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Message from the

Honourable Ed Fast,

Minister of International Trade and
Minister for the Asia-Pacific Gateway

Honourable Ed Fast,

Minister of International Trade and
Minister for the Asia-Pacific Gateway

gj am pleased to present the 2012 edition of
!l Canada’s State of Trade. This report pro-
dvides an overall assessment of Canada’s
recent international commercial perfor-
mance and examines some of the key trends
and developments in international trade and
investment during the past year.

Many challenges continued to restrain
the global economic recovery in 2011. Several
years after the onset of the recession, many
leading economies continue to struggle with
weak growth, high unemployment and cri-
ses in public finances. As a trading economy,
Canada has felt the economic impact of these

struggles but has outperformed most other
industrialized countries. In fact, between
July 2009 and July 2012, our economy cre-
ated 735,500 net new jobs in Canada, making
Canada one of only two G-7 countries to have
recouped all of the jobs lost during the global
recession. Canada’s fiscal position remains
the strongest in the G-7, and the government
intends to keep this distinction by charting
a path back to balanced budgets over the
medium term. As well, both the Interna-
tional Monetary Fund and the Organisation
for Economic Co-operation and Development
forecast that Canada would remain among
the leaders of the world’s major economies
this year and next. This performance reflects
Canada’s sound economic, fiscal and finan-
cial sector fundamentals, along with the
effective and timely support provided under
our Economic Action Plan.

The course of global economic expan-
sion will continue to be uncertain, present-
ing Canada with many serious challenges
and risks but also a number of opportunities.
This is why the Economic Action Plan 2012
sets out a comprehensive agenda to bolster
Canada’s fundamental strengths and address
the important long-term challenges confront-
ing our economy. Our government’s low-tax
agenda will ensure that Canada remains an
attractive environment for economic success.
A clear focus on economic growth, sound pub-
lic finances and the creation of high-quality
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jobs will ensure that Canadians’ standard of
living continues to improve and remain the
envy of the rest of the world.

To further position our country for
long-term prosperity, our government is also
implementing the most ambitious trade-
expansion plan in Canadian history, one
which will create new and deeper trade and
economic relationships, particularly with
large, dynamic and fast-growing economies.
Since 2006, Canada has concluded free-trade
agreements with nine countries, as well as
foreign investment promotion and protec-
tion agreements with 11 countries. Major
additional trade agreements are in negotia-
tion, including one with the European Union,
the world’s largest trading bloc, and others
with leading economies, such as Japan and
India. Our most important current trade
partnership—with the United States—is also
being bolstered, with the implementation
of the joint Action Plan on Perimeter Secu-
rity and Economic Competitiveness, and the
joint Action Plan on Regulatory Cooperation,
which will facilitate trade and investment
flows within the integrated North Ameri-
can economy. In June 2012, Canada wel-
comed the announcement by TPP members
of their support for Canada joining the TPP.
A TPP agreement will enhance trade in the
Asia-Pacific region and will provide greater
economic opportunity for Canadians and
Canadian businesses.

CANADA'S STATE oF TrADE 2012

Opening markets for Canadian export-
ers is one part of the Government of Canada’s
strategy. In 2007, the government launched
the Global Commerce Strategy to respond
to changes in the global economy and posi-
tion Canada for long-term prosperity. This
led to five years of Canadian leadership on
the world stage in support of open trade, job
creation, economic growth and prosperity
for Canadians. Economic Action Plan 2012
proposes to refresh the Global Commerce
Strategy through extensive consultations
with Canada’s business community, includ-
ing the very critical category of small and
medium-sized businesses. An updated Global
Commerce Strategy will align Canada’s trade
and investment objectives with specific high-
growth priority markets and ensure that
Canada is positioned to its greatest advantage
within each of those markets.

Canada’s State of Trade 2012 shows that
Canada’s international trade has recovered
strongly, in spite of a challenging economic
environment. The report is a testimony to the
strength and adaptability of Canadian busi-
nesses and workers and to the quality of our
products and services.

Our government will continue to work
together with businesses, investors and all
Canadians to keep this country a strategic
business location with all the advantages of
a strong, resilient and competitive economy.

The Honourable Ed Fast
Minister of International Trade
and Minister for the Asia-Pacific Gateway
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Executive Summary

- E R gy

011 was a challenging year for the
global economic recovery. After a strong
rebound in output and trade that took
place in 2010, fueled by inventory restock-
ing, government stimulus and easy monetary
policy, growth was expected to be slower in
2011. However, numerous adverse shocks
made the slowdown worse than it should
have been and also clouded the economic
prospects for the year 2012 in several regions.
The eurozone crisis was the chief
agent of uncertainty in the global economy
in 2011. Growing fiscal stress and increasing
uncertainty over the future of the European
Monetary Union caused output in the euro-
zone to contract in the fourth quarter. The
focus of the crisis shifted from the relatively
small Greek economy to the large global
players—Spain and Italy. As markets called
into question the sustainability of their fiscal
path, sovereign yields have increased, and
the perceived risks associated with holding
their sovereign debt have increased as well.
This raised the degree of risk in the financial
system, led to tightened credit conditions,
lowered confidence and raised the overall
level of uncertainty in the global economy.
As several eurozone countries slipped into
recession at the end of 2011, contagion from
Europe spread through strong financial and
trading links between this region and the rest
of the world.

Generally, recoveries following finan-
cial crises are weaker and last longer, and
this one is no exception. As governments in
most of the advanced world shifted stance

from stimulus to fiscal consolidation, private
and business debtors were still deleveraging.
As a consequence, private demand and busi-
ness investment did not pick up sufficiently,
resulting in slow growth. Many governments
faced fiscal pressures that made it difficult to
address the high unemployment rate prevail-
ing in most developed countries.

The year 2011 also had its share of
natural disasters and unforeseen events.
The Great East Japan earthquake cut short
the recovery in that country, disrupted sup-
ply chains across the globe and severely
impacted the global economy in the second
quarter of the year. Floods in Thailand in the
fourth quarter had a similar effect, dampen-
ing growth across Southeast Asia. Civil dis-
order in North Africa and outright civil war
in Libya led to curtailment of many economic
activities in that region and raised uncer-
tainty about oil prices. Fears of the recession
in the United States did not materialize, and
the country did better than expected at the
end of the year, but the political gridlock
that called its credit rating into question has
persisted, making effective economic gover-
nance difficult.

For the year as a whole, world real GDP
grew by 3.9 percent in 2011, down from the
5.3-percent pace of 2010. The pace of growth
in the advanced economies slowed down to
1.6 percent in 2011 from 3.2 percent in 2010.
By contrast, growth in the developing world
continued to be high, posting a 6.2-percent
increase in 2011, following the 7.5-percent
growth in 2010.
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Among the developed economies, the
Newly Industrialized Economies of Asia con-
tinued to lead in real output growth, posting
a 4.0-percent growth in 2011, although this
was significantly slower than their 8.5-per-
cent performance in 2010. Germany was the
fastest growing major economy, with 3.1-per-
cent growth. While historically modest, the
1.7-percent performance of the United States
was in the end better than expected, as con-
sumer spending and employment started to
recover. Eurozone growth was 1.4 percent
in 2011 following a 1.9-percent performance
in 2010, with part of the region tipping into
recession at the end of the year. France was
the only major advanced economy to grow
faster in 2011 (up 1.7 percent) than in 2010
(up 1.4 percent). Japan, which registered a
4 .4-percent growth in 2010, was back in
recession with a 0.7-percent contraction to
its real GDP.

In the developing world, Asian econo-
mies drove the growth. Developing Asia’s
economies expanded 7.8 percent in 2011.
China led with 9.2-percent growth in 2011,
following 10.4 percent in 2010, while India
turned in a 7.2-percent performance in 2011
on the heels of 10.6 percent in 2010. Emerg-
ing Europe was the next fastest-growing
region, with 5.3-percent growth, followed
by Sub-Saharan Africa at 5.1 percent. South
Africa, the largest economy in the latter
region, slowed down to 3.1 percent in 2011.
The Commonwealth of Independent States
expanded 4.9 percent in 2011, with Rus-
sia growing at 4.3 percent, the same rate as
in 2010. The Latin America and Caribbean
region was next with 4.5-percent growth.
Brazil’s economy, however, grew only 2.7
percent in 2011, considerably slower than the
7.5 percent posted in 2010. The Middle East
and North Africa region, afflicted by popular

CANADA'S STATE of TrRADE 2012

unrest and internal tensions, posted the slow-
est growth of all the developing regions, at
3.5 percent.

As the recovery in the global eco-
nomic and trading picture continued, albeit
unevenly, the real economic activity in Can-
ada expanded by 2.5 percent in 2011, after
posting a 3.2-percent performance a year ear-
lier. Growth in 2011 was largely driven by
domestic strengths: strong private demand,
stable financial system and booming busi-
ness investment, while the second-quarter
contraction in real GDP reflected largely
a drop in exports as a result of external
shocks. Growth slowed again in the last
quarter of the year due to the resurgence of
the eurozone crisis. All provinces and two
out of three territories reported real eco-
nomic growth in 2011. All major expendi-
ture categories advanced on the year, with
the exception of net trade. Inflation rose at
a 2.9-percent pace in 2011, an increase from
1.8 percent in 2010, but excluding the most
volatile prices resulted in a core inflation of
just 1.9 percent in 2011. The Canadian dol-
lar declined slightly against the U.S. dollar
between January 1, 2011 and December 31,
2011, although its average valuation during
that year was about 4 percent higher than
in 2010. The employment picture improved
in nearly all regions, with almost 200,000
net new jobs created during the year. While
the unemployment rate improved only 0.1
percentage point during the year—from 7.6
percent in December 2010 to 7.5 percent in
December 2011—the average for the year as
a whole declined more substantially, from 8.0
percent in 2010 to 7.5 percent in 2011.

The volume of world trade continued to
expand in 2011, but at a much slower pace
than in 2010 as most of the recovery to pre-
recession levels already took place. World



trade grew 5.0 percent in 2011 in real terms.
Nominal trade values expanded 20 percent
in 2011 due to rising resource prices. Real
export growth in developed economies was
stronger than expected, reaching 4.7 percent
in 2011, while the developing world recorded
an increase of 5.4 percent.

In Canadian dollar terms, Canada’s
exports of goods and services to the world
expanded 11.8 percent in 2011. Goods led the
growth at 13.0 percent and services advanced
5.0 percent. On the import side, imports of
goods and services advanced 9.4 percent, with
growth in imports of goods at 10.2 percent and
growth in imports of services at 5.8 percent.

By sector, exports in six of seven major
goods sectors expanded. Exports of energy
products led the increase in total exports,
with increased exports of industrial goods
and materials following closely. A volume-
driven increase in machinery and equipment
exports was welcome news as it arrested
a three-year decline. On the import side,
expansion was driven by more imports of
energy products; industrial goods and mate-
rials; and machinery and equipment.

Both exports and imports of services
registered highest-ever levels. Both exports
and imports of transportation services
expanded rapidly in 2011, and the contin-
ued strength of the Canadian dollar in 2011
maintained a favorable climate for Canadians
vacationing in and visiting foreign countries,
driving the increase in the imports of travel
services. The continuing growth in exports of
commercial services extended Canada’s trade
surplus in that category into its second year.

Outflows of Canadian direct investment
during the year grew 13.8 percent in 2011.
Financial flows were directed largely towards
the United States and the EU, and away from
the other OECD countries and the rest of the

world. FDI inflows into Canada went up by
two thirds, largely due to increased inflows
from the EU.

The stock of Canadian direct invest-
ment abroad grew 7.0 percent (up $44.6
billion to $684.5 billion), largely caused by
changes in currency valuation. Investment
expanded most in traditional sectors of
interest to Canadians abroad—finance and
insurance; and manufacturing. The stock of
foreign investment in Canada expanded at a
slower pace (up $22.4 billion to $607.5 bil-
lion), with most of the increase in the manu-
facturing sector. Consequently, Canada’s net
direct investment asset position expanded to
$77.0 billion in 2011.

Taken as the sum of all of its com-
ponents, Canada’s current account deficit
shrank by $2.6 billion in 2011, as a result
of a strong $10.4-billion improvement in the
goods trade balance. The deficit for every
other component of the current account wid-
ened, although not enough to overcome the
strong performance of the goods trade. The
services trade deficit widened by $1.9 bil-
lion, investment income deficit by $4.6 bil-
lion and the current transfers deficit by $1.3
billion. The resulting improvement was from
a $50.9-billion deficit in 2010 to a $48.3-bil-
lion deficit in 2011, which marked the third
straight current account deficit for Canada.

Special Feature: International
Trade and Its Benefits to
Canada

It would be very difficult to imagine a world
without international trade for the average
Canadian. International trade enriches our
lives in so many ways and through so many
direct and indirect channels that it would be
virtually impossible to disentangle its effects
or to precisely measure the innumerable
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benefits and conveniences it has brought. As
trade is liberalized, markets are expanded for
producers, while new products and compe-
tition are introduced into domestic markets.
The resulting allocation of resources toward
the most efficient firms increases the eco-
nomic well-being of society.

Some of the benefits exports provide to
Canadians are straightforward. At the most
basic level, they allow us to sell our goods
and services and exchange them for foreign
goods and services. They also help to sup-
port jobs in Canada, directly to those pro-
ducing the goods and services, and indirectly
to those in supporting activities to the pro-
ducers of Canadian exports. Indeed, one in
five jobs in Canada depend on exports, either
directly or indirectly.

However, exports also provide other
benefits that are not as readily apparent. For
example, exports mean added production
beyond that produced for the domestic mar-
ket, which allows for economies of scale in
production and lower average costs for pro-
ducers, leading to lower prices to purchas-
ers. Competing in export markets also means
seeking out efficiencies and being innovative
in all aspects of business. Rather than try-
ing to produce many products, firms tend to
focus and specialize in products or services
where they have an advantage, resulting
in an international division of labour and
increased economic welfare. This also drives
up the productivity of the firm and helps to
increase the prosperity of the nation. Ris-
ing productivity allows firms to pay higher
wages. Firms that rise to the challenges of the

CANADA'S STATE OF TRADE 2012

export marketplace increase their production
volumes and become larger. Following con-
clusion of the Canada-U.S. FTA, almost all
Canadian manufacturing sectors exhibited
some form of specialization, for example,
by reducing the diversity of their output or
switching from multiple-plant to single-plant
operations. The ensuing efficiencies boosted
Canadian manufacturing productivity by 13.8
percent, a remarkable trade-related achieve-
ment. Moreover, these exporting firms pay
their employees a wage premium that cannot
be explained after taking into account differ-
ences in relation to non-exporting firms.

As a small economy, Canada produces
only a fraction of the goods and services it
consumes and imports the rest. In a world
devoid of international trade, it would be
unrealistic to think that a country like Can-
ada could make the necessary investments to
produce the range of products and services it
presently enjoys. In other words, our access
to a broad variety of machinery, computers,
and communications technologies, and to
travel and entertainment, to name but a few,
reflects our ability to sell Canadian-made
goods and services in international markets.
Open trade increases the variety of prod-
ucts available to Canadians and introduces
new Canadian products to external markets;
this presents both new trade opportunities
and new varieties to Canadian and foreign
markets. Trade liberalization also impacts a
firm’s pricing decisions by reducing mark-ups
of price over costs, which helps to lower infla-
tion in the country and keeps more money in
the pockets of Canadian consumers.



CHAPTER 1

Overview and Global
Prospects

n 2011, three years after the onset of the

Great Recession—the first truly global

one—sustained recovery of lost ground
still proved elusive. Growth had returned in
2009, with the inventory restocking in early
2010 adding additional momentum. But the
adverse events of the past few years consis-
tently delayed and dampened the progress of
the economic recovery in both the developed
and developing worlds. Some of these events
were unpredictable natural disasters, oth-
ers stemmed from pre-recession patterns of
activity that could not be sustained presently,
but some were caused by the same forces that
brought on the recession and have yet to be
properly addressed. The Great Recession of
2008-2009, although technically over, contin-
ues to manifest itself in high unemployment,
an uncertain business investment climate,
fragile consumer confidence and further fis-
cal retrenchment.

After a strong cyclical rebound in
global industrial production and trade in
2010, economic activity was already expected
to moderate in 2011. However, as government
stimulus expired across the developed world
and political conditions for further stimulus
did not materialize, private demand did not
pick up the slack as expected. Throughout
2011, issues related to eurozone sovereign
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debts have repeatedly proved resistant to
half-measures. The political gridlock in the
United States manifested in the debt ceil-
ing crisis worried investors to the point that
the United States’ triple-A credit rating was
downgraded. Meanwhile, civil disorder in
many North African countries increased
global uncertainty, and the civil war in Libya
disrupted oil prices. Finally, the natural disas-
ters in Japan, and their aftermath, disrupted
the global value chain networks in Southeast
Asia and, to some degree, across the world.
The main impact of these events was con-
centrated in the second and fourth quarters,
with the global growth consequently mov-
ing in a see-saw pattern throughout the year.
The brunt of the Japanese disasters and the
Libyan civil war hit the second quarter out-
put hard, while the prospects for the euro-
zone were the darkest toward the end of the
year, reducing economic growth in the fourth
quarter. Thailand suffered devastating floods
in that final quarter as well.

