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Canada faces many future economic challenges, beyond coping with the current
recession. In this essay, McGill University economist Christopher Ragan, currently
the Clifford Clark Visiting Economist at the federal Department of Finance, discusses
four major challenges: debt and demographics, climate change, productivity, and
trade and globalization. Each challenge is complex in its own right, but Ragan also
identifies several linkages between them that add to the overall policy complexity.
He argues that now is the time to begin serious debate about how these challenges
should be addressed.

De nombreux défis économiques attendent le Canada au-delà de la présente
récession. Christopher Ragan, économiste de l’Université McGill et actuel
économiste invité Clifford Clark du ministère des Finances, en recense quatre
principaux : dette et vieillissement démographique, changements climatiques,
productivité, commerce et mondialisation. Chacun est en soi très complexe, mais
l’auteur établit entre eux plusieurs liens qui ajoutent à leur complexité d’ensemble.
D’où l’urgence de lancer un débat de fond sur les moyens de les relever.

C anada faces several economic challenges over the
coming years, and most of the rich, developed
economies face broadly similar ones. Though

Canada is better positioned than most countries to face
them, Canada’s economic road ahead will not be complete-
ly smooth. The sooner we act sensibly to address these chal-
lenges, the more prosperous our future will be.

I focus here on four broad economic challenges,
though it would be easy to expand this list considerably.
They are debt and demographics, climate change, produc-
tivity, and trade and globalization. Each is challenging in its
own right, but linkages between them add to the overall
policy complexity.

The recent financial crisis and recession has had a dou-
ble impact on the fiscal position of Canadian governments.
First, as the level of economic activity fell in late 2008 and
early 2009, government tax revenues declined. Second, the
depth of the recession underlined the need for governments
to stimulate the economy by increasing spending and to
offer assistance to Canadians through targeted tax reduc-
tions. The predictable result was that budget surpluses from
previous years quickly disappeared, to be replaced by large
budget deficits. The current forecasts suggest that the con-

solidated government sector will show budget deficits for
several years. Since the recession may have shifted down-
ward the growth path of potential GDP, some observers
debate whether even a solid economic recovery over the
next few years will be sufficient to restore tax revenues and
balance government budgets. 

Most Canadian governments are strongly committed to
returning to balanced budgets, but are also wary of the dangers
of removing fiscal stimulus before a solid recovery is under way.
To withdraw the new fiscal measures too quickly would be to
put economic recovery at risk; but to continue with unneces-
sary stimulus would threaten an undesirable accumulation of
government debt, thus imposing costs on future taxpayers.

S ome Canadians might question the need to return
quickly to balanced budgets. In doing so, they would

probably point to the fact that Canada has made great
strides in reducing its public debt, especially when viewed
in proportion to the size of the overall economy. As figure 1
shows, the combined federal-provincial-territorial debt-to-
GDP ratio has declined markedly, from about 92 percent in
1995 to 38 percent in 2008. (The more familiar statistic is
the federal debt-to-GDP ratio, which declined from 68
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percent to 29 percent over the same
period.) Since Canada has done so well
over the past decade, what is the
urgency in restoring balanced budgets?

To understand this urgency, it is
necessary to think not just about the
next few years but about the next few
decades, when Canada will experi-
ence dramatic demographic changes.
Born between 1946 and the early
1960s, the baby boom generation has
disproportionately influenced the
music, literature, food, clothing and
lifestyles of Canadian society. Not sur-

prisingly, the continued aging of this
generation, combined with the pro-
longed decline in fertility rates, will
have profound effects on the
Canadian economy. Specifically, there
will be a large impact on our govern-
ments’ fiscal positions — Canada’s
coming “fiscal squeeze.”

The first part of the fiscal squeeze
is the slowing of the per capita tax base
due to population aging. As the baby
boom generation eventually retires,
the share of the Canadian population
participating in the labour force will

naturally decline. It follows that
Canada’s labour force will grow more
slowly in the next few decades than it
has over the past several, as figure 2
shows. But labour force growth has tra-
ditionally been an important source of
growth for the Canadian economy.
The slowing of the labour force will
therefore lead to slower growth in the
level of economic activity and thus
slower growth in the tax base. 

