shocks on confidence and ex-
pectations, but on these effects the

macro-models must be mute. Alterna-
tive Scenarios demonstrate the im~-
portance, for the build phase, of
relative price and exchange rate
flexibility and of the extent of
foreign borrowing. The degree of

import content of the project may be
of less importance - at least at the
Canada-wide level due to possible
offsetting movements in the exchange
rate.

A greater danger threatens the
Canadian economy in the period after
1987 when ALSANDS oil fails to ap-
pear. As Scenarios 1 and 2 demon-
strate, policy <choices determine
whether the Jloss of ALSANDS oil is
translated into increased inflation
and depreciation (although with a
boost to real growth) or into loss
in real output (to maintain a fixed
exchange rate) . Of course, mixed
policy could leave the result some-
where in the middle.

There are few surprises for the
provinces. In the build phase, Al-
berta is hurt the worst - but the
other provinces also suffer. For
all the provinces, including Alber-

ta, the effects of the lost oil in
the later 80s (positive or negative)
can easily swamp in magnitude the

build phase impacts of the cancella-
tion.
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NOTES

* The Policy and Economic Analysis
Program appreciates the comments of
Dr. Thomas Maxwell of the Conference
Board of Canada, and of members of
the Board's Provincial Advisory
Group on an earlier version of this
study.

Editor's Note: This article was
written in early 1982 and is pub-

Western Economic Review, Vol. 2,

lished primarily as an example of
the application of large scale mod-
elling to policy analysis.

[1] Wage formation is market-clear-
ing (in the sense of tending to

full employment unemployment
rate) only in the long-run.
[2] Again, it must be recalled that

no psychological aftershocks are
assumed.
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Abstract. Theory and prior empirical investigation suggest that
the effects of the presence of foreign owned firms in an industry
on the productivity performance of domestically owned firms may
be either positive or negative. This paper reviews the earlier
work and then makes new estimates of these effects. When aggre-
gated national data are used, the results suggest that foreign
subsidiaries actually Jlower the productivity of Canadian firms,
presumably because the forces such as increasing fragmentation of
markets and lessened rationalization outweigh any positive con-
tributions coming from enhanced competition, and the stimulus for
better management techniques or more rapid adoption of new tech-

nology. Yet, when provincial data are used, these results are
not supported. If anything, there is a hint that foreign activi-
ty in industries may have a favourable impact on the productivity
of independent domestic firms. In general, the findings are not

strong enough to warrant the holding of inflexible policy posi-
tions on either side regarding the continuation and role of such
institutions as the Foreign Investment Review Agency.

3.1 INTRODUCT I ON the contribution which foreign di-
rect investment makes to the Canadi-

With the U.S. government strongly an economy. The subject can be ad-
against the Foreign Investment Re- dressed from a variety of
view Agency and the majority of the perspectives: the implications of
provincial government in Canada such investment for the capital and
calling for abolishment of it, while current account flows and hence for
the federal government believes it the entire balance of payments; its
is an essential ingredient in the effects on total investment, employ-
"development of an innovative and ment and the general macroeconomic
internationally competitive indus- situation; its influence on the
trial structure,'" (MacEachen, 1982: structure and performance of indus-
10) it seems timely to go behind try in Canada; and its general

this debate and once again examine
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consequences for Canadian
over a wide range
cultural matters[1]. This paper of
necessity will have to focus on a
limited segment of this array of is-
sues. Our concern will therefore be
with the microeconomic effects of
the presence of foreign owned firms
in relation to the performance of
domestically owned manufacturing
plants. Even such a subject covers
a substantial number of topics.
Consequently, our approach will Pe
first, to survey briefly what we
know about the general performance
of foreign relative to domestically

autonomy
of economic and

owned firms, for this information
has a bearing on our subsequent in-
vestigations. Then, we shall exam-

ine in more detail the few studies
of the consequences of foreign sub-
sidiaries entering Canadian manufac-
turing for the productivity of Cana-

dian owned plants in the
corresponding industries. As we
shall see, the results obtained to

date are conflicting. In the fourth
section we develop a model to inves-
tigate this particular question once

more, using different and more up-
to-date data than wutilized in the
earlier work. Empirical results and
their interpretation will comprise
the fifth section. A few policy-o-
riented observations will conclude
the paper.

To anticipate our findings and

conclusions, the net effects of for-
eign plants on the productivity of
domestic plants in the same indus-
tries are still not unequivocable,
although the evidence causes us to
lean toward the position that they
may, on balance, be negative. Nev-
ertheless, more research is needed -
as is a good deal of caution on the
part of policy makers on both sides
of the debate.

Western Economic Review, Vol. 2,

No.

3.2 THE BEHAVIOUR OF FOREIGN
VERSUS DOMESTIC FIRMS

Over the years since Professor
Safarian's pathbreaking work on the
behaviour of foreign owned subsidi-
aries in Canada (1966, 1969), much
has been learned about them. On
some questions his findings have
been clearly corroborated, while on

other matters, new refinements have
been added. A number of these re-
search results warrant mention here,
for they are relevant to the subse-
quent hypotheses we develop.

The observation that foreign
owned firms import a larger propor-
tion of their purchases than do do-
mestically owned firms has been con-

firmed on a variety of occasions.
(Safarian, 1966; Wilkinson, 1968)

The most recent documentation on
this is from Statistics Canada
(1981), which found that even after
excluding the automotive sector

where the ratio of imports to sales
for foreign firms is particularly
large (60 percent)[2], the import
propensity of foreign manufacturing
firms is over twice that of compara-
ble Canadian controlled firms (18.5

percent versus 7.8 percent for
1978) . And most of what the alien
firms purchased abroad (87 percent
for U.S. firms of all types) s
sourced in their home country.
Moreover, there does not appear to

be any clear tendency over time for
these corporations to expand the
proportion of their purchases coming
from Canadian sources (Department of
Industry Trade and Commerce: 14).

On the export side, across the
board, there seems to be little to
choose between foreign and domesti-
cally owned manufacturing firms.
(Safarian, 1966; Wilkinson, 1968;
and McFetridge and Weatherby, 1977).
Yet in high research-intensive in-
dustries such as electrical prod-
ucts, machinery and chemicals, ex-
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ports as a percentage of sales
appear to be substantially less for
alien firms (Bones, 1980).

