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Raising Canadian Living Standards:
A Framework for Analysis'

Executive Summary

Canada’s living standards have been falling relative to those in the United States
in recent years. The Chairman and CEO of the TD Bank Financial Group, Charles Baillie
(2001) has suggested that Canadians adopt as asocietd god not only thereversd of this
downward trend, but that Canadian living standards exceed US living standards within 15
years. Policies that the public and private sectors might adopt to attain this very ambitious
objective were the focus at the multi-stakeholder roundtable organized for October 7-8,
2002.

The objective of this background paper isto provideaframework for anaysisand
discussion of the issue of raising Canadian living standards. The paper first discusses
definitions of living standards and related concepts. It then examines trends of living
standards historically in Canada and the United States and in OECD countries. The third
section looks at the relative importance of the determinants of living standards —
productivity, working time, demographic structures, labour force participation, and the
unemployment rate — in the growth of living standards in Canada and in accounting for
the income gap with the United States and other countries. The fourth section discusses
what strategies need to be pursued in terms of the five determinants of living standards
growth for Canadato exceed US living standards by 2016.

The key conclusions of the paper are twofold. First, afocus on improving
Canada’ s productivity growth performance, and in particular, eliminating the Canada-US
productivity gap, is by far the most important and effective way to attain the objective of
Canadian living standards exceeding US living standards by 2016. Second, an objective
for Canada of matching or exceeding the US productivity level is probably a better
societal objective than equaling or exceeding US living standards, as measured by GDP
per capita. Attaining this objective would certainly give Canadians the opportunity to
have the same level of per capita income as Americans, but it would aso give Canadians
the option of choosing more leisure time, a component of economic well-being that is
currently not incorporated into GDP.

The key findings of this study are:

* Productivity has been by far the main driver of increased living standards in Canada,
accounting for over 100 per cent of real GDP growth over the 1946-2001 period, 76
per cent over the 1973-2001 period, and again, over 100 per cent over the 1989 -2001
period. Increased labour force participation and arelatively larger working age
population have also contributed to living standards growth in the postwar period,



while declining working time and higher unemployment have reduced living
standards.

Canada’ s GDP per capitain 2001 was 84.7 per cent of the USlevel. Of this 15.3
percentage point income gap, 18.0 points was due to Canada’s lower productivity
level, 2.2 pointsto higher unemployment, and 1.1 points to the lower participation
rate. The higher proportion of the population of working age in Canada reduced the
income gap by 5.1 points, while longer hours worked in Canada further reduced the
gap by 0.5 points.

Canada has suffered a relative deterioration inits living standards in the postwar
period. In 1950, Canada’ s GDP per capitaranked fourth in the OECD area, after
Switzerland, the United States, and New Zealand. By 2001, Canada had dr opped to
sixth, being overtaken by Denmark, Norway and Ireland and still behind Switzerland
and the United States.

Thereisonly limited potentia for Canada to decrease the income gap with the United
States by reducing unemployment, and increasing labour force participation and
working time. If Canada were to achieve US levels in these variables, the overall
Canada-US GDP per capita gap would be reduced by only 3.3 points or 21 per cent.

The most politically acceptable and effective policy to eliminate the Canada-US
income gap by 2016 is to reduce the Canada-US productivity gap of 18.0 percentage
points. Thiswould require output per hour growth in Canada of 1.2 percentage points
faster per year than in the United States for a 15-year period. While an extremely
ambitious objective, such a productivity growth differential is not unprecedented in
Canada, as it was an even greater 1.6 points per year over the 1949-64 period.

While public policies and private sector initiatives can contribute to faster
productivity growth in Canada, the key factor that will determine whether Canada
could achieve fast enough productivity growth to overtake US productivity levels by
2016 will be the evolution of productivity in the United States. If the current wave of
productivity-augmenting technological innovation in the United States comesto an
end, decreasing US productivity growth, and if Canada can use these innovations to
play technological catch up, there may be the possibility of attaining US productivity
levels, afeat never achieved in Canada s economic history.



Raising Canadian Living Standards:
A Framework for Analysis

Canada’s living standards have been falling relative to those in the United States
in recent years. The Chairman and CEO of the TD Bank Financial Group, Charles Baillie
(2001) has suggested that Canadians adopt as asocietd god not only thereversd of this
downward trend, but that Canadian living standards exceed US living standards within 15
years. Policies that the public and private sectors might adopt to attain this very ambitious
objective were the focus at the multi-stakeholder roundtable organized for October 7-8,
2002.

The objective of this background paper is to provide a framework for analysis and
discussion of the issue of raising Canadian living standards. The paper first discusses
definitions of living standards and related concepts. It then examines trends of living
standards historically in Canada and the United States and in OECD countries. The third
section looks at the relative importance of the determinants of living standards —
productivity, working time, demographic structures, labour force participation, and the
unemployment rate — in the growth of living standards in Canada and in accounting for
the income gap with the United States and other countries. Thefourth section discusses
what strategies need to be pursued in terms of the five determinants of living standard
growth for Canada to exceed US living standards by 2016.

The key conclusions of the paper are twofold. First, afocus on improving
Canada’ s productivity growth performance, and in particular, eliminating the Canada-US
productivity gap, is by far the most important and effective way to attain the objective of
Canadian living standards exceeding US living standards by 2016. Second, an objective
for Canada of matching or exceeding the US productivity level is probably a better
societal objective than equaling or exceeding US living standards, as measured by GDP
per capita. Attaining this objective would certainly give Canadians the opportunity to
have the same level of per capita income as Americans, but it would aso give Canadians
the option of choosing more leisure time, a component of economic well-being that is
currently not incorporated into GDP.

Definition of Living Standards

The general definition of living standards is the material basis of everyday life.
While complex measures of living standards have been deve oped,? real income has
become the standard proxy used to quantify levels and trendsin living standards.
However, economists recognize that income measures do not capture a number of
variables affecting economic well-being, most importantly leisure time, but also the state
of the environment, equality, and security.



The Centre for the Study of Living Standards (CSLS) has developed the Index of
Economic Well-being to provide a much broader measure of trends in economic well-
being than income measures provide. The Index isbased on trends in consumption,
broadly defined: stocks of wealth, including human capital and the degradation of the
environment; inequality and poverty; and economic insecurity, including the income risks
facing the unemployed, personswith health problems, single parents, and the elderly.?