T he second part of the fiscal
squeeze is that government

expenditures will increase signifi-
cantly on a per capita basis as a result
of population aging. As the baby
boomers age and retire, they will nat-
urally require an increase in health
care services. More demands will also
be placed on the various income sup-
port programs designed for the elder-
ly. Current estimates suggest (see
figure 3) that government spending
on health care and other age-related
programs will rise by approximately
3.5 percentage points of GDP
between 2020 and 2040. 

Faced with these demographic
forces, what choices are available to
Canadian governments? Some
Canadians might advocate a reduction
in “other” government spending, thus
freeing up room in government budg-
ets to accommodate the rising health
care needs of the aging population.
These advocates might be surprised at
the difficulties involved in cutting
existing government programs. Other
Canadians might advocate a rise in
future tax rates in order to finance the
necessary health care expenditures,
although they would need to face the
growth-retarding effects of some tax
increases. Still others might advocate
more immigration or increases to the
traditional retirement age, but they
would soon learn that the scope of the
fiscal squeeze is so large that such pol-
icy measures, while helpful, are not
sufficient to address the challenge.

To make matters a little more chal-
lenging, Canada’s coming fiscal squeeze
will create new tensions between the fed-
eral and provincial governments. The
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FIGURE 1. FEDERAL-PROVINCIAL-TERRITORIAL DEBT-TO-GDP-RATIO, ACTUAL, 
1985-2007, AND PROJECTED, 2008-09
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FIGURE 2. LABOUR FORCE GROWTH, ACTUAL, 1971-2007, PROJECTED 2008-40
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vast majority of the rising health care
expenditures will come directly from
provincial government budgets. But if
past behaviour is any predictor of the
future, significant pressures will be placed
on the federal government to increase

financial transfers to the provinces in
order to meet these growing demands. 

It is impossible to predict with any
accuracy how the coming fiscal
squeeze will be apportioned between
the various levels of government;
much will depend on the politics and
the personalities at play over the next
few decades. In any event, the fiscal
squeeze applies to Canada as a whole,
and it is useful to focus here on the
consolidated government sector rather
than being distracted by how fiscal
capacity will be shared between the
different levels of government. 

Governments at any level typi-
cally find it difficult to cut spending
programs or increase taxes. In con-
trast, borrowing at least provides a
way of postponing these tough deci-
sions. For this reason, Canadian gov-
ernments faced with the future fiscal
squeeze are likely to allow their pub-
lic debts to increase, at least by some
amount. That is, they may satisfy at
least part of the increasing demands
on their budgets by running budget
deficits and thus accumulating debt.
To get a sense of how much debt this
might involve, consider the case
where governments keep tax rev-
enues and non-age-related spending
constant at their current shares of
GDP. In this case, the fiscal squeeze
would add about 35 percentage
points to the total stock of govern-
ment debt between 2020 and 2040. 

This brings us back to the current
fiscal situation, and the need to restore
budget balance to the government sec-
tor as soon as possible. If Canadian
governments will incur a significant
amount of new debt in the future as

they respond to the needs of an aging
population, debt must be reduced in
the very near future in preparation for
those future demands. Failure to signif-
icantly reduce the consolidated govern-
ment debt-to-GDP ratio by 2020 could
lead within 20 years to a return of the
mid-1990s fiscal situation when
Canada’s consolidated government
debt was over 90 percent of GDP and
the problems of excessive debt were
apparent. In other words, reducing the
debt ratio in the very near future can
make room for future increases in debt
driven by population aging.

Achieving sufficient reductions in
the debt ratio by 2020 will require that
the forecasted budget deficits be elimi-

nated within a few years, to be fol-
lowed by a string of moderate budget
surpluses for several years. This will be
challenging, but certainly possible.
The longer we delay in making this fis-
cal adjustment, the more difficult it is

likely to be.

