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Summary

After a difficult and lengthy adjustment period, the Canadian economy ended
the decade on a strong note, as policy measures implemented during the 1990s
have established a sound foundation for better economic performance. The
inflation-targeting framework adopted in 1991 has created a low-inflation envi-
ronment. Improved budgetary positions of governments have put the high pub-
lic-debt-to-GDP ratio on a clear downward path. Structural reforms in key areas
a decade or more ago, which were complemented by important changes to the
unemployment insurance system in 1996, have also enhanced conditions for
growth. These policy efforts have begun to pay off, as manifest in the current
healthy pace of economic expansion and the decline in the unemployment rate
to historically low levels. The challenge for policymakers now is to ensure that
these favourable developments are sustained. With the economy possibly oper-
ating above its estimated potential, a further tightening in monetary conditions
from mid-year levels would seem to be warranted to avoid the emergence of
excess demand and ensuing inflation pressures if the economy’s strong momen-
tum persists. As to fiscal policy, priority should be given to continued debt
reduction while creating room for desirable changes to the tax system, by main-
taining tight control over spending. In this framework, extreme care is needed
to avoid new initiatives with long-term spending implications in response to
short-term revenue windfalls. At the same time, there is scope for advancing the
structural policy agenda to enhance economic efficiency and thus provide the
wherewithal for an improvement in the standard of living in both absolute
terms and relative to trading partners. Finally, greater use of economic incen-
tives and instruments would help avoid environmental degradation and
resource depletion to the detriment of current and future generations, thus
enhancing environmentally sustainable growth over the longer run. ■
Organisation for Economic Co-operation and Development

This Policy Brief presents the assessment and recommendations of the 2000
OECD Economic Survey of Canada. The Economic and Development Review
Committee, which is made up of the 29 Member countries and the European
Commission, reviewed this Survey. The starting point for the Survey is a draft
prepared by the Economics Department which is then modified following the
Committee’s discussions, and issued under the responsibility of the Committee.
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Why has economic 
performance 
improved?

Canada’s recent economic perform-
ance has been favourable, under-
pinned by the sound macroeconomic
and structural policies pursued over
the 1990s. With improved fundamen-
tals, including a fiscal surplus, activ-
ity has rebounded vigorously from
the external shocks in 1997-1998.
Economic expansion since then has
been strong and broadly based, ben-
efiting both from a favourable exter-
nal environment – buoyant US
demand, rising world commodity
prices – and improved confidence at
home associated with substantial job
creation and rising incomes. With
real GDP growth averaging over
5 per cent (at an annual rate) since
late 1998, slack in product and
labour markets has been rapidly
taken up. The unemployment rate
has fallen to levels last seen in the
mid-1970s, and the economy may
now be operating at, or slightly
above, full capacity, as convention-
ally measured. Nonetheless, while
the sharp rise in energy prices has
pushed up “headline” inflation,
“core” inflation – excluding energy
and other volatile items – has stayed
well within the bottom half of the
official 1 to 3 per cent target band. At
the same time, with the improve-
ment in Canada’s terms of trade
coming from higher commodity
prices, the current account has
shifted rapidly towards surplus. ■

What is the outlook?

In the period ahead, economic
growth is projected to moderate,
averaging 3 per cent in 2001 follow-
ing about 4½ per cent this year, as
US demand becomes less supportive
and tighter monetary conditions

restrain the interest-sensitive com-
ponents of household and business
spending.  On the other hand,
renewed fiscal stimulus should bol-
ster domestic demand, although
households may prefer to take
advantage of announced tax cuts to
strengthen their balance sheets.
Such a “soft landing” scenario would
avoid the emergence of major ten-
sions and imbalances in the econ-
omy. Core inflation is expected to
rise somewhat but to stay near the
middle of the official target range,.
Despite vanishing terms-of-trade
gains, the external balance should be
in slight surplus, as imports slow
roughly in line with exports. 