This paper, however, will not focus on economic well-being. Rather it will focus
on the narrower concept of living standards, as proxied by income, with one important
exception. Differences in the amount of non-working time or leisure will be discussed in
the context of living standards comparisons across countries. This is because thereis
wide agreement that the quantity of leisure time can be considered a component of a
broad definition of living standards.

Three definitions of aggregate income can be used in the analysis of trends in
living standards. GDP per capita, personal income (Pl) per capita, and persond
disposable income (PDI) per capita. GDP per capita isthe most widely used income
measure of living standards, particularly for international comparisons. It includes factor
incomes from all sources aswell as depreciation or capital consumption allowances. This
measure of living standards will be the main measure used in the paper.

Personal income is defined as that income that accruesto individuals or
households, including labour income, investment income (excluding capital gains), and
government transfer payments to persons. It excludes undistributed corporate profits and
depreciation. Personal disposable income or after-tax personal income is defined as
personal income minus direct taxes (income and payroll taxes).

Some argue that trends in per capita persona disposable income provide a better
indicator of trends in living standards than trends in per capita personal income because
disposable income represents the individual’ s direct command over resources. Others
argue that the benefits provided to society financed by tax revenues must also be factored
into measures of living standards and from this perspective trends in disposable income
are not necessarily superior to trends in personal income as a measure of the true trendsin
living standards.

Trendsin Canadian Living Standar ds

Discussion of Canada’s living standards focuses on both the level of living
standards relative to other countries, with particular enphasis on the United States, and
trends in living standards within Canada, and relative to other countries.

Canada-US Comparisons of Living Standards Levelsin 2001

In 2001, GDP per capitain Canada, expressed in current dollars® at a purchasing
power parity (PPP) exchange rate of $0.85 as estimated by Statistics Canada (2002a), was



$29,870 US. GDP per capita in the United States was $35,264 US. Thus Canadian GDP
per capitain 2001 was 84.7 per cent of that in the United States, an income gap of 15.3
percentage points.”

Personal income (PI) per capitain Canada in 2001 was $23,865 in current US
dollars, compared to $30,378 in the United States, giving a Canada-US ratio of 78.6 per
cent or an income gap of 21.4 percentage points. The larger gap relative to GDP per
capita geflectsthe lower ratioof persona income to GDP in Canada than in the United
States.

Personal disposable income (PDI) per capitain Canadawas $18,211in 2001 in
current US dollars, compared to $25,859 in the United States. Canada PDI per capitawas
thus 70.4 per cent of that of the United States, an income gap of 29.6 percentage points.
The higher share of direct taxesin persona income in Canada relative to the United
States (23.7 per cent of Pl versus 14.9 per cent) accounts for this greater Canada-US
income gap for PDI than for PI. It is important to note that the nearly 30 points income
gap between Canadian and US living standards implied by the PDI datais mideading. It
assumes that Canadians do not receive any additional benefits from the additiond 8.8
percentage points of Pl they turn over to the government astaxesrelative to their
American counterparts. To the degree that higher taxes in Canadareflect the public’s
trade-off, as mediated through the political process, regarding the provision of public
goods and servicesrelative to private goods and services, Pl represents amuch better
indicator of living standards than PDI.

Which of the three aggregate income measures outlined above represents the most
appropriate measure for the debate on Canadian living standards? | would argue GDP per
capita isthe most appropriate because it provides the best proxy of the potential present
and future consumption possibilities of the population. Thisisbecauseit includes
corporate profits, which can be distributed to individuals as dividends or reinvested to
increase future consumption.’

Trends in Canada-US Levels of GDP Per Capita

There have been two major trends in Canada’s GDP per capitarelativeto that in
the United States in the postwar period from 1946 to 2001, namely, an improvement from
1946 to 18981, followed by a deterioration from 1981 to the late 1990s (Table 1 and
Chart 1).

In 1946, Canada’s GDP per capita, expressed in current US dollars at PPP
exchange rates, was 71.6 per cent of the USIevel. Over the next three and one half
decades the ratio increased, reaching a peak of 90.7 in 1975, declining slightly, but
rebounding and nearly achieving its peal level again in 1981 at 90.6 per cent.’ Therise
was particularly rapid in the first half of the 1970s (from 80.9 per cent in 1969 to 90.7in
1975). After 1981, the ratio began to fall, bottoming out at 81.1 per cent in 1997, with the
lion’s share of the decline concentrated in the 1988 -92 period (from 87.4 per cent in 1988



to 81.2 per cent in 1992).%° Since 1997, there has been an upward trend in Canada’s
relative GDP per capita, reaching 84.7 per cent of the US level by 2001

Two periods were thus crucia for the evolution of Canada s GDP per capita
relative to that in the United States in the postwar period. During the boom of the first
half of the 1970s (1969-1974), our relative income podtion improved remarkably, by 10
percentage points. During the recession of the late 1980s and early 1990s (1988-92), our
relative position fell significantly, by 6 percentage points, a deterioration that has since
not been reversed.

Trends in Canada-US Rates of Growth of GDP Per Capita

Trends in Canada s level of GDP per capitarelative to that in the United States
are determined by the relative growth rates of GDP per capitain the two countries. Tables
2 for Canada and 3 for the United States and Chart 1 show these growth rates, in real
terms, for anumber of cyclically neutral periods.

Both Canada and the United States experienced a fall-off in the growth in living
standards, as proxied by red GDP per capita after 1973 (Table 2). Inthe 1946-73 period
in Canada, real GDP per capitaincreased at a 2.68 per cent average annual rate. This rate
of advance fell almost one percentage point to an average annual 1.76 per cent inthe
1973-2001 period. After 1973, the rate of growth progressively fell in successve
cyclically neutral peak-to-peak periods, from 2.22 per cent per year in 1973-81 to 1.85
per cent in 1981-89 to 1.40 per cent in 1989-2001. However, the average growth rate for
the 1990s is misleading as it masks extremely low GDP per capita growth in the first half
of the decade (0.24 per cent per year from 1989 to 1995) and the very robust growth of
the second half of the 1990s and early 2000s (2.57 per cent from 1995 to 2001).