A nd then there is the
challenge of climate

change. Most scientific evi-
dence now points to a clear
causal link between the
burning of fossil fuels (coal,
oil and natural gas), the ris-
ing concentration of carbon
dioxide and other green-
house gases (GHGs) in the

atmosphere and increases in the
earth’s average temperature. As a result
of this global warming, the polar ice
caps have been melting significantly,
the world’s deserts have been gradual-
ly increasing in size, and extreme
weather events appear to be getting
both more frequent and more severe.
The effects of climate change will be
felt in many countries, but many of
the most dramatic effects are likely to
be experienced in the lowest-income
countries least prepared to shoulder
the burden. 

At the heart of the climate change
problem is what economists call an
“externality.” Through their everyday
activities of production and consump-

From the fiscal squeeze to climate change: Canada’s coming economic challenges

FIGURE 3. AGE-RELATED EXPENDITURES, ACTUAL, 1975-2006, PROJECTED, 2007-40
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Cooperation and Development.

It is impossible to predict with any accuracy how the coming
fiscal squeeze will be apportioned between the various levels
of government; much will depend on the politics and the
personalities at play over the next few decades. In any event,
the fiscal squeeze applies to Canada as a whole, and it is
useful to focus here on the consolidated government sector
rather than being distracted by how fiscal capacity will be
shared between the different levels of government. 
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tion, firms and households emit GHGs
into the atmosphere and thus impose
costs on others “external” to their mar-
ket transactions. The emitters are not
required to bear the full costs of their
actions, and the predictable result is
excessive GHG emissions. In situations
of this kind, government action is nec-
essary to force emitters to face the full

cost of their actions. In a 2008 open
letter to Canada’s political leaders, 230
university economists argued that a
government policy attaching a price to
GHG emissions is a necessary first step
in addressing this daunting challenge.

T he world’s annual emissions of
GHGs have been increasing steadi-

ly, broadly in line with the growth of
the world economy. In the absence of
policies aimed at reducing these emis-
sions, they are predicted to increase by
over three times by 2050. Yet the weight
of scientific evidence suggests that in
order to stabilize the atmospheric con-
centration of GHGs (at a level well
above today’s), and thus to stabilize the
earth’s average temperature (at a level 1
to 2 degrees Celsius above today’s aver-
age temperature), annual emissions will
need to fall by approximately 80 percent
from their current levels by sometime
around 2050. The scale of the techno-
logical challenges (to say nothing of the
political challenges!) involved in mak-
ing such dramatic emissions reductions
should not be underestimated.

Since the burning of fossil fuels is
one of the most efficient ways to pro-
duce energy, and since energy is a cru-
cial input to the production and
distribution of most goods and servic-
es, it is not surprising that a close rela-
tionship exists between the growth of

economic activity and the growth of
GHG emissions. Reducing emissions
by reducing world GDP is both unreal-
istic and undesirable, however. As the
world’s population continues to grow,
and the people of the developing
world strive to increase their per capita
incomes to levels closer to ours, there
will inevitably be a rise in global GDP. 

The more realistic way to reduce
GHG emissions is to reduce our reliance
on energy and, in particular, our
reliance on those forms of energy that
release GHGs into the atmosphere. But
since energy use in some form will con-
tinue to rise along with the level of eco-
nomic activity, the fundamental
challenge is not one of reducing our
total energy demand but rather one of
switching our energy sources away from
GHG-emitting sources and toward non-
emitting sources. Such a switch
involves an immense technological
challenge because it requires, first,
developing the non-emitting technolo-
gies that can be used dependably and
on a large scale and, second, inducing
millions of firms and consumers in
every country to switch significantly
toward these non-emitting technolo-
gies as part of their daily activities.

M ost economists argue that any
effective climate change policy

must involve either the direct imposi-
tion of a tax on GHG emissions or the
restriction of the amount of total emis-
sions accompanied by the creation of a
market in which firms can trade their
emissions permits (a cap-and-trade sys-
tem). Either policy approach will
increase the costs associated with emit-
ting GHGs and thus will create incen-
tives for firms and households to

switch toward non-emitting forms of
energy. Incentives will also be created
for the further development of non-
emitting energy sources such as solar,
wind, nuclear and hydroelectricity.