As for research and development,
early results suggested that no sta-
tistically-significant variation ex-
isted between foreign and Canadian
owned firms (Safarian, 1966; Lith-
wick, 1969). Subsequent research
has indicated that the matter is not
that simple. McFetridge {1977) con-
cluded that, after adjustment for
firm size and variations among in-
dustries, foreign subsidiaries on
average did less internal R & D and
also had less R & D conducted for
them outside the firm but within
Canada than did domestically owned
firms. In studying individual in-
dustries, he found that after stan-
dardizing for differences in prof-
its, depreciation, and government R
& D incentives, independent Canadian
firms in the electrical and chemical
sectors had superior research per-
formances. In the machinery indus-
try, no significant difference be-
tween the two groups of firms was
identifiable. A recent Economic
Council study (Palda and Pazderka,
1982) reported that foreign owner-
ship adversely affected R & D spend-
ing in both electrical machinery and
rubber, but that it was helpful in
the non-electrical machinery sector.
Gordon and Fowler {(1981) observed
that alien businesses in the pharma-

ceutical industry did 1little re-
search in Canada other than to
achieve acceptance of drugs devel-

oped elsewhere, whereas the few Can-
adian firms in this sector performed
much better. Another Economic Coun-
cil study (De Melto, et al. 1980)
suggested that Canadian owned firms
were more deeply committed to prod-
uct research whereas foreign owned
ones were focused on process innova-
tions. Yet a third Council report
(McMillen, 1982) concluded that al-
ien firms contributed to the pace of

Western Economic Review, Vol. 2,

55

technological advance in Canada.
The Daly and Globerman case studies
(1976) on technological diffusion
concluded that the presence of alien
firms did not have a clear influence
on the speed with which industry in
Canada adopted new technology from
abroad. But Baumann's work on the
steel industry demonstrated that the
almost entirely Canadian owned steel
industry adopted new technology much

more quickly than the huge U.S.
steel industry. And finally, Rug-
man's more general work (1981) sug-

gests that after standardizing for
size, alien firms in Canada do less
research, relative to sales than do
independent domestic firms. So, al-
though results are somewhat mixed,
the evidence seems to be accumulat-
ing that foreign subsidiaries may be
making an inferior contribution to
research activity in Canada compared
with independent firms.

In another way, however, the per-
formance of manufacturing subsidiar-

ies, at least those with U.S. pa-
rents, is clearly superior.
(Shapiro, 1980). They are larger

and have a better profitability re-
cord than do Canadian owned firms -
and better still than non-U.S.-owned
subsidiaries. This is true whether
profits are measured as earnings on

total <capital before interest and
taxes, earnings after interest and
taxes on capital employed, or the
gross margin or mark-up on labour

and material costs. Moreover their

profits show greater stability.
Shapiro concluded ".. that U.S.
controlled firms possess a profit-

ability advantage above and beyond

that associated with market power,
as it is traditionally measured."
(p. 98). Since 80 percent of the

foreign~ownership in Canadian manu-
facturing is of U.S. origin (Statis-

tics Canada, 1982), this record of
American owned firms is of consider-
able interest.
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Nevertheless, it is noteworthy
that Shapiro found no evidence that
the profitability of domestically
controllied firms was- enhanced by an
increased degree of foreign partici-
pation in them. Such minority par-
ticipation seemed to be of a portfo-
lio nature, not bringing with it any
significant transfer of technology
or skills. Also, he did not find
that subsidiaries, in spite of their
more distinguished profitability re-
cord, grew any faster than indepen-
dent firms.

While the foregoing range of re-
search findings focus primarily upon
the behaviour of foreign owned firms
in comparison to Canadian owned
ones, they nevertheless provide some
very preliminary indications of what
we might expect to be the impact of
alien corporations upon the perform-
ance of independent domestic compa-
nies. Consider the possibilities.

The inclination of subsidiaries

to purchase more of their needs
abroad, generally from their home
country, may be one factor reducing

the market for domestic manufactur-
ers of these products and helping to
augment the problem of achieving ap-
propriate economies of scale. It is

true that the input which firms in
any one industry require will come
from a variety of other industries.
Hence, there may not be any major
impact from this source upon domes-
tic firms in the same industry.

Nevertheless, if the level of aggre-
gation used is the two-digit indus-
try classification, as is so in the
following investigations, then there
is a much greater likelihood that
the market for other firms in the
same industry will be detrimentally
affected by the import behaviour of
the foreign subsidiaries. Thus,
fewer production and marketing econ-
omies may be gained, and even ex-
ports could be adversely influenced.

With regard to research and de-

velopment, the investigations to
date make it difficult to build an
argument that foreign subsidiaries,
by their research effort situated in
Canada, have provided any sizeable
stimulus to Canadian firms to under-
take more research themselves, or
that they have provided a pool of
trained scientific talent which do-
mestic firms can then draw upon, or

finally, that they have contributed
to the development of a substantial
industry research environment af-
fording economies of agglomeration

available to both themselves and in-
dependent domestic firms. If one
wishes to adhere to the view that
the presence of foreign corporations
has speeded up the pace of industri-
al scientific advance or techno-
logical diffusion in Canada, one has
to fall back upon the position that
the access which subsidiaries have
to the technological resources of
their parents provides a competitive
incentive to domestic companies to
undertake more research work them-
seives, or adopt, via purchase or
licensing, the technology available
from abroad. .

As for the superior profit record
of U.S. owned companies in Canada,
it suggests that the subsidiaries
presence may create a competitive
environment which stimulates manag-
ers of domestic corporations to im-
prove their performance via adoption
of the latest management techniques
or other measures which enhance X-
efficiencies. (This may occur, even
though, as Shapiro observed, the de-
gree of minority foreign participa-
tion in Canadian owned firms did not
seem to affect significantly their
profit performance.) We- might ex-
pect, too, that the positive effects
upon Canadian firms will be greater
the greater the proportion of the
foreign ownership emanating from the
u.s. Moreover, where there are en-
try barriers (such as those relating

Western Economic Review, Vol. 2, No. 1, April 1983 [ISSN 0715-4577]




to product differentiation) and the
foreign subsidiaries, because of the
greater financial resources availa-

ble to them are better able to sur- -

mount the barriers, more competition
within the industry may ensue so
that all surviving domestic firms
will be more efficient. And, we may
be able to observe, as Gupta {1979)
has done, that a larger proportion
of foreign ownership in an industry
will lower the percentage of subop-
timal capacity in that industry.

Yet, from another perspective,
the presence of strong foreign firms
may have negative effects upon the
performance of domestic industry.
To the extent that they have come to
Canada primarily as a consequence of
a "follow-the~leader'" or "get-on-
the-bandwagon' type of behaviour,
then, although they have 1larger
plants and their inherent advantages
permit them to obtain higher and
more stable profits, they may never-
theless simply add to the number of
plants serving the domestic market
and stimulate production of too many
lines for individual plants, either
domestic or alien, to achieve the
total possible length-of-run econo-
mies. Thus, there may not be the
incentive for independent firms to
improve their own performance beyond
that necessary to retain a particu-
lar market share or whatever measure
of performance they can live with.
Indeed, the effect upon domestically
owned companies may be quite stulti-
fying if they are discouraged from
adopting measures to enhance their
efficiency and profitability because
of the presence of foreign subsidi-
aries with the financial resources
and general capability of their pa-
rent firms behind them. Domestic
firms may think twice about ration-
alizing their production and possi-
bly provoking a price war which they
cannot be assured of winning. (Wil-
kinson, 111).
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Thus, neither the types of
research we have been discussing,
nor any theorizing emanating from
them provide us with a clear picture
of what we should expect the impact
of foreign direct investment in man-
ufacturing to be on the efficiency
of domestic industry. As we shall
see in the following section, the
research that has been addressed
specifically to this question pro-
vides varying answers as well.