In the 1946-73 period in the United States, red GDP per capitaroseat a2.24 per
cent average annual rate, falling only 0.42 percentage points to 1.82 per cent in the 1973-
2001 period. Real GDP per capita growth was particularly weak in the 1973-81 period at
1.45 per cent per year (Table 3). It picked up to astrong 2.52 per cent in the 1981 -89
period, and then fell off to 1.60 per cent in the 1989-2001 period. Asin Canada, red GDP
per capita growth was much weaker in the first half of the 1990s (1.02 per cent from 1989
to 1995) than inthe second half (2.18 per cent from 1995 to 2001).

Over the 1946-2001 period, read GDP per capita growth in Canada exceeded by
0.18 percentage points per year (2.21 per cent versus 2.03 per cent) that in the United
States. This led to a13.1 percentage point increase in Canada’ s GDP per capita, asa
proportion (expressed in current dollars) of that in the United States from 71.6 per centin
1946 to 84.7 per centin 2001 (Table 1).*2

In the 1946-73 period, Canada s red GDP per capita growth outpaced that in the
United States by 0.44 percentage points (2.68 per cent versus 2.24 per cent), raising the
relative incomerratio to 85.2 per cent. After 1973, real GDP per capita growth in Canada
lagged that in the United States (1.76 per cent versus 1.82 per cent), decreasing Canada' s



GDP per capitarelative to the US level and increasing the Canada-US income gap.
Canada’ sgrowth in real GDP per capita compared to that in the United States was
particularly poor in the 1980s (1.85 per cent per year in 1981-89 versus 2.52 per cent). It
was also somewhat lower in the 1990s (1.40 per cent per year in 1989-2001 versus 1.60
per cent in the United States). The gap between Canadian and American performance was
particularly stark in the first half of the 1990s, with real GDP per capita advancing only
0.24 per cent per year in Canada versus 1.02 per cent in the United States from 1989 to
1995. In contrast, in the second half of the 1990s and early 2000s, real GDP per capita
growth in Canada slightly exceeded that in the United States (2.57 per cent versus 2.18
per cent from 1995 to 2001).

Trends in Canada GDP Per Capita Rdative to OECD Countries

Data compiled by the Groningen Growth and Development Centre at the
University of Groningen in the Netherlands for 22 OECD countries show that in 2001
Canada ranked sixth in terms of GDP per capitain the OECD areawith 77.9 per cent of
the USlevel (Table 4). Norway (84.0 per cent of the US level), Ireland (82.1 per cent),
Switzerland (81.9 per cent), and Denmark (80.7 per cent), and, of course, the United
States had higher levels of GDP per capita than Canada.*®

Canada has suffered a relative deterioration in its living stand ards in the postwar
period. In 1950, Canada’ srelative GDP per capita at 81.9 per cent of the US level ranked
fourth in the OECD area, after Switzerland, the United States, and New Zedand. By
1973, Canada’' s GDP per capitaat 87.3 per cent again ranked fourth, with West Germany
replacing New Zealand. By 1989, Canada, with GDP per capita 87.5 per cent of the US
level still ranked fourth. By 1995, Canada had dropped to sixth at 81.6 per cent, being
overtaken by Denmark and Norway. By 2001, Canada was overtaken by Ireland at 77.9
per cent.

Thesetrends in relative GDP per capita of course reflect the relative growth rates
of GDP per capita in the different OECD countries (Table 5). Over the 1950-2001 period

Canada had the third lowest rate of growth in real GDP per capitain OECD countries.
Only New Zealand and Switzerland fared worse.

Deter minants of Living Standards

GDP per capita is determined by five factors, namely:

» theamount of output, expressed in constant prices, produced by each worker
per hour;

» theaverage annua number of hours the worker works,

» the proportion of the total population who are of working age as only persons
of working age contribute directly to GDP;*



» thelabour force participation rate, that is, the labour force divided by the
working age population, as only persons in the labour force directly produce
output; and

» the unemployment rate, defined as the unemployed divided by the labour
force, as only employed persons contribute directly to GDP.™

The Decomposition of GDP Per Capita Growth in Canada

The levels and rates of growth of the five determinants of living standards in
Canada over the 1946-2001 period are provided in Table 6.1° Table 7 provides a
decomposition of real GDP per capitain Canada over the 1946-2001 period and selected
sub-periods into the five determinants.

The most important finding that emerges from these two tables is the importance
of productivity growth, defined as total economy output per hour growth, for the growth
of living standards in Canada. Over the 1946-2001 period, productivity growth accounted
for 117.2 per cent of red GDP per capitagrowth in Canada.'’ The other four components
of real GDP per capita growth were much less important. Declining average hours
reduced real GDP per capita growth by 35.7 per cent over the period, while rising
unemployment decreased it 3.4 per cent. In contrast, a more favourable demographic
structure, defined as a higher proportion of persons of working age in the total
population, contributed 8.1 per cent to overall per capita GDP growth, while increased
labour force participation contributed 14.5 per cent.

Therelative contribution of the five determinants of growth in living standards
varied greatly in the different sub-periods within the 1946-2001 period. In the 1946-73
period, output per hour growth fueled living standards growth, accounting for 146.0 per
cent of real GDP per capita growth. Falling average hours offset much of this
productivity growth, making a contribution of -50.2 per cent to red GDP growth.

After 1973, productivity growth became less important, in both absolute terms
and relative terms (75.6 per cent versus 146.0 per cent), asadriver of living standards
growth for three main reasons. First, productivity growth was considerably slower in the
post-1973 period, falling from an average annual rate of advance of 3.9 per cent in 1946-
7310 1.3 per centin 1973-2001 (Chart 2 and Table 14). Second, the pace of the decline in
average hoursin the pre-1973 period (1.4 per cent per year) was not sustainable so this
component made a much smaller negative contribution to red GDP per capita growth
(-14.2 per cent). Third, with the entry of the baby boom cohortsinto thelabour forcein
the 1970s, the size of the working age population relative to the total population rose and
contributed significantly to growth in living standards, particularly in the 1973-81 period
(39.7 per cent). A final lessimportant reason is that |abour force participation rate growth
picked up dightly after 1973, particularly in the 1973-81 period, and made alarger
contribution to real GDP growth (43.5 per cent).
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Because of the very low real GDP per capita growth in the first half of the 1990s,
the percentage or relative contributions of the different determinantsof GDP become
problematic for the 1990s. An examination of the absolute contributionsof the five
components is more useful. Output per hour growth contributed 1.54 pointsto red GDP
per capita growth of 1.40 per cent over the 1989-2001 period. This contribution was
nearly the same in the first half of the decade (1.51 points in 1989-95) asin the second
half (1.58 pointsin 1995-2001), even though average annud real GDP per capita picked
up from 0.24 per cent in 1989-95 to 2.57 per cent in 1995-2001.