Canada is committed to reducing
its annual GHG emissions by 20 per-
cent (below 2006 levels) by 2020, and
by 60 to 70 percent by 2050, and is

actively engaged in design-
ing an effective policy
framework to achieve these
objectives. But the geopo-
litical nature of the chal-
lenge means that Canada’s
policies must at least be
consistent with those in the
rest of the world. In current
international negotiations
working toward emissions

reduction targets, Canada must act
responsibly to ensure that the overall
targets are satisfied and also that each
country faces its appropriate share of
the burden. At the same time, we must
be cognizant of the economic costs
associated with reducing GHG emis-
sions, and thus the need for designing
our climate change policies in a man-
ner that minimizes these costs.

G iven the importance of fossil fuels
in any modern economy, it

should not be surprising that any poli-
cy that attaches a significant price to
the emission of GHGs will have dramat-
ic economic effects. In general, labour
and capital will shift away from those
sectors that rely most heavily on fossil
fuels and shift toward sectors that rely
more on non-emitting energy sources.
These adjustments will not happen
instantly, nor will they be painless. 

More than just changing the pat-
tern of economic activity, however,
any effective climate change policy
will also reduce the economy’s overall
growth rate. It is almost inconceivable
that a significant increase in the cost
of using fossil fuels could occur with-
out affecting our overall ability to pro-
duce goods and services. This is why
we must think carefully about how we
design our climate change policies. A
small reduction in the Canadian econ-
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At the heart of the climate change problem is what
economists call an “externality.” Through their everyday
activities of production and consumption, firms and
households emit GHGs into the atmosphere and thus impose
costs on others “external” to their market transactions. The
emitters are not required to bear the full costs of their
actions, and the predictable result is excessive GHG
emissions. 
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omy’s growth rate may be a price
worth paying to do our part in stabiliz-
ing the earth’s climate and thereby
preventing future catastrophic events;
a much larger reduction in the growth
rate may be a needless price to pay,
and one that makes the medicine
worse than the disease.

I f we seek an explanation of why liv-
ing standards rise or fall modestly

from one year to the next, the econo-
my’s position in the business cycle is of
central importance. But for understand-
ing why we are significantly better off
today than were our great-grandparents
a century ago, the business cycle is irrel-
evant. Long-run changes in average liv-
ing standards are mostly driven by the
long-run growth in productivity — our
steadily improving ability to produce
more and better products with less
effort and fewer resources.

The importance of productivity
growth is not just for the raising of
average living standards, however. It
also facilitates the implementation of
public policies designed to address any
growing inequality in the distribution
of income. Policies that involve trans-
fers to lower-income Canadians are
easier to afford in a world in which the
average size of the economic pie is
growing every year. 

Figure 4 shows the performance of
Canadian labour productivity and
Canadian real per capita GDP since
1960. Real income per person (the blue
line) has grown by 180 percent since
1960, an average annual rate of 2.2
percent. Growth in labour productivi-
ty (GDP per worker) has accounted for
just under half of this overall growth
(the red line). The rest has been due to
a rising fraction of the population in
the workforce, a fraction that will
decline significantly with the aging
and eventual retirement of the baby
boom generation.

For the purposes of comparison,
figure 5 shows productivity growth
over the past decade for Canada and
several other developed countries.
Canada’s average productivity growth
rate has been 1.6 percent, whereas pro-

ductivity in the United States, the
United Kingdom and Japan has grown
at an average rate of over 2 percent.
This difference may seem unworthy of
emphasis, but even small differences in
annual growth rates lead after many
years to large differences in average real
incomes. It is worth noting that higher
rates of productivity growth in other
countries do not harm Canadian living
standards, and thus figure 5 should not
be interpreted as showing that
Canadians are becoming worse off over
time. The truth is quite different.
Canadians on average have been get-
ting steadily richer over time, as figure
4 shows; figure 5 shows that the aver-

age residents of some other countries
have simply been getting richer a little
more quickly. 

The productivity comparison with
other countries is nonetheless informa-
tive because it shows what might be pos-
sible in Canada. By international
standards of comparison, for example,
Canada and the United States have simi-
lar economic structures, political and
legal systems, and much else. So if the
United States can achieve a particular rate
of productivity growth over the long
term, it is at least conceivable that Canada
could achieve the same growth rate.