While unexpected developments in
the United States would obviously
have consequences for the Canadian
economy, given the strong trade and
financial linkages between the two
countries, there are also important
risks to the outlook associated with
the domestic economy. The principal
risk derives from the fact that, dur-
ing the projection period, the econ-
omy may be operating above OECD
estimates of non-inflationary capac-
ity, even though the latter build in a
considerable acceleration in potential
output growth (to over 3 per cent per
annum) owing in part to efficiency
gains. Yet considerable uncertainty
about aggregate supply remains. Con-
tinued low core inflation could mean
that the sustainable level of output is
even higher than estimated, but it is
by no means clear to what extent
technological advances and restruc-
turing have enhanced trend produc-
tivity growth in Canada. These
uncertainties about the economy’s
productive potential will put the
inflation-targeting framework to the
test, the more so since the surge in
energy prices could result in higher
inflation expectations and conse-
quently increased wage claims. ■

What should be done to 
sustain the expansion?

Despite the benign inflation envi-
ronment, the Bank of Canada has
become concerned about economic
act iv i ty  p icking up too much
momentum. While they had held
benchmark interest rates steady
when US rates were raised during
the summer of 1999, they followed
subsequent moves by the US Fed-
eral Reserve as from November.
Canadian nominal interest rates
have remained below their US
counterparts ,  however,  which
might help explain why the Cana-
dian dollar has appreciated less
than might have been expected on
the basis of commodity price devel-
opments alone. With excess supply
in the economy apparently elimi-
nated by late 1999, the modest
tightening in the monetary stance
was appropriate, even though core
inflation has so far remained low.
Indeed, looking forward, a further
tightening in monetary conditions
would seem to  be  warranted .
Given the uncertainties mentioned
above, the Bank has de-emphasised
the output gap as a guide for mone-
tary policy and is placing increasing
weight on various indicators of
future inflation, including monetary
aggregates which have shown strong
expansion of late. This implies, how-
ever, a considerable degree of judge-
ment required on its part. It is true
that its success in maintaining low
inflation has established the credibil-
ity of its targeting regime. That, com-
bined wi th  the  f ac t  that  core
inflation remains well below the
mid-point of the target range, pro-
vides it with some room to explore
the economy’s productive limits.
Given the risks of spillover from any
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pick-up in inflation in the United
States and the time it takes for mone-
tary policy to have its impact on activ-
i ty  and prices ,  i t  would seem
advisable to err on the side of caution
and continue to raise interest rates if
the strong momentum of the econ-
omy persists.

The sharp improvements in federal
and provincial fiscal balances towards

surplus have resulted in a marked fall
in the very high gross government
debt-to-GDP ratio, which by end-
2000 will have come down by about
15 percentage points after peaking at
over 120 per cent of GDP in the
mid-1990s (based on the new defini-
tion including funded government
pension liabilities), and the prospects
are good for further declines over the

medium term. This has helped reduce
risk premia and interest-rate volatil-
ity, both of which have had a negative
impac t  in  prev ious  years  on
government finances and on the
economy in general. However, while
monetary policy is in a tightening
mode, fiscal policies, after six years of
retrenchment, are now easing, and
this trend may be reinforced by the
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fact that additional revenue beyond
budgeted levels – which has been the
rule, given prudent planning assump-
tions – is largely used for funding
one-off spending initiatives. Without
any slack remaining, in the near term
it would clearly be preferable to use
these revenues for debt reduction
rather than new spending, so as to
take pressure off monetary policy.
Indeed, accelerated debt reduction
continues to offer substantial advan-
tages for Canada. It would allow an
earlier transition to lower tax rates,
enhance the flexibility policy makers
will have in designing appropriate
policies, further reduce the country’s
vulnerability to economic shocks
and strengthen the credibility of the
government’s macroeconomic strat-
egy.