The world’s real GDP growth moder-
ated from 5.3 percent in 2010 to 3.9 percent in
2011, and further moderation to 3.5 percent is
expected in 2012. This rebound was stronger
than the rebounds following many previous
recessions; the same is true for the patterns
of consumption and investment. On the nega-
tive side, the recovering economies exhibited
much higher levels of unemployment than
usual, and part of the recovery was enabled

1 Statistics, estimations and projections in this chapter come from the International Monetary Fund'’s World Economic Outlook,
April 2012, supplemented by statistics from the U.S. Bureau of Economic Analysis, Statistics Canada, the Japan Cabinet
Office, the European Central Bank, the U.K. Office for National Statistics, and the World Economic Outlook April 2012

database.
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TABLE 1-1
Real GDP Growth (%) in Selected Economies
(2008-2011 and forecast 2012-2013)

2008 2009
Advanced Economies 0.0 =3.6
United States -0.3 35
Japan ” 1.0 =55
of which France -0.2 2.6
of which Italy 1.2 -5.%
Hong Kong 23 =26
inqaore 10 “1.0
Devplnq Economis 7 6.0 2.8
of whch Chna . 9.6 9.2
o h AEAN5 4.8 N7
asi e 4.8 =1:6
| 5.4 -6.4 ]
Emerging Europe 3.2 -3.6 |

I TR

Sub-Saharan Africa 56 = 2.8
Source: IMF World Economic Outlook database, April 2012
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by a substantial worldwide macroeconomic
stimulus. But the strong GDP growth hides
the story of a very uneven recovery for the
developed and the developing worlds.

Growth in major advanced economies
slowed from 3.2 percent in 2010 to 1.6 per-
cent in 2011. The slowdown was caused in
large part by developments in the eurozone.
Growing fiscal stress and increasing uncer-
tainty over the future of the European Mon-
etary Union caused output in the eurozone
to contract in the fourth quarter. However,
deeper reasons are at the heart of the weak
recovery both in the EU and across the devel-
oped world.

It is well-documented that recover-
ies are weaker and more prolonged in the
aftermath of financial crises. The process of
deleveraging in both financial and house-
hold sectors lengthens the recovery period,
and the climate of stagnant credit and hous-
ing markets adds to the problem. Until that
process is complete, the growth of domestic
consumption and investment will continue
to be slow, and unemployment will remain
persistently high in the developed coun-
tries. The protracted downturn in European
growth associated with trimming fiscal defi-
cits slowed recovery while the climate of fis-
cal austerity that prevailed in the developed
world in 2011 prevented additional govern-
ment stimulus and limited the options for
reducing unemployment.

Growth was much more robust in the
developing world, which brought up the
world average, and made the overall output
recovery as robust as any in recent memory.
Emerging and developing economies grew
6.2 percent in 2011, boosted by strong mac-
roeconomic fundamentals, structural reforms
and growing domestic demand. Asian devel-
oping economies were driving the growth,
with China and India in the lead; they were
followed by emerging Europe and Latin
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America and Caribbean countries. Neverthe-
less, on the whole, growth in the developing
world slowed down somewhat from the 2010
pace of 7.5 percent. This slowdown was ongo-
ing throughout the year, with each quarter
bringing weaker results. The cooling of the
Chinese and several Asian economies was
the outcome of deliberate tightening policies,
while floods in Thailand disrupted the econo-
mies in the region in the fourth quarter, and

. the Middle East and North Africa experienced

considerable unrest throughout last year.

The short-term forecast calls for weaker
growth in real output of 3.5 percent in 2012,
with developed economies growing 1.4 per-
cent and developing economies 5.7 percent.
Assuming improving financial conditions,
continued monetary stimulus and the suc-
cessful resolution of fiscal dilemmas, growth
should pick up in 2013 to 4.1 percent. There
are downside risks associated with these fac-
tors, as well as with the potential aggravation
of the European situation, further geopoliti-
cal uncertainty and sudden movements in
commodity prices; all of these factors keep
the global situation more fragile than usual.
Successful resolution of the European crisis
in a way consistent with economic prosperity
of the affected countries remains one of the
key potential upsides for the global economic
recovery. Others include preserving social
and political stability in developing Asian
economies undergoing controlled decel-
eration, and a sustained pickup in growth,
employment and consumer confidence in the
United States.

United States

After a strong performance in early 2010,
partly based on inventory restocking, growth
sputtered almost to a halt in the United States
in the first quarter of 2011. After that weak
start, the economy gained speed throughout
the year and posted 1.7-percent growth for
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the year as a whole, down from 3.0 percent in
2010. The gain was based primarily on stron-
ger consumer spending. A sharp reduction
in import growth eliminated the drag on the
economy from the net export side, but lower
government spending at all levels held back
economic growth.

Consumer spending increased 2.2 per-
cent in 2011 (4.7 percent in nominal terms),
adding 1.53 percentage points to real GDP
growth. This represented a slight increase
over 2010, when it contributed 1.44 percent-
age points. In 2011, the biggest increase in
consumer spending was in services, which
added 0.66 percentage point to real GDP
and grew 1.4 percent, while spending on
durables was close behind with a 0.60-per-
centage point contribution and 8.1-percent
growth. Increased spending in these areas
was, however, tempered by slower growth in
consumer spending on non-durables, which
added only 0.28 percentage point to real GDP
growth and grew 1.7 percent.

Non-residential fixed investment picked
up in 2011, adding 0.82 percentage point to
GDP growth, almost double its contribu-
tion in the previous year. This was due to a
reversal of the drag on the economy that the
lagging investment in structures was con-
tributing until 2010. Growth in investment
in equipment and software slowed down,
but still added 0.71 percentage point to real
GDP growth and increased 10.3 percent on
the year.

Residential fixed investment contracted
1.4 percent in real terms in 2011, but less
than in the previous years, shaving only 0.03
percentage point off growth as opposed to
0.11 percentage point in 2010. Construction
of single-family structures continued to turn

down, while construction of multi-family
structures decreased less and “other” struc-
tures increased.

Inventory investment went from being
one of the biggest contributors to economic
recovery at 1.64 percentage points in 2010 to
being a drag on real GDP in 2011, subtract-
ing 0.20 percentage point from growth. Net
exports added 0.05 percentage point to GDP
growth in 2011 after subtracting 0.51 percent-
age point the previous year. A sharp decrease
in the growth of imports drove this change
and offset a slowdown in export growth.

Government spending fell 2.1 percent in
real terms, the largest such contraction in 40
years. A broad-based decline at federal, state
and local levels that affected both defence
and non-defence spending led to a drag of
0.45 percentage point on real GDP growth.
The 2.1-percent decrease in state and local
government spending was the largest on
record since World War II.

The labor market situation in the United
States showed signs of improvement last year,
but the rate of job creation remained too slow
to recoup the losses sustained during the
recession within a reasonable timeframe. The
unemployment rate hit a 10.0-percent high in
October 2009 and was still at 9.1 percent in
January 2011. The unemployment rate lan-
guished at that level for most of the year, with
no sustained improvement until the fourth
quarter, when several good months of job cre-
ation drove the unemployment rate down to
8.5 percent by December 2011. The participa-
tion rate remained firmly around 64 percent,
about 2 percentage points below the long-run
historic trend, bearing witness to the large
number of discouraged workers who have
given up looking for work.? From the peak

2 The unemployment rate was driven down to 8.2 percent by March 2012, but this was partially due to another decrease in the
participation rate, which reached 63.8 percent that month, a level last seen in 1983.
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of employment in January 2008 to December
2010, 7.7 million jobs were lost in the United
States, and by the end of 2011 only 1.8 million
jobs had been recouped—not far ahead of the
rate of population growth. Additionally, real
wage growth was negative for the past two
years, further underscoring the challenges for
growth in U.S. consumer spending.

The U.S. economy is projected to
grow by 2.1 percent in 2012 and by 2.4 per-
cent in 2013. Continuing weakness in the
housing sector and the labor market, com-
bined with the deleveraging process, is
expected to keep the recovery slow. With
domestic factors paramount in the U.S. eco-
nomic picture, only a modest improvement
in the unemployment rate (to 8.2 percent) is
expected, a level already reached in March
2012. The output gap will persist, which will
keep core inflation in check for the foresee-
able future while monetary policy is expected
to continue to be accommodating.

Downside risks remain significant.
Many tax provisions, including the cuts intro-
duced during the previous presidency, are
scheduled to expire in 2013. Should the polit-
ical difficulties and gridlock in the United
States persist until then, failure to renegoti-
ate these as well as the scheduled automated
spending cuts may contribute negatively to
economic growth. The European sovereign
debt crisis is the main foreign influence, pri-
marily through the effects of the possible
negative scenario on business confidence and
investment in the United States. The hous-
ing sector will remain the key element in the
recovery, where action on mortgage refinanc-
ing, broadly supportive of consumers, could
help clear the existing overhang of foreclo-
sures and underwater mortgages and kick-
start the much-needed growth in that sector.

Global Economic Performance

Japan

Japan’s troubled economy achieved 4.4 per-
cent growth in 2010, the fastest among
major advanced nations that year, and its
best showing in a generation. Unfortunately,
Japan’s success was cut short in 2011 by the
Great East Japan earthquake. On top of the
widespread devastation caused by the earth-
quake itself, tsunami and fires multiplied the
damage, and the consequent long-term radio-
active sore at the Fukushima nuclear plant
may yet prove to be the most damaging blow
of all. Considering the magnitude of these
disasters, the Japanese economy proved very
resilient, contracting by only 0.7 percent in
2011. Real GDP fell 7.9 percent in the first
quarter, 1.2 percent in the second and then
rebounded 7.6 percent in the third quarter,
stronger than anticipated. Floods in Thailand
in the fourth quarter presented additional
shocks to the Japanese economy, bringing
down the last quarter’s results to 0.1 percent,
and the average growth for 2011 to negative
0.7 percent (all rates annualized).

Trade was the key influence on Japan’s
GDP in 2011. The 3.1-percentage point con-
tribution by exports to real GDP in 2010
vanished in 2011, and the drag from imports
decelerated somewhat from 1.4 percentage
points to 0.8 percentage point as imports
grew just 5.8 percent in real terms. The
resulting impact from net exports on GDP
growth was negative 0.8 percentage point.

Private consumption rose 0.1 percent
in 2011 and contributed 0.1 percent to GDP
growth. A 0.4-percentage point increase in
government consumption (which grew 2.0
percent in real terms) was offset by a decrease
of 0.5 percentage point in private inventories
and a fall of 0.2 percentage point in public
investment (which decreased 3.6 percent
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in real terms). Private residential and non-
residential investment remained weak, both
contributing just 0.1 percentage point to real
GDP growth in 2011.

The unemployment rate reached 4.6 per-
cent in December 2011, a fairly high level for
Japan. The rate was double among persons
aged 15 to 24. Difficulties in the employment
situation were partly due to the disasters, and
have showed signs of improvement since.
Industrial production and the economy as a
whole picked up slowly, but exports and cor-
porate profits remained weak, with deflation-
ary risks present. The long-standing issues
in the Japanese economy that have stunted
its growth for the past two decades still per-
sisted, and the Japanese government contin-
ued to focus on combatting deflation and yen
appreciation, a combination that could gener-
ate a vicious cycle for Japanese producers.

Prospects for Japan are positively influ-
enced by its reconstruction spending; real
GDP is expected to grow 2.0 percent in 2012,
and moderate to 1.7-percent growth in 2013 as
that spending is phased out. Downside risks
are very significant, as Japan is vulnerable
to a possible intensification of the European
debt crisis and stands to lose amounts com-
parable to its projected real output growth
under the unfavorable scenario of decreased
external demand. Japan is also vulnerable
to possible energy supply issues, such as
an oil price spike due to political tensions
and the slowing down of activity in the
Chinese economy.

Eurozone

The embers of the European crisis contin-
ued to smolder in 2011, flaring up on several
occasions and projecting uncertainty across
the global economy. This uncertainty was
the key feature in last year’s global economic
performance, and uncertainty will likely
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continue in the short-to-medium term. This is
because the resolution of the sovereign debt
crisis in the affected countries could ulti-
mately take several forms and require many
years to complete. These forms could range
from a fiscal union, to a partial or complete
breakup of the common currency zone, to the
gradual working out of European imbalances
through inflation in the North and deflation
in the South, to a combination of these and
other solutions.

Largely in response to this uncertainty,
growth in the eurozone decelerated from
1.9 percent in 2010 to 1.4 percent in 2011, with
consumer spending growing just 0.2 percent
in 2011 and government spending remaining
flat. Accordingly, the contribution from pri-
vate consumption to total GDP was minimal
at 0.1 percentage point, and zero from govern-
ment spending. Gross fixed capital formation
added 0.2 percentage point to GDP growth,
and changes in inventories boosted GDP by
another 0.1 percentage point. Net exports pro-
vided the largest boost (1.0 percentage point)
to real GDP growth.

Germany’s real GDP increased 3.1 per-
cent, France’s by 1.7 percent while Italy
showed modest 0.4-percent growth. The
renewed fears of escalation of the sovereign
debt crisis slowed growth in the fourth quar-
ter sharply and tipped the region back into
recession. As a large portion of the sovereign
debts of Portugal, Spain and Italy is held by
the banks, renewed doubts about the sol-
vency of these countries lowered confidence
in the banking sector and drove up the risks
associated with financing, which in turn fur-
ther depressed these economies by restrict-
ing private-sector credit. Funding pressures
were somewhat alleviated at the end of 2011
by the European Central Bank’s long-term
refinancing operations, which stabilized
market sentiment and reduced uncertainty.
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Volatility and sovereign bond spreads
retreated for several economies, although
not for those directly affected, which were
expected to normalize further, but may be
driven back up by unforeseen shocks.

With the end-of-2011 recession expected
to be shallow and short-lived, the forecast for
the eurozone calls for a 0.3-percent contrac-
tion in real GDP during 2012 and a weak
rebound of 0.9 percent in 2013. Italy, directly
affected by sovereign risk, is expected to con-
tract 1.9 percent in 2012 and 0.3 percent in
2013. France is projected to grow by 0.5 per-
cent in 2012 and 1.0 percent in 2013, and Ger-
many by 0.6 percent in 2012 and 1.5 percent
in 2013. However, the degree of uncertainty
associated with this forecast is unusually
large. Continued progress in crisis manage-
ment and advances towards its resolution,
factored into the projections, have not been
the pattern for the eurozone so far. As long
as the underlying issues are not decisively
resolved, renewed escalation of the eurozone
crisis will continue to be a strong downside
risk. It is also the prime source of risk for the
global recovery as the eurozone maintains
strong trading and financial links to other
regions. The oget of another phase of the
crisis may affect the global economy through
credit tightening, uncertainty, contraction in
trade and declines in commodity prices.

United Kingdom

The United Kingdom was particularly hard-
hit by the Great Recession, as the traditionally
large U.K. financial sector had been directly
affected by the financial crisis preceding
the recession. Output declined 4.4 percent
in 2009 and rebounded only 2.1 percent in
2010. Further difficulties were in store for
2011, with growth of only 0.7 percent for
the year. Four of the last six quarters (end-
ing with the first quarter of 2012) have now
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resulted in output contractions. Real GDP in
the final quarter of 2011 was no higher than
it was in the third quarter of 2010. Output
of the production industries fell 1.2 percent
in 2011, while services output increased
by 1.6 percent.

Household final consumption con-
tracted by 1.2 percent in 2011, imposing a drag
of 0.7 percentage point on the real GDP, down
from a positive contribution of 0.8 percentage
point in 2010. Government final consumption
expenditure remained flat for the year, also
down from a 0.3-percentage point contribu-
tion in 2010. Gross fixed capital formation fell
by 1.2 percent in 2011 and slowed down real
GDP growth by 0.2 percentage point, down
from 0.5 percentage point in 2010.

The only positive contribution to GDP
came from net exports, which increased
growth by 1.0 percentage point. Exports
decelerated from a contribution of 2.1 per-
centage points in 2010 to 1.3 percentage
points in 2011, while imports went down
much faster, from a drag of 2.5 percent-
age points on GDP in 2010 to a drag of only
0.4 percentage point in 2011.

In real growth terms, the United King-
dom’s total exports added 4.6 percent in 2011.
Goods exports advanced 5.1 percent, while
services exports grew by 3.9 percent. Growth
on the import side was muted at 1.2 percent
overall; goods imports advanced 1.5 percent
and services grew by 0.2 percent.

