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	Basic statistics of Canada, 2015

	(Numbers in parentheses refer to the OECD average)*

	LAND, PEOPLE AND ELECTORAL CYCLE

	Population (million)
	36.1
	 
	Population density per km²
	3.6
	(35.1)

	Under 15 (%)
	16.4
	(18.0)
	Life expectancy (years, 2011a)
	81.5
	(80.5)

	Over 65 (%)
	15.9
	(16.3)
	Men 
	79.3
	(77.8)

	Foreign-born (%, 2011)
	19.6
	
	Women
	83.6
	(83.1)

	Latest 5-year average growth (%)
	0.9
	(0.4)
	Latest general election
	October
	2015

	ECONOMY

	Gross domestic product (GDP)
	
	
	Value added shares (%, 2012b)
	
	

	In current prices (billion USD)
	1555.3
	
	Primary sector
	1.8
	(2.4)

	In current prices (billion CAD)
	1985.7
	
	Industry including construction
	28.2
	(26.6)

	Latest 5-year average real growth (%)
	2.1
	(1.7)
	Services
	70.0
	(71.1)

	Per capita (000 USD PPP) 
	45.1
	(40.2)
	
	
	

	GENERAL GOVERNMENT
Per cent of GDP

	Expenditureb
	40.3
	(42.3)
	Gross financial debtb
	98.5
	(118.8)

	Revenue
	38.6
	(39.1)
	Net financial debtb
	31.8
	(76.0)

	EXTERNAL ACCOUNTS

	Exchange rate (CAD per USD)
	1.277
	
	Main exports (% of total merchandise exports)
	
	

	PPP exchange rate (USA = 1)
	1.220
	
	Machinery and transport equipment
	28.8
	

	In per cent of GDP
	
	
	Mineral fuels, lubricants and related materials
	19.0
	

	Exports of goods and services
	31.4
	(54.1)
	Manufactured goods
	11.8
	

	Imports of goods and services
	33.8
	(50.2)
	Main imports (% of total merchandise imports)
	
	

	Current account balance
	-3.3
	(0.1)
	Machinery and transport equipment
	43.4
	

	Net international investment position (2014)
	6.6
	
	Miscellaneous manufactured articles
	12.4
	

	
	
	
	Manufactured goods
	12.1
	

	LABOUR MARKET, SKILLS AND INNOVATION

	Employment rate for 15-64year-olds (%)
	72.5
	(66.2)
	Unemployment rate, Labour Force Survey (age 15 and over) (%)
	6.9
	(6.8)

	Men
	75.6
	(74.1)
	Youth (age 15-24, %)
	13.2
	(13.9)

	Women
	69.4
	(58.5)
	Long-term unemployed (1year and over, %, 2014)
	0.9
	(2.5)

	Participation rate for 15-64year-olds (%)
	78.0
	(71.2)
	Tertiary educational attainment 25-64year-olds (%, 2013)
	53.2
	(33.3)

	Average hours worked per year (2014)
	1704
	(1770)
	Gross domestic expenditure on R&D (% of GDP, 2014)
	1.6
	(2.4)

	ENVIRONMENT

	Total primary energy supply per capita (toe, 2014)
	7.2
	(4.1)
	CO2 emissions from fuel combustion per capita (tonnes, 2013)
	15.2
	(9.6)

	Renewables (% of total, 2014)
	18.3
	(9.1)
	Water abstractions per capita (1000 m3, 2013)
	1.0
	

	Fine particulate matter concentration (PM2.5, μg/m3, 2013)
	12.1
	(13.8)
	
	
	

	SOCIETY

	Income inequality (Gini coefficient, 2011c)
	0.315
	(0.308)
	Education outcomes (PISA score, 2012)
	
	

	Relative poverty rate (%, 2011c)
	11.8
	(10.9)
	Reading 
	523
	(496)

	Median equivalised household income (000 USD PPP, 2011c)
	27.7
	(20.4)
	Mathematics
	518
	(494)

	Public and private spending (% of GDP)
	
	
	Science
	525
	(501)

	Health care, current expenditure (2014a)
	10.0
	(8.9)
	Share of women in parliament (%, April2016)
	28.3
	(27.7)

	Pensions (2012d)
	4.5
	(8.7)
	Net official development assistance (% of GNI)
	0.28
	(0.39)

	Education (primary, secondary, post sec. non tertiary, 2012)
	3.6
	(3.7)
	
	
	

	Better life index: www.oecdbetterlifeindex.org

	a. 2013 for the OECD aggregate.

	b. 2014 for the OECD aggregate.

	c. 2012 for the OECD aggregate.

	d. 2011 for the OECD aggregate.