In a longer-term perspective, the
government’s current rule of thumb,
which allocates half the budget sur-
plus to new spending initiatives,
should be reconsidered, with greater
weight being given to debt reduction
and tax cuts. Tight control over
spending and careful evaluation of
new initiatives would, over time,
make room for even greater debt
drawdowns and more comprehen-
sive reform of the tax system, where
there is still scope for improvement
despite the recent measures, as dis-
cussed below. In this regard, the
government’s presentation of five-
year fiscal projections is welcome, as
it facilitates public debate on feasible
policy options. However, there is
still a need for a more comprehen-
sive medium-term framework, pro-
viding a coherent prospective plan
for  programme spending,  tax
changes and debt reductions, with
priority given to reforms in those
areas that produce the most signifi-
cant long-term benefits for the
economy. ■

Why has productivity 
not risen faster?
The broadly based structural reform
agenda pursued since the latter part
of the 1980s has touched on all
aspects of the economy as the
authorities have sought to improve
its efficiency and thereby productive
capacity. The benefits were slow to
materialise, possibly reflecting the
significant excess supply in the first
half of the 1990s as economic imbal-
ances were unwinding, as well as the
staged way in which reforms were
implemented and the time lags
between their introduction and
eventual impact. However, as noted,
signs are now emerging that these
reforms are beginning to pay off in
terms of higher potential output and
falling structural unemployment.

Amidst these positive signs, there are
no clear indications of an improve-
ment in trend productivity perform-
ance. So far, measured productivity
growth has not picked up to the
extent it has in the United States. In
combination with poorer employ-
ment performance over most of the
decade, this has implied a decline in
relative living standards and has led
to a debate over whether Canada is
getting left behind in the transition
to the “new economy”. Indeed, the
divergence between the two coun-
tries’ performance reflects the fact
that, in Canada, the two industries
which are leaders in the “new econ-
omy” – electronic equipment and
industrial machinery – make up a
much smaller share of output and
have made slower productivity
advances than in the United States.
Thus, at the macroeconomic level,
Canada cannot expect to see the
same contribution to productivity
gains emanating from these indus-
tries as its southern neighbour. On
the other hand, the recent strength

in investment in machinery and
equipment, led by spending on com-
puters, could spur a rise in labour
productivity growth by increasing
the stock of capital available per
worker. Recent federal budgets have
introduced measures aimed at pro-
moting innovation and taking
advantage of opportunities pre-
sented by the new economy. But a
fuller and more rapid exploitation of
the possibilities opened up by new
technologies is likely to require con-
tinued efforts to complete the struc-
tural reform agenda. ■

Is labour market reform 
on track?
The authorities have made substan-
tial progress in implementing the
OECD Jobs Strategy recommenda-
tions, but there is unfinished work
and a need to maintain the momen-
tum of labour-market reform. Recent
developments in Employment Insur-
ance (EI) payments, for example,
suggest that incentives to take up
benefits for certain groups have not
been altered significantly. Thus, it is
essential that remaining issues be
dealt with, including the large varia-
tion in regional generosity. At the
same time, any renewed easing of
eligibility criteria beyond that
a l ready announced should be
resisted, since this risks creating cas-
ual labour-force participation (and
dependence on EI), moving away
from the insurance principles
adopted in 1996. Improved labour-
market conditions also imply the
need for a greater focus of active
labour-market and social policies on
shorter-term, and less costly, adjust-
ment measures. In that regard, eval-
uations of all interventions should
be systematically undertaken and
those under way completed quickly
to ensure that they are bolstering
work incentives  and reducing



5 Policy Brief
Economic Survey of Canada, 2000
dependency. Encouraging inter-
regional labour (and other factor)
mobility, with the ensuing efficiency
gains, would be greatly assisted by
the swift completion of the provi-
sions of the Internal Trade Agree-
ment and Social Union Framework,
and indeed, by moving beyond the
targets already set therein. 