3.3 PRIOR STUDIES ON DOMESTIC
FIRMS

Caves' (1974) position was that
since transnational corporations
tend to enter industries where bar-
riers to entry are substantial[3].
they will reduce monopolistic dis-
tortions and improve allocative ef-
ficiency in the use of domestic re-
sources[4]. He tested this
conjecture by investigating (for a
sample of 49 manufacturing indus-
tries), whether the before-tax prof-
its on equity of firms in Canada
with 1less than 50 percent foreign
ownership were, ceteris paribus, in-
versely correlated with the share of
either industry sales or industry
assets held by firms with at least
50 percent foreign ownership. His
results, using CALURA data for
1965-67, gave a significant, neg-
ative coefficient for his foreign
ownership variables as long as he
kept his specification very sim-
ple[5]. When he introduced a vari-
able to reflect differences in size
of domestic firms and foreign firms,
his variables for the influence of
foreign ownership lost their signif-
icance. His attempts to use dis-
crete instead of continuous measures
of the importance of foreign owner-
ship did not improve his results, so
the empirical support for his posi-
tion was not strong.

1, April 1983 [ISSN 0715-4577]



58

(1979) subsequently
tested for positive spillover ef-
fects on domestic manufacturing of
foreign ownership on value-added per
employee in Canadian owned
plants[6]. His results, using 1972

Globerman

data for a sample of from L2 to 61
manufacturing industries, provided
statistically significant support

for his positive spillover hypothe-
sis in half of the ten regressions
reported. (The insignificant coef-
ficients were nevertheless also po-
sitive.) Elasticities for foreign
ownership and the two consistently
significant variables in his models
- a measure of capital to labour in-
tensity and plant scale economies -
indicated that foreign ownership was
much less important than capital in-
tensity and slightly less important
than plant scale economies[7]. But
he argued that the favourable spill-
over benefits were underestimated,
for his model did not pick up indi-
rect benefits from enhanced quality

of output[8] or improvements from
inter-industry spillovers.

A more recently published study
by Saunders (1980), for 84 three-

digit manufacturing industries, us-
ing data from the mid and late 1960s
in a simultaneous equation model,
offers quite different results. His
dependent wvariable was different
from Globerman's, however, being
productivity per worker in Canadian
manufacturing (both domestic and
foreign owned) relative to produc-
tivity in comparable American indus-

tries. Both productivity measures
were adjusted by use of effective
tariffs to arrive at measures of
physical productivity. The signifi-

cant explanatory variables in his
results were: a measure reflecting
the combined influence of tariffs
and relative size; the percentage
of total employment in non-produc-
tion jobs in Canada relative to that
in the U.S.; the proportion of in-
dustry sales accounted for by

Western Economic Review, Vol. 2, No.

foreign controlied firms; and the
percentage of employees in manageri-
al professional positions in Canada
relative to that in the U.S[9]. In
contrast to Caves and Globerman, and
unlike his hypothesis that the coef-~
ficient of his foreign ownership
variable should be zero, he found
that physical value-added per em-
ployee in Canadian industry relative
to that in the U.S. was less, the
greater was foreign ownership.

It is not easy to reconcile the
Caves-Glioberman and Saunders re-
sults, even though they do measure
somewhat different things: the for-
mer, the relative efficiency of dif-
ferent Canadian manufacturing indus-
tries; the latter, the relative
productivity of Canadian plants com-

pared with their American counter-
parts. To do so, one has to argue
something like this: that, on the
one hand, foreign subsidiaries en-

tering an industry so fragment it so
that the industry never achieves the

level of efficiency that exists in
the U.S., and that the larger the
proportion of foreign firms in the
industry, the greater the degree of
fragmentation and the greater the
degree of inefficiency relative to
the U.S. - hence Saunders' results.

On the other hand, as foreign direct

investment occurs, they stimulate
domestic plants to improve their
productivity within the limits that
the fragmentation sets. That is,
they may enhance their management
skills, speed up their pace of

adopting new technology and so on,
all within the confines of their in-
creasingly fragmented market - thus
producing the Caves-Globerman obser-
vations. However, | am not con-
vinced that this is all there is to
it, or that each study picks up only
one of the effects and not the oth-
er. So in what follows, another at-
tempt, using more highly aggregated,
yet also more complete, data for
manufacturing will be undertaken.
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3.4 THE MODEL
The dependent variable wused will
be essentially identical to that em-

ployed by Caves for Australia and
Globerman for Canada, namely total
value-added (in millions of dollars)
divided by total employees in domes-
tic owned manufacturing firms. It
suffers from the usual limitations
of cross-section value-added compar-
isons and of gauging productivity by
the output per unit of labour rather
than by some measure of total factor

inputs. But at least it is compara-
ble with these two earlier stud-
jes[10]. The data are for 1978.
(Statistics Canada, 1982).

The presence of foreign ownership
in Canadian industries and its pos-
sible influence upon the productivi-
ty of domestic owned firms can be
expressed in diverse ways. We shall
assume initially that the effects of
foreign ownership are proportional
to the foreign share of total indus-
try activity measured in any one of
three different ways[11]:

1. the ratio of value-added in
foreign owned plants compared
to total value-added for the
industry in 1978:F0V

2. the ratio of employment in
foreign owned plants compared
to total industry employment
for 1978: FOE

3. the ratio of total shipments
by foreign owned plants com-
pared to total industry ship-
ments in 1978: FOS.

Because the initial results wusing
each of these three variables in
turn gave little to choose among

them (the simple correlation coeffi-
cients between each pair are .98 or

higher), subsequent regressions fo-

cused simply on the use of FOV. 1t

is these alone which we report.
Western Economic Review, Vol. 2,
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Three other measures of the
foreign ownership were used. The
first was to assume that the effects
of alien firms will only become sig-
nificant when they play a dominant
role in the industry. Hence the
dummy variable, FV, was established
and set equal to zero where the
share of total industry value-added
accounted for by foreign subsidiar-
ies was less than 50 percent, and
equal to one where this share was 50
percent or more.

The second approach provided for
two discrete gauges of foreign in-
fluence used simultaneously. The
first, F, was set equal to zero when
foreign ownership was 20 percent or

more and equal to one if it was less
than 20 percent. The second, FO,
was given the value of zero when
foreign ownership was not from 20
percent to 50 percent and one where
it was within this range. Thus,
when foreign ownership was 50 per-
cent or greater both F and FO were
zero.