	* Where the OECD aggregate is not provided in the source database, a simple OECD average of latest available data is calculated where data exist for at least 29 member countries.

	Source: Calculations based on data extracted from the databases of the following organisations: OECD, International Energy Agency, World Bank, International Monetary Fund and Inter-Parliamentary Union.




Glossary
AEG
Atlantic Energy Gateway


AIT
Agreement on Internal Trade


ASAs
Air Service Agreements


BDC
Business Development Bank of Canada


BDUs
Broadcasting Distribution Undertakings


CATSA
Canadian Transportation Security Authority


CBC
Canadian Broadcasting Corporation


CCB
Canada Child Benefit


CCPCs
Canadian Controlled Private Corporations


CIT
Corporate Income Tax


CMHC
Canada Mortgage and Housing Corporation


CN
Canadian National


CP
Canadian Pacific


CPCS
Canadian Pacific Consulting Services


CPP
Canada Pension Plan


CRTC
Canadian Radio-Television and Telecommunication Commission


CTA
Canadian Transportation Agency


EI
Employment Insurance


EPL
Employment Protection Legislation


FDI
Foreign Direct Investment


FERC
Federal Energy Regulatory Commission


FFPs
Frequent Flyer Programmes


GDP
Gross Domestic Product


GHG
Greenhouse Gas


GST
Goods and Services Tax


HFCs
Hydrofluorocarbons


HST
Harmonised Sales Tax


IIF
Innovation Investment Funds	


ISPs
Internet Service Providers


LNG
Liquid Natural Gas


LSVCCs
Labour-Sponsored Venture Capital Corporations


METR
Marginal Effective Tax Rate


MNO
Mobile Network Operations


NEB
National Energy Board


NPLs
Non Performing Loans


NWPTA
New West Partnership Trade Agreement


OATTs
Open Access Transmission Tariffs


OEB
Ontario Energy Board


OSFI
Office of the Superintendent of Financial Institutions


PMR
Product Market Regulation


PST
Provincial Sales Tax


QPP
Québec Pension Plan


R&D	
Research and Development


RHAs		
Regional Health Autorities


SBD	
Small Business Deduction


SBFP
Small Business Financing Programme


SBIR
Small Business Innovation Research Programme


SMEs
Small and Medium Enterprises


SNA
System of National Accounts


SR&ED
Scientific Research & Experimental Development


STRI
Service Trade Restriction Index


TCA	
(Ontario – Quebec) Trade and Cooperation Agreement


VAT
Value Added Tax


VC
Venture Capital


WCI
Western Climate Initiative



Executive summary
Activity is shifting from energy to non-energy sectors in response to price signals
Output is adjusting to lower commodity prices
Three-month moving average of real output
[image: graphic]Source: Bank of Canada (2016), Monetary Policy Report, April; Statistics Canada, Table 379-0031.
StatLinkhttp://dx.doi.org/10.1787/888933370730

The Canadian economy is adjusting to the fall in commodity prices, energy in particular. Business investment has fallen sharply in the energy sector, and employment has declined in oil-producing provinces. These factors, together with the loss of income from the fall in the terms of trade, temporarily depressed economic growth in2015. Output has fallen sharply in industries most affected by commodity prices but has risen in the rest of the economy, especially in export-related industries, allowing new job creation to re-employ displaced workers. Exchange rate depreciation, Canada’s flexible labour markets and monetary and fiscal policy are supporting the shift towards non-resource production.