The United Kingdom is not subject to
the sovereign debt problems affecting coun-
tries in the eurozone since it has full sover-
eignty over its currency and absolute control
of its monetary policy, which has remained
very accommodating. However, proximity
to and trading links with the eurozone ren-
der the United Kingdom susceptible to Euro-
pean contagion, while the policies of fiscal
consolidation continue to impose a drag on
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its economy. Recovery in the United King-
dom has been slower than during any of the
previous recessions—slower even than dur-
ing the Great Depression. The 0.8-percent
growth expected for the United Kingdom in
2012 is close to 2011 levels, but growth is
scheduled to pick up to 2.0 percent in 2013.

Emerging Economies

Emerging Asia

In 2011, emerging Asia again recorded the
fastest real GDP growth of all the regions,
at 7.8 percent. This was a deceleration from
9.7 percent in 2010, partly reflecting the pro-
cess of deliberate cooling of the economy in
China and partly the outcome of the disrup-
tions in the regional supply chains occasioned
by the natural disasters in Japan in the first
quarter and floods in Thailand in the fourth
quarter. Weaker external demand also played
a role in the slowdown, which progressed
gradually throughout the year. Growth was
led by China at 9.2 percent (slowing down
from 10.4 percent in 2010) and India at 7.2
percent (down from 10.6 percent in 2010).
Real GDP among the ASEAN-5° grew 4.5 per-
cent last year, with Indonesia in the lead at
6.5 percent. Real GDP growth in Thailand
lost an estimated 2 percentage points follow-
ing the floods in 2011, resulting in marginal
0.1-percent growth for the year.

Spillovers from the eurozone crisis
affected this region, which has forged strong
trading links with Europe, dampening the
demand for Asian exports. Internal factors
were in operation in India, where investment
weakened and borrowing costs increased
as the monetary policy tightened to com-
bat inflation. However, strong performances
in corporate profits and household income

in China helped stabilize consumption and
investment there, supporting the “soft land-
ing” scenario. The financial repercussions
of the European crisis were limited and con-
tained; Asian banks in general ended the
year in excellent health and with sufficient
extra lending capacity.

The region recovered more strongly
than expected from the effects of the earth-
quake and tsunami that hit Japan in early
2011, showing resilient domestic demand,
robust well-managed institutions and room
for policy easing. Assuming these factors per-
sist, projections are for an orderly slowdown
in China despite weakening external demand.
Growth is expected to moderate to 8.2 per-
cent in 2012, and then pick up to 8.8 percent
in 2013. Somewhat more uncertainty is asso-
ciated with India, where the higher interest
rates are expected to cool off the economy
to 6.9-percent growth in 2012 before growth
speeds up again to 7.3 percent in 2013.
Similarly, growth in all four Asian NIEs is
expected to slow down in 2012 (Hong Kong’s
most of all to 2.6 percent) before resuming on
a faster growth path in 2013. ASEAN-5 coun-
tries should be an exception, however, as
expected robust recovery in Thailand and the
Philippines, combined with strong domestic
demand in Indonesia, are forecast to speed
up economic growth among the ASEAN-5 to
5.4 percent in 2012 and then to 6.2 percent
in 2013. Other developing Asian countries
combined are expected to post 5.0-percent
growth in both 2012 and 2013.

Downside risks for emerging Asia are
significant. First and foremost, the escalation
of the eurozone crisis could potentially shave
over a percentage point off emerging Asia’s
growth forecast; contagion of the banking
systems with increased financial risk and

3 The IMF defines the top 5 members of the Association of Southeast Asian Nations (ASEAN) as ASEAN-5, which comprises

Indonesia, Malaysia, Philippines, Thailand and Vietnam.
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uncertainty is also a possibility. Tensions
in oil-producing countries causing another
spike in the price of oil would also lead to
significant negative effects for the region. On
the positive side, efforts directed at strength-
ening domestic demand may further solid-
ify economic growth in the region based on
increased domestic consumption.

Emerging Europe

Emerging Europe posted strong 5.3-percent
real GDP growth in 2011. This performance,
however, was driven by Turkey, which grew
at 8.5 percent, and is not broadly represen-
tative of the whole region. Lithuania (up
5.9 percent), Latvia (up 5.5 percent) and
Poland (up 4.4 percent) also grew strongly,
while real GDP grew less than 2 percent in
Hungary, Bulgaria and Serbia, and growth in
Croatia was flat in 2011.

The eurozone crisis, which flared up
again at the end of 2011, affected this region
primarily through its strong financial links
with Europe as well as its production links.
The financial sector in emerging Europe is
now closely integrated with the Western
European banks; many financial institutions
operating in Eastern Europe are subsidiaries
of the banks headquartered in Austria, France
and Italy. However, until the autumn of 2011
the credit supply shocks that followed each
increase in sovereign debt risk in Western
Europe were not felt in emerging Europe, and
credit default swaps (CDS) spreads remained
stable as the region was recovering from
the Great Recession. Late in 2011, funding
pressure on major Western European banks
caused them to start another round of dele-
veraging, leading to a sizeable reduction in
their Eastern European assets. Restricted
funding from these sources makes growth
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more dependent on financing from domestic
sources and the provision of adequate liquid-
ity in the banking sector.

Trade integration has also increased
considerably between Eastern and Western
Europe. Western Europe is Eastern Europe’s
largest export market and Eastern Europe is
the fastest-growing destination for exports
from Western Europe. Production chains
have sprung up between the regions, with
Eastern Europe as an assembly point, par-
ticularly for German firms. Consequently,
estimates show that a shock to growth in
Western Europe has a one-to-one effect on
growth in Eastern Europe.

Given such strong linkages, the pros-
pects in emerging Europe are heavily depen-
dent on the events in the eurozone, which
was in recession at the end of the year.
Accordingly, growth in emerging Europe
is expected to slow to 1.9 percent in 2012,
with deceleration particularly sharp for Tur-
key (from 8.5 percent in 2011 to 2.3 percent).
Hungary is expected to stall and Croatia to
post a negative 0.5-percent growth in 2012.
Growth in the region is expected to improve
overall to 3.9 percent in 2013, with Turkey
and Poland growing at 3.2 percent, Romania
and Serbia at 3.0 percent, Hungary at 1.8 per-
cent and Croatia at 1.0 percent.

Latin America and the Caribbean
(LAC)

Strong commodity prices in 2011 bolstered
the economies in the LAC region and pro-
moted robust growth. LAC countries grew
4.5 percent on average, with Argentina lead-
ing the way with 8.9-percent growth.* Ecua-
dor also grew strongly at 7.8 percent, as
did Peru, which posted 6.9-percent growth.

4 Based on Argentina’s official GDP and consumer price index data. According to the IMF, this figure may overstate real GDP

growth in the country.
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Mexico was slower at 4.0 percent, although
growth was higher than expected, while
Brazil’s growth decelerated to 2.7 percent.

Economic imperatives in the LAC
region were different from most of the
world. Amidst a general slowdown of world
output and exports, overheating was the
main regional concern through 2011. Many
regional currencies appreciated significantly,
none more so than the Brazilian real, which
was 45 percent higher than its January 2009
value at one point during the year. Gloomy
prospects in many other areas combined
with very easy monetary policy in the devel-
oped world effectively made Brazil a com-
paratively attractive investment opportunity,
and large capital inflows followed. However,
this outcome adversely affected Brazil’s
exporters and manufacturers and forced Bra-
zil’s government to introduce certain controls
to limit the inflow of capital into the coun-
try. The trend was halted at the end of 2011,
removing some pressure from the currency,
but it was feared the inflows may resume in
2012. Inflation thus remains a concern in
South America.

The short-term outlook for the region is
moderately positive, with growth of 3.7 per-
cent expected in 2012, increasing to 4.1 per-
cent in 2013. Mexico is forecast to slow down
to 3.6 percent in 2012 and 3.7 percent in 2013,
with its outlook closely tied to the perfor-
mance of the United States. Brazil’s growth,
which was 2.7 percent in 2011, should pick
up to 3.0 percent in 2012 and 4.2 percent in
2013 as overheating risks recede. Argentina
is headed for a slowdown to 4.2 percent in
2012 and 4.0 percent in 2013. Central Amer-
ica’s growth is forecast to be 4.0 percent
through both years. The Caribbean countries
continue to suffer from high public debts and
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lower remittance and tourism flows; growth
there should pick up slowly, to 3.5 percent in
2012 and 3.6 percent in 2013.

The LAC region remains rather insu-
lated from the direct effects of the crises
and concerns in the developed world.
Commodity prices exert the strongest influ-
ence on the regional economy, and through
trading channels these prices link the LAC’s
economic prospects to the pace of growth in
Asia. Financial linkages with European banks
are strong, and could potentially transmit
European contagion to the LAC’s financial
markets. However, so far no reversal of capi-
tal flows has occurred in response to Europe’s
credit swings, perhaps because LAC’s Euro-
pean subsidiaries are predominantly funded
by local deposits, and it is expected that
the region’s relative immunity to the finan-
cial repercussions of the eurozone’s sover-
eign debt crisis will likely continue in the
near future.

Commonwealth of Independent
States (CIS)

Growth was strong in the CIS region through-
out 2011, resulting in a 4.9 percent growth
performance. Several factors combined for
the strong showing: recovering oil and com-
modity prices, a rebound in agricultural out-
put, and a strong domestic demand. Russia
grew by 4.3 percent, Kazakhstan by 7.5 per-
cent, Ukraine by 5.2 percent and Belarus by
5.3 percent.

However, the eurozone crisis had
strong spillover effects on this region. As in
emerging Europe, the region’s financial sec-
tor is very dependent on Western European
banks. Significant capital outflows took place
in Russia in response to the latest escalation
of the eurozone situation, the Russian ruble




depreciated and several CDS spreads, par-
ticularly for Ukraine, have widened. The
contagion was also transmitted through the
trading links to Western Europe, with CIS
exports weakening and industrial production
slowing down.

Despite expectations for relatively
high oil prices, the outlook is for weaker
growth in the CIS for the next two years—
4.2 percent in 2012 and 4.1 percent in 2013.
Russia will slow down to 4.0-percent growth
in 2012 and 3.9 percent in 2013. Other energy
exporters in the region will perform relatively
well: with strong oil prices and investments
in infrastructure, Kazakhstan is on track for
5.9-percent growth in 2012 and 6.0 percent in
2013, while growth in Uzbekistan is expected
to slow down to 7.0 percent in 2012 and 6.5
percent in 2013. Turkmenistan should grow
7.0 percent in 2012 and 6.7 percent in 2013.

Energy-importing CIS countries will
experience slower growth as a group due to
weaker export demand, financial crisis spill-
overs and tighter monetary and fiscal con-
ditions. Real GDP in Ukraine is projected to
increase by 3.0 percent in 2012 and speed up
to 3.5 percent in 2013. Belarus is also pro-
jected to grow by 3.0 percent in 2012 and by
3.3 percent in 2013.

Inflation is expected to moderate across
most of the region with the slowdown in
economic activity and improvements in agri-
cultural output, although Belarus will still
experience problems with inflation caused by
depreciation, despite the monetary and fiscal
tightening. Potential spillovers from further
eurozone developments through both finan-
cial and trading links remain an acute risk
factor in the region. The health of the Rus-
sian economy remains crucially important
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for the rest of the region, as Russia is a large
source of remittances and foreign investment
for most CIS countries.

Middle East and North Africa

Growth in the Middle East and North Africa
was just 3.5 percent in 2011, reflecting a
number of internal challenges to growth.
After a relatively good performance dur-
ing the Great Recession, this region is now
buffeted by unforeseen turbulence. Politi-
cal and social unrest, which resulted in the
fall of several governments and, in extreme
cases (e.g. Libya), in civil war, stalled inter-
nal economic growth and interfered with
important trade, remittance and travel links
with Europe. Additionally, the long-standing
structural problems within these econo-
mies will require structural reforms to spur
growth in the long term.

The economies of oil exporters as a
group grew 4.0 percent last year, supported
by strong oil prices. Iran grew only 2.0 per-
cent, reflecting problems with the harvest and
subsidy reform. Saudi Arabia grew 6.8 per-
cent, Algeria 2.5 percent and the United Arab
Emirates 4.9 percent. Sudan’s contraction
continued at 3.9 percent. Oil importers fared
less well, with only 2.0-percent growth, held
back by the effects of unrest in Egypt (where
growth was up 1.8 percent) and Tunisia
(down 0.8 percent). Israel grew 4.7 percent
on the year.

The outlook for oil exporters differs
substantially from that of oil importers. The
former have been able to repair their shaken
fiscal balances, while debt levels for the latter
have been steadily deepening. On the other
hand, social transfers have gone up consider-
ably for the oil exporters, further locking in
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their dependence on high oil prices. The con-
tinued impact from Europe’s weakness affect-
ing tourism and trade flows, remittances, and
travel spending will hold down the region’s
overall growth prospects in the short term.
Oil prices remain the major influence on
the expectations for the region; prices may
be depressed by prolonged European weak-
ness or rise if oil supplies are disrupted as a
result of continuing geopolitical tensions in
the region, especially further armed unrest.

Oil-exporting economies are projected
to grow 4.8 percent in 2012 and 3.7 percent in
2013. Iran will slow down to just 0.4 percent
in 2012 and 1.3 percent in 2013. Saudi Ara-
bia will post 6.0-percent growth in 2012 and
4.1 percent in 2013, while Algeria will accel-
erate by 3.1 percent and by 3.4 percent in the
next two years. A major recession is under
way in Sudan where a 7.3-percent decline
in GDP is forecast for 2012, moderating to
a 1.5-percent decline in 2013. Oil importers,
meanwhile, will accelerate to 2.2 percent in
2012 and nearly catch up with oil export-
ers with 3.6-percent growth in 2013. A slow
recovery is expected in Egypt with 1.5-per-
cent growth in 2012 and 3.3 percent in 2013;
Tunisia is expected to rebound to 2.2 percent
in 2012 and 3.5 percent in 2013; and Israel
will slow down to 2.7 percent in 2012 before
speeding up to 3.8-percent growth in 2013.
The region as a whole is expected to undergo
4.2-percent growth in 2012 and 3.7 percent
in 2013.

Sub-Saharan Africa

One of the best-performing regions during
the global recession, Africa recorded another
year of strong growth and was relatively
immune from the uncertainties in financial
markets and worsening global conditions
at the end of 2011. Growth was 5.1 percent,
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with oil-exporting countries growing faster
at 6.2 percent, middle-income countries the
slowest at 3.9 percent (including South Africa
with 3.1 percent growth), and the poor-
est countries doing very well at an average
5.8-percent growth. Ghana'’s first year of oil
production resulted in growth of 13.6 per-
cent. Nigeria performed well at 7.2 percent
in 2011, as did Ethiopia at 7.5 percent and
Democratic Republic of Congo at 6.9 percent.

High commodity prices ensured growth
was stable during 2011. Limited financial
links with Europe insulated this region from
most of the adverse developments of 2011—
with the exception of South Africa, whose
financial system was affected by volatility
and the depreciation of the rand. Trading
links with Europe have been weakening in
the last few decades, allowing diversification
toward the fast-growing emerging markets
and dampening contagion from the eurozone
crisis. Strong investment in natural resource
extraction continued.

South Africa’s growth decelerated
rapidly, reflecting the stronger financial
and trading links between this relatively
advanced economy and Europe. Unemploy-
ment remains high, and growth is expected
to moderate further in the largest economy
in the region to 2.7 percent in 2012, but
should improve to 3.4 percent in 2013. As the
global demand for diamonds slows down, so
will Botswana’s growth: projections are for
3.3-percent growth in 2012 and back up to 4.6
percent in 2013. Ghana’s growth will mod-
erate somewhat to 8.8 percent in 2012 and
7.4 percent in 2013. Tighter fiscal and mon-
etary policies will restrict growth in the non-
oil sector in Nigeria, but higher oil output is
expected to compensate leading to a robust
7.1-percent growth in 2012 and 6.6 percent in
2013. New oil reserves coming on-stream in
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Angola will speed up growth there to 9.7 per-
cent in 2012, which will moderate to 6.8 per-
cent in 2013.

Sub-Saharan Africa remains well insu-
lated from the European crisis, except for
South Africa, which may transmit negative
shocks to the rest of the region. The risks of
inflation and fiscal deficits remain; the out-
look for these will largely depend on global
food and commodity prices, respectively.