Having a faster pace of productiv-
ity growth would always produce ben-

From the fiscal squeeze to climate change: Canada’s coming economic challenges

FIGURE 4. GDP PER CAPITA AND LABOUR PRODUCTIVITY, 1960-2008
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FIGURE 5. PRODUCTIVITY GROWTH IN SELECTED OECD COUNTRIES
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efits for Canada, but with the chal-
lenges we face in terms of demo-
graphics and climate change,
improving Canada’s long-run rate of
productivity growth takes on even
greater importance. 

As for the demographic challenge,
the decline in the growth of the labour
force that will result from declining fer-
tility and the aging of the baby boom
generation will inevitably lead to a
decline in the growth rate of average
per capita income. The reason is sim-

ple: the fraction of the total population
gainfully employed will fall, meaning
that the amount of income available
for the country as a whole will come
from a steadily shrinking fraction of
the population. In such a world, the
path of our living standards will be
determined by a crucial horse race
between two principal contenders.
Population aging will be pushing to
reduce our average living standards
while productivity growth (as always)
will be pushing to increase them. 

Policies that place a price on green-
house-gas emissions will inevitably
reduce the growth rate of GDP, at least for
the many years required before the econ-
omy makes a significant transition to
non-emitting energy sources. For a given
pattern of population growth, the lower
GDP growth implies a reduction in the
growth of average living standards. The
latter can be offset to some extent with
an increase in the rate of productivity
growth. There will still be a real and sig-
nificant economic cost associated with
the reduction in greenhouse gases, but
this cost could more easily be absorbed
with faster productivity growth. 

A s important as productivity
growth is to our rising living stan-

dards, it is perhaps surprising how lit-
tle we know about its sources.
Governments are fairly certain about
two things, however. First, there is no
clear productivity “lever” that govern-
ments have at their disposal, with a
pull in one direction sending produc-
tivity on a predictably faster upward
trajectory. In contrast, economies with
faster productivity growth have an
entire array of institutions and policies
that differ from those in countries
with lower growth. Second, many of

those factors that appear to be related
to high productivity growth do not
come cheaply. Policies designed to
increase Canada’s rate of productivity
growth will likely involve significant
public spending and/or significant tax
reductions, and the direct effect will be
to exacerbate Canada’s future fiscal
challenges. Consider the following
examples. 

There is ample evidence that
healthier workers are more productive,
and this relationship suggests that gen-
eral improvements in health outcomes
may be an effective way of increasing
the economy’s long-run growth rate.
What is less clear, however, is how
governments can use taxpayers’
resources to improve average health
outcomes in a cost-effective manner.
Should the focus be on the operation
of the health care system, or should
effort instead be devoted to ensuring
that Canadians live healthier lives and
thus have less need for formalized
health care? 

There is also considerable evidence
that a more educated workforce tends to
have higher levels of productivity; at the
micro level, it is undoubtedly true that
income is closely related to years of edu-
cation. But creating enduring improving

the quality of education has proven very
challenging for school boards and
provincial governments across the
country. Improving the “quantity” of
education usually means improving
Canadians’ access to post-secondary
education by reducing tuition fees or
improving the accessibility or generosity
of student loans. A university education
is a very costly thing to produce, howev-
er, and both reduced tuition fees and
more generous student loans translate
into higher costs for taxpayers, reduc-

tions in other public services
or an increase in taxes. 

A key element of a
nation’s productivity is its
“technical knowledge.”
Government policies can
support research and devel-
opment in universities and
the private sector, but such
investments are inevitably

undertaken with an uncertain future
return. A different approach involves
reducing tax rates for businesses in
the belief that the private sector will
undertake more research and develop-
ment activities when the after-tax
payoff from such activities is
increased. Canadian governments
have actively pursued both approach-
es, but further action on these fronts
would clearly make the public fiscal
position more challenging.