Vulnerabilities related to housing and household debt are still increasing, albeit ataslower pace
Household debt and house prices are high
[image: graphic]Source: Statistics Canada, Table 378-0123; OECD, Economic Outlook database
StatLinkhttp://dx.doi.org/10.1787/888933370743

Low interest rates have encouraged further increases in household credit, with household debt continuing to edge up from already high levels. Canadian house prices have risen sharply, especially in Vancouver and Toronto, and housing investment is unusually high as a share of GDP, posing vulnerabilities and squeezing middle-class families in these high-priced markets. In response to these developments, the authorities have deployed some targeted macro-prudential measures, but further regionally focused measures should be considered.

Productivity growth has been weak until recently
Multifactor productivity has stagnated
[image: graphic]Source: Australian Bureau of Statistics; US Bureau of Labor Statistics; Statistics Canada
StatLinkhttp://dx.doi.org/10.1787/888933370758

Productivity has grown more slowly than in the best performing comparable OECDcountries in recent decades, holding back living standards and well-being. This weakness in productivity growth is broad based. There are several potential explanations, although it is difficult to identify the most important. Among them are high barriers to competition in network sectors which impede innovation and productivity growth. Interprovincial non-tariff barriers hamper efficiency, particularly by reducing the scale of production. Improved small business dynamism, with higher start-up rates and strengthened “up-or-out dynamics”, would speed the reallocation of resources to more productive firms and the diffusion of new technologies, raising productivity.
	MAIN FINDINGS
	KEY RECOMMENDATIONS

	Reducing financial stability risks 

	House prices, housing investment and household debt are very high, posing financial stability risks. 
	Continue to tighten macro-prudential measures and target them regionally, including through increasing capital requirements in regions with high house price-to-income ratios, as planned.






Assessment and recommendations1


The Canadian economy has grown solidly since the turn of the century. The level and increases in GDP per capita have been similar to rates for the median of the most affluent OECD countries; labour productivity, however, remains lower in Canada (Figure 1, Panels A and B). Canada also recovered more strongly from the global financial crisis than most other OECD countries, helped by the impressive rise in commodity prices that was sustained until mid-2014, a comparatively strong recovery in the United States, Canada’s main trading partner, a prudent banking system and supportive fiscal and monetary policies.



Figure 1. GDP per capita and labour productivity

[image: graphic]1. High-income OECD is the median of the highest 17 OECD countries.

2. In the business sector.

Source: Australian Bureau of Statistics, Cat. 5260.0.55.002; US Bureau of Labor Statistics; Statistics Canada, Table 383-0021; OECD (2016), Economic Policy Reforms: Going for Growth 2016.

StatLink  http://dx.doi.org/10.1787/888933370761



Canada has a large territory (covering nearly 10 million square kilometres), is topographically varied and sparsely populated (population density is only a tenth of the OECD average), even if a large share of the population lives in widely separated large urban centres. Its people have diverse backgrounds, with one of the world’s highest shares of immigrants (nearly 20%) and a small but rapidly growing population of Indigenous Peoples (including First Nations, Métis and Inuit), who make up a further 4% of the population. Many public responsibilities are devolved to governments of the 10 provinces and three territories that comprise the confederation. The provinces’ main powers are in the areas of taxation, health care, education, natural resources and energy, environment and labour market regulation.

Canada scores highly in all dimensions of the OECD’s Better Life Index (Figure 2, Panel A). Household disposable income and wealth are above the OECD average, while outcomes in jobs and earnings and housing are well above average. On the non-economic dimensions, Canada does particularly well in health status but less so in work-life balance. Its scores are very similar to Australia’s, another high-income commodity exporter, except in civic engagement and governance, which is lower, and are as good as or better than those of the United States in all dimensions except income. Income inequality is slightly below the OECD average, reflecting relatively low inequality in gross incomes (the reduction in income inequality through taxes and transfers is less than the OECD average), as is the poverty rate (Panel B).



Figure 2. Measures of well-being 

[image: graphic]1. Each index dimension is measured by one to four indicators from the OECD Better Life Index (BLI) set. Normalised indicators are averaged with equal weights. Indicators are normalised to range between 10 (best) and 0 according to the following formula: (indicator value – minimum value) / (maximum value – minimum value) × 10. The OECD aggregate is weighted by population. Please note that the OECD does not officially rank countries in terms of their BLI performance.