Unlike productivity trends, the absolute contributions of the other four
determinants of GDP differed considerably between the first and second half of the
decades, reflecting macroeconomic conditions. Inthefirst half of the 1990s, average
hoursfell 0.51 per cent per year, the participation rate declined 0.58 per cent, and the
unemployment rate variable, defined as one minus the unemployment rate, fell 0.34 per
cent, and the relative size of the working population only increased 0.18 per cent. The
first three of these developments reduced real GDP per capita growth and account for the
gap between productivity and living standards growth.

In the second half of the 1990s, despite the constancy of productivity growth, red
GDP per capita growth accelerated 2.3 points from 0.24 per cent in 1989-95 to 2.57 per
cent because of favourable developmentsin all four other determinants of living
standards. The developments were conditioned by the turnaround in the macroeconomic
environment. Average hours fell only 0.10 per cent per year, down from 0.51 per centin
the first half of the decade. The growth in the relative size of the working age population
picked up to 0.38 per cent per year. The aggregate participation rate increased 0.28 per
cent per year, aturnaround of 0.86 points from the first half of the 1990s. The decline in
the unemployment rate added 0.41 per cent per year to red GDP growth, also amgor
turnaround (0.75 points) from the first half of the decade.

Decomposition of the Canada-US Income Gap in 2001

In 2001, GDP per capita, expressed in current US dollars, in Canada was 84.7 per
cent of that in the United States, making an income gap of 15.3 percentage points. Table
8 decomposes this gap into the five determinants outlined above. Itisimportant to note
that the labour market variables in the table have been adjusted to be consistent with the
US definition of the working age population as 16 and over, not 15 and over.
Consequently, the estimatesfor thelabour market variables for Canadafor 2001 in t his
table differ somewhat from thosein Table 6.

Of thefive variablesthat determine GDP per capita, in 2001 three had higher
values in the United States and two in Canada. By far the most important was
productivity, expressed astotal economy output per hour, which in Canadawas only 82.1
per cent of the US level, a 17.9 percentage point gap. ‘2 This variable alone more than
explained all the income gap (117.3 per cent).
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The unemployment rate was higher in Canada than in the United Statesin 2001
(6.9 per cent versus 4.7 per cent) and this 2.2 percentage point unemployment rate gap
accounted for 14.5 per cent of the aggregate income gap. Canada’'s lower aggregate
participation rate of 0.7 percentage points (66.2 per cent versus 66.9 per cent in the
United States) also accounted for 6.9 per cent of the aggregate income gap. Finally, the
slightly higher average number of hours worked per week by Canadians (34.4 versus 34.2
in the United States) offsets 0.54 points or 3.5 per cent of the 15.3 point aggregate
income gap.

Canada has a demographic structure that favours a higher level of GDP per capita
relative to the US level because of the larger relative size of the working age population
in this country. In 2001, the working age population accounted for 77.9 per cent of the
total population in Canada compared to 74.1 per cent in the United States, due to the
lower fertility ratein Canada®® This difference offset 5.1 points or 33.3 per cent of the
Canada-US income gap, avery large contribution.

Table 9, from van Ark (2002), provides a reconciliation of labour productivity
with living standards (GDP per capita) for OECD countries in 2001, including Canada
and the United States. Thisreconciliation is similar to the decomposition undertaken in
Table 8. The table provides much insight into the relationship between productivity and
living standards across OECD countries relative to the United States.

According to the van Ark data, in 2001, Canada had 77.3 per cent of the US level
of real GDP per capita, but its level of output per hour was 82.6 per cent of the US
level.® This 5.3 percentage point difference was accounted for by the factors discussed
above, namely differences in average hours worked, demographic structures, labour force
participation, and the unempl oyment rate. Average hoursworked were 3.5 per cent lower
in Canadathan in the United States, thus lowering relative GDP per capita compared to
output per worker. The higher unemployment ratein Canada reduced GDP per capita2.1
points, while the lower labour force participation rate accounted for afurther 1.2 points of
the difference. On the other side of the ledger, the larger size of the working age
population, defined as 15 to 64, in Canada rdative to the United States raised relative
GDP per capitain Canada 1.5 points compared to relative output per hour.?

Decomposition of GDP Per Capita intoits Componentsin OECD Countriesin 2001

The difference between the level of living standards and productivity in Canada
relative to the United Statesis small compared to that in many other OECD countries.
Indeed, in anumber of countries fewer annual hours worked and lower labour force
participation rates mean that productivity, relative to the United States, is much higher
than GDP per capita (Table 9). Indeed, four countries in 2001 had higher levels of output
per hour worked than the United States — Belgium (113.3 per cent of the USlevd),
Norway (110.6 per cent), France (102.6 per cent), and the Netherlands (101.8 per cent).

Y et the United States had by far the highest level of GDP per capita, with Norway a
distant second at 84.0 per cent of the USlevd.
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Why do countries with higher labour productivity levelsthan the United States
have lower levels of living standards as measured by |levels of real GDP per capita? In
the case of the Netherlands, Norway, and France, it islargely explained by the lower
level of average annual hours worked. Workers in these countries, and in most other
European countries, enjoy much more leisure time than American workers. In the case of
Belgium, lower labour force participation is also an important factor.