One area that will require further
examination by the authorities is
electronic commerce (e-commerce).
While estimates suggest that expen-
ditures in this area are relatively
small, they are nonetheless expected
to soar, holding the possibility of
substantially improving efficiency in
the distributive trade sectors. Care-
ful attention is required to create the
conditions for a vibrant e-commerce
marketplace  by  ensuring that
unwarranted barriers which might
limit this activity’s expansion are
relaxed, thereby safeguarding the
d omes t i c  t ax  ba se .  Howe ve r,
although the United States does not
collect sales tax on many e-com-
merce purchases, Canada should not
move in this direction. On the inter-
national front, support for free trade
under the auspices of the World
Trade Organisation (WTO) remains
the cornerstone of Canada’s trade
policy. Commitment to the rules-
based trading system has led Canada
to agree to implement the recent
panel decision on the Auto Pact,
which it should do by removing its
tariffs on all imports of automobiles
and parts. While this may lead to
some restructuring of the sector, it
would benefit consumers via greater
competition and choice in the
marketplace. ■

What about fiscal policy 
initiatives?

Meanwhile, the latest Budget con-
tains very welcome initiatives to

lower the tax burden on Canadians,
with the announcement of a five-
year tax reduction plan. The most
important change is the immediate
restoration of full indexation of the
income tax system; this puts an end
to “bracket creep”, which will bene-
fit low-income families the most.
The authorities have indicated that,
should the budget situation allow it,
they intend both to bring forward
some of the measures currently
envisaged for implementation only
by 2004 and to go further in the tax
reduction process. Moves in this
direction would be beneficial, partic-
ularly for corporate taxes where
corresponding r at es  for  non-
manufacturing and non-resource
companies are still significantly
higher than in the United States and
most other OECD countries. Lower-
ing taxes on service-sector firms
more substantially would remove
the present bias against knowledge-
based activities, thereby levelling the
playing field among enterprises,
while serving to complement other
measures that may help to boost
innovation, such as R&D incentives.
Bringing forward the envisaged meas-
ures in the personal tax field (raising
the threshold at which the highest tax
rate kicks in and eliminating the sur-
charge on higher incomes) would
also be useful, as they should have
positive effects on labour supply. A
more certain timetable on when new
measures would be introduced could
be helpful in locking in expecta-
tions. In addition, there are ongoing
concerns in the area of capital and
payroll taxation. Furthermore, shift-
ing the tax system towards increased
use of less distorting indirect taxes,
as suggested in previous Surveys,
together with initiatives that could
preserve the quality of the environ-
ment should be envisaged. 

However, as noted above, the ability
to move in these directions is con-
strained by the lack of an effective
framework on how to judge and deal
with competing, and indeed escalat-
ing, claims on budget surpluses. In
this regard, it would be desirable to
develop a structure for the trans-
parent assessment of the benefits
arising from spending initiatives,
allowing an appraisal of how these
weigh against those generated by tax
and debt reductions. A first step
would be to ensure that current
spending is carefully examined as to
whether a re-allocation towards
areas that enhance the economy’s
productive capacity is possible. The
latest Budget, for instance, provides
for funding for initiatives that,
among other things, seek to boost
universities ’  research capacity,
improve infrastructure and get the
government “on-line” (one objective
of which being to promote e-com-
merce). Since the benefits of such
discretionary measures are not
always apparent, their implementa-
tion and impact should be carefully
monitored (including carrying out
cost-benefit analysis where relevant)
with a view to setting up a list of
“what works” in order to target
future expenditures efficiently, as
well as to better communicate and
justify government spending priori-
ties. Claims on surplus funds are
most apparent in the area of health
care. While some spending increases
in this respect might be useful, such
claims should be judged in the light
of the potential to introduce reforms
that could both contain costs and
increase service quality. Indeed,
changes in the delivery of primary
care would help to improve the con-
tinuity of services provided to
patients, reducing unnecessary inter-
ventions, and thereby costs. Physi-
c i an  remunera t ion remains  a
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controversial area, but Canada could
adopt a mixed capitation/fee-for-serv-
ice model that several other OECD
countries have already implemented.