2. Indicators are normalised to range between 0 (highest inequality) and 10 (lowest inequality or poverty rate). The OECD aggregate is weighted by population.

3. 2011 data for Canada.

Source: OECD (2016), OECD Better Life Index, www.oecdbetterlifeindex.org; OECD, Income Distribution database.

StatLink  http://dx.doi.org/10.1787/888933370779



A weakness in socio-economic outcomes concerns Canada’s Indigenous Peoples, who currently number around 1.4 million (4.3% of the population, but as many as 16.7% in Manitoba and higher proportions still in the territories), are much younger on average than other Canadians and are growing quickly in number. They suffer from various critical social problems (Table 1). Indigenous Peoples are often poor and are more likely than other Canadians to live in sub-standard housing, to drop out of school, to take up smoking and heavy drinking, to suffer from health problems, to commit suicide and to have their children grow up in lone-parent or foster homes. They are also almost 20% less likely to be employed than their non-Indigenous counterparts. Appropriately, the new federal government has made improving outcomes for Indigenous Peoples a top priority (see below).


	
Table 1. Selected socio-economic outcome indicators  for Canadian Indigenous Peoples, 2011



	Indigenous Peoples

	Others





	Number / % share

	1.40 m (4.3%)




	per memorandum Indigenous in Australia

	0.67 m (3.0%)




	per memorandum Maori in New Zealand

	0.60 m (15.0%)




	Demographics




	Median age

	28

	41




	Share of the 0- 24 years old

	46.2

	29.5




	Children’s living arrangements




	% living with 2 parents

	49.6

	76.0




	% step children

	8.5

	5.8




	% living with relatives

	3.9

	0.6




	% foster children

	36

	0.3




	% living with one parent

	34.4

	17.4




	Housing conditions




	% in crowded dwellings

	11.2

	4.0




	% in dwellings in need of major repair

	21.5

	6.8




	Education




	% without a high school diploma

	30

	12




	Skills




	PIACC literacy score, 2012

	260

	274




	PIACC numeracy score, 2012

	244

	266




	Employment outcomes




	% employed, 25 – 64

	62.5

	75.8




	Income




	Median after-tax income, 2010, CAD

	20 060

	27 622




	Health outcomes




	% self-rated excellent or very good, 12 and over

	52.1

	60.5




	% self-rated excellent or very good, 25 – 44 

	52.9

	67.1




	% self-rated excellent or very good, 45 and over

	40.6

	52.7




	% daily smokers

	27.5

	15.1




	% heavy drinkers

	32.7

	22.5




	% with moderate or severe food insecurity, off reserve only

	22

	7




	Source: Statistics Canada.





Canada has been used to achieving rapid economic growth: in the 15 years prior to the 2008-09 downturn, real GDP grew at an annual average rate of 3.2%. But much of that growth came from increasing labour and capital inputs, with little in the way of efficiency gains. In recent years, progress in raising living standards has been more limited, with slower growth outcomes. The recovery since the 2009 recession trough has generated gains in GDP per capita nearly a full percentage point smaller than in the aftermath of the preceding similar trough in 1992 (Table 2). Looking below the surface, slower gains in hourly productivity and less favourable demographics are the leading explanatory factors, along with the smaller decline in unemployment. The worse labour productivity performance is entirely due to a deterioration in multi-factor productivity growth, as capital intensity actually rose more quickly in the recent period than in the 1990s. And the outlook is for similar trends to persist, with annual GDP growth potential already down to an estimated 1.5% or so, as Canada’s population ages because of low fertility rates and rising life expectancy, given the number of immigrants that could be feasibly absorbed. In the future it will have to seek out remaining pockets of underutilised labour resources – such as women and Canadian Indigenous Peoples – and find ways of boosting productivity growth through increased competition, innovation and skills. Canada’s policymakers are focusing on lifting growth in GDP per capita and productivity to the rates achieved by comparable countries that perform better, such as the United States and Australia. There is considerable scope for improvement in business-sector productivity, which, by some measures, has been flat for over two decades (Figure 1, Panel C).