Assumptions and Risks

As indicated earlier, all projections in this
chapter are based on the IMF’s April 2012
World Economic Outlook. In making its
projections, the IMF has made a number
of technical assumptions that underpin its
estimations. Key among these assumptions
are that: 1) real effective exchange rates
will remain constant at their average levels
during February 13-March 12, 2012, except
for the currencies participating in the Euro-
pean exchange rate mechanism II (ERM II),
which are assumed to have remained con-
stant in nominal terms relative to the euro;
2) established fiscal and monetary policies of
national authorities will be maintained; and
3) the average price of oil per barrel will be
US$114.71 in 2012 and US$110.00 in 2013 and
will remain unchanged in real terms over the
medium term. The Outlook also proposes a
number of working hypotheses involving
levels of various deposit rates in the world’s
financial markets. Interested readers should
consult the Outlook for further details on
these and other technical assumptions.

For the most part, the assumptions
made by IMF modelers are based on officially
announced budgets, adjusted for differences
between the national authorities and the IMF
regarding macroeconomic assumptions and
projected fiscal outcomes, with medium-term
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projections incorporating policy measures
that are judged likely to be implemented.
Similarly, assumptions about monetary pol-
icy are based on the established policy frame-
work in each country.

One of the key factors in the global
economic situation is the price of oil. While
the assumption is that oil prices will remain
in the vicinity of $110 a barrel, the IMF has
examined a scenario involving a potentially
adverse shock that could disrupt the oil sup-
ply. Assuming that Iran’s oil exports to the
OECD countries halt suddenly and are not off-
set by the increased output elsewhere, the ini-
tial oil price increase could be between 20 and
30 percent, with further uncertainty about oil
supply disruptions increasing the price still
further—to an average of 50 percent over the
projected value for the next two years. Such
a development would slow down the recov-
ery in private consumption and investment
growth globally, with the exception of net oil
exporters. Global output would contract by
over 1 percent, and various spillovers, such as
falling confidence in financial markets, could
further worsen the damage.

The other key risk is that escalation of
the eurozone crisis could potentially increase
bank and sovereign stress, which in turn
could affect other regions in proportion to
their trading and financial involvement with
Western Europe. The most affected areas
would be the CIS and emerging Europe, with
North America also exposed through finan-
cial links and Asia exposed through trading
links. Other risks include deflationary pres-
sures in parts of the eurozone, high budget
deficits in the United States and Japan, and
unwinding credit booms in some emerg-
ing market economies. Upside risks include
better than expected recovery in the United
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States and the eurozone, lightening of geopo-
litical tensions and the consequent easing in
the price of oil.

Overall, although the global economy
remains unusually fragile, the risks to growth
are now somewhat lower than at the end of
2011. This reflects smaller dispersion in the
expectations for oil prices, term spreads and
general volatility. According to the IMF, the
risk of a serious global slowdown in 2012 is
now very small (about 1 percent).
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CHAPTER 2

Overview of World Trade
Developments

n the wake of the record expansion in the
volume of world trade in 2010 (13.8 per-
cent), expectations were more modest for
2011. Nevertheless, in the turbulent economic
climate of last year, growth in the volume of
world trade still surprised on the downside,
decelerating sharply to 5.0 percent in 2011
as the global economic recovery ran out of
steam due to multiple critical events, includ-
ing the disasters in Japan and the European
sovereign debt crisis. However, as a result of
higher prices, in particular resource prices,
nominal trade values still increased 20 per-
cent in 2011, compared to 22 percent in 2010.
Real export growth in developed econo-
mies was stronger than expected, reaching
4.7 percent in 2011. Considering several cri-
ses that took place in the developed world
last year, these economies have done rela-
tively well to reach that level. The rest of
the world—including the developing econo-
mies and the Commonwealth of Independent
States (CIS)—recorded an increase of 5.4 per-
cent in 2011, somewhat below expectations.
Growth in real exports from the United
States, at 7.2 percent, was the strongest driver
in the performance of the developed nations,
helping counteract the 0.5-percent decrease
in real exports from Japan. The European
Union’s 5.2-percent growth in export vol-
umes was at par for the developed world.
These areas have all been affected by adverse
events: fiscal uncertainty in the United States;
the ongoing debt crisis in Europe; and the
earthquake in Japan followed by the tsunami
and the nuclear disasters.

Clearly, these events had wide-ranging
repercussions and affected demand for the
exports from developing countries as well.
But these experienced adverse develop-
ments of their own. Unrest in many Arabic
countries and the war in Libya affected oil
shipments and were largely behind Africa’s
8.3-percent contraction in exports in 2011.
Flooding in Thailand affected output and
exports from that country, and the natural
disasters in Japan caused some disruptions
in supply chains across Southeast Asia.

Growing Asian economies once again
led the world in export expansion. India was
the fastest-growing exporter nation among
major traders, adding 16.1 percent to its
exports in real terms. China was in second
place, adding 9.3 percent. Asia’s newly indus-
trialized economies (NIEs)—which include
Singapore, Hong Kong, Taiwan and South
Korea—expanded their exports by 6.0 per-
cent. Growth in export volumes from the CIS
was only 1.8 percent, but averaged 5.4 per-
cent and 5.3 percent in the Middle East and
in South and Central America, respectively.
However, as exports from these regions
were to a significant degree composed of
resources, their dollar value increased sub-
stantially (34 percent, 37 percent and 27 per-
cent, respectively). Similarly, despite Africa’s
real export contraction, the value of its
exports expanded 17 percent.

CANADA'S STATE OF TrRADE 2012

15




CHAPTER 2

| Overview of World Trade Developments

16

TABLE 2-1

World Merchandise Trade By Region and Selected Countries

(USS billions and %)

EXPORTS
201 Annual % change 2011

Share
(%) 2010

North America 12.8 23

Canada 452 2:5 23

South & Central 749 4.2 26

America
Europe i ,O 71 7 12
Germ ; 1,4 8.3 12

1,290

IMPORTS

Annual % change
Share

201 (%) 2010 201
16 7.2 23 15
17 462 2.6 22 15
27 727 4.0 30 24
17 6,854 38.1 13 17
17 1,254 7.0 14 19
17 557 34 17 14
34 540 3.0 24 30
17 555 3.1 15 18
18 5,568 30.9 33 23
T 854 47 26 23
16 1,302 7.2 32 18

Source: WTO secretariat

Merchandise Trade

Trade Values (nominal trade)

After 22-percent growth in 2010, the over-
all value of global merchandise exports
expanded by 20 percent in 2011 to reach a
record US$17.8-trillion (see Table 2-1).
Double-digit increases in nominal
exports and imports were the norm across
all regions and countries, with the single
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exception of exports from the disaster-struck
Japan. A recovery in resource prices—with
some prices regaining their pre-recession lev-
els—was the major factor behind the nomi-
nal expansion of world trade, as volumes
only expanded 5.0 percent. Several nega-
tive shocks to production affected trade, and
slower overall GDP growth in the world in
2011 dampened trade expansion. These fac-
tors affected both real and nominal trade




flows. Manufactured goods traditionally
exhibit more stable prices, and as a result
movements in their real and nominal flows
were fairly similar in 2011. It is notable that
trade in manufactured goods was more robust
at the beginning of the year as the immediate
post-crisis recovery and restocking of inven-
tories continued, and slowed toward the end
of 2011, even going over into negative terri-
tory for office and telecom equipment.

Rising oil prices were responsible for
the increase in nominal exports from the
Middle East (up 37 percent) and the CIS (up
34 percent). Exports prices grew roughly 30
percent for both regions, making them the
runaway leaders in export growth for 2011.

Exports from South and Central Amer-
ica also expanded substantially last year,
up 27 percent. Brazil, responsible for about
a third of them, increased its exports at the
same rate. Predominantly resource-based,
exports from this region also benefited from
increasing commodity prices in 2011.

All of the other regions grew at a simi-
lar pace, between 16 and 18 percent. Asia,
last year’s leader, decelerated to 18-percent
growth—Ilargely the result of natural disas-
ters in Japan that depressed export growth
in that country from 33 percent in 2010 to 7
percent in 2011 and indirectly affected many
other countries in the region through their
supply chain linkages. The general cooling
off in the Chinese economy resulted in only
20-percent growth in 2011, which was the
average rate for the world. The four Asian
NIEs grew their exports by a combined 16
percent. India’s performance was excep-
tional, as it managed to increase its export
growth from 33 percent in 2010 to 35 percent
in 2011, the highest rate of growth among
major traders.

African exports, buoyant in 2010 at
29 percent, grew only 17 percent in 2011.
Civil war in Libya resulted in dramatic cuts
in exports of Libyan oil. Metals and ores
exported by Africa fuel the fast growth of
Asian economies, such as India and China,
and are back in demand as the world recov-
ery progresses. These commodities grew sig-
nificantly in price last year, and given their
dominance among the continent’s exports,
led to export growth in nominal terms (while
real exports from Africa fell).

European exports expanded 17 percent
in 2011 and the increase was distributed
fairly evenly, with exports from the EU-27,
Germany, Italy and the United Kingdom each
growing by 17 percent. France was slightly
behind at 14 percent, while Greece’s exports
expanded 42 percent. Overall export growth
in Europe was affected by the slowing eco-
nomic growth and the clouds of further
austerity on the horizon, leading to another
recession at the end of 2011.

North America’s exports grew the slow-
est among all regions in 2011, at 16 percent,
with very similar performance across the
three nations. Canada and Mexico both grew
slightly faster at 17 percent, while exports
from the United States grew 16 percent. Tak-
ing into account the weakening of the U.S.
dollar last year, which depreciated by 4.2
percent against the Canadian dollar and by
1.6 percent against the Mexican peso, some
of the growth for Canada and Mexico can be
attributed to the increased valuations of their
exports in U.S. dollar terms.

By and large, global imports behaved
similarly to global exports last year. Follow-
ing 21-percent growth in 2010, the nominal
value of imports increased 19 percent to $18.0
trillion in 2011. Double-digit increases took
place across all regions and major traders.
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A major expansion in imports (approach-
ing 30 percent) took place in the CIS, enabled
by the large increase in revenue from oil
exports from the region. Import growth in
South and Central America decelerated from
30 percent in 2010 to 24 percent last year.
Brazil’s import growth matched the 24-per-
cent average for the continent.

The value of imports into Asia expanded
by 23 percent, with India in the lead with
29-percent import growth. China was some-
what behind with 25-percent growth, a
decrease from 39-percent growth in 2010.
Despite its challenges, Japan was at par for
the region, expanding imports by 23 percent.
Import growth among the four Asian NIEs
was only 18 percent in 2011, down from 32
percent in 2010.

Imports into Africa grew 18 percent in
2011, exceeding the previous year’s growth
of 15 percent. A similar story developed in
the Middle East, whose 16-percent import
growth in 2011 was slightly above its 2010
growth of 13 percent.

Europe’s import growth picked up
somewhat in 2011, reaching 17 percent (up
from 13 percent the year before). Consid-
ering the increases in resource prices—
a fundamental component of European
imports—overall growth was very weak.
The ongoing sovereign debt crisis continued
to impact import spending as governments in
Europe made efforts to balance the current
account, while the austerity-induced growth
slowdown—bordering on recession for sev-
eral countries—further depressed Europe’s
demand for imports. Among major traders,
Germany'’s imports grew the most at 19 per-
cent; France’s were at par with the European
average at 17 percent; while import growth in
Italy and the United Kingdom was subpar at
14 percent and 13 percent, respectively.
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North America experienced the slow-
est import growth of all regions in 2011, at
15 percent, with import growth in Canada
and the United States at par for the region
and Mexico’s growth slightly above par at
16 percent. Continuing weakness in the U.S.
economy likely depressed U.S. imports, while
slower Canadian import growth was partly
based on smaller resource content.

Trade Volumes (real trade)

In real terms, after adjusting for price
changes and currency fluctuations, merchan-
dise exports grew by a modest 5.0 percent
in 2011. This was a considerable slowdown
from the 13.8-percent growth in 2010, and
although the direction was not unexpected,
the magnitude of the decline was surprising.
A number of negative shocks were responsi-
ble, chiefly the ongoing sovereign debt crisis
in Europe, as well as the series of disasters
in Japan, the gridlock in the U.S. Congress,
the Libyan civil war, unrest in many Arab
countries and floods in Thailand. Even when
not affecting trade directly, these events con-
tributed to the continuing uncertainty, fragile
confidence and cautious behaviour of inves-
tors, businesses and consumers alike. A fur-
ther slowdown in trade growth is expected
for 2012.

A convenient benchmark for assessing
trade growth is the comparison with the GDP.
Historically, real exports grow approximately
twice as fast as real GDP—rising even faster
during recoveries, and falling faster during
recessions. As world output grew 2.4 percent
in 2011, the ratio of trade to output growth
was about two to one. Thus, trade growth in
2011 was in line with output growth during
normal times, although lower than could be
expected during an economic recovery.
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Developed economies performed rela-
tively well, posting 4.7-percent real growth
in merchandise exports, not far behind that
of the developing economies and the CIS,
whose exports grew by 5.4 percent. By con-
trast, imports into developed countries grew
only 2.8 percent, while developing economies
and the CIS expanded import volumes by
7.9 percent. i

In contrast to its lagging trade growth
in nominal terms, North America was one of
the leading regions with respect to real export
growth, which was up 6.2 percent in 2011.
This was driven by the strong performance
of the United States (up 7.2 percent), with the
weaker U.S. dollar making U.S. exports more
attractive. Only the volume of Asia’s exports
(up 6.6 percent) grew faster, with India post-
ing a tremendous 16.1-percent growth and
China and South Korea doing well at 9.3
percent each. Asian export performance was
impacted by Japan, whose exports decreased
by 0.5 percent in 2011.

The Middle East (up 5.4 percent) and
South and Central America (up 5.3 percent)
were the other regions where exports grew
faster than the world average. Growth in
European exports matched the world aver-
age (up 5.0 percent), while exports from the
EU-27 grew slightly faster at 5.2 percent.

In an unusual development, Africa’s
exports contracted by 8.3 percent, largely
occasioned by the civil war in Libya and the
almost 75-percent reduction in Libyan oil
exports that resulted. Exports from the CIS
stagnated in volume terms, rising just 1.8
percent on the year.

On the import side, statistical discrep-
ancies caused the world’s real import growth
of 4.9 percent to appear marginally lower
than the world’s real export growth of 5.0
percent. The CIS was the runaway leader

with 16.7-percent import growth, the volume
increases enabled by improved terms of trade
for energy and resource exports from the
region. South and Central America expanded
imports by 10.4 percent, and Asia posted an
above-average growth of 6.4 percent. China’s
imports led the way in Asia with 9.7-percent
growth in real terms, India recorded 6.6-per-
cent growth and Japanese import volumes
grew 1.9 percent even as that country recov-
ered from natural disasters.

Imports into the Middle East and Africa
grew apace with the world average, at 5.3
percent and 5.0 percent, respectively. North
American imports grew slightly below the
world average at 4.7 percent, with imports
into the United States rising more slowly at
3.7 percent. Canada’s imports rose faster at
8.1 percent, reflecting a resilient domestic
demand and improving terms of trade. Europe
experienced stagnation in real imports, gain-
ing just 2.4 percent on the year, with the
EU-27 even slower with 2.0-percent growth.

Prices and Exchange Rates

Commodity prices rose substantially in
2010 after crashing during the global reces-
sion. That across-the-board price increase
was buoyed by strong demand from grow-
ing emerging markets and global economic
recovery taking root. Although most com-
modity prices continued to rise in 2011,
price differences among the individual com-
modities were more apparent than in 2010
(Figure 2-1).

The largest commodity price increases
were observed in precious metals: silver
prices jumped 74.6 percent and gold prices
rose 28.1 percent during the year. Higher
prices for precious metals drove much of the
trade movements in 2011, both on the import
and export sides, as described in chapters 4
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FIGURE 2-1
Change in Commodity Prices from 2010 to 2011
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Source: TD Economics Commodity Price Report, February 29, 2012

and 5 of this report. Prices in the agricul-
tural sector expanded across the board, with
wheat leading at 47.9 percent and canola at
30.4 percent, buoying the value of Canadian
exports in these commodities.

Metals and ores continued to increase
in price, but not as quickly as in 2010 when
the increases ranged from 30 to 50 percent.
The price of uranium grew the most in 2011,
up 22.8 percent; copper prices rose 17.0 per-
cent; and aluminum prices increased by
10.4 percent. By contrast, the price of nickel
increased a scant 5.0 percent.

While oil prices rose 19.7 percent during
2011, natural gas prices fell 9.0 percent. Coal
prices grew robustly at 22.6 percent, increas-
ing the value of Canada’s exports, mostly to
Asian destinations. Prices in the forestry sec-
tor stagnated, with the price of pulp gaining
2.6 percent and the price of lumber losing
3.3 percent.!

1 Commodity Price Report, TD Economics, February 29, 2012.

According to the Bank of Canada’s sec-
toral price indices based on Canadian pro-
duction and world market sales, the price of
Canadian energy products rose 10.6 percent
during 2011. Metals and minerals gained 14.7
percent, forestry prices moved little, and agri-
cultural prices rose 34.8 percent.? Weighting
commodity prices according to Canadian pro-
duction, the index moved up 12.9 percent last
year, or by 16.7 percent if energy is excluded.
This situation, i.e. where energy prices drag
down the overall commodity price growth,
is unusual, and may be largely explained by
lower relative prices for Canadian-produced
oil last year (see Chapter 3 box on WTI and
Brent pricing).