The much greater leisure time enjoyed by Europeansis of course not incorporated
into GDP per capita figures. Y et a srong case could be made that this leisure contributes
to abroad definition of living standards. Indeed, it is unclear whether Europeans are
worse off in terms of economic well-being than Americans despite their lower GDP per
capita, particularly to the extent that Europeans have made a co nscious choice to work
fewer hours. Instead of using their very high productivity levelsto achieve levels of
material standards of living comparable to those in the United States, citizensin Belgium,
Norway, France and the Netherlands appear to have adopted more moderate standards of
living, measured in terms of per capita GDP, and taken part of the productivity gainsin
terms of fewer annual hours of work. This situation has great relevance to the objectives
Canadians set for themselves.

Targetsfor Canadian Living Standards

What is Needed to Exceed US Living Standards

Asnoted in the introduction, Charles Baillie in 2001 proposed that Canadians
adopt the objective of exceeding US living standards in 15 years, that is by 2016. Thisis
an extremely ambitious but by no means impossible objective. With Canada’s GDP per
capitaat 84.7 per cent of the USleve in 2001, real GDP per cgpitagrowth would have to
be 1.0 percentage pointsfaster per year in Canada than in the United States to eiminate
this 15.3 percentage point income gap by 2016. There has been no period in postwar
Canadian economic history when real GDP per capita growth has exceeded that of the
United States by such a magnitude for such a long period.

But other countries have achieved such a catch-up. The best recent example is
Ireland. As Table 4 shows, Ireland’s GDP per capitarose from 49.9 per cent of the US
level in 1989 to 82.1 per cent in 2001, anincrease of 32.2 percentage pointsin 12 short
yearsor 2.7 per cent per year.”> The small size of the Irish economy may mean the
relevance of the Irish experience to Canada is limited.?®

The actud growth ratein red GDP per capita that Canada would have to achieve
to exceed US GDP per capita growth by 1.0 percentage pointsfor 15years depends of
course on the rate of growth that the United States achieves over this period. The United
States registered average annual real GDP per capita growth of 1.82 per cent over the
1973-2001 period, 1.60 per cent over the 1989-2001 period, and 2.18 per cent in the
1995-2001 period when productivity growth accelerated. Barring amgor recession, itis
likely that GDP per capita growth in the United States over the next 15 years will average
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aleast 2 per cent per year. Thismeans that red GDP growth in Canada must average at
least 3.0 per cent per year to achieve parity in living standards with the United States.

Asnoted earlier, nothing isimpossible. Indeed, over the 1946-2001 period there
were 25 years (out of 55) when real GDP per capita growth in Canada equaled or
exceeded 3.0 per cent (Table 10). Many of these years were yearsof recovery and hence
the robust GDP per capita growth was not sustainable. The 15-year period that
experienced the strongest real GDP per capita growth in the postwar period was from
1961 to 1976. The 3.6 per cent average annual rate of growth during this period exceeds
the 3.0 per cent annud growth ratein real GDP per capita needed for Canadato overtake
US living standards by 2016, assuming US GDP per capita annua growth of 2.0 per cent.

Given the uncertainty about US real GDP per capita growth, it is more appropriate
to frame scenarios for the attainment of US living standards in terms of the differential
annual income growth rate needed (1.0 percentage points) rather than in terms of any
absolute growth rate. Very strong real GDP per capita growth in Canada will not lead to
the overtaking of US living standards if the United States also experiences strong growth,
asislikely.

Over the 1946-2001 period, there were 17 years (out of 55) when the difference
between Canadian and US real GDP per capita growth rates equaled or exceeded 1.0 per
cent (Table 10). Many of these years were years of stronger recovery in Canada and
hence the large differential was not sustainable. The 15-year period that experienced the
largest Canada-US differential in real GDP per capita growth in the postwar period was
from 1966 to 1981. However, the differential was only 0.9 percentage points, less than
the 1.0 point needed for Canada to overtake US living standards by 2016.

Strategies for Overtaking US Living Standards

What would be needed to achieve a 1.0 per cent faster average annual growth rate
inreal GDP per capitain Canadathan in the United States over the 2001-2016 period to
eliminate the 15.3 percentage point gap in GDP per capita? Let us examine the
determinants of living standards growth one by one.

The first way to close the income gap isto lower the unemployment rate. The
official Canadian unemployment rate in 2001 av eraged 6.9 per cent compared tothe US
official rate of 4.7 per cent (Table 8).%* About 0.8 percentage points of the gap was
accounted for by definitional differences, leaving atrue gap of 1.4 points. The
elimination of this gap would thus reduce the GDP per capitagap by only 1.4 points,
about 9 per cent of the overall gap. While this is certainly aworthwhile objective, it isno
solution to the closing of the income gap.

In theory, Canada could attempt to achieve an unempl oyment rate bel ow that of
the United States, asit did for several years in the 1960s. Such an achievement would
certainly contribute more to the closing of the income gap than the attainment of



14

unemployment rate parity with the United States. But with the more generous social
safety in this country, the non-accelerating inflation unemployment rate (NAIRU) in
Canada may be above that in the United States, making the achievement of alower
unemployment rate problematic.

A second way to close the income gap isto raise the labour force participation
ratein this country to the US level. In 2001, the aggregate |abour force participation rate
in Canadawas 66.2 per cent compared to 66.9 per cent in the United States.®® The
elimination of this 0.7 percentage point gap would thus reduce the GDP per capita gap by
only 1.1 points, about 6 per cent of the overall gap. While this may be again aworthwhile
objective if the economic well-being of those who join the labour force isincreased by
this decision to participate, it isno solution to the closing of the income gap.*’

In theory, Canada could target alabour force participation rate above that of the
United States, although Canada has never had higher |abour force participation (countries
such as Sweden have). Such a development would contribute more to the closing of the
income gap than the mere attainment of parity with the United States. Thisagain may be
aworthy objective, but it is very difficult to achieve as theimpact of policy on labour
force participation is problematic. The aggregate participation rate is expected to fall in
the next 15 years through a composition effect in both countries as the baby boom
generation reaches retirement age. One way for the Canadian participation rate to exceed
the US participation rate would be to devel op policies to entice a larger proportion of the
baby EJsoom generation to voluntarily remain in the labour force, even if on a part-time
basis.