A third set of variables was de-
signed to see if observable differ-
ences could be detected in the in-
fluence of U.S. owned foreign plants
and plants owned by other foreign
countries. (Recall that Shapiro,
1980, noted a clear divergence in
the performance of these two
groups.) Hence, USV was defined as
the percentage of industry value-
added produced by American owned
plants, whereas 0V was the percent-
age of industry value-added account-
ed for by other than American owned
plants.

As we have indicated, neither
theory nor earlier research provide
a clear-cut answer as to what signs
we should anticipate on these vari-
ables. It really boils down to
whether one expects the adverse ef-
fects of foreign entry on the frag-
mentation of industry, and hence
upon the size of domestic plants and
length of production run in domestic
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plants, to offset or to be offset by
the possible benefits from an im-
proved competitive environment,
faster dissemination
and the spillover of management
skills and labour force training to
domestic owned plants. | suppose my
biases caused me to expect the ad-

verse effects to predominate.
Should this be so, then the signs of
all the above foreign owned meas-

ures, except F and FO should be neg-
ative. The latter should be posi-
tive.

Most of the other variables that
we anticipate will influence labour
productivity are, for the most part,
fairly straightforward. Labour
quality, as reflected by education
level of workers, has long been rec-
ognized as positively affecting em-
ployees' output, not only directly
through the knowledge they acquire
but also indirectly via the self-
discipline, approaches to problem-
solving and perseverence developed
in the course of their formal train-
ing. Or, alternatively, their edu-
cation level attained may be a proxy
for the extent to which they possess
these and other innate qualities
contributing to their capacity to
absorb on-the-job training and to
their general productivity. Census
data for 1971 (Statistics Canada,
1977) was utilized to calculate the
average formal education level of
workers in each industry, ED[12].

Variations among industries in
the average number of hours worked,
whether these be due to divergences
in overtime, holidays, vacations or
whatever, may also influence value-
added per employee. If we can as-
sume that hours of work are today
sufficiently short that any increase
in them does not reduce labour pro-
ductivity (as it undoubtedly once
did), then we can expect a positive
relationship between hours per work-
er and labour productivity. Since

Western Economic Review, Vol. 2, No.

of technology,

total paid hours are only prepared
by Statistics Canada (1982) for pro-
duction workers, we shall use total
man-hours (in thousands) for such
employees divided by total employees
as a proxy for average hours worked
annually by all workers in domestic
owned plants, HPW[13].

Our fourth variable is one re-
filecting the importance of capital
per wunit of labour across indus-
tries. The greater this s, the
greater would we expect value-added
per employee to be. At the two dig-
it industry level we have two Cana-
dian measures of capital readily
available. The first is the mid-
year net fixed capital stock of each
industry for 1978, (Statistics Cana-
da, 1980) and the second is net
depreciable assets for 1978 (Statis-
tics Canada, 1981b). Accordingly,
on the assumption that the services
provided by capital are approximate-
ly in line with the capital stocks,
or at least that no systematic bias
exists, we used two variations for
our capital-labour ratio: (a) mid-
year net fixed capital stocks (in
millions of dollars) divided by to-
tal employees, CLRI, and (b) net
depreciable assets divided by total
employees, CLR2[14]. Because the
results using CLR2 were consistently
better than those with CLR1, we re-
port only the former.

Productivity in Canadian manufac-

turing has Jlong been deemed to be
partially a function of the extent
to which scale economies are
achieved. The two types germane to

this discussion are those associated
with the size of plant relative to
the optimum sized plant for the in-
dustry, and possibly more important,
the number of product lines produced
in any plant and hence the length of
production run, relative to the
length which provides maximum unit
cost.
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A variety of measures of optimum
plant size for industries have been
utilized by researchers, such as en-
gineering estimates, characteristics
of surviving plants, and the average
plant size of the larger plants in
the industry. This latter measure,
or some variation thereof, has tend-
ed to be the most popular (Comanor

and Wilson, 1967; Esposito and Es-
posito, 1971; Caves, Khalilzadeh-
Shirazi, Porter, 1975; and Glober-
man, 1979) even though it s
recognized that the larger plants
may be extended beyond the scale
necessary to achieve minimum wunit

costs - and thus resulf in an over-
estimate of the potential economies
of scale. (McFetridge, 1973). We
have therefore employed two measures
of the degree to which domestic
owned firms have achieved available
plant scale economies. The first,
SCALEY, was defined as average val-
ue-added per plant in 1978 in domes-
tically owned ©plants (Statistics
Canada, 1982), divided by average
value-added per plant in those
plants accounting for approximately
50 percent of total value-added in
the comparable American industry
(U.S. Department of Commerce, 1981},
adjusted to Canadian dollars at the

1978 exchange rate. The U.S. figure
is used as an estimate of minimum
optimum size.

The second scale variable, SCALE

2, was defined as the average value
added per plant in 1978 in domesti-
cally owned plants divided by aver-
age value-added per plant in foreign
owned subsidiaries in Canada. To
the extent that these subsidiaries
are smaller than those large plants
accounting for 50 percent of value-
added in the U.S., this variable
probably errs on the side of under-
estimating the degree to which plant
economies of scale are achievable.
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as indicated, may well overstate the
available economies.

A variable reflecting the degree
to which economies of scale are
achieved with respect to length of

production runs is more difficult to
approximate. Diverse and often
fairly complex methods have been
adopted to reflect the combination
of market size, share of the market
held by the largest plants (concen-
tration ratios of one sort or an-
other), degree of tariff protection,
cost disadvantage experienced by the
smaller plants, and extent of prod-
uct differentiation (as represented
by advertising expenditures as a
percent of sales or some similar
measure) and other barriers to entry
affecting product scale economies
(e.g., Caves, Khalilzadeh-Shirazi
and Porter, 1977; Globerman, 1979;
Saunders, 1980). At least at the
level of aggregation at which we are
operating, if not also at lesser de-
grees of aggregation as well, the
meaning of these measures used in
some combination with one another
becomes rather obscure at best.
Consequently, it was decided to opt
for a simple representation of the
extent to which the industries are
experiencing inefficiency because of
a plethora of products and accompa-
nying short production runs, namely
the effective rate of protection
(ERP). (Wilkinson and Norrie, 1975)
As Spence (1977: 270-271) has not-
ed, ERP may produce conflicting ef-
fects. On the one hand, as ERP is
increased, products that were pur-
chased abroad will be manufactured
domestically. As the number of
lines enlarges, output per worker
and probably value added per worker
will diminish. On the other hand,

the greater protection may enhance
price-cost margins and thus augment
value-added per employee. He found

But it seemed reasonable to wuse it that the first influence dominated -
as an alternative to SCALE 1, which, which is consistent with the large
Western Economic Review, Vol. 2, No. 1, April 1983 [ISSN 0715-4577]
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body of literature in Canada on the
effects of the tariff upon Canadian
efficiency. Accordingly, we hypoth-
esize that the sign on ERP should be
negative.