Weekly West Texas Intermediate (WTI)
crude oil prices opened the year at US$89.54
a barrel. Steady growth during the first four
months of the year took prices 25 percent
higher, to US$112.30 at the end of April.
However, prices slowly weakened thereafter
to just under US$100 by the end of July, when
the price of oil dropped quickly to US$82.86
by mid-August to cruise in the US$80 range
until early October. A sustained increase dur-
ing the last three months of the year brought
oil prices back to the US$100-mark, with
the last reading of the year at US$99.81 on
December 30, 2011. Overall, the WTI price
rose 11 percent in 2011 according to the U.S.
Energy Information Administration.?

Gold prices averaged US$1,571.97
per troy ounce in 2011, up 28 percent from
US$1,224.52 in 2010. Prices fluctuated in a
wide band from US$1,319.00 in January 2011
to US$1,895.00 in September. Gold was worth
US$1,531.00 per troy ounce at the end of
the year.*

2 Bank of Canada Commodity Price Index, http://www.bankofcanada.ca/rates/price-indexes/bcpi/

Price behaviour of WTI oil is based on trade in the spot market at Cushing, Oklahoma, as quoted by the U.S. Energy Informa-
tion Administration (EIA) at http://tonto.eia.gov/dnav/pet/hist/LeafHandler.ashx?n=PET&s=RWTC&f=W.

4 Prices per troy ounce, London Afternoon (PM) Gold Price Fixings as quoted in http://www.usagold.com/reference/

prices/2011.html.
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Leading Exporters and Importers in World Merchandise Trade, 2011
(USS billions and %)
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Substantial fluctuations in exchange
rates affected world trade values in 2011.
Large movements in some key currencies,
such as the Swiss franc and the Brazilian
real, led to a shift in terms of trade for these
traders and real effects on economic, trade
and commercial policies. On the other hand,
the depreciation of the U.S. dollar by almost
5 percent against a weighted basket of world
currencies not only stimulated a large expan-
sion in U.S. exports, but upwardly affected
the nominal dollar values of international
transactions. The U.S. dollar depreciated
against the euro by 4.8 percent, against the
Japanese yen by 10.1 percent, against the
British pound by 3.7 percent, against the
Chinese yuan by 4.7 percent and against the
Canadian dollar by 4.2 percent.
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According to the Bank of Canada’s
average monthly exchange rate statistics,
the Canadian dollar started the year at par-
ity with the U.S. dollar (US$1.006 in Janu-
ary), grew evenly to reach a high of US$1.044
in April, retreated to US$1.024 in June and
then climbed once again to US$1.047 by July.
After the resolution of the U.S. debt ceiling
crisis, the Canadian dollar gradually declined
to US$0.981 by October and experienced
no major movements until the end of the
year, closing at the US$0.977 monthly aver-
age for December.’

Country Rankings by Trade Values®

For the third year running, China was the
world’s top merchandise exporter, with
$1,899 billion in exports. Its share of world
exports remained at 10.4 percent, however,
since its export growth was equal to the
world average at 20 percent.

5 Bank of Canada exchange rate statistics at http://www.bankofcanada.ca/rates/exchange/monthly-average-lookup/.

6 Allvalues quoted in this sub-section are in U.S. dollars.
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The United States held on to second
place in the rankings, narrowly edging
Germany with total export value of $1,481 bil-
lion, as compared to the $1,474 billion value of
German exports. The share of world exports
for each declined to 8.1 percent in 2011.

Japan was a distant fourth, with
$823 billion in exports amounting to less than
half of China’s. Relatively slower growth in
2011 reduced the Japanese share of the world
export market from 5.1 percent to 4.5 percent.

Exports from the Netherlands ($660
billion) and France ($597 billion) retained
their fifth and sixth rankings, respectively,
although their individual shares retreated on
the year as well. The world share of exports
from the Netherlands declined from 3.8
percent in 2010 to 3.6 percent in 2011, and
France’s share slipped from 3.4 percent to
3.3 percent.

South Korea kept the seventh place that
it won in 2010, with exports of $555 billion,
although its share of world exports slipped
from 3.1 percent in 2010 to 3.0 percent in 2011.

Italy barely held on to eighth place,
with $523 billion in exports, holding off
surging Russia, whose exports vaulted from
12th place to 9th in 2011, reaching $522 bil-
lion. Each country held a 2.9-percent share of
world exports.

Belgium retreated to 10th place with
$476 billion in exports and a 2.6-percent
world share. Canada remained in 13th place,
although within easy reach of the tenth place
with $452 billion in exports and a 2.5 percent
share of world exports.

On the import side, the rankings
remained similarly stable. The United States
continued to top the world charts as the
unchallenged leader, with $2,265 billion in
imports, although the U.S. share of world

7 All values quoted in this section are in U.S. dollars.
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imports contracted from 12.8 percent to 12.3
percent in 2011. China remained in second
place, with $1,743 billion in imports (9.5 per-
cent of the world share) and Germany ranked
third with imports valued at $1,254 billion
(6.8 percent).

Japan, once again in fourth place,
imported $854-billion worth of merchandise,
increasing its share of world imports to 4.6
percent. France kept fifth place with $715
billion, its 3.9-percent share unchanged. The
United Kingdom was sixth with a 3.5-percent
share and the Netherlands was seventh with
3.2 percent. Italy remained in eighth spot with
a 3.0-percent share of world imports.

South Korea’s imports overtook Hong
Kong’s to claim ninth place, reaching $524
billion (2.9 percent). Hong Kong rounded out
the top 10 with $511 billion (2.8 percent), and
was immediately followed by Canada with
$462 billion in imports (2.5 percent of world
imports).

Services Trade’

World services exports expanded 11 percent
in 2011 to reach $4,150 billion, after a similar
expansion of 10 percent in 2010 (see Table
2-3).

According to the WTO, the share of
services in total trade (goods and services)
on the balance of payments basis declined
to 18.6 percent in 2011, the smallest propor-
tion since 1990. This is partly attributable to
the recovery bringing about faster growth in
the goods trade, as goods are more affected
by the business cycle. Rising commodity
prices significantly boosted the valuation of
merchandise trade and were therefore also
partly responsible for the decline in the share
of services in total trade.
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TABLE 2-3
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World Services Trade by Region and Selected Countries

(USS billions and %)

EXPORTS
2011
Share
(%) 2010

North America 16.1

Canada

South & Central 130 3.1
America
Europe 1,6 47.3
Germany 253 6.1
ltal | | 10 : 2.6
cis 9 1 2.
Africa . 7 7 | 8 ‘ 2.
Japan g T

NIEs 386 9.3

Annual % change

15

IMPORTS
Value 201 Annual %
UASB Share change
2011 201 (%) 2010 2011
10 516 13.4
10 99 2.6
14 163 4.2 23 18
10 1,605 41.5 3 8
9 284 7.3 3 8
9 15 3.0 1 5
20 133 3.4 19 21
(o] 149 3.9 10 9

3 165 4.3 6 6

12 305 7de) 19 2

Source: WTO secretariat and author's calculations

The CIS region was the fastest-growing
exporter of commercial services last year,
with a 20-percent expansion. Exports from
the CIS countries grew to $96 billion, fuelled
by broad-based growth of 22 percent in Rus-
sian services exports, which reached $54
billion. Strong growth (14 percent) also took
place in South and Central America where
services exports reached $130 billion. Brazil,

which accounted for over a quarter of ser-
vices exports in that region, grew 21 percent
to reach $37 billion.

Asia’s services exports grew 12 per-
cent in 2011 to reach $1,096 billion. India’s
20-percent growth again led the region, with
transportation and travel services grow-
ing particularly well. The value of India’s
services exports ($148 billion) exceeded that
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TABLE 2-4
World Exports of Services, 2005-2011
(USS billions and %)

2011 Exports

(USS

1 g g Rt
Commercial
services

2,228 53.7

Transportation 855 20.6

2011 growth

2010 growth 2005-201

growth

1 8 10

Source: WTO secretariat

of Japan ($143 billion), which was up slightly
by 3 percent in 2011. Japan’s transportation
services, travel services in particular, suf-
fered an outright decline. China’s services
exports expanded by a subdued 7 percent to
$182 billion, the largest by value in the region.
The four Asian NIEs grew their exports 12
percent, to reach the combined value of $386
billion. The growth rates in services in all
regions were much weaker than the rates
in 2010, when the frayed links in the global
trading network were still being restored.

Africa’s services exports showed zero
growth in 2011, largely due to the civil
unrest in Tunisia and in Egypt, which cut
their exports by 20 percent and 19 percent,
respectively. At $85 billion, Africa remained
the least-exporting region analyzed while the
Middle East increased its services exports by
10 percent to $111 billion.

Growth in Europe was equal to that in
North America (10 percent). In Europe, the
United Kingdom grew by 11 percent and
passed Germany as the world’s second-larg-
est exporter of services on the strength of
the revisions to its dominant export, other
business and financial services. Total exports
reached $274 billion for the United Kingdom
and $253 billion for Germany, which grew 9
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percent. France increased its services exports
by 11 percent to $161 billion and Italy by 9
percent to $107 billion.

The United States expanded its services
exports by 11 percent, just ahead of Canada,
where services exports grew 10 percent.
No growth in services exports was reported
for Mexico.

On the import side, the CIS was also
the leader, increasing its services imports
by 21 percent to $133 billion. A broad-based
increase of 24 percent in Russian imports
to $90 billion was behind that growth. Ser-
vices imports for South and Central America
expanded by 18 percent to reach $163 bil-
lion, driven by Brazil’s 22-percent growth to
$73 billion.

Imports of services into Asia grew 14
percent overall, driven by China’s strong
23-percent growth. Total Asian imports
reached $1,091 billion, with China account-
ing for imports worth $236 billion. India’s
import growth was slower at 12 percent,
while Japan’s was only 6 percent. The four
Asian NIEs together added 9 percent to their
services imports. The Middle East expanded
imports by 10 percent to reach $210 billion,
while Africa’s imports grew by 9 percent to
$149 billion.



TABLE 2-5

Leading Exporters and Importers in World Services Trade, 2011

(USS billions and %)

201
uUssSB

Value

2011 2010

Rank Rank Exporters
United Kingdom 274
China 182

6 10

India 148 3.6
8 7 Spain 141 3.4

10 8 Singapore 125 3.0

Source: WTO Secretariat

Europe and North America continued
to be net exporters of services, with import
shares of 41.5 percent and 13.4 percent,
respectively, as opposed to export shares of
47.3 percent and 16.1 percent respectively. In
Europe, services imports grew 8 percent in
2011, reaching $1,605 billion. Germany was
Europe’s chief importer of services, up 8 per-
cent to $284 billion. Imports into France and
the United Kingdom grew by 7 percent each,
while Italy lagged with 5-percent growth
in imports.

The United States increased its services
imports by only 6 percent to $391 billion, fur-
ther improving its positive trade balance in
the services trade. Canada’s services imports
grew faster at 10 percent, and Mexico’s led
the region at 16 percent.

Overall, transportation services was
the slowest-growing services sub-category
in 2011, up only 8 percent. Commercial
services grew by 11 percent and travel
services picked up by 12 percent. The slow

.

2011 2010

Rank Rank

Importers

Germany

United Kingdom

France 141 3.6
8 8 Netherlands 18 a:
10 10 Ireland 113 29

TS S T e T L

growth of transportation services may be
partially explained by sluggish growth in
world goods trade volumes, and the glut of
shipping capacity that depressed revenues
in the shipping sector, as indicated by the
falling Baltic Dry Index. Over the past six
years, the growth in the three principal
components of services was more balanced,
with commercial services expanding the
fastest at 10 percent and the rest growing at
7 percent.

Leading Services Traders by Value

The United States was the leading services
trader in the world, on both the export and
import sides, in 2011. It exported $578-
billion worth of services, or 13.9 percent
of the world’s total, while importing only
$391 billion, or 10.1 percent of the world’s
total. With exports of services exceeding
imports by $187 billion, the United States
also posted the world’s biggest trade surplus
in services.
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The United Kingdom took over the sec-
ond spot in export rankings from Germany,
with $274 billion in exports and a 6.6-per-
cent world share. Germany was in third spot,
with $253 billion and a 6.1-percent share.
China and France followed with $182 billion
(4.4-percent share) and $161 billion (3.9-per-
cent share), retaining fourth and fifth places,
respectively.

India vaulted four places to rank sixth
following a 20-percent expansion in its ser-
vices exports, reaching $148 billion and
achieving a 3.6-percent world share. Japan
with $143 billion and Spain with $141 bil-
lion slid down a rank each to seventh and
eighth spots, respectively. The Netherlands
passed Singapore to remain in ninth spot,
with $128 billion in services exports. Singa-
pore fell two positions, dropping from eighth
to tenth place, to $125 billion and a 3.0-per-
cent share of world services exports. Canada
was in 18th place, with $74 billion in services
exports and a 1.8-percent world share.

On the import side, no movements
occurred in the top 10 rankings. Germany
held second place with services imports of
$284 billon, or 7.3 percent of the world’s
total. China held third spot, with $236 bil-
lion in imports. The United Kingdom ($171
billion), Japan ($165 billion) and France ($141
billion) occupied spots four to six, and India
was close behind with $130 billion in import
values. The Netherlands, Italy and Ireland
rounded out the top 10 with $118 billion, $115
billion and $113 billion in services imports,
respectively. Canada went up a position
from 13th to 12th spot in 2011 as its services
imports expanded to $99 billion, or 2.6 per-
cent of the world’s total.
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Canada’'s Economic Performance

uring 2011, Canada’s economic recovery
continued, despite a more challenging
global environment which saw output
in the United States and the EU grow by only
1.7 percent and 1.6 percent, respectively. Eco-
nomic activity contracted in the second quar-
ter and was sluggish in the fourth quarter,
reflecting external shocks from the natural
disasters in Japan, the sputtering U.S. recov-
ery and the escalation of the eurozone crisis.
Canada’s growth in 2011 was largely driven
by domestic strengths. Business investment
and confidence rose and many new jobs were
added during the year, carrying the employ-
ment level over the the pre-recession peak.
With the manufacturing sector still operat-
ing at roughly four fifths of its capacity, the
Bank of Canada conducted an easy monetary
policy that was not limited by concerns about
inflationary pressures. One downside to the
current prolonged period of low interest rates
is Canada’s record-high household debt, with
the consumer debt-to-personal disposable
income ratio now above 150 percent.
Canada’s solid trade and economic
performance has translated into a healthier
fiscal position. According to the recently
released Budget 2012, the fiscal deficit for
2011-12 fiscal year is now expected to come
in at $24.9 billion—$7.4 billion less than pro-
jected in the Budget 2011—due to better than
expected revenue growth. Despite expected
deficits over the next few years, Canada
remains on track to reach a balanced budget

FIGURE 3-1
Canada’s Projected Budgetary Balance,
2010/11-2016/17
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Data: Department of Finance
Source: Office of the Chief Economist, DFAIT

over the medium-term. Canada still boasts
the strongest fiscal position in the G-7, and
the IMF projects Canada’s total net debt-to-
GDP ratio will remain the lowest among the
G-7 countries and be at about one third of the
G-7 average in 2016.

Gross Domestic Product

Canada’s real GDP contracted 2.8 percent in
2009 on the heels of the global recession, but
economic activity rebounded in 2010 with
3.2-percent growth (see Figure 3-2). In 2011,
real GDP continued to recover, but at a slower
pace, increasing 2.5 percent for the year as a
whole. There was a contraction in the second
quarter amidst troubling economic conditions
in Europe, Japan and the United States, which
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FIGURE 3-2
Canadian Real GDP Growth, 2007-2011

FIGURE 3-3
Contribution to Real GDP Growth, 2007-201
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generated considerable uncertainty, but
growth picked up again in the second half
of the year as the outlook improved. Growth
slowed again in the fourth quarter due to the
resurgence of the eurozone crisis.

Contributions to Real GDP Growth

Analysis of the expenditure components of
GDP (Figure 3-3) shows that most of the GDP
growth in 2011 was due to increased business
expenditures, which contributed 1.79 per-
centage points to the increase in real output
(nearly three quarters of the whole). Business
investment grew at a very brisk pace in 2011,
at 10.2 percent for the year.

The bulk of the growth in business
investment came from investment in machin-
ery and equipment, which grew at 13.7 per-
cent. Growth in investment in industrial
machinery was particularly strong, at 23.4
percent. Rapid growth occurred in computers
and other office equipment (up 19.6 percent);
trucks (up 19.4 percent); and agricultural
machinery (up 18.7 percent). In contrast,

Canapa’'s State oF Trane 2012
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Source: Statistics Canada
investment in furniture (up 5.4 percent), soft-
ware (up 3.5 percent) and automobiles (up
0.7 percent) grew more slowly.