One area that continues to undergo
substantial reform is the financial
sector. The government’s proposals
for overhauling the industry’s frame-
work currently before Parliament
have the potential to enhance com-
petition, which would benefit busi-
ness and consumers alike through a
greater choice of products and more
efficient and liquid capital markets.
Following the necessary interaction
with interested parties the legislation
should be passed and implemented
quickly to reduce uncertainty, assist-
ing market participants in their plan-
ning and decision-making. The
recently introduced supervisory
framework appears flexible enough to
deal with the likely associated chal-
lenges, but in some cases more trans-
parent guidelines might be useful (for
instance, in the merger process for
large banks). At the same time, policy-
makers should continue with their
efforts to reduce regulatory overlap
and duplication, where it exists, in
order to minimise the burden on
financial institutions as their business
environment becomes increasingly
competitive. Supervisory bodies
should continue to be provided with
sufficient resources to deal with the
potential for increased risk arising
from greater competition. ■

To what extent have 
sustainable 
development goals 
influenced policy?

Policymakers need to make sure that
the higher growth that is expected to
result from structural reform and
skilful macroeconomic management
is sustainable not only economically

but also in terms of its effects on the
environment. In an effort both to
strengthen the government’s per-
formance in protecting the environ-
ment and bring consistency to its
policies, legislation has been enacted
that requires federal departments
regularly to table sustainable devel-
opment strategies. In addition, it has
established the position of the Com-
missioner of the Environment and
Sustainable Development who plays
a key role in monitoring policy
progress. As noted by the Commis-
sioner, there is still an “implementa-
tion gap” in many areas. It is true
that, in Canada, sustainable develop-
ment policies face a number of spe-
cific conditions: the proximity of
and economic integration with the
United States; the large inter-provin-
cial differences in environmental
conditions and resource availability;
and last, but not least, the shared
jurisdiction between the federal and
provincial governments in these
areas. Nonetheless, there is scope for
enhancing policy performance.
Improving the mechanisms for deci-
sion-making at all government lev-
els, as well as those intended to
ensure co-operation among them
and to reinforce accountability,
would be helpful. Voluntary agree-
ments have not proved up to the task
of dealing with the resource and
environmental challenges on their
own. Thus, more extensive use of
economic instruments will be neces-
sary.

The sense of “immensity” and Can-
ada’s rich endowment of natural
resources have led to policies favour-
ing their development and use.
Although, apart from the Atlantic
groundfish sector, the limits of avail-
ability of resources have generally
not been reached, the sustainability
of such policies is an issue in the
long run. Resource-based produc-

tion is energy-intensive and may in
the end cause serious pollution
problems, notwithstanding the
Canadian environment’s substantial
assimilative capacity compared with
other OECD countries. Support has
been especially important for activi-
t i e s  base d  on  non -re newab le
resources (such as oil, gas, metals
and minerals), coming mostly in the
form of preferential tax treatment.
Although the recently announced
tax measures  wi l l ,  over  t ime,
contribute to levelling the playing
field, this has put other sectors of the
economy, such as knowledge-based
industries, at a disadvantage, while
elevating the overall tax burden. The
resulting intensive exploitation of
non-renewable resources also has
environmental consequences in the
form of polluting substances release
and greenhouse gas emissions.

In the same way, overuse of water,
because it is under-priced, has
become a problem in some regions,
despite the abundant supply overall.
While the government has been
endorsing the principle of “eco-
nomic pricing” of water for some
time, provincial and local govern-
ments, which are responsible for
water management, are moving only
slowly in this direction. In regions
wi th  e x te n s ive  i r r i ga t io n  i n
particular, the current implicit subsi-
disation has reduced water availabil-
ity and increased pollution by
boosting chemical-intensive agricul-
tural production. To bring about
more efficient water use, provincial
and territorial governments should
therefore implement the principle of
“economic pricing” without delay,
while making water rights transfera-
ble in problem areas (provided that
does no harm to the ecosystem).
This requires substantially increased
use of water metering, which is still
far from universal, and the elimina-
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tion of quantity discounts. Such a
policy would be consistent with the
recent decision to ban bulk water
removal, thereby preventing exports,
which reveals a very high implicit
social valuation of water. Nonethe-
less, a carefully designed export
licensing system might allow Can-
ada to reap some benefits from its
abundant aggregate water resources,
while at the same time preventing
harmful environmental effects. 