Two other observations relating
to this wvariable are pertinent.
First, given that a measure of tar-
iff protection is being employed,
there is little need to include, as
some researchers have done (Saun-
ders, 1980), imports as a percentage
of industry shipments as a separate
explanatory variable on the hypothe-
sis that the greater are imports
(which would tend to occur with low-
er tariffs) the more efficient will
be domestic industry and the higher
will be value-added per employee.
The tariff should pick up this ef-
fect. So it is perhaps not surpris-
ing that insignificant coefficients
have been obtained from the import
variable in such earlier studies.

Second, it has long been recog-
nized that there are two aspects to
the issue of inefficient length of
production runs in Canadian manufac-

turing. On the one hand, the tariff
structure has provided a protected
market thus probably permitting a

greater amount of inefficiency than
would otherwise have occurred[15].
On the other hand, the entry of for-
eign subsidiaries, either to get be-
hind the tariff or simply to follow-
the-leader in having a plant in the

Canadian market, does reduce the
market for individual local plants
and facilitate shorter production

runs. By explicitly and directly
including a tariff wvariable as well
as separate foreign ownership vari-
ables, we are attempting to pick up

both effects. In fact, we might
note that the inclusion of the ERP
variable actually improves the sig-
nificance of the foreign ownership

variables (although we do not bother
to show these variations in our re-
porting of empirical results in the
following section).

Western Economic Review, Vol. 2,

Variations in productivity per
worker over time within industries
are largely explainable by vicissi-
tudes in the degree of capacity uti-
lization. Possibly, then, diver-
gences in capacity utilization
across industries at a point in time

may be responsible for some of the
observed differences in industry
productivity for our sample vyear,
1978.  Accordingly, the average ca-
pacity wutilization for that vyear
(CAP) was added (Statistics Canada,
1981c) as an independent variable
with a positive sign expected.

With this 1last wvariable, the
specification of our model for the
national Canadian data is complete.

For the provinces, two-digit manu-

facturing industry data for 1978
were again used. But because of
both the limited amount of industry

in some provinces and confidentiali-
ty requirements, foreign ownership
data were not available for all 19
industries in each province.
(Again, tobacco products were ini-
tially removed because of the exclu-
sive reign of foreign companies in
this sector.) Only a maximum of 95
observations were available and
where we wished to divide the source
of the foreign ownership into U.S.
and other countries, only 5L obser-
vations were possible.

The dependent variable as well as
the explanatory variables for for-
eign ownership (FOV, FV, F and FO,
Usv and 0OV), labour quality (ED),
hours worked (HPW) and SCALE were
all defined as already indicated but
using the relevant provincial data.
SCALE 2, however, was average value-
added in 1978 domestic owhed provin-

cial plants divided by average val-
ue-added per plant in foreign owned
subsidiaries for all Canada. Lack
of provincial data on capital and
capacity utilization meant that the

national variables for < CLR2 and CAP
were used as proxies for the respec-

No. 1, April 1983 [ISSN 0715-4577]



industries.
also employed for

tive provincial
National data was
ERP.

A variety of other,
easily identified,
value-added per worker to differ
among provinces. General economic
conditions relating to the industri-
al mix of the provinces, particular
provincial policies, resource endow-
ments and the like may be reflected
in such magnitudes as unemployment
rates, inflation rates, housing
costs and in turn wages and salaries
and/or price-cost margins, thus pro-
ducing divergences among provinces
in value-added per employee. Ac-
cordingly, to take account of them,
four dummy variables were defined as
follows:

not always
factors may cause

P =0 - if the industry is not
in the Atlantic provinc-
es and one if it is in
those provinces.

P2 =0 - if the industry is not
in Quebec and one if it
is.

P3 =0 - if the industry is not
in Ontario and one if it
is.

PL = 0 - if the industry is not
in Saskatchewan and Man-
itoba and one if it is.

{f each of Pl to PL are zero, the
industry is in Alberta or British

Columbia. It is not clear what the

signs of these variablies should be

so we are not making any prior hy-
potheses. We turn next to an exami-

nation of our findings.

Western Economic Review, Vol. 2,
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3.5 EMPIRICAL RESULTS
3.5.1 National Data
Resu]té for all of Cahada are

presented in Table 1. The overall
fit of the model, as measured by the

adjusted R?* is quite good, better
than one usually expects for cross-
section regression analysis., Pre-
sumably, the level of aggregation
has contributed to this result.
Consider the individual wvari-
ables, starting with those other
than foreign ownership. All of them
except capacity utilization (CAP)

have the expected signs and with few
exceptions are significant at ap-
proximately the .025 level or bet-
ter. Perhaps because CAP, of neces-
sity, was an average of the four
quarters for 1978, we should not
have expected it to have produced
good results. In any event, because
it was of the wrong sign and insig-
nificant, CAP was deleted from later
regressions. As we shall see, the
effect was to improve modestly the
per formance of the foreign ownership
variables.

By far the most significant vari-
able is the capital-labour ratio.
fts effect upon labour productivity
is very stable over different speci-
fications. Clearly, the greater the
amount of capital that each worker
has to work with has an important
effect upon his productivity. La-
bour quality, as represented by the
average education level of work
force (ED), is, with two exceptions
(when SCALE 2 is used with FOV) [16],
also s statistically significant
contributor to productivity. Modest
increases in average hours worked by

production workers (HPW) enhances
productivity as well, although gen-
erally the reliability of our re-

sults is not as great as for ED.
Effective protection (ERP) has a

consistent, highly significant neg-

ative effect upon productivity.

1, April 1983 [ISSN 0715-4577]
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The encouragement given to industry
to maintain large numbers of product
lines with smaller than optimal pro-
duction runs and low productivity,
apparently overwhelms the possible
scope for higher price~cost margins
and hence higher value-added in the
more heavily protected industries.
We come next to the SCALE vari-
ables. The coefficients for SCALE 1
which compares plant size of domes-
tically owned firms with the average

size of those large plants in compa-
rable industries in the U.S. respon-
sible for 50 percent of industry

value-added, are invariably statis-—
tically significant. In contrast,
SCALE 2, comparing the size of do-
mestically owned with foreign owned
subsidiaries within each industry,
produces statistically insignificant
coefficients for itself as well as
noticeably lowering the t-values of
the ED, HPW, CLR2 and ERP variables,
and for ED and HPW, to the point of
their coefficients becoming statis-

tically insignificant at the .05
level on occasion (see equations 5
and 7). Interestingly enough, how-
ever, when the CAP variable is re-
moved, the t-values are raised
again, and in some cases, statisti-
cal significance is restored (see

runs 11 and 13). Concurrentty, the
elimination of CAP also improves the
per formance of SCALE 2 itself.