	
Table 2. A comparison of the recoveries following the 1990-92  and 2007-09 recessions


	Average annual percentage change



	The current recovery

	The 1990s recovery

	Difference





	Real GDP per capita:

	1.27

	2.22

	0.95




	Hourly labour productivity

	1.07

	1.49

	0.42




	Hours worked per employed person

	0.04

	0.09

	0.05




	One minus the unemployment rate

	0.26

	0.54

	0.28




	Participation rate

	0.23

	-0.01

	-0.24




	Working-age to total population

	-0.33

	0.09

	0.42




	Source: OECD.





Improving outcomes is likely to be all the more challenging now that a downward phase of the commodity price cycle is underway (Figure 3, Panel A). While the earlier price run-up boosted incomes and business investment (especially in energy and mining), the fall since mid-2014 is having the opposite effect. The commodities upswing caused Canada’s real exchange rate to appreciate, resulting in a large loss in cost competitiveness and a concomitant reduction in productive capacity in non-commodity tradable goods and services (Panels B, C and D). Nevertheless, the more recent exchange rate depreciation, relatively flexible economy and supportive monetary and fiscal policies will facilitate the shift in economic activity away from natural resources.



Figure 3. Key challenges for the Canadian economy

[image: graphic]1. Export performance is export volume changes relative to export market growth. Hence, Canadian non-commodity exporters lost 40% of their market share from 2000 to 2011.

Source: OECD, Economic Outlook 99 database; Statistics Canada, Tables 380-0070 and 176-0075.

StatLink  http://dx.doi.org/10.1787/888933370789



Against this background, the main messages of this Survey are:


	Activity is shifting from resource to non-resource sectors in response to the fall in oil and other commodity prices. This shift would be facilitated by increasing product market competition and strengthening small business dynamism.


	House prices and household debt relative to disposable incomes are high and rising in some local markets, reducing affordability and raising financial vulnerabilities. 


	Productivity has been relatively weak in recent decades, in part reflecting insufficient competition in network sectors, barriers to internal trade and lacklustre small business dynamism.




Chapter 1 explores in greater detail how barriers to competition in network sectors and inter-provincial trade can be lowered.  Chapter 2 provides an in-depth look at how policies can be modified to increase small business dynamism and hence productivity in the Canadian economy.


Recent economic developments and near-term prospects

GDP declined in early 2015, led by a sharp fall in business investment in the oil and gas sector, which was hit hard by the collapse in global oil prices (Table 3; Figure 4, Panels A and B). Private consumption expenditure also slowed, albeit moderately, weighed down by losses of income and wealth associated with the deterioration in the terms of trade and falling employment growth in the energy-producing provinces (Panels A and C). Yet, after a weak first half of 2015, output began to expand more strongly outside the oil and gas sector in response to: cumulative and prospective macroeconomic policy stimulus, restored international competitiveness and the reversal of some temporary factors. Real GDP looks to have risen at about a 3% annualised rate in the first quarter of 2016. However, second-quarter output will be dragged down significantly by the weak expected starting point in March, driven by the decline of net export volumes that month, and by the reduction in oil-sands output in Alberta in May that resulted from an unusually large forest fire that caused the complete evacuation of the town of Fort McMurray.


	
Table 3. Macroeconomic indicators and projections 


	Annual percentage change, volume (2007 prices)




	 

	2012

	2013

	2014

	2015

	2016

	2017



	Current prices (CAD billion)





	Gross domestic product (GDP)

	1 823

	2.2

	2.5

	1.2

	1.7

	2.2




	Private consumption

	1 021

	2.4

	2.5

	1.9

	1.7

	2.1




	Government consumption

	385

	0.3

	0.3

	1.4

	1.5

	1.7




	Gross fixed capital formation

	448

	-0.5

	0.7

	-3.6

	-1.5

	2.7




	Housing

	132

	-0.3

	2.5

	3.7

	1.5

	0.9




	Business

	240

	1.3

	-0.6

	-9.4

	-4.7

	2.8




	Government

	75

	-6.3

	2.2

	2.7

	2.7

	6.0




	Final domestic demand

	1 853

	1.3

	1.6

	0.5

	0.9

	2.2




	Stockbuilding1

	6

	0.6

	-0.4

	-0.2

	-0.4

	0.0




	Total domestic demand

	1 859

	1.8

	1.3

	0.3

	0.5

	2.2




	Exports of goods and services

	551

	2.8

	5.3

	3.0

	2.1

	4.6




	Imports of goods and services

	587

	1.5

	1.8

	0.1

	-1.5

	4.4




	Net exports1

	- 36

	0.4

	1.0

	0.9

	1.1

	0.0




	Other indicators (growth rates, unless specified)