The Atlantic groundfisheries provide
an illustration of how well-inten-
tioned public support, in the face of
unexpected environmental develop-
ments, may contribute to the overex-
ploitation of a common resource.
Although significant progress has
been made in reducing the number
of license holders in the groundfish
sector,  the sector is  stil l  over-
capitalised and has too many fishers.
This reflects the difficulty in trading-
off the short-term adjustment costs
for fishing communities, with their
distributional and regional implica-
tions, against the longer-term sus-
tainability of the sector. Other
beneficial measures taken in Atlantic
fisheries management (both ground-
fish and others) – notably the
increase in the share of fisheries
based on property rights in the form
of individual transferable quotas and
measures to foster industry commit-
ment to responsible fishing – are also
working towards reducing over-
capacity and improving efficiency,
which will serve to make activity in
this sector both ecologically sustain-
able and economical ly  v iable .
However, some labour-market poli-
cies, which tend to impede mobility,
have been less helpful in achieving
these objectives. While the Atlantic
groundfish experience has not been
typical of the industry as a whole,

in i t ia t ives  tha t  cou ld further
improve efficiency and sustainability
throughout the fisheries include:
increasing the share of individual
transferable quotas, reducing discre-
tion in setting allowable catch levels,
applying user charges that more
closely reflect the costs of managing
specific fisheries, further de-linking
regional investment support from
the fishing industry, and redesigning
support to workers in the fishing
and fish-processing industries so as
to encourage them to search for
other employment possibilities. The
key challenge for policy makers is to
make social and resource manage-
ment policies compatible with con-
siderations of economic efficiency in
order to achieve both conservation
and societal goals. ■

Specifically, what about 
pollution problems and 
climate change issues?

Policies and regulatory mechanisms
aimed at curbing air, soil and water
pollution have been successful in
some areas, notably the Great Lakes.
However, there is scope for improve-
ment. The polluter-pays principle is
not systematically applied, and reli-
ance on voluntary agreements has not
been sufficient to achieve environ-
mental objectives (for instance, in the
case of the management of toxic sub-
stances). No-cost opportunities for
curbing pollution are rare, and, a
strategy based on voluntary agree-
ments alone cannot be expected to
correct completely for the external
costs of pollution. Hence there is a
need to increase the use of economic
instruments (for instance, charges on
toxic emissions and waste, and dis-
posal fees for products containing

toxic substances) to reinforce the pol-
luter-pays principle. 

The government has been a leading
proponent of international action on
climate change. However, while an
extensive consultation process has
been launched, much more concrete
action is needed. Meanwhile, green-
house gas (GHG) emissions are ris-
ing steadily and are currently about
13 per cent higher than in 1990.
With a government plan forthcom-
ing only later in the year, it will be
very difficult to meet the Kyoto Pro-
tocol targets agreed in 1997, which
commit Canada to reducing emis-
sions to 6 per cent below the 1990
level in the period 2008-12. Even if
Canada is able to buy GHG emission
quotas on an international market, it
will probably have to take steps to
accelerate the reduction in domestic
fossil-fuel consumption per unit of
GDP. In this case, rather than resort
to command-and-control-type regu-
lations, it would be advisable to rely
primarily on a cost-effective instru-
ment, such as a tradeable permit
scheme, and not to exclude specific
sectors (such as transport and
energy)  f rom i t s  appl i ca t ion .
Increased taxes on fuel might be
helpful to reduce emissions related
to transport. In any case, measures
will need to be implemented well
before the target period in order to
allow for a gradual adjustment in the
energy-using capital stock. ■

For further information

Further information on this Study
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or Robert Fay (e-mail: robert.fay
@ oe cd . o rg ,  t e l :  (3 3 -1)
45.24.92.98). ■
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