The foreign ownership variables,
although not all statistically sig-
nificant, give a consistent view -
that the greater 1is the foreign
presence, then, ceteris paribus, the
less is our measure of labour pro-
ductivity. It appears that the
fragmentation effects of foreign
firms entering industries outweigh
the positive spillover effects on
domestic plants of superior technol-
ogy, management techniques and so
on, possessed by foreign subsidiar-
ies. 0f the three forms of the to-
tal foreign ownership variable, FOV
gives the poorest results. This

Western Economic Review, Vol. 2,
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suggests that the adverse effect of

foreign ownership upon the produc-
tivity of domestic industry is not
continuous. However, -the FV vari-

able, measuring whether foreign own-
ership of an industry is at least
one-half or not, is significant at

the .05 level or better in three out
of four instances. lts performance
is superior when SCALE 2 1is em-
ployed. In turn, both F and FO are

consistently positive, implying that
levels of foreign ownership below 20
percent or between 20 percent and 50

percent respectively, result in
higher productivity in the affected
industries than occurs in other in-

dustries where the alien presence is
50 percent or greater. The SCALE
variables affect the significance of
these measures however. F is only
significant at the .05 level or bet-
ter when SCALE 1 is used; in con-
trast, FO only takes on significance
when SCALE 2 is employed.

Qur attempts to differentiate the

effect of American firms in Canada
and firms from other nations were
not particularly successful. The
results do suggest, however, that

U.S. owned firms have something ap-
proaching a significant negative in-
fluence on domestic productivity.
Finally, with respect to all the
foreign-ownership variables, notice
that when the insignificant and
wrongly-signed variable, CAP, is
eliminated, the t-values for all
their coefficients are improved.
Casual observation of residuals
in relation to the independent vari-
ables suggested heteroskedasticity
might be a problem. Consequently,
the Lagrange multiplier test (God-
frey, 1978; or Breusch and Pagan,
1979) was used to investigate this
possibility. The ordinary least
squares residuals were regressed on
a linear combination of all the in-
dependent variables[17]. The re-
sults for each -equation indicated

1, April 1983 [ISSN 0715-4577]
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that this was not a matter that need
concern us any further.

If we were to conclude this sec-
tion of the paper at this juncture,
any ensuing observations could pre-
sumably support a policy of encour-
aging more Canadian ownership of
manufacturing, or at the least, a
less open attitude towards more for-
eign investment. But we still have
our provincial results to consider.
As we shall see from them, the ef-
fects of foreign ownership become
much less clear, so that policy con-
clusions or recommendations have to
be tempered accordingly.

Provincial Data

3.5.2

Four sets of regressions were run
using provincial information. The

first set, involving 95 observa-
tions, included all manufacturing
industries in each province where

data were available on the percent-
ages of domestic and foreign owner-
ship. The second set, of 83 obser-
vations, included only those
industries where domestic ownership
was less than 100 percent. The
third and fourth sets, corresponding
to the first and second sets respec-
tively, but with only 54 and Lk ob-
servations, encompassed those indus-

tries where the data provided
details on the percentages of U.S.
(USV) and all other foreign owner-
ship (0V).

Results for the first two sets of
provincial runs are presented in Ta-
ble 2, Part A. The variations in
labour productivity among industries
are less completely explained than
was true for the national data. The
adjusted R? range from about .48 to
.58. Nevertheless, all the vari-
ables corresponding to those used in
the national regressions, other than

Western Economic Review, Vol. 2,

those relating to foreign ownership,
have the same signs, and with the

exception of ED (and to a much
lesser extent ERP) -are wuniformly
statistically significant. ED only

attains significance at the .05 lev-
el in some regressions where SCALE 1
is used and the industries where
foreign ownership is zero are re-
moved from the  sample (equations kL,
5). ERP in turn loses significance
when both the industries with no
foreign ownership are extracted and
SCALE 2 is employed. Yet in con-
trast to these changes, both SCALE 1}
and HPW are significant at an even
lower level of significance than
they had in the national runs, and
the coefficients of SCALE 2 become
significant where they were not so
in the national regressions.

The dummy variables representing
possible provincial differences uni-
formly have negative signs, which
suggests that, ceteris paribus, com-
pared with the provinces not repre-
sented by dummy variables, Alberta
and British Columbia, the other
provinces have lower average produc-
tivity. This effect takes on real
statistical importance for the At-
lantic provinces (P1) and Saskatche-
wan and Manitoba (Ph) in those re-

gressions including all g5
observations. Perhaps surprisingly,
when SCALE 1 is employed, even the
coefficients for Ontario take on

significance.

The most important outcomes from
the perspective of this study are
those relating to foreign ownership.
No longer is there any clear indica-
tion that an expansion of the for-
eign presence in industry reduces
productivity. No coefficients are
significant at the .05 level and the
majority of them are even of the
wrong sign.
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Possibly, those disappointed with
these findings may obtain some small
comfort from the fact that when
those industries with 100 percent
Canadian ownership are taken out of
the sample, the signs of the coeffi-
cients either change so as to be
consistent with the national data
(compare equations 1 with 4, 2 with
5), or their coefficients keep the
same sign but their t-values dimin-
ish (compare the remaining equations
such as 3 with 6, etc.).
When we attempt to
the effects of U.S. and other for-
eign owned plants can be distin-
guished (using USV and OV), little,
if anything, 1is added to our knowl-
edge. The adjusted R? improves sub-

find whether

stantially, apparently due to the
increased significance of the CLR2
ratio, but USV and OV are not of

consistent sign or are they signifi-
cant.

3.6 CONCLUDING REMARKS

What, then, do our diverse re-
sults tell us about the consequence
of foreign ownership of industry for
the performance of domestically
owned plants as gauged by their la-
bour productivity? If one accepted
the view that reliance should be
placed upon those findings based on
aggregate data covering all manufac-
turing, and fairly consistently en-
joying some degree of statistical
significance as normally defined,
then one might conclude that the
presence of externally owned and
controlled plants does aggravate the
fragmentation problem in Canadian
industry and thus hinders domestic
plants from becoming as efficient as
they otherwise might be. From this
perspective, it may be argued that
giving as much weight to small in-
dustries (such as many of those lo-
cated in the Atlantic provinces) as

Western Economic Review, Vol. 2,

No. 1, April

is given to large industrial
complexes like those in Ontario -
which the provincial regressions do
~ really distorts the "true" effects
by adding just enough noise that the
authentic message cannot be heard.

Perhaps, with a 1little more astute

selection of industries on some
seemingly rational basis, such as
would eliminate observations from
small industries, or industries

where the presence of foreign owner-
ship is less than a certain percent-
age[18], results more closely ap-
proximating the national outcomes
might be produced. To put the mat-
ter another way, possibly the stan-
dard approach of wutilizing the data
for only those industries where com-
parable data can be obtained - as
earlier researchers have also done
on occasion - does impart bias to
the outcome[19], and that this is
the reason for the conflicting an-
swers obtained in this and prior
studies[20]. Again, it may be that
value-added data as prepared by Sta-
tistics Canada are unreliable for
estimating productivity and that any
studies based on such measures
should be suspect[21].