	Potential GDP

	..

	1.9

	1.8

	1.7

	1.5

	1.5




	Output gap2

	..

	-1.4

	-0.8

	-1.3

	-1.1

	-0.5




	Employment

	..

	1.4

	0.6

	0.9

	0.6

	1.0




	Unemployment rate3

	..

	7.1

	6.9

	6.9

	7.1

	6.8




	GDP deflator

	..

	1.6

	1.8

	-0.5

	1.2

	2.1




	Consumer price index

	..

	0.9

	1.9

	1.1

	1.7

	2.1




	Core consumer prices

	..

	1.2

	1.8

	2.2

	2.0

	2.1




	Household saving ratio, net4

	..

	5.1

	4.0

	4.3

	4.3

	4.3




	Trade balance5

	..

	-0.3

	0.2

	-1.2

	..

	..




	Current account balance5

	..

	-3.2

	-2.3

	-3.3

	-3.0

	-3.0




	General government fiscal balance5

	..

	-1.9

	-0.5

	-1.7

	-2.2

	-2.2




	Underlying government primary fiscal balance2

	..

	-0.3

	0.5

	0.1

	-0.4

	-0.9




	General government gross debt 5, 6

	..

	90.3

	93.2

	98.5

	99.8

	100.7




	General government net debt5, 6

	..

	31.2

	31.7

	31.8

	33.1

	34.0




	Three-month money market rate, average

	..

	1.2

	1.2

	0.8

	0.9

	1.5




	Ten-year government bond yield, average

	..

	2.3

	2.2

	1.5

	1.5

	2.3




	1. Contribution to changes in real GDP.


	2. As a percentage of potential GDP.


	3. As a percentage of the labour force.


	4. As a percentage of household disposable income.


	5. As a percentage of GDP.


	6. SNA basis excluding unfunded liabilities of government-employee pension funds.


	Source: OECD (2016), OECD Economic Outlook 99 database.







Figure 4. Recent macroeconomic developments

[image: graphic]1. Real GDI equals real GDP adjusted for changes in the terms of trade.

2. Includes oil and gas. Also includes some engineering structures investment that may relate to other sectors.

3. The energy-producing provinces are Alberta, Saskatchewan, and Newfoundland and Labrador which together represented 17 per cent of total employment in 2015.

4. Percentage of firms reporting more intense labour shortages minus the percentage reporting less intense shortages.

5. The Bank of Canada monitors a set of “core” inflation measures, for example, the CPIX, which strips out eight of the most volatile CPI components and the effect of indirect taxes on the remaining components.

Source: OECD, Economic Outlook database; Statistics Canada, Tables 380-0068, 282-0087, 282-0151 and 326-0020; Bank of Canada (2016), Business Outlook Survey – Results of the Spring 2016 Survey, April.

StatLink  http://dx.doi.org/10.1787/888933370796



The unemployment rate fell sharply during the recovery from the 2008-09 recession but has edged back up over 7% (Figure 4, Panel D), reflecting a jump in energy-producing provinces. Wage growth picked up to around 3% (year-on-year) during the first half of 2015 and has since continued at this pace (Panel E). Although net job gains have been mainly in full-time positions, many have been in self-employment, which is usually associated with weak economic activity.

CPI inflation is running in the lower part of the 1-3% official target band (Figure 4, Panel F), although the Bank of Canada’s core index is rising at a pace near the 2% midpoint. Renewed downward pressure from falling gasoline prices and a small degree of excess capacity in the economy are more than offsetting upward pressure from the pass-through of earlier exchange rate depreciation, which the Bank of Canada (2016a) estimates to have been worth about 0.8 to 1.0 percentage point in the year to Q1 2016.