T he process of “globalization” is
best described as the reductions

in the costs of transportation and
communication that have been
occurring for centuries, but with
especially remarkable speed since the
Second World War. These declining
costs have permitted firms to locate
their production facilities wherever
unit costs are lowest and then move
them to wherever they are needed,
either to the final consumer or to the
next stage in a multi-stage and multi-
national production process. As fig-
ure 6 shows, the growth in world
trade (blue line) has vastly outpaced
the growth of world GDP (red line)
over the past 60 years. Globalization
has indeed made the world a much
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The importance of productivity growth is not just for the
raising of average living standards, however. It also facilitates
the implementation of public policies designed to address any
growing inequality in the distribution of income. Policies that
involve transfers to lower-income Canadians are easier to
afford in a world in which the average size of the economic
pie is growing every year. 
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smaller place and, through its effect
on the flow of international trade,
has been a crucial factor in our rising
living standards.

C anada benefits from globalization
and free international trade in

two complementary ways. First,
because they are based in a country
with a relatively small population,
Canadian firms need access to large
world markets in order to reap the ben-
efits of the inherent scale economies in
their production processes. But gaining
access to large foreign markets general-
ly requires that we give foreigners’
equivalent access to our market, and so
Canadian firms are in close competi-
tion with foreign firms both at home
and abroad. This international compe-
tition is an important force driving
invention and innovation. The eventu-
al outcome is higher productivity for
Canadian firms, leading to higher prof-
its, higher wages and more domestic
employment.

Canadian consumers also gain
directly from accessing world markets
in which they can purchase a whole
range of products unavailable in
Canada at the same price or quality.
The purchasing power of the typical
Canadian household would be vastly
reduced if all of its purchases of coffee,
fresh vegetables, cotton shirts, leather
shoes, software and electronic devices
could be provided only by higher-cost
Canadian producers. 

These truths have been known by
Canadians for many years, and the
importance of international trade to
Canadian prosperity has always been
near the political agenda. Not surpris-
ingly, we have developed most fully
our trading relationship with the
United States, by far our largest trading
partner. But Canada does a great deal
of trade with other countries as well,
including China, Japan, the countries
of the European Union and increasing-
ly the countries in Central and South
America. Given the importance of
international trade to Canadian pros-
perity, we have a keen interest in
ensuring that existing trade barriers

are reduced wherever possible and that
new barriers are not erected. 

The current economic situation
presents challenges for advancing the
agenda of trade liberalization. An
unfortunate truth is that economic
recession usually brings forth protec-
tionist arguments as a means of main-
taining domestic jobs and income. Yet
the compelling evidence points in
exactly the opposite direction — that
increasing tariffs or non-tariff barriers
in one country usually leads other
countries to do the same, resulting in a
tariff war that reduces both the vol-
ume of trade and overall employment.
For this reason the G20 leaders agreed
in Washington in November 2008 to
refrain from introducing new protec-
tionist measures.

Looking a little further ahead,
there is a danger that some countries’
attempts to implement effective cli-
mate change policies will create obsta-
cles to the flow of international trade.
Domestic firms often claim “unfair
competition” when confronted with
low-priced foreign products, and they
aggressively lobby governments for
protection. It is difficult enough in
normal times to resist these pressures.
But in an era in which politicians are
looking to acquire better environmen-
tal credentials, domestic firms may try
to conceal their arguments of raw
trade protection behind the veil of

environmental stewardship. Political
leaders may find these new pressures
more difficult to resist. Inside the
European Union, where climate
change policies are more advanced
than in North America, these pressures
are already evident.

Canada’s interests in international
trade are advanced along four tracks.
First, and most important in a quanti-
tative sense, is advancing the free flow
of goods, services and assets between
Canada and the United States. With
the Canada-US FTA in 1989 and its
expansion to NAFTA in 1994, the tar-
iffs on most goods and barriers to trade
in services crossing the 49th parallel
were eliminated. But with the height-
ened security concerns generated by
the 9/11 terrorist attacks, the Canada-
US border has “thickened,” slowing
the cross-border flow of trade.
Governments must search for ways to
improve the flow of trade between
Canada and the United States while
maintaining all necessary security
measures.