Whatever the case, maybe the most
we can say about the effects of for-
eign direct investment upon the pro-

ductivity of domestic industry is
that '"lt all depends." But what
does it depend upon? Presumably,

such things as the particular poli-
cies of foreign management in each
individual industry - whether they
are content to maintain a fairly
stable niche in the Canadian market

or are prepared to compete aggres-
sively, thus forcing both their for-
eign competitors and the domestic

firms to adopt a wide range of effi-
ciency-improving measures, perhaps
including a certain amount of indus-
try rationalization. The initiative
and vigour of domestic management in
the face of challenges (or, as the

1983 [ISSN 0715-4577]



case may be, the lack of challenges)
from abroad will also be important.
Again, federal and provincial poli-
cies either encouraging or discour-
aging raticnalization in particular

industries, or encouraging new
plants in certain industries to be
built to a world-scale capacity -
such as recent petrochemical ven-
tures in Alberta or Sarnia - will
also affect the final situation.

One thing does seem clear, how-

our mixed results:
of either encourag-
foreign invest-

ever, even from
a simple policy
ing or discouraging

ment in Canadian manufacturing is
not likely to be any panacea for all
that ails this sector. in other

Western Economic Review, Vol. 2,

No.

69

words, even the very limited insight
that the current study sheds on one
aspect of the foreign direct invest-

ment issue, should warn policy mak-
ers against assuming on the one
hand, that untimited direct capital

inflows will somehow compensate for
domestic policy weaknesses, or force
the economy into new efficiency-im-
proving measures that we are unwill-
ing to undertake on our own initia-
tive; or on the other hand, that
discouraging foreign direct invest-
ment will suddenly cause domestic
manufacturing to blossom into a par-
agon of progressiveness and effi-
ciency.
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NOTES

This paper was originally read at

the recent conference '"Economic Pol-
icies for Canada in the 1980s," held

in Winnipeg, October, 1982 by the
Institute for Social and Economic
Research.

[1] For an excellent, broad review

[2]

[3]

(4]

£5]

of most of the relevant litera-
ture on these topics, as well as
of the theory of why such for-
eign direct investment occurs,
see Safarian (1981).

The terms of the auto pact
clearly affect the behaviour of
alien firms. Notice, however,
that the import propensity for
such Canadian controlled firms
as exist in the industry is a
meagre .19 percent.

Gorecki's work (1976) supports
this part of his hypothesis.

He has taken an alternate stance
oh occasion. See Caves (1975:
3) where he says, '""Multinational
corporations probably make the
problem [i.e., inefficiency in
Canadian manufacturing] worse;
their sales~promotion abilities
allow them to gain an advantage
in the protected Canadian market

and profitably sell small vol-
umes of goods.!

The other significant indepen-
dent variable was the average
profit before taxes on equity,

for foreign owned corporations,
which he utilized as a proxy for
all structural factors affecting
domestic corporate profits.
Even so, the total explanatory
power of his equations, as meas-

ured by the adjusted R?, was
only about .15.
Western Economic Review, Vol. 2,

No.

[6] Value-added

7]

(8]

£sl

[10] value-added per

per employee was, in

fact, the dependent variable
that Caves used in the second
half of the article referred to

above when investigating the ef-
fect of foreign ownership on
hustralian manufacturing indus-
try. He found statistically
significant results for his hy-
pothesis of positive spillover
effects. He obtained a very
high Rz (over .90) by including
value-added per worker of for-
eign subsidiaries as an indepen-
dent variable. But such a vari-
able does not, in any real way,
contribute to the explanation of
the forces determining domestic
value-added per employee in dif-
ferent industries.

The total explanatory power of
his model, as measured by ad-
justed R?, was in the .65 to .70
range.

He actually suggested that im-
provements in wages were not
picked wup in the productivity
measure, but clearly wages are
in wvalue-added and therefore
would be included.

Perhaps surprisingly, the ratio
of labour to capital in Canada,
relative to that in the U.S.,
did not produce anything ap-

proaching statistically signifi-
cant results.

employee in-
cludes not only labour produc-
tivity but also differences in
wages and salaries, variations
in price-cost margins, and dif-

ferences in the amount of ser-
vices purchased outside the
firm. Saunders (1980), in fol-
lowing Michael Spence (1977)

attempts to adjust wage differ-
ences and price-cost margins by
deriving a measure of physical

1, April 1983 [ISSN 0715-4577]



(11l

[12]

[13]

value-added through the use of
the assumption that firms price
up to world price plus the tar-
iff. But then,
centration and scale variables
and his labour-capital ratio
variabie all prove to be insig-
nificant. His adjustments may
simply have removed what these
other types of variables would
have otherwise picked up.

A1l foreign ownership measures
are from Statistics Canada
(1982) .

The Census reports workers in
seven categories of educational
attainment. For grade 8 or
less, we used grade 5. For
grades 9 and 10, we used 9.5.
Grade 11 was a separate catego-
ry. For grades 12 and 13, we
used 12.5. Some university was
represented by 1L years, and a
university degree by 16 years.

This gauge of labour quality
is more precise than any of
Globerman's three measures,
namely: {a) the ratio of ag-
gregate wages and salaries to
total employees in foreign
owned plants; {b) the propor-
tion of male workers with some
university or a university de-
gree (This neglects the educa-
tional level of the rest of the
work force); and (c) a two-
stage least squares estimation
of an average wage variable.
The weak performance of these
variables in his regressions,
compared with the significant
showing of ours, supports this
observation, and denies his
conclusion, based on his find-
ings, that education is a poor
reflector of human capital in
the work place.

Globerman used total paid man-
hours of production work in do-

Western Economic Review, Vol. 2,

two of his con- -

No.

[14]

[15]

[16]

1,

71

mestic owned plants
the total number of employees
in domestic owned plants. At
the time of writing, only total
production hours were available
for 1978 rather than hours sub-
divided into domestic and for-
eign owned plants. So we used
total hours and total employees
on the assumption that within
any industry, wunion activity
would generally ensure that at
least regular hours of work
would be much the same through-
out the industry.

divided by

Globerman used gross book value

of depreciable assets in 1971
for firms in the U.S. to total
employees in each U.S. industry

as a proxy for the situation in
Canada. This approach requires
an assumption beyond what we

have had to use, namely, that
the U.S. capital-iabour situ-
ation accurately reflects the

Canadian scene. His results do
not come in with as low a level
of significance as ours either.

We have worded this carefully
so as to avoid leading the
reader into the trap which many

Canadian economists have fallen
into, namely, the belief that a
removal of the tariff will re-
move all productivity differ-
ences between Canada and the
United States. A tariff-free
environment has not eliminated
sizeable productivity varia-
tions among the regions and
provinces of Canada. So we
should not expect such an envi-
ronment to do so among coun-
tries either. See Wilkinson
(1982) for an elaboration of
this point.