Canada’s current account was in moderate surplus from the turn of the century until the 2008 downturn, when a large fall in the terms of trade pushed the balance into deficit of around 3% of GDP, where it has since remained (except in 2014, when the deficit was 2.3% of GDP). Most of the deterioration has been in the goods component, although services and private transfers also contributed significantly. On the other hand, direct investment income has increased, reflecting higher foreign direct investment assets. Despite continued current account deficits, the net international investment position increased from negative 17.9% of GDP at end-2012 to 23.8% of GDP three years later, largely driven by the impact of the sharp depreciation in the Canadian dollar: more of Canada’s assets are denominated in foreign currency than its liabilities.

Economic growth is projected to strengthen in 2016 and reach 2.2% in 2017 (Table 3). As the contraction in the resource sector slows and economic activity in the rest of the economy gains traction, the drag from falling investment and employment in the commodity-producing sector should soon peak and then fade away by late 2017. Non-energy exports should continue to benefit from the lower Canadian dollar and get a further boost from strengthening export market growth (the United States remains by far Canada’s largest trading partner: it took 75.6% of Canada’s merchandise exports in 2015; with China, the next largest destination, taking only 4.1% of the total). Some sectors are likely to continue to face longer-term competitiveness challenges, as there is little sign that production has moved towards higher technology industries or that capital intensity has risen. Interest rates are assumed to remain very low for an extended period, and federal fiscal policy is turning expansionary (see below). The unemployment rate is projected to edge back down to 6 ¾ per cent by late 2017. Consumer price inflation is likely to be close to 2% in 2017, assuming the exchange rate and oil prices are steady, as the pass-through from exchange rate depreciation dissipates and excess capacity is gradually eliminated.

The most important risks surrounding these projections are external. Global oil prices could fall still further, amplifying cuts in energy-sector investment and employment; but if prices continue to recover, so will these sectors. Developments in emerging markets, notably China, will have an important bearing on commodity prices and export demand. On the domestic front, the main downside risk is still a disorderly housing market correction, particularly in the high-price Toronto and Vancouver markets (see below). This would dampen residential investment and private consumption, and could threaten financial stability. In addition, the transition from commodity-producing sectors to other sectors could be more protracted than expected. The main upside risk is that the economic expansion in the United States could be stronger than expected, lifting demand for Canadian exports. Some extreme but inherently unquantifiable potential shocks are described in Table 4.


	
Table 4. Possible extreme shocks affecting the Canadian economy



	Shock

	Possible impact





	 Financial-sector crisis starting in China

	Such a crisis would lead to a sharp downturn in global growth and trade volumes, putting further downward pressure on natural resource prices and lowering Canadian incomes. These effects could be accentuated by increased risk premiums, which would increase the cost of capital for businesses and further depress investment, and by spreading protectionism abroad. The resulting real exchange rate depreciation would help to offset adverse effects on income and employment, although such beneficial effects could be slow to appear. Moreover, economic rotation towards non-commodity exports would be slowed by falling foreign demand. 




	House prices 

	A very sharp fall in house prices triggered by a shock that results in a large increase in unemployment could result in a rise in mortgage defaults and put pressure on financial stability. 




	European Union fragmentation

	Should, for example, the United Kingdom decide to leave the European Union in the imminent referendum, there would be widespread financial market instability, including beyond Europe, with adverse economic consequences for advanced countries, including Canada.







Macro-financial vulnerabilities have generally eased since the onset of the global financial crisis (Box 1), with the exception of financial stability-related vulnerabilities and saving levels (excluding households). In particular, house price rises (measured by the Teranet-National Bank house price index) have accelerated to just over 8% in the year to April 2016, largely driven by increases in Toronto and Vancouver, and household indebtedness has continued to rise, reaching 167.6% of disposable income at the end of 2015, a historical high, placing Canada near the top of the OECD range. Yet, owner’s equity has been stable as a share of the value of real estate assets at around 73%, the level of household debt represents only 17% of household assets, and net worth has risen to over eight times disposable income, an historical record. And exchange rate depreciation has contributed to a broad-based decline in external vulnerabilities.