A third way for Canadato close the income gap with the United Statesis for
Canadians to work longer hours and thereby produce more output. However, the data
sources used in this paper suggest that Canadians already work longer hours than their
American counterparts, although other sources such as the US Current Population Survey
do not show this. According to the Labour Force Survey, persons employed in Canadain
2001, including the part-time workers, toiled an average of 1788 hours (34.39 times 52
weeks), compared to 1778 hours (34.20 times 52 weeks) for American workers based on
the establishment-based Current Employment Statistics survey.?® Nonetheless, it would
still be possible for Canadians to work longer hours if they so choose and thereby close
part of the income gap.

The main problem with this strategy istha most Canadians do not want to work
longer hours. While their income would rise, they would consider themselves worse off if
forced to work more. From this perspective, longer working time does not represent a
solution to the income gap, except in the case of part-time workers seeking full-time
work or more hours and full-time workers desiring to work additional overtime hours or
longer uncompensated hours on a sustained basis.

A fourth possible mechanism to reduce the income gap is to increase the size of
the working age population in the total population relative to that in the United States. In
Canadain 2001, the population 16 and over represented 77.9 per cent of the total
population, the highest proportion in Canada’s history and 3.8 pointshigher than the US
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proportion of 74.1 per cent. Canada’s lower fertility rate accountsfor this differencein
demographic structure with the United States. This Stuation in 2001 reduced the Canada-
USincome gap 5.1 points or 33.3 per cent. With the expected continuation of lower
fertility in Canada, the gap between the relative size of the working age populations in the
two countrieswill likely increase in the future, contributing to the closing of the income

gap.

The fifth and final way to reduce the Canada-US income gap is by reducing the
productivity gap. Thisisby far the most important strategy to pursue. In 2001, totd
economy output per hour in Canadawas 82.1 per cent of the USleve, down from 84.8
per cent in 1995 and a peak of 90.8 per cent in 1977 (Table 11).* Indeed, the growth of
the Canada-US GDP per capitagap in the 1980s and 1990s was largely accounted for by
the rising productivity gap (see Chart 3).

The elimination of the 17.9 percentage point productivity gap registered in 2001
by 2016 would be more than sufficient to c ose the income gap. Such a closing would
imply that total economy real output per hour would have to grow 1.2 per cent faster in
Canadathan in the United States over the 2001-2016 period. There have in fact been 15-
year periods in postwar Canadian economic history when output per hour growth has
exceeded that of the United States by such a magnitude.

Other countries have achieved even more impressive catch-ups. The best recent
exampleislreland. As Table 12 shows, Ireland’s GDP per hour rose from 44.3 per cent
of the USlevel in 1973 to 71.7 per cent in 1989, an increase of 27.4 percentage pointsin
16 years. This productivity growth rate a 4.4 per cent per year was 3.1 per cent per year
faster than experienced in the United States (Table 13).

The actud output per hour growth ratethat Canada would have to achieve to
exceed US GDP per hour growth by 1.2 percentage pointsfor 15 years depends on the
rate of productivity growth that the United States achieves over this period. The United
States registered total economy output per hour growth of 1.50 per cent over the 1973-
2001 period, 1.73 per cent over the 1989-2001 period, and 2.20 per cent in the 1995-2001
period when productivity growth accelerated (Chart 2 and Table 14).

Barring a magjor recesson, itislikely that productivity growth in the United States
over the next 15 yearswill average at least 2 per cent per year. Indeed, many economists
are forecasting much stronger productivity growth. For example, Martin Baily (2002),
former Chair of the US Council of Economic Advisors, is projecting annual productivity
growth in the range of 2.2-2.7 per cent for the remaining years of this decade because of
the continuing impact on productivity from information technologies

This meansthat productivity growth in Canada must average at least 3.2 per cent
per year, and likely more, for Canadato achieve parity in productivity levelsand living
standards with the United States by 2016. Over the 1946-2001 period, there werein fact
20 years (out of 55) when total economy real output per hour growth in Canada equaled
or exceeded 3.2 per cent, although only oneof them wasafter 1976. The strongest
average annual growth rate in output per hour over any 15-year period in the postwar era
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was an amazing 4.6 per cent per year recorded from 1949 to 1964 (Table 10). This
suggests that achieving a 3.2 per cent productivity growth over the next 15 years might
not be mission impossible. But the past may not always be an accurate guide to future
potential.

Again, given the uncertainty about US productivity growth, it is more appropriate
to frame scenarios for the elimination of the Canada-US productivity gap in terms of the
differential annual productivity growth rate needed (1.1 percentage points) rather thanin
terms of any absolute growth rate. Very strong productivity growth in Canada will not
lead to the overtaking of US productivity levels if the United States also experiences
strong growth, asislikely.

Over the 1946-2001 period there were 17 years (out of 55) when the difference
between Canadian and US real output per hour growth rates equaled or exceeded 1.1 per
cent, but with only one year since 1976 (Table 10). Many of these years were years of a
strong cyclical productivity recovery in Canada and hence the large differential was not
sustainable. The 15-year period that experienced the largest Canada-US differential in
real GDP per hour worked in the postwar period was from 1946 to 1961. The differential
was avery impressive 1.9 percentage points, based on 4.3 per cent average annua output
per hour growth in Canada and 2.4 per cent in the United States. Of course, Canada’'s
relative productivity level in 1946 was lower than in 2001 (55.3 per cent of the USleve
versus 82.1 per cent), suggesting that catch -up possibilities were greater then.

To the degree that the Canada-US productivity gap reflects lagsin the
introduction of US best practice technologies into Canadian industry, there may be
potential to close a significant part, if not al, of the productivity gap in the long run. This
isparticularly so if the pace of technological progress in the United States falls off in the
future.

One school of thought on technological change suggests that technological
innovation comes in spurts or waves and that the United States is currently experiencing
such awave. When this phase of technical progress comesto an end, according to this
view, productivity growth will decelerate in the United States. Other countries will then
have an opportunity to catch-up to US productivity levels. This convergence phenomenon
was experienced by many countries in the postwar period. But as we do not know when
the productivity impacts of the IT revolution in the United Stateswill fall off, we can say
little about the possible implicat ions of this phenomenon for the evolution of the Canada
US productivity gap, at least for the next 15 years.