Business investment in non-residential
structures (manufacturing plants) grew at
the same pace as investment in machin-
ery and equipment (13.7 percent). Invest-
ment in engineering structures drove this
growth with a 17.2-percent increase, while
investment in buildings grew more slowly at
4.6 percent.

Investment in residential structures
advanced only 2.3 percent in 2011, a sharp
slowdown from 10.1 percent in 2010. Growth
in the value of new housing construction (up
1.6 percent) and renovations (up 1.7 percent)
lagged behind the increases in ownership
transfer costs (up 5.5 percent). Sales of new
dwellings (including land), were down 5.4
percent last year, with sales of single dwell-
ings decreasing more sharply, at 7.3 per-
cent; sales of multiple dwellings contracted
2.1 percent.




The restocking of inventories contin-
ued even more briskly than in the previous
year, with business investment in inventories
growing 36.2 percent in 2011. Business invest-
ment in non-farm inventories expanded 21.9
percent from the previous year, to $9.1 bil-
lion, most of that increase occurring in the
wholesale trade sector, which grew 92.0 per-
cent. Wholesale inventories of both durable
and non-durable goods expanded consider-
ably, although offset by the drop in retail
inventories of motor vehicles. Manufacturing
inventories of durables expanded 13.4 percent,
but manufacturing inventories of non-dura-
bles contracted 8.6 percent. Farm inventories
expanded to $1.5 billion, with growth in grain
inventories leading the way.

Real personal expenditures on con-
sumer goods and services slowed down in
2011, increasing only 2.2 percent. This added
1.29 percentage points to real GDP growth, a
reduction from the 2.01-percentage point con-
tribution the year before. Growth in this cate-
gory was driven by expenditures on services,
which expanded 3.0 percent. That growth
resulted in a contribution of 0.98 percentage
point to real GDP growth, also a reduction
from a 1.20-percentage points contribution in
2010. Growth in durables, semi-durables and
non-durables was weaker at 1.1 percent, 1.7
percent and 1.0 percent, respectively. All of
these items contributed less to the real GDP
growth than in the previous year, with the
total contribution from goods amounting to
only 0.31 percentage point compared to 0.81
percentage point in 2010.

Among major sectors, real consumer
expenditures rose the most in the clothing
and footwear sector in 2011, with a
4 4-percent increase in spending amounting
to $1.9 billion. Furniture, furnishings and
household equipment and maintenance was

Canada's Economic Performance | CHAPTER 3

the slowest-growing of the major sectors,
expanding just 0.4 percent (up $0.3 billion).
Expenditure growth by subsector was the
highest for natural gas (up 6.2 percent),
other fuels (up 5.6 percent), women’s
and children’s clothing (up 5.6 percent),
purchased transportation (up 5.2 percent)
and net expenditures abroad (up 9.8 percent).
By contrast, during 2011 declines occurred
in expenditures on new and used motor
vehicles (down 0.4 percent), tobacco products
(down 1.2 percent), semi-durable household
furnishings (down 0.4 percent), reading and
entertainment supplies(down 2.2 percent),
recreational services (down 1.4 percent), and
personal effects (down 4.3 percent).

Government contribution to the growth
in real GDP was the lowest in five years,
totalling 0.17 percentage point. Total govern-
ment spending and investment grew only 0.5
percent in 2011. A 2.9-percent decrease in
government investment, which dragged GDP
down by 0.12 percentage point, was offset by
a 1.2-percent increase in government spend-
ing on goods and services, which contributed
0.28 percentage point to real GDP growth.

Real exports and imports of goods and
services rose by 4.4 percent and 6.5 percent,
respectively. Slower export growth slowed
the contributions of exports to GDP to 1.33
percentage points in 2011, down from 1.83
percentage points in 2010. However, the nega-
tive contribution from growth in real imports
decreased even more, from 3.95 percentage
points in 2010 to 2.05 percentage points in
2011. As a result, trade was a drag on growth
last year, but to a much lesser extent than
in three of the previous four years: the net
exports contribution was negative 0.72 per-
centage point last year, an improvement on
the negative 2.12-percentage points contribu-
tion in 2010.
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Volume of exports of goods and ser-
vices increased by $19.4 billion in 2011. Most
of this increase (over 96 percent) was due
to the increase in exports of goods, which
was split between four principal sectors:
machinery and equipment, industrial goods
and materials, automotive products and
energy products, in that order. Commercial
services played an important role in services
exports, accounting for over half of the over-
all $0.9-billion increase.

Volume of imports of goods and ser-
vices grew by $37.1 billion in 2011, and, as
with exports, most of the growth was due
to increased imports of goods (which grew
by $31.3 billion, or 84.3 percent of the total
increase), although the contribution of goods
was less overwhelming than for exports.
Gains were concentrated in machinery and
equipment ($22.3 billion, or 71.2 percent of
the total increase in imports of goods). Indus-
trial goods and materials (up $5.2 billion)
and automotive products (up $4.7 billion)
posted the other notable increases. Imports
of services grew by 5.7 percent in real terms,
gaining $5.8 billion. Travel services contrib-
uted most to the increase, at $2.3 billion,
with transportation and commercial services
splitting the rest almost equally.

GDP by Industrial Activity

Industrial activities expanded by 2.6 percent
in 2011, with greater growth in goods produc-
tion (up 3.5 percent) than in services produc-
tion (up 2.2 percent).

All goods-producing sectors grew in
2011, with utilities (up 4.4 percent) leading
the way. The increase in natural gas distribu-
tion (up 6.5 percent) contributed the most to
the growth in utilities, while water, sewage
and other systems held back (up 1.2 percent).
Electric power generation advanced 4.4 per-
cent in 2011.

CANADA'S STATE OF TrRADE 2012

Growth in the mining, oil and gas
extraction sector (up 4.3 percent) was
close behind utilities, driven by oil and gas
extraction, its dominant component, which
increased 3.1 percent during the year. Faster
growth in mining (up 5.2 percent) was driven
by the increases in copper, nickel, lead and
zinc ore mining (up 17.9 percent) and potash
mining (up 13.7 percent). Support activities
for this sector grew 15.3 percent in 2011.

The construction sector grew 4.1 per-
cent during the year, driven by the 6.9-per-
cent advance in engineering, repair and
other construction activities. Output in the
agriculture, forestry, fishing and hunting
sector expanded 2.0 percent in 2011, with
forestry and logging output growing by 9.2
percent and animal production decreasing
2.0 percent.

External demand for Canadian goods
slowed in 2011, with the recovery in the
United States still slow and uncertain and
the European crisis flaring up once again.
The volume of manufacturing output, which
accounts for just under half of the goods-
producing industries, grew 2.4 percent dur-
ing the year, slowing down from the previous
year’s growth rate of 5.2 percent. Neverthe-
less, manufacturing output declined in real
terms in many sub-sectors, including food
manufacturing (down 0.4 percent), beverage
and tobacco product manufacturing (down
1.5 percent), textile product mills (down 3.9
percent), clothing manufacturing (down 3.5
percent), paper manufacturing (down 2.2
percent), printing and related support activi-
ties (down 3.0 percent), petroleum and coal
products manufacturing (down 4.4 percent),
chemical manufacturing (down 1.4 percent)
and furniture and related product manufac-
turing (down 1.7 percent).




These losses were offset by solid growth
in other areas, especially in machinery and
metal manufacturing. Real output in machin-
ery manufacturing expanded 16.3 percent
and exceeded pre-crisis levels; output in
computer and electronic product manufac-
turing expanded 5.5 percent; and output in
electrical equipment, appliance and compo-
nent manufacturing expanded 5.9 percent, all
of these increases greater than in 2010. Pri-
mary metal manufacturing grew 3.2 percent
in real terms, while fabricated metal product
manufacturing gained 5.7 percent. Real out-
put increases also took place in textile mills
(up 4.1 percent), leather and allied product
manufacturing (up 3.5 percent), wood prod-
uct manufacturing (up 0.9 percent), plastics
and rubber products manufacturing (up 4.6
percent), non-metallic mineral product man-
ufacturing (up 1.5 percent), transportation
equipment manufacturing (up 3.3 percent)
and miscellaneous manufacturing (up 2.6
percent). In total, 12 of the 21 major manu-
facturing sectors grew while 9 declined, but
the increases occurred, arguably, in more
skill- and capital-intensive areas with a high
degree of added value.

Output in services, traditionally less
volatile than output in goods, grew 2.2 per-
cent overall. Transportation and warehous-
ing services grew 3.8 percent; real estate,
rental and leasing increased 3.0 percent; and
professional, scientific and technical services
grew 2.7 percent. Wholesale and retail trade
volumes increased by 2.8 percent and 2.1
percent, respectively. Finance and insurance
grew by 2.2 percent, and health care and
social assistance expanded by 2.1 percent.
Arts, entertainment and recreation was the
only major services sector to decline, down
1.2 percent in 2011.
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Gross Domestic Product by
Province

Canada’s increase in real output in 2011 was
felt across the country, with all provinces
and two of the three territories posting posi-
tive growth. The increases were not spread
evenly, however. Nunavut, Yukon, Alberta
and Saskatchewan grew the fastest in 2011
due to increased exploration, mining and
related construction activities. New Bruns-
wick and Nova Scotia were the slowest-grow-
ing provinces in the country.

In Newfoundland and Labrador,
real output advanced 2.8 percent in 2011
after leading all provinces with 5.8-percent
growth in 2010. Significant increases in
metal ore mining output drove this increase,
as well as output in non-residential and
engineering construction related to mining
and oil projects. Output in fishing, hunting
and trapping industries also increased, as did
the manufacturing of seafood products, both
of which contributed to gains in wholesale
trade. Real output in the services sector rose
2.4 percent; increases in finance, insurance
and real estate and in architectural,
engineering and related services led the way.

In Prince Edward Island, real GDP
expanded 1.1 percent in 2011, down from
a 2.7-percent increase in 2010. A 1.7-percent
increase in services output offset a decrease
of 0.8 percent in goods output. Non-residen-
tial construction, utilities, retail trade and
finance, insurance and real estate services
drove the increase in services. By contrast,
lower fishing activity and a smaller potato
crop as a result of poor weather offset the
growth in manufacturing of frozen food
products, leading to the decline in the out-
put of goods. A contraction in transportation

CanaDA’S STATE oF TrADE 2012

3




CHAPTER 3

32

Canada’s Economic Performance

FIGURE 3-4
Real GDP Growth by Province, 2011
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Source: Statistics Canada

equipment manufacturing and miscellaneous
manufactured products also contributed to
this decline.

In Nova Scotia, real GDP increased 0.3
percent in 2011 after growing 1.6 percent
in 2010. As in Prince Edward Island, there
was a decrease in real output in goods-pro-
ducing industries (down 4.0 percent). Gains
in fishing, food manufacturing and manufac-
turing of rubber and plastic products were
offset by declines in output in oil and gas
extraction, construction and transportation
equipment. Services output advanced 1.4
percent, however, as output rose in finance,
insurance and real estate and in health care
and social services.

New Brunswick posted the small-
est real GDP growth among the provinces,
at 0.1 percent in 2011, after a 3.0-percent
increase in 2010. Output fell in most goods
sectors: construction, manufacturing, for-
estry and logging, and utilities. Crop pro-
duction fell 16.0 percent, driven by a smaller
potato harvest due to inclement weather
conditions. In services, output in wholesale
trade and transportation services declined
along with the declines in goods output, but
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overall services output increased 1.2 percent.
This increase was led by finance, insurance
and real estate services.

In Quebec, real GDP expanded 1.7 per-
cent in 2011, decelerating from a 2.5-percent
increase in 2010. Growth was mostly due
to the output of services increasing 1.7 per-
cent, led by wholesale trade; transportation
and warehousing; finance, insurance and
real estate; and architectural, engineering
and related services. Manufacturing output
increased slightly, with growth in output of
transportation equipment and machinery off-
set by lower output of chemicals (including
pharmaceuticals) and wood and paper prod-
ucts. Higher levels of mine engineering work
and residential construction led the increases
in construction activity, which grew 4.1 per-
cent. Other goods sectors contributing to
the growth were utilities and forestry
and logging.

In Ontario, real output rose 2.0 percent
in 2011, slowing down from 3.2 percent
in 2010. Manufacturing output increased 2.4
percent in 2011, the second consecutive year
of growth following four years of declines.
Many heavy manufacturing industries grew,
including machinery, primary and fabricated
metal products, plastic products and other
transportation equipment. Production of
motor vehicles and parts fell, largely as a
result of supply chain disruptions caused by
the disasters in Japan. In addition to the higher
manufacturing output, increases in metal ore
mining and exploration activity also fuelled
growth. Construction output increased 0.9
percent as increases in residential and non-
residential building offset a decline in electric
power engineering construction. Growth in
the services sectors was 1.9 percent. Increases
took place in finance, insurance and real
estate services; professional, scientific and




technical services; and accommodation and
food services. Advances in wholesale trade
and transportation and warehousing services
took place as well as a result of increased
goods production.

In Manitoba, real output increased 1.1
percent in 2011, following a 2.2-percent gain
in 2010. GDP derived from crop production
fell sharply (down 21.0 percent) due to heavy
rains and flooding. Output in service indus-
tries grew faster than in goods industries,
with gains in retail trade; finance, insurance
and real estate; and accommodation and food
services. On the goods side, construction out-
put declined 4.0 percent with the conclusion
of work on major engineering projects. Goods
manufacturing declined slightly (down 0.1
percent) as gains in manufacturing of chemi-
cals and agricultural and mining equipment
were offset by losses in output of food, fabri-
cated metal and printed products.

In Saskatchewan, real GDP expanded
4.8 percent in 2011, an improvement on
the 4.2-percent increase of 2010. Growth
was brisk in goods-producing industries
at 5.9 percent, while services advanced 3.8
percent. Crop production grew by 10.0 per-
cent, aided by favorable weather conditions.
Strong export demand led to higher output in
non-metallic mineral mining (including pot-
ash), exploration, and engineering construc-
tion activity. Growth in the goods sector was
accompanied by growth in wholesale trade
and transportation and warehousing ser-
vices. Strong population growth led to growth
in retail trade and in finance, insurance and
real estate services as well as a 21.0-percent
increase in residential construction.

In Alberta, real output grew 5.2
percent in 2011, faster than the 3.3-percent
growth in 2010. This was the strongest
economic performance among Canada’s
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provinces. Higher energy prices led to
an increase in oil and gas extraction
and exploration activities. Construction
of oil and gas engineering projects also
contributed to the growth. Output in the
manufacturing sector increased 10.9 percent
with large gains in the output of machinery,
fabricated metal products, chemicals
and wood products. Output of services
increased 4.1 percent, driven by growth in
retail and wholesale trade; transportation
services; professional, scientific and
technical services; and accommodation and
food services.

In British Columbia, GDP
increased 2.9 percent, following a 3.2-percent
increase in 2010. Output in goods industries
led the increase (up 5.6 percent). Increased
global demand for natural resources led to
growth in oil and gas extraction, engineering
construction and machinery manufacturing.
Support activities for mining and oil and gas
extraction rose 24 percent from increased
mineral and natural gas exploration activity.
Strong export demand also contributed to
growth in forestry and logging and in manu-
factured wood products. Output of services
rose 2.0 percent, led by gains in transporta-
tion and warehousing and in finance, insur-
ance and real estate.

Output in the territories is typically more
volatile than in the provinces due to their
smaller populations and greater dependence
on such activities as mining and exploration
where GDP can vary considerably from year
to year. In the Northwest Territories, real
GDP declined 5.5 percent in 2011 following
a 1.3-percent increase in 2010. Output in
mining and oil and gas extraction fell 13 per-
cent, led by a large drop in diamond mining.
However, support activities for mining and

real
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oil and gas extraction posted a 21-percent
increase due to higher exploration activity.
Construction declined 5.3 percent, driven by
a decrease in the building of commercial and
institutional structures, despite increased
construction activity at new mines.

In Nunavut, real output expanded 7.7
percent in 2011, following an 11.3-percent
gain in 2010. As the price of gold climbed
higher for the second consecutive year,
the output of gold and silver ore mining
continued to increase. The high price of gold
also spurred exploration activity and con-
struction as work on a new mine got under-
way. Non-residential construction activity
decreased in 2011 after two years of growth.
Wholesale trade declined due to reduced
wholesaling of machinery and equipment.

In Yukon, real GDP grew 5.6 percent
in 2011 after a gain of 4.0 percent in 2010.
Higher commodity prices led to increases in
output of support activities to mining and oil
and gas extraction, and exploration for gold
and silver hit record levels. Production in the
metal ores sector increased with the opening
of a new silver mine. Output in construction
rose 21 percent as work on a new metal mine
continued, which also caused gains in whole-
sale trade and transportation services. Retail
trade gained 6.6 percent and the finance,
insurance and real estate sector increased
by 4.7 percent.