Box 1. Assessing potential macro-financial vulnerabilities

As in OECD (2016), potential macro-financial vulnerabilities can be mapped in terms of deviations of indicators from their long-term averages, denoted by zero in Figure 5, with the largest deviations representing the greatest potential vulnerability, denoted by +1 and -1. Selected indicators are derived from recent OECD work on vulnerability indicators (Röhn et al., 2015) and on the linkages between finance and economic growth (Cournède and Denk, 2015).

On average, Canada’s potential macro-financial vulnerabilities have fallen since the crisis. The greatest improvements have been in external competitiveness indicators, partly reflecting currency depreciation since 2014. However, financial stability vulnerabilities, which were already elevated, have risen. While bank and non-bank size were already high relative to historical averages, an increased concentration of loans in the residential sector has accentuated vulnerabilities. Lower corporate saving, particularly by financial firms, and weaker government saving have pushed up saving-related vulnerabilities.



Figure 5. Potential macro-financial vulnerabilities

Deviations of indicators from their real long-term average (0)1


[image: graphic]1. With the highest deviations representing the greatest potential vulnerability (+1) and the lowest deviations representing the smallest potential vulnerability (-1).Each aggregate macro-financial vulnerability indicator is calculated by aggregating (simple average) normalised individual indicators. Growth sustainability includes: total industrial capacity utilisation rate, total hours worked as a proportion of the working-age population (hours worked), difference between GDP growth and productivity growth (productivity gap), and an indicator combining the length and strength of expansion from the previous trough (growth duration). Price stability includes: an indicator combining the absolute value of the deviation of core inflation from target and the gap between total and core inflation (consumer prices), the average of the house prices-to-rent ratio and the house prices-to-income ratio (house prices), the Toronto composite share price index adjusted by nominal GDP (stock prices), and the difference between long-term and short-term government bond interest rates (term spread). External position includes: the average of unit labour cost-based real effective exchange rate (REER), and consumer price-based REER (cost competitiveness), relative prices of exported goods and services (price competitiveness), export performance and net international investment position (NIIP) as a percentage of GDP. Net saving includes: government, household and corporate net saving, all expressed as a percentage of GDP. Financial stability includes: banks’ size as a percentage of GDP, non-banks’ size as a percentage of GDP, housing loans as percentage of total chartered banks’ loans, and liquid assets as a proportion of short-term liabilities (liquidity ratio). For the liquidity ratio, the long-term average refers to a period of 10 years
only due to the unavailability of data for a longer period.

Source: OECD calculations based on IMF, Financial Soundness Indicators; OECD, Economic Outlook database; Statistics Canada; Thomson Reuters.

StatLink  http://dx.doi.org/10.1787/888933370808








Regional adjustments to terms-of-trade declines and policies to facilitate the sectoral shift

The Canadian economy is undergoing a complex adjustment to falling commodity prices, especially for energy. This entails the withdrawal of productive factors from resource and related sectors and their re-deployment in the rest of the economy. Oil and gas and related output has fallen considerably since late 2014, and the export-related and other non resource industries (most notably finance and insurance, real estate, retail trade, transportation and warehousing, health care and social assistance, and arts, entertainment and recreation), have expanded, aided by the strengthening US economy, the weaker Canadian dollar and accommodative financial conditions (Figure 6, Panel A).



Figure 6. The rotation from energy to non-energy sectors and regional dynamics

[image: graphic]1. Three-month moving average of real output. For more details on the sectoral definition, see notes in Bank of Canada (2016).

2. Data from the Labour Force Survey. Energy-producing provinces include Alberta, Saskatchewan, and Newfoundland and Labrador.

3. Data from the Survey of Employment, Payrolls and Hours.

4. Atlantic provinces include New Brunswick, Nova Scotia, Prince Edward Island and Newfoundland and Labrador.

Source: Statistics Canada, Tables 379-0031, 228-0059, 228-0063, 427-0005, 282-0087 and 051-0017; Bank of Canada (2015), Monetary...
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