From a long-term perspective, the widening of the Canada-US productivity and
income gaps may not be as unfavourable a development as it is commonly portrayed,
particularly in certain media. To the degree that this growing gap isdriven by an
acceleration in productivity growth in the United States and to the degree than Canada is
able to eventually adopt these US best practice technologies, Canadians will be materially
better off in the long run from this faster pace of technical progress.
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Thusthe only politically acceptable and effective strategy that can significantly
contribute to the closing of the Canada-US income gap isto greatly reduce or eliminate
the productivity gap. There aremany specific public policies and private sector actions
that can contribute to the attainment of this objective. * These will be discussed in the
other papers prepared for the TD Forum on Living Standards.

Indeed, a case can be made that closing the productivity gap should in fact be a
more important national objective than closing the income gap. This is because closing
the productivity gap would give Canadians the possibility of trading off income for more
leisure, an option many European countries have already chosen. The elimination of the
17.9 percentage point productivity gap with the United Stateswould allow Canadiansto
choose between a 17.9 per centincrease in rea income rdative to the United States, or to
work 17.9 per cent less, or some combination of these outcomes. If Canadians chose
more leisure time and consequently did not close the narrowly defined gap with the
United Statesin living standards, it would be incorrect to conclude that Canadians were
worse of in terms of economic well-being or living standards, broadly defined than
Americans. Productivity allows choices.

Conclusion

The key conclusions of the paper are twofold. First, afocus on improving
Canada’ s productivity growth performance, and in particular eliminating the Canada-US
productivity gap, is by far the most important and effective way to attain the objective of
Canadian living standards exceeding US living standards by 2016. Second, an objective
for Canada of matching or exceeding the US productivity level is probably a better
societal objective than equaling or exceeding US living standards, as measured by GDP
per capita. Attaining this objective would certainly give Canadians the opportunity to
have the same level of income as Americans, but it would also give them the option of
choosing more leisure time, a component of economic well-being that is currently not
incorporated into GDP.
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Endnotes

! An abridged version of this paper was published in the Fall 2002 issue of the International Productivity
Monitor and is posted at www.cd s.ca under the Monitor.

2 For example, Claire Brown (1994) in American Standards of Living develops an index of living standards
based on three functional categories of expenditures: basic, variety, and status, with each category
representing the use of expenditures to accomplish a different goal.

3 Estimates of the Index of Economic Well-being (IEWB) have been developed for Canada and the
provinces, the United States, and OECD countries and are posted at www.cds.ca. In generd, this Index has
grown at adower ratethan per capitaincome. For discussion of the IEWB, see Osberg (1985) and Osberg
and Sharpe (1998, 2002a, 2002b).

* Statistics Canada recommends that current price income estimates be used for international comparisons
of income levels over constant price estimates because the former take account of shiftsin the components
of GDP, unlike constant price GDP estimates. This meansthat PPPs for each year are applied to the
domestic currency (Canadian dollar) current price seriesto convert the seriesinto a common currency
series. The PPP of a base year isnot used, asisthe case for converting a domestic currency constant price
seriesinto acommon currency. This paper follows this recommendation for comparisons of Canada-US
income levels. Thereislittle difference between estimates of Canada/US rel ative income levels based on
current and constant prices (Table 3A and Charts 4-6). Growth rate compari sons across countries are of
course based on trendsin constant price GDP estimates expressed in domestic currency and do not require
conversion into a common currency by purchasing power parities.

® Therevision of the US national accounts on July 31, 2002 lowered US GDP estimates for the 1999-2001
period and hence reduced Canada-US income gap. In the original July 16 version of this paper, Canada's
GDP per capitain 2001 was 83.7 per cent of that in the United States. The revisons increased it 1.0
percentage pointsto 84.7 per cent, lowering that gap from 16.3 points to 15.3 points. Appendix Table 10
provides details on therevisions.

®1n 2001, Pl was equal to 79.9 per cent of GDP in Canada, compared to 85.1 per cent in the United States.
The PI/GDP ratio moves inversaly to the proportion of corporate profitsin GDP since corporate profits are
a component of GDP but not of Pl (see Appendix Chart 1). Corporate profits have shrunk in relation to
GDP in the United States since the mid 1990swhile the opposite has been true in Canada, with the result
that the gap in the PI/GDPratios of Canada and the United States has grown rapidly since then, from 0.9
percentage pointsin 1995 to 5.2 points in 2001. Corporate profits have been a major determinant of the
gap between the Canada and US PI/GDP ratios since at least the mid 1970s; the historically greater
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importance in Canada of natural resources-based economic rents, which areincluded in GDP but not in I,
may account for the lower PI/GDP ratioin Canadain earlier decades.

" A country that consumes a higher proportion of output and hence has higher Pl per capitamay have a
higher living standard, as proxied by Pl per capita, in the short run than a country with higher GDP per
capita, but lower Pl per capitabecause it reinvests alarger proportion of GDP. In the long run, the country
with the higher GDP per capitawill be better able to sustain high levels of living standards.

8 Maddison (2001) provides estimates of real GDP and popul ation estimates for Canada and the United
States that allow calculation of Canada’s GDP per capita as a proportion of the US level in 1820 (71.0 per
cent), 1870 (69.3 per cent), 1913 (83.9 per cent), and for all yearsfrom 1950 (77.8 per cent) to 1998 (75.2
per cent). These estimates are not comparable with the estimates for the 1946-2001 period in this paper
because of the use of different data sources.

° Pl per capitaand PDI per capitaalso peaked as a proportion of that in the United Statesin 1981, at 93.5
per cent and 88.7 per cent respectively.

1911 contrast to GDP per capita, relative Pl per capitaand PDI per capita continued to decline over the
1992-97 period, the former from 85.4 per cent to 79.7 per cent of the USlevel and the latter from 75.4 per
cent to 70.8 per cent.

1 Again, in contrast to theimprovement in GDP per capita relative to the United States, Pl and PDI per
capita have declined dightly over the 1997-2001 period (from 79.7 per cent of the US level in 1997 to 78.6
per cent in 2001 for PI and from 70.8 per cent in 1997 to 70.4 per centin 2001 for PDI).

12 Theincrease was 14.5 percentage points for Pl per capita (from 64.1 per cent of the USlevel in 1946 to
78.6 per cent in 2001), but only 5.4 points for PDI from 65.0 per cent to 70.4 per cent.