Employment

The recovery in employment in Canada
continued in 2011, although the economy
created jobs at a reduced pace compared
to 2010. Employment increased by 1.1 per-
cent over the course of the year (December
2010 to December 2011), resulting in 190,000
new jobs. During the year, 205,000 net new
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full-time jobs were created, and net 15,000
part-time jobs were lost. From the start to the
end of the year, the national unemployment
rate did not decrease significantly, edging
down by only 0.1 percentage point from 7.6
percent in December 2010 to 7.5 percent in
December 2011. The average for the year as a
whole, however, declined more substantially—
by 0.5 percentage point to 7.5 percent (see
Figure 3-5).

Gains in employment were not distrib-
uted evenly across the country. Most Atlan-
tic provinces saw small job gains during the
year—from 1,100 new jobs in New Bruns-
wick, all of them part-time, to a 4,300-job
gain in Newfoundland and Labrador, all of
them full-time. Nova Scotia was the leader
in job creation in this region, gaining 11,300
new jobs, and improving its unemployment
rate from 10.5 percent in December 2010 to
7.8 percent in December 2011.

Quebec was the only province to lose
jobs last year, its employment decreas-
ing by 55,900 jobs. The unemployment rate
increased 1.3 percent during the year to 8.7




percent in December 2011. Manitoba saw
small job gains that left its unemployment
rate essentially unchanged, while Saskatch-
ewan’s unemployment rate fell 0.3 percent-
age point to 5.2 percent at the end of 2011,
with marginal changes in employment but a
decrease in the participation rate.

The big winners in the employment
picture in 2011 were Alberta and Ontario.
Alberta created over 100,000 of new full-
time jobs (with 99,300 new jobs overall)
while its unemployment rate decreased from
5.6 percent in December 2010 to 4.9 percent
in December 2011. Ontario gained 84,500
jobs, decreasing its unemployment rate by
0.5 percentage point to 7.7 percent by the end
of the year. British Columbia also generated
32,600 new jobs, a significant gain, reduc-
ing its unemployment rate to 7.0 percent in
December 2011, down from 7.6 percent in
December 2010.

Jobs stagnated in the goods-producing
sectors in 2011, which generated only 6,800
jobs, an increase of 0.2 percent. Job gains in
the construction sector (up 35,800 jobs) and
aggregate gains in forestry, fishing, mining,
quarrying, oil and gas industries (up 25,200
jobs) were offset by the continued decline
of employment in the manufacturing sec-
tor (down 48,600 jobs, a 2.7-percent decline)
and the utilities sector (down 14,000 jobs, a
9.5-percent decline).

Over 96 percent of job creation took
place in the service sector last year. Service-
producing industries gained 183,100 jobs,
amounting to a 1.4-percent gain in employ-
ment. Most of the gains took place in profes-
sional, scientific and technical services (up
79,500 jobs, a 6.2-percent expansion), accom-
modation and food services (up 65,400 jobs,
a 6.2-percent increase) and health care and
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social assistance (up 56,000 jobs, a 2.7-per-
cent increase). Losses were also common,
but less significant—finance, insurance, real
estate and leasing lost 33,500 jobs; business,
building and other support services lost
16,200 jobs; and transportation and ware-
housing services lost 15,700 jobs.

At the end of the year 2011, employ-
ment stood at 17.35 million, well above its
17.18 million pre-recession high in October
2008 with almost 180,000 new jobs created.
While employment stagnated in the first
two months of 2012, jobs growth returned
in March with 82,300 new jobs, driving the
unemployment rate down to 7.2 percent. Can-
ada’s participation rate suffered a hit during
the recession that has yet to be corrected,
although it was not nearly as pronounced as
in the United States. The participation rate
declined from about 67.5 percent during
the2007-2008 period to 66.8 percent by Octo-
ber 2009. After improving marginally to 67.1
percent by January 2011, the rate declined to
66.7 percent in December 2011—essentially
unchanged from October 2009.

Inflation

Consumer prices rose 2.9 percent over the
course of 2011, following an increase of 1.8
percent in 2010, as reflected by the basket of
goods and services used by Statistics Canada
in the calculation of its Consumer Price Index
(CPI). Faster inflation in 2011 was largely due
to higher prices for gasoline and food items.
The 2011 increase was slightly higher than
the annual average growth rates observed in
the early 2000s. Prices rose in all eight major
components during the year, with transpor-
tation and food continuing to post the larg-
est increases. The rate of inflation was higher
than last year in seven of the eight major
components of the CPL
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Food prices advanced 3.7 percent dur-
ing the year, a much faster rate of growth
than the 1.4-percent growth in 2010. Prices
for food purchased from stores rose 4.2 per-
cent, much faster than the 1.0-percent growth
in the previous year, with vegetables leading
the increase with 7.1-percent growth. Prices
of meat and meat products advanced 5.3 per-
cent, and prices of bakery and cereal prod-
ucts by 5.2 percent. The growth in prices of
food purchased from restaurants grew more
slowly at 2.8 percent in 2011.

Shelter costs rose 1.9 percent, accel-
erating slightly from 1.4-percent growth in
2010. The increase was driven by the costs of
water, fuel and electricity rising 4.0 percent,
which in turn were primarily explained by a
25.2-percent increase in costs of fuel oil and
other fuels. The costs associated with house-
hold operations, furnishings and equipment
rose 1.9 percent in 2011, primarily driven by
the costs of services in this area, as the prices
of household services and equipment actu-
ally declined 0.3 percent. Prices of clothing
and footwear increased marginally last year
(up 0.3 percent), reversing the declines of
the three previous years. Prices of clothing
and footwear still declined, but the costs of
related accessories and services have offset
that decline and resulted in overall growth.

Transportation costs drove the overall
CPI increase, with prices rising 6.4 percent in
this area. This was explained by the higher
cost of gasoline, which rose 20.0 percent on
the year. Prices for public transportation grew
5.6 percent, driven mainly by the 7.7-percent
increase in inter-city transportation prices.

Prices in the health and personal care
sector advanced 1.7 percent during 2011,
following a 2.7-percent increase in 2010.

Increases in prices of services were the
main drivers, with health care services ris-
ing 2.9 percent and personal care services
4.0 percent.

Prices in recreation, education and
reading increased 1.2 percent last year, a
slightly higher inflation rate that in the three
previous years. Prices for goods associated
with this category generally fell—video
equipment by 12.0 percent, audio equipment by
5.6 percent and digital computing equipment
by 11.3 percent. However, the prices of edu-
cation (including tuition fees), various cul-
tural and recreational services and fuel for
recreational vehicles combined to increase
overall prices for this category.

Finally, prices for alcoholic beverages
and tobacco products rose 1.9 percent, sim-
ilar to the average increase in the last few
years. Most of the increases came from the
higher prices of tobacco products (up 3.7 per-
cent), and additionally from higher prices of
beer served in licensed establishments (up
2.7 percent), while the cost of alcoholic bev-
erages purchased from stores fell 0.5 percent.

By province, inflation was the highest
in the Atlantic provinces: Nova Scotia led the
country with 3.8-percent inflation, followed
by New Brunswick with 3.5 percent and
Newfoundland and Labrador close behind
with 3.4 percent. Prices rose 3.0 percent dur-
ing the year in Quebec and Manitoba and
3.1 percent in Ontario. Alberta and British
Columbia each posted the lowest inflation
rate in the country—2.4 percent.

The Bank of Canada’s core index'
increased 1.9 percent for 2011 as a whole
after rising 1.5 percent in the previous year.

1 The Bank of Canada's core index is a special aggregate of the CPI that excludes eight of its most volatile components (fruit,
vegetables, gasoline, fuel oil, natural gas, mortgage interest, inter-city transportation and tobacco products) as well as the
effect of changes in indirect taxes on the remaining components. It is used by the Bank of Canada as a policy instrument to
help see through the temporary volatility in prices and maintain overall inflation within the 1to 3 percent target range.
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The Canadian Dollar FIGURE 3-6

After appreciating 10.9 percent against the SoRRURHERERANgE:Rpte t20H)

U.S. dollar in 2010, the Canadian dollar USS$ per C$

continued to rise in 2011, although not as 1.08
sharply. The 250-day average valuation of 1.06
the Canadian dollar was US$1.011 in 2011. 104
That represented an appreciation of US4.01¢ i

over the year, or 4.1 percent. Relative to
the other major currencies, the average

1

yearly value of the Canadian dollar declined Z:Z:

0.8 percent against the European euro,

5.3 percent against the Japanese yen, but rose ane

0.4 percent against the British pound sterling. e Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec
As far as the yearly dynamics are con- S e itk ol CaarE

cerned, the movement of the Canadian dol-
lar against the U.S. dollar was restricted to a
12-cent band during the year (from US$0.94
to US$1.06). On January 4, 2011, the Cana-
dian dollar was at parity with the U.S. dol-
lar (US$1.001), and from there its value rose
slowly for four months to reach a high of
US$1.054 by the end of April. After retreat-
ing to US$1.014 in June, it climbed again to
US$1.058 by late July. From there, the Cana-
dian dollar gradually declined to parity in
late September, and then lost over 3 percent
of value on September 22. After hitting a low
of US$0.943 on October 4, it reached parity
again at the end of October and a few more
ups and downs at the end of the year brought
it to US$0.983 on December 30, the final trad-
ing day of the year.?

2 Bank of Canada daily noon exchange rate statistics at http://www.bankofcanada.ca/rates/exchange/10-year-lookup/.
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Diverging Crude Oil Prices in North America—
the Implications for Canada's Trade Balance

The price of oil is subject to large, short-
term fluctuations, but has been trending
upward overall since 2002. As Canada is a
net exporter of oil, this upward trend has
had a positive effect on terms of trade and
national income and has notably helped
increase the profitability of developing the
oil sands.

However, a new phenomenon has
been observed since the end of 2010. For one
thing, while the prices of Brent and West
Texas Intermediate (WTI) were essentially
identical historically, an increasingly pro-
nounced gap has been observed between
them (Figure 1). According to the Bank of
Canada, the gap can mainly be explained
by an excess crude oil supply in the United
States at Cushing, in Oklahoma. This sur-
plus is notably the result of technical prob-
lems related to pipeline transportation and
refining, and of the new shale oil develop-
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ments, which can be found all over North
America, including in regions that have
not produced oil historically. The arrival of
shale oil has resulted in greater diversifica-
tion in production sources and an increase
in North American supply. This excess
supply and the inadequate transportation
capacity are driving down WTI prices rela-
tive to the price of Brent.

Furthermore, the difference in
processing costs between Western
Canadian Select (WCS) on the one hand and
WTI and Brent on the other explains the
negative price differential between these
products on the world market. As WCS
is heavier, there are higher production
costs and the resulting products are
generally less valuable.! However, since
mid-2011, the price difference has grown
wider with WTI (Figure 2). According
to Scotia Economics, the insufficient

FIGURE 2
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pipeline capacity and temporary refinery
shutdowns have played a major role in
this imbalance, as has the decrease in
U.S. demand, which declined 1.6 percent?
in 2011.

As the oil market is a global one,
Canada has very little influence on price.
Almost all crude oil exports are to the
United States and exports from the West
are generally sold at WCS prices. Diver-
sifying our trading partners could allow
Canada to be less dependent on the U.S.
market and make the most of the grow-
ing demand from emerging countries,
particularly China. That is also why proj-
ects like the Northern Gateway Pipeline,
which notably help increase transpor-
tation capacity, could benefit Canada’s
oil industry.

Imports, which come mainly from
Europe and the Middle East, are gener-
ally purchased at Brent prices. Although
this higher import price increases produc-
tion costs for companies that use oil as a
production input and increases the price
of consumer goods, these negative effects
are normally compensated with increased
revenues for domestic oil producers. Con-
sequently, Canada has a certain immunity
to increases in oil prices.

This was not the case in 2011: the
increased import price was not counter-
balanced by an equivalent increase in
export price. Although exports from the
East were generally sold at Brent prices,
this gap was not enough to reverse the
negative impact of exports from the West,
which were sold at WCS prices.? This
phenomenon helped reduce the crude

FIGURE 3
Canadian Crude Oil Export and Import Market
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oil trade balance and decreased Cana-
da’s terms of trade in the energy sector.
According to the April 2012 Monetary Pol-
icy Report, this situation also played a role
in reducing the real income of Canadians.

To quantify the impact of this gap,
we can estimate what the trade balance
would be if the price of Brent were the
import and export reference price. The
trade balance is calculated using monthly
data from the January 2010 to December
2011 period.* After taking into account
the difference in oil processing costs for
exports from the West—subtracting the
average historical difference between WCS
and WTI for the period between January
1998 and October 2007, which was esti-
mated at $8.49—we see that the monthly
trade balance for crude oil would have
been, on average, $891 million higher
throughout 2011.° By comparing it to the

2 Scotiabank, Global Economic Research, Scotiabank’s Commodity Price Index Declines in March, April 2012

3 The West includes Alberta, Manitoba, Saskatchewan and British Columbia, and the East includes Ontario, Quebec,
New Brunswick, Newfoundland and Labrador, and Prince Edward Island.

4  Office of the Chief Economist, DFAIT
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actual balance, which was $40.27 bil-
lion for 2011, we can conclude that the
hypothetical loss of export revenue asso-
ciated with the increasing gaps between
Brent, WTI and WCS was $10.7 billion,®
that is, the sum of the gaps between the
hypothetical and real trade balances
(Figure 4). For a better understanding of
the relative size of the cost of this loss,
note that this represents 0.6 percent of
the nominal GDP. If this phenomenon is
maintained, it will continue to decrease
Canada’s trade balance and play a role in
slowing national income growth.
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5 The hypothetical trade balance was calculated by assessing the value of imports and exports from the East at the
Brent price. For exports from the West, the price used in this exercise corresponded to the Brent price adjusted
downward to take into account the difference in processing costs, which is $8.49.

6 Two more hypothetical scenarios were prepared to estimate the loss of export revenue. The first assessed the value
of imports at the Brent price, but removed the exporter region for exports, using the adjusted Brent price to take
processing costs into account for the East and the West. According to that scenario, the loss is estimated at $10.2
billion for 2011. In the second scenario, exports from the East and the West were also assessed at the adjusted Brent
price to take processing costs into account, but the actual import prices were kept (not the Brent price). According to
this second scenario, the loss is estimated at $11.8 billion for 2011.
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Overview of Canada's Trade
Performance

n 2011, Canada’s trade in goods and ser-

vices went through a second consecutive

year of strong recovery after the 22-percent
loss in 2009 during the global recession. Both
exports and imports continued to regain lost
ground: exports reached 95 percent of their
pre-recession value, while imports reached
their highest value on record. Both exports
and imports expanded in most sectors. Com-
mercial activity in some sectors exceeded its
pre-recession peaks and recorded highest-
ever levels. Overall terms of trade continued
to improve in 2011, but they are still below
the 2007 levels.

Export growth was led by energy prod-
ucts and industrial goods, with strong price
recovery behind the improvements, but also
some increases in volumes exported. Machin-
ery exports have stopped declining in 2011
and produced a volume-driven improvement,
while export volumes for the troubled auto-
motive and forestry sectors improved for the
second consecutive year.

Imports reached new highs in 2011,
driven by the stronger domestic economy
relative to its global peers in the EU, Japan
and the United States. Greater import vol-
umes drove the increases in nearly every sec-
tor, except for the energy sector, which was
buoyed by prices, and the forestry sector.
Increased consumer and business confidence
and investment in inventories contributed to
the rally.

Total growth in exports exceeded the
growth in imports, thereby reducing the 2010
trade deficit level by over a quarter. Growth

in exports of goods was particularly strong,
driving Canada back into trade surplus terri-
tory for goods after two years of deficits. The
deficit in exports of services widened some-
what, offsetting the goods improvement to a
degree. Increased deficits in current transfers
and especially in investment income miti-
gated the improvement coming from the trade
balance side. As a net result Canada’s current
account deficit decreased only slightly, from
$50.9 billion to $48.3 billion.

Goods and Services

Overall, Canada’s international trade contin-
ued its progress up the recovery path, grow-
ing by 10.6 percent last year. Canada’s total
exports of goods and services increased by
11.8 percent in 2011. This amounted to an
increase in exports of $56.3 billion to $532.4
billion (Table 4-1). Imports of goods and
services also rebounded significantly at 9.4
percent, or $47.8 billion, to reach $555.6 bil-
lion—their highest-ever recorded value. As
a result of these movements, the trade defi-
cit narrowed by $8.6 billion (a 26.9-percent
reduction), from $31.8 billion in 2010 to $23.2
billion in 2011. This was the third consecu-
tive trade deficit in Canada after 15 years of
surplus. Canada’s deficit originated in the
2009 meltdown in world trade; the improved
trade balance in 2011 represented the first
improvement since that event.