The reason for these exceptions

is not at all clear. Average
education level is a reasonable

April 1983 [ISSN 0715-L4577]
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[171]

181

[19]

indicator of labour quality and
turns out to be generally sig-
nificant. So it supports what
we would expect. But the SCALE
2 wvariable (like SCALE 1 in
fact) is very much an imperfect
proxy for the degree to which
domestic plant size may not be
optimal. All we «can say is
that its imperfectness in some
way reacts with ED to produce
insignificant coefficients for
the latter variable.

| am very grateful to my col-
league, Adolf Buse for helpful
discussions on this work, par-
ticularly with respect to het-
eroskedasticity. See his re-
cent paper (Buse, 1982) for a
careful comparison and assess-
ment of the various methods of
testing for heteroskedasticity.

Caves (1974: 181-182) argues
that the affects of foreign
firms can only be expected to

apply when there are 'signifi-
cant populations of both types
of firms." Accordingly, he
initially removed industries
where foreign ownership was
less than five percent, but
subsequently used ten percent
when the latter boundary level
produced results that were 'su-
perior' in the sense that they
better correspond with his
starting hypothesis that there
should be positive effects on
the efficiency of domestic
plants from the presence of
foreign owned subsidiaries.

For example, Globerman's study
at most wused 61 of the 112
three-digit manufacturing in-
dustries (1970 Standard {ndus-

trial Classification) or 5k4.5
percent of them. The runs with
42 industries involved only

37.5 percent of all manufactur-

Western Economic Review, Vol. 2, No.

[20]

[21]

ing industries. Again, Saun-
ders' data, based on the 1960
Standard Industrial Classifica-

tion used only .84 of 14D, or 60
percent, of the total number of
three-digit manufacturing in-
dustries.

We were able to achieve addi-
tional obfuscation about the
effects of foreign ownership by
using, in the provincial runs,
just Ontario and Quebec on the
rationale that these were the
only two provinces for which
data on all 19 two-digit indus-
tries (again excluding tobacco
products) were available. This
gave a total of 38 observa-
tions. The signs on the for-
eign-ownership variable were
mixed and the coefficients no-
where near significant. More-
over, even the coefficients of
several other variables as well
as the intercept lost all sig-
nificance. So much for my "as~
tute selection’ of industries!

Denny and May (1967: 67) infer
from their examinatioin of the
real value-added function that
we should be 'suspicious of the
use of value-added output esti-
mates."
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Figure 5§
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Figure 7

CPl: PERCENTAGE CHANGE FROM LAST YEAR
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TABLE 1

Consumer Price Indexes: Change From Same Month Last Year

Month Canada Winnipeg Regina Calgary Vancouver

(Percentage Change)

JANB2 11.4 8.0 10.2 10.7 13.3
FEB82 11.6 8.9 10.9 11.6 13.0
MARS2 11.6 8.9 10.4 12.2 11.4
APR82 11.3 9.6 10.7 12.5 11.3
MAYE2 11.8 9.6 9.2 12.0 11.9
JUNB2 11.2 8.3 8.4 11.2 11.0
JuL82 10.9 8.0 8.5 10.7 10.6
AUGB2 10.5 7.8 8.3 10.4 10. 1
SEP82 10.4 7.8 7.8 10.4 8.6
0CT82 i0.0 7.8 8.6 10.3 8.8
NOV82 8.8 8.5 7.6 8.0 8.2
DEC82 ) 9.3 9.6 7.4 8.6 7.6
TABLE 2

Unemployment Rate:Seasonally Adjusted

Month Canada Manitoba Saskatchewan Alberta 8C

(Percent)

JANB2 8.5 6.5 4.8 4.8 8.5
FEB82 8.9 6.6 4.5 4.7 8.0
MARB2 8.4 7.2 4.8 5.5 8.7
APR82 8.8 7.4 5.7 6.2 10.5
MAYB82 10.4 7.9 5.8 7.2 11.2
JUNB2 11.1 8.4 6.3 7.7 12.6
JuLg2 i1.9 8.1 6.5 8.1 13.8
AUGB2 12.2 9.5 6.8 8.5 13.9
SEP82 12.3 9.4 6.8 g.2 13.6
ocT8e2 12.7 9.8 6.9 8.4 14.5
NOv82 12.7 10.6 7.3 10.2 14.4
DEC82 i2.8 10.7 7.3 10.6
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TABLE 3

Retail Trade: Seasonally Adjusted

Month Canada Mani toba Saskatchewan

Alberta

BC
(Thousands Of 1981 Dollars)
JANB2 7495742 2998630 319755 848817 936317
FEB82 7477055 308350 324344 881436 935905
MARB2 7398741 293007 313381 843048 920457
APRB2 7324110 298034 308072 846715 898002
MAYB2 7457670 283430 318774 832175 879035
JUNB2 7147873 290000 299077 811894 B49756
JuLs2 7259765 286933 298308 786189 875875
AUGB2 7248500 288364 300832 784993 838132
SEPB2 7263364 290898 307571 801834 838423
ocTe2 7070556 284339 287035 780966 833205
nov82 7191280 283626 298836 808032 832302
DEC82 7350803 284805 305911 796708 857002
TABLE 4
Employment Ilndex: Change From Same Month Last Year
Month Canada Manitoba Saskatchewan Alberta BC
(Percentage Change)
JANB2 -1.4 -0.2 0.8 6.8 -3.2
FEBB2 -1.8 ~0.3 1.2 1.5 -0.8
MARS82 -2.8 -1.7 0.8 1.1 -3.8
APR82 -3.9 -2.4 0.3 -0.7 -3.4
MAYB2 -5.4 -3.9 -2.2 -2.9 -7.1
JUNB2 -6.5 -4.6 ~4.8 -3.6 -2.9
JuLs2 —6.6 -5.1 -4.2 -4.7 -0.5
AUG82 -7.1 -6.4 -5.3 -6.0 -8.0
SEP82 ~-8.2 -7.0 -7.5 -8.0 -11
ocT82 -8.2 -8.4 -7.7 ~9.8 -14
NOV82 -8.8 -8.1 -7.0 -10 -13
DEC82
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TABLE 5

Building Permits: Non-Residential

Month Canada Manitoba Saskatchewan Alberta BC

(Thousands Of 1981 Dollars)

JANB2 690466 4016 17688 106578 66860
FEB82 688088 8188 6147 220816 54911
MARB2 808124 4990 34682 307950 147583
APRB2 541463 21330 15773 107326 84960
MAYB2 449288 4602 18300 84433 81041
JUNB2 446711 28200 18168 75878 93327
JuLs2 586897 8435 2094 187418 68163
AUG82 385181 11168 10405 93708 65682
SEP82 443816 4232 18256 118402 104116
0cT82 420122 7988 2584 147528 46335
NOv82 343817 10227 8821 84040 23874
DEC82

Errata: Permission to reprint Wassily Leontieff's '"Letter to the Editor"
(Western Economic Review, Vol. 1, No. 3) came from the American Associatjon
for the Advancement of Sciences rather than the American Science Associa-
tion as previously stated.
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