13 West Germany was replaced by Unified Germany in the sample after 1995. If West Germany had still
been included as a separate country, Canada would likely have ranked seventh

4 The working age population is defined as the population 15 and over in Canada and 16 and over in the
United States. In OECD statigtics, the working age popul ation is generally defined asthose aged 15 to 64.
1> The labour force participation rate and the unemployment rate can be combined to form the employment
rate (employed persons divided by the working age population).

16 The data upon which Table 6 is based are found in Appendix Table 1.

1 Appendix Tables 2-4 show that the same conclusion regarding the importance of productivity growth
also appliesto the United States.

18 The US output per hour level estimated is based on average weekly hours data from the establishment-
based Current Employment Statistics (CES) survey. In 2001, this estimate was 34.2 hours per week (Table
14). The CES survey excludes employees on farms, proprietors (unincorporated self -employed workers),
and unpaid family workers. Hours data are not collected by the CESfor non-production workersin the
goods-producing industries and for supervisory workersin service-producing industries. For non-
manufacturing industries, it is assumed that the hours of non-production and supervisory workers move at
the samerate and have the same level asproduction and nonsupervisory w orkers.

An alternative source of US data on hoursisthe Current Population Survey (CPS), ahousehold survey
which coversall civilian workers. This survey collects data from all workers on actual hours worked so
does not require adjustments for incompl ete coverage and hours assumptions for non-production and
supervisory workers. According to the CPS, average weekly hoursin 2001 were 39.2, 5.0 hours or 14.6 per
cent greater than the CES estimate (Appendix Table 8). The productivity implications of the alternative
hours series are very significant, with the level of output per hour in the United Statesin 2001 14.6 per cent
lower with the CPS estimate. This means that Canada’ s output per hour in 2001 would be 94.1 per cent of
that of the United States (Appendix Table 7), instead of the 82.1 per cent reported in Table 11. Astherate
of growth in the two hours serieswas very close over the 1995-2001 period, the increase in the Canada-US
productivity gap between 1995 and 2001 is not affected. However, there is a decrease in the Canada-US
productivity gap over the 1981-95 when the CPS hours seriesis used, in contrast to a large increase when
the CEShours seriesis used.

The BLS and the OECD (1998 and 2001) use the CES hours series becauseit is believed that the CPS
series overestimates hours worked and that in genera establishment-based hours data are superior to
househol d-based data for productivity estimates. For adetailed discussion of these issues, see Van Ark
(1998) and Eldridge, Manser, Otto, and Robinson (2001). More work is badly needed in thisarea
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19 statistics Canada (2002b) reports that in 1999 Canada' s fertility rate hit arecord low of 1.58 children per
woman, compared to the American rate of 2.08 per cent, a difference of more than one half a child per
woman. Only 20 years ago the gap was |less than one-third of that size.

% Onenotesthat van Ark’s estimate of Canada’ s output per hour worked reative to the US level of 82.6
per cent in 2001isvirtually identical to the CSLS estimatein Table 8, but that van Ark’s estimate of real
GDP per capitaof 77.3 per cent iswell below the CSLS estimate of 84.7 per cent. This latter discrepancy
reflects the use of different data sources and definitions, including the use by the CSL'S of more recent (and
higher) population estimates for the United States, different sources for hours data, and different definitions
of the working age population.

2 |tisintriguing in Table 9 to note that GDP per capita and output per hour were virtually the samein
Australiaas in Canada, as were the effects of working time, demographic structures, |abour force
participation, and unemployment on GDP per capita.

22 Just as certain countries have enjoyed periods of rapid catch-up, other countries have experienced periods
of significant deterioration in their relative standard of living. For example, New Zealand’ srelative GDP
per capita plummeted 27.6 percentage pointsfrom 88.8 per cent of the US level in 1950 to 61.2 per centin
1989 while that of Switzerland fell 33.8 points from 115.7 per cent in 1973 to 81.9 per cent in 2001 (see
Table 4).

% For discussion of the Irish economic miracle and lessons for Canada , see Fortin (2001).

24 Appendix Table 5 provides data on the official unemployment rate in Canada and the United Statesin
2001 by detailed age and sex groups. All groups have higher unemployment rates in Canada than the
United States.

% The major difference in the compilation of the unemployment rates in Canada and the United Stateslies
in the treatment of passive job searchers, defined at those whaose only job search method isreading
newspaper want ads. These passive job searchers are included in the labour forcein Canada, but are
excluded in the United States. According to Sunter (1998), this difference in 19 98 accounted for 0.7 points
of the gap.

% The Canadian rate is defined in relation to the 15 and over population, the USrate in relation to the 16
and over population. Asthe participation rate of 15 year oldsislow, the Canadian participation rate has a
dlight downward bias compared to the USrate.

2" Appendix Table 6 provides data on the labour force participation rates by detailed age/sex groups for
Canada and the United Statesin 2001. The lion’s share of the differentid is accounted for by the higher
participation rate of men and persons 55 and over in the United States.

%8 The gradual raising of the retirement age for entitlement to full social security benefitsin the United
States from 65 to 67 and the absence of such apolicy for the Canada/Quebec Pension Plansin Canada
means that the participation rate for the 65 and over age group will likely be increasingly higher in the
United States.

2 Asnoted in note 17, there are different hours estimates for the United States. Appendix Table 9 shows
that annual hours estimates made by the OECD, the Groningen Growth and Devel opment
Centre/Conference Board, and ILO’ s Key Indicators of the Labour Market (KILM) are somewhat higher
than the CES estimates. The CPS estimates are of course much higher.

% From 1946 to 1977, Canada's aggregate level of output per hour had converged toward the higher US
level, rising from 55.3 per cent t0 90.8 per cent of the US level.

% For discussion of factorsinfluencing future productivity growth in Canada, see Sharpe and Gharani
(2002). See Sharpe (2002a) for adiscussion of recent productivity developmentsin Canada and the United
States.

%2 See Rao and Sharpe (2002) for arecent collection of papers that discuss many policies to improve
Canada s productivity performance. See Sharpe (2002b) for an overview of productivity concepts, trends
and issuesin Canada.