Exports and imports of goods and ser-
vices advanced robustly to all the major mar-
ket areas in 2011, with the notable exception
of imports from Japan (Figures 4-1 and 4-2).
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TABLE 4-1

Canada Goods and Services Trade by Region, 2011
(S millions and annual % change)

Exports of Goods and Services

2011 2011 % growth
share over
2010

Imports of Goods and Services

G&S Balance

201 2011 % growth 201
share over
2010

World 532,393 100.0% 1.8 555594 100.0% 9.4  -23,201
u.s. 370,255 69.5% 10.5 337,772 60.8% 7.6 32,483
EU 55334  10.4% 1226 6,095  10% 106  -576l
Japan 12,612 2.4% 15.3 i0,816 7 1.9% . -5.9I i ‘1,796
ROW 9492 WI%  16.4| 14591  263% 47| 51719

Exports of Goods

201 2011 % growth

share over

2010

World 457,548 100.0% 13.0
RS 330,672 72.3% n.s
EU 42,398 9.3% 16.3
Japan 11,356 2.5% 16.9
ROW 73,122 16.0% 18.0

Exports of Services

201 2011 % growth

share over

2010

World 74,845 100.0% 5.0
U. S 39,584 52.9% 2.9
EU 12,937 17.3% 22
Japan 1,255 1.7% 29
ROW 21,069 28.2% 1.4

ROW = Rest of World
Source: Statistics Canada, CANSIM Table 376-0001

The natural disasters in Japan that devastated
the Japanese economy in 2011 were behind
the decline in imports from that country. The
dominating share of the United States in Can-
ada’s overall trade declined somewhat, from
66.0 percent in 2010 to 65.1 percent in 2011,
continuing a downward trend that dates
back to 2000, when the U.S. share stood at
76 percent.
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Goods Balance

Imports of Goods

201 2011 % growth 201
share over
2010
456,129 100.0% 10.2 1,419
281,106 61.6% “ial 49,566
45,778 10.0% 13.5 -3,380
9,298 2.0% 76| 2,058
119,947 26.3% 159 -46,825
Imports of Services Services
Balance
201 2011 % growth 20Mm
share over
2010
99.465 100.0% 5.8 g -24,620
56,666 57.0% 5] -17,082
15,318 15.4% ' 29 -2,381
1,518 1.5% 6.0 -263
25,963 26.1% 9.2, -4,894

While there were gains to all desti-
nations in exports of goods and services,
exports to the United States grew the least at
10.5 percent, but contributed the most to the
increase with $35.1 billion in gains. This was
due to the sheer volume of exports to Canada’s
No. 1 trading partner, which now stand at
$370.3 billion, or 69.5 percent of Canada’s
total exports of goods and services. This was
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FIGURE 4-1

Canada's Exports of Goods and Services
by Major Area, 2007-201
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down from 70.4 percent in 2010. Exports to
other major areas grew faster than the aver-
age: by 12.6 percent to the EU, by 15.3 percent
to Japan and by 16.4 percent to the rest of the
world (ROW), which includes all of the OECD
countries (with the exception of the United
States, the EU and Japan) and all of the non-
OECD countries together. As a consequence,
shares of all these other export destinations
grew at the expense of the United States.
Exports to the EU went up $6.2 billion last
year to reach $55.3 billion, notwithstanding
the Euro zone’s financial and fiscal difficul-
ties. Likewise, despite the challenging con-
ditions in the Japanese economy, exports of
goods and services to Japan advanced by $1.7
billion and stood at $12.6 billion for the year.
Exports to the ROW grew the fastest, which
raised the ROW share of Canadian exports
of goods and services from 17.0 percent in
2010 to 17.7 percent in 2011. That translated
into an increase of $13.3 billion in exports to
these countries, which reached $94.2 billion
last year.

FIGURE 4-2

Canada's Imports of Goods and Services
by Major Area, 2007-2011
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Imports of goods and services from
all the major areas grew more slowly than
exports to them. In 2011, Canada imported
7.6 percent more goods and services from
the United States, or $23.9 billion, than the
previous year. This growth was slower than
average and reduced the market share of
the United States in the import mix to 60.8
percent (amounting to $337.8 billion), down
from 61.8 percent a year earlier. Unlike on the
export side, imports from Japan contracted—
by $683 million, or 5.9 percent. That led to a
reduction in Japan’s import share from 2.3
percent in 2010 to 1.9 percent in 2011. The
import shares dropped by these two major
economies were picked up almost exclusively
by the ROW destinations, which expanded
their combined share to 26.3 percent in 2011,
up from 25.1 percent in 2010 and 24.1 per-
cent in 2009. The value of imports of goods
and services from the ROW into Canada grew
by $18.7 billion last year, up 14.7 percent, to
reach $145.9 billion. Import growth from
the EU stood at 10.6 percent, with its share
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expanding slightly to 11.0 percent. The value
of imports from the EU increased by $5.9 bil-
lion, ending the year at $61.1 billion.

The narrowing of the trade deficit by
$8.6 billion was primarily due to the increas-
ing surplus with the United States. Faster
growth of exports over imports translated
into an $11.2-billion improvement in trade
balance with the United States, for a surplus
of $32.5 billion. The trade balance with the
EU changed little in 2011, showing a small

improvement of $0.3 billion, while the trade
balance with Japan improved significantly—
from a deficit of $0.6 billion to a surplus of
$1.8 billion. These improvements were partly
offset by the worsening trade deficit with
the ROW, which increased by $5.4 billion in
2011 and stood at $51.7 billion at the end of
the year. Overall, last year marked the first
improvement to the overall trade balance
since the 2009 crisis, shaving over a quarter
off Canada’s atypical trade deficit.

The ratio of exports to gross domestic
product (GDP) is often used to gauge eco-
nomic health, the rationale being that
exports creates jobs and increases income
by expanding the market for domesti-
cally produced goods and services. In this
regard, the economic environment of the
1990s was quite favourable for Canadian
exporters: the share of exports in GDP
grew substantially over the 1990s, peak-
ing at 45.6 percent in 2000, up from only
25.1 percent in 1991, and then declining to
31 percent in 2011.

However, comparing exports to GDP
is misleading because GDP is a measure of
the value-added content of output whereas
exports are the equivalent of gross sales,
regardless of where the intermediate
inputs were produced. In order to assess
the domestic content of exports, the import

content of the exports should be removed.
| Statistics Canada has produced a
. number of studies that use Input-Output
| (I/0) tables to show the extent to which
| imports and employment are embodied
% in exports. The I/O tables provide a com-
!

Trade, Output and Jobs in Canada

prehensive accounting of the purchases
made by all industries in producing their
products. By subtracting purchases from
other industries from gross production,
the value added and imports by industry
can be derived. This then can be used to
estimate the import intensity of an indus-
try and to remove the import content of
production.

These studies have shown that as the
share of exports in GDP climbed over the
1990s, Canadian firms also increasingly
used imports to produce exports (Cam-
eron [1999], Ghanem and Cross [2003]):
the overall import content of Canada’s
exports peaked at roughly one-third in
1999 (Ghanem and Cross [2003]) before
falling to 27.1 percent in 2003 (Ghanem
and Cross [2008]). Removing the import
content of exports, the share of value-
added exports in GDP has declined, from
31.4 percent in 2000 to 27.9 percent in
2004 (Ghanem and Cross [2008]). How-
ever, these Statistics Canada studies have
been largely silent on the number of jobs
embodied in exports, with one exception:
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the 1999 study by Cameron that reported
21 percent of all jobs were directly or indi-
rectly derived from exports.

The following section re-visits the
import and job embodiment of exports
using the 2008 Statistics Canada I/O
tables—the most recent year available.

Imports and employment
embodied in exports in 2008

In 2008, exports accounted for 35.4 per-
cent of GDP. However, when the import
content (26.3 percent) is removed from
gross exports, the share of value-added
exports in GDP slips to 26.1 percent.
Table 1 shows that, on average 10.1 per-
cent of all jobs were directly related to
exports, and generated an additional
0.9 jobs indirectly (through supplying
inputs needed to produce the exported

TABLE 1

good—such as steel for making cars) for
each direct job created.! This means that
for the economy overall, 19.3 percent of all
jobs were directly or indirectly related to
exports, or one in five jobs.

The six major sub-sectors of the
economy display considerable varia-
tion in their export orientation, or share
of exports in sectoral GDP. As expected,
construction activities are almost exclu-
sively focused on the domestic market,
while Canadian manufacturers, always
searching for new offshore markets, have
the greatest degree of export orienta-
tion, at 164 percent. While it may seem
odd for a sector to register a degree of
export orientation in excess of 100 per-
cent (given that exports are only one part
of total production), this is explained by
the fact that the I/O tables report exports

Employment and Import Content Embodied in Exports, 2008

Value-added

Exports Import

as a share content of
of GDP exports

v (%) (%)
Total Economy ~ 35.4 263
Agriculture, 65.4 18.8
forestry, fishing,

& hunting
‘Mining and oil 76.5 7.8
& gas extraction L

Utilities 109 10.4
Construction 0.2 14.2
Manufacturing 164.4 40.1
Services 10.8 e

a share of

Percentage Percentage

of industry of all jobs in

exports as jobs directly Export the sector
related to employment related to

GDP exports multiplier exports
(%) (%) # (%)
26.1 101 19 19.3
53.1 230 1.9 43.6
70.5 32:9 Syl 118.6
9.8 7.6 1.8 135
01 0.0 1.6 0.1
98.5 43.0 2.2 931
9.5 6.0 5 9.2

Source: Statistics Canada 1/0 division and author's calculations

1 Inother words, total exports have an overall employment multiplier of 1.9, which means that each job directly associated with
exports is associated with 1.9 jobs in the economy (i.e., 1 direct job plus 0.9 indirect jobs). Cross and Ghanem (2006) suggest that
such multipliers show the linkages between a change in a factor in one industry and its ripple effect on others.
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by sector and express these on a gross
value basis, whereas GDP represents the
value added in the sector. Thus, a sector
such as manufacturing gets credited for
the full export value but may contribute
only a small portion of the value added
to the final products that are exported. In
addition, increased fragmentation of the
production process has resulted in trade
flows outpacing production, as interme-
diate products may be traded across the
border several times before the product is
finalized. The net result is likely the infla-
tion of export flows on a gross basis (due
to multiple counting) relative to the value
being added at each stage of production.

The import content of exports in
most sectors is approximately 10 percent,
with minor variations. The exceptions are
agriculture, forestry, fishing, and hunting,
at just under 19 percent, and manufactur-
ing, at just over 40 percent.

As expected, given the heavy weight-
ing of goods in Canada’s overall exports,
the goods sectors held the greatest share of
industry jobs related to exports. Manufac-
turing led the way at 43 percent of all jobs
directly related to exports in 2008. Min-
ing and oil and gas extraction were next at
about one-third of jobs, followed by agri-
culture, forestry, fishing, and hunting.

Table 1 shows that the export
employment multiplier is greatest for
mining and oil and gas exploration, at
3.7. When combined with the impact of
direct employment (32.5 percent), exports
of minerals, and oil and gas generate

employment in the economy equivalent
to 118.6 percent (or more than all) of the
jobs in this sector. Similarly, with more
than 40 percent of all manufacturing jobs
directly dependent on exports, and a total
employment multiplier of 2.2, exports in
manufacturing generate the equivalent
of 93 percent of all manufacturing jobs
across the economy. At the other end of
the spectrum, for each job generated by
services exports, an additional half-of-a-
job is created elsewhere in the economy.
Overall, exports of services generate only
6 percent of all services jobs directly and
the equivalent of 9 percent of all services
jobs across the economy in total.

Do exporting industries pay
more?

One of the supporting arguments for open
trade is that exporting firms pay their
employees higher wages than non-export-
ing firms. The data do not subdivide
industries between exporters and non-
exporters, but they do allow for a divi-
sion according to the export intensity of
a specific industry (or share of exports in
industry-level GDP) and a comparison of
that intensity against the average hourly
compensation that workers receive in
that industry. While most sectors export
to some degree, the analysis focuses on
the goods-producing sectors, reflecting the
fact that goods constitute the bulk of Can-
ada’s exports, and the manufacturing sec-
tor has been broken down into 20 major
subsectors.?

2 Arecent study by Breau and Brown (2011) finds that exports pay a 6-percent wage premium after controlling for

manufacturing plant and worker characteristics.

3 In addition, utilities, construction and support services to the extraction and forestry sectors have been removed

from the analysis.
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TABLE 2

Export Intensity and Compensation in
Goods-Producing Sectors*

Exports Total hourly

as a compensation
share of (%)
GDP (%)

Export

intensity

Moderate 30.45

Source: Statistics Canada 1/0 division and author’s
calculations

Correlation between hourly

compensation and export 0.68
share of GDP - manufacturing

Correlation between hourly

compensation and average 0.80

exports per employee -
manufacturing

Table 2 shows that, in aggregate, the
higher the export share in GDP, the higher
the total hourly compensation. Broadly
speaking, the most export-intensive goods
sectors pay wages® that are, on average,
more than 50 percent higher than the least
export-intensive sectors. When wages and

export intensity are correlated on a sector-
by-sector basis across the 20 manufactur-
ing subsectors, the relation holds up, with
a correlation coefficient of 0.68. When
wages are correlated with the exports per
employee, the correlation jumps to 0.8,
implying that wages rise as exports per
employee increase.®
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Goods Trade

While services dominate the GDPs of mod-
ern economies, including that of Canada,
the lion’s share of Canada’s exports still
comes from goods and will do so for years
to come. Goods accounted for 85.9 percent
of total exports in 2011, up from 85.0 percent
the year before. Goods shipments are much
more sensitive to economic ups and downs
than services, both in terms of volumes and
prices, and therefore tend to move more, both
during recessions and during recoveries,
thus also causing larger movements in total
trade than in GDP. It is not surprising then,
as Canada’s trade recovery continues, that
the dominant part in it is played by goods.
Total exports of goods rose 13.0 percent last
year, or $52.7 billion, to reach the value of
$457.5 billion. This increase accounted for
93.6 percent of the total growth in exports.
Overall trade increased by $104.1 billion,
with goods responsible for 91.3 percent of
that increase. Total goods trade came within
2 percent of the 2008 record level. In 2011,
Canada recorded its first goods trade surplus
since 2008.

Out of the total $52.7-billion increase
in goods exports, $34.0 billion (64.5 percent)
was accounted for by exports to the United
States, an increase of 11.5 percent for the
year. In the meantime, imports from the
United States accounted for exactly one half
of the total growth in goods imports, which
amounted to $42.3 billion in 2011. As imports
from the United States grew by only 8.1 per-
cent, the goods trade surplus with Canada’s
biggest trading partner widened by $12.8 bil-
lion to reach $49.6 billion last year.

Over a fifth of the growth in goods
exports (21.1 percent) was accounted for
by the rest of the world (ROW) destinations.
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Exports grew significantly, by 18.0 percent,
gaining $11.1 billion in 2011 to reach $73.1
billion. Imports of goods grew almost as fast
at 15.9 percent, but gained $16.5 billion due
to higher volumes of trade to reach $119.9
billion by the end of the year. These move-
ments further widened the trade deficit in
goods between Canada and the ROW by $5.3
billion to reach $46.8 billion.

Canada’s exports of goods to the EU
grew 16.3 percent last year, gaining $5.9 bil-
lion to total $42.4 billion. Imports grew a
little more slowly at 13.5 percent (or $5.4 bil-
lion) to reach $45.8 billion, or 10.0 percent
of all Canada’s goods imports. The resulting
effect was to shrink Canada’s goods trade
deficit with the EU by $0.5 billion, from $3.9
billion in 2010 to $3.4 billion last year.

Goods exports to Japan grew solidly
at 16.9 percent in 2011, adding $1.6 billion
and ending up at $11.4 billion for the year.
Meanwhile, imports from Japan retreated 7.6
percent, losing $0.8 billion in value. Goods
imports from Japan stood at $9.3 billion for
the year 2011. Consequently, the goods trade
balance with Japan improved by $2.4 billion,
from a deficit of $0.4 billion in 2010, to reach
a surplus of $2.1 billion.

Sectoral Performance of
Goods Trade

The recovery in the goods trade gathered
speed in 2011, with exports in some key
sectors exceeding their pre-recession lev-
els. Advances were made in six out of seven
major sectors. Most of the double-digit
(13.0 percent) increase in goods trade was
explained by rising prices, which grew by
8.6 percent overall. Volumes of exports grew
only 4.0 percent by comparison. More than
three quarters of the overall growth came
from increases in exports of energy products
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and industrial goods and materials. These
sectors accounted for nearly one half of Can-
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