T he second track is the multilater-
al one, currently the Doha Round

of the WTO negotiations, at the heart
of which is government support for
agriculture. Developing countries are
pressing the rich countries to stop
protecting and subsidizing their agri-
cultural producers on the grounds

From the fiscal squeeze to climate change: Canada’s coming economic challenges

FIGURE 6. GROWTH IN WORLD TRADE AND GDP, 1950-2005
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that such actions drive down world
prices and make it nearly impossible
for the developing countries to enter
these markets. Many rich countries
recognize the case against subsidizing
their own agricultural producers, but
seem unable to terminate the high
levels of support, certain of the polit-

ical backlash that would come from
the small but highly organized share
of the electorate closely connected to
agriculture. 

Canada has consistently argued
for the elimination of government
subsidies to agriculture but simultane-
ously has argued the need to maintain
our supply management in the dairy
and poultry industries. Producers in
these industries receive support not
directly from government subsidies
but indirectly through quota systems,
which restrict output and thereby raise
prices to consumers. Several countries
accuse Canada of having a contradic-
tory position, suggesting that real
advances in the Doha Round may
require Canada to reconsider its nego-
tiating stance. 

The third track for advancing trade
liberalization is the bilateral one.
Canada has struck free trade agree-
ments with several countries over the
past decade and could continue on this
path, slowly expanding the set of coun-
tries with which Canadians can freely
trade. Though these agreements
expand Canada’s potential gains from
trade, a danger exists that the govern-
ment will exhaust its political capital
setting up such small free trade agree-
ments, only to remove its efforts from
the multilateral agreements that hold
far more potential benefit for Canada. 

The final and simplest track is
the unilateral one, whereby Canada
simply reduces or eliminates its
remaining tariffs on specific prod-
ucts without engaging in any inter-
national negotiations. In other
words, this track involves Canada
receiving no quid pro quo from any

other country. From a pure econom-
ic perspective, such a policy delivers
clear gains to Canadian consumers of
the imported products, many of
whom are domestic producers who
use the imports as inputs and whose
competitiveness is therefore
improved by such tariff reductions.
But from the perspective of interna-
tional politics, such actions are often
viewed as giving something away for
“free,” thus making it more difficult
to extract similar concessions from
trading partners in the future. 

E ach of these four economic chal-
lenges is complex, and will involve

difficult choices for Canadians. The
challenge of debt and demographics
will force Canadians to choose how
best to address the growing future
demands on the health care system,
through reductions in other spending
programs, increases in public indebt-
edness or increases in taxes. Policies to
effectively address global climate
change will increase the costs associat-
ed with the burning of fossil fuels and
have significant effects on the struc-
ture of the Canadian economy. Both of
these economic challenges underline
the importance of improving Canada’s
rate of productivity growth as a means
of increasing our future living stan-
dards. But there are no simple or inex-

pensive ways of improving productivi-
ty, and Canadians will need to think
carefully about which policies are like-
ly to be the most effective. Improving
Canadians’ benefits from globalization
is complicated if for no other reason
than that improving access to global
markets generally involves multi-party

international negotiations,
where economic issues are
blended together with polit-
ical, security and environ-
mental agendas. 

Not only is each of the
four challenges sufficiently
complex in its own right,
but linkages between them
add to the overall complex-
ity. Policies to improve edu-
cation or health outcomes

will lead to a more productive work-
force and improve long-run living
standards; but these same policies will
cost real resources and thus exacer-
bate the existing fiscal challenge.
Policies to reduce Canada’s GHG
emissions will reduce the growth rate
of the economy and the tax base,
worsening the coming fiscal squeeze.
Policies to improve Canadians’ access
to global markets may increase pro-
ductivity and help raise our long-run
living standards, but gaining
improved access may require the
elimination of politically entrenched
policies, for which there may be a sig-
nificant fiscal cost.

Canada has a number of real eco-
nomic challenges in its future, and it is
crucial that we face them head-on,
rather than pretending they do not
exist. Meeting these challenges in a
sensible and coherent way will not be
easy, and patient and clear communi-
cation about difficult choices will be
an essential part of the process. There
is no time like the present to begin the
necessary work.
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Canadian consumers also gain directly from accessing world
markets in which they can purchase a whole range of
products unavailable in Canada at the same price or quality.
The purchasing power of the typical Canadian household
would be vastly reduced if all of its purchases of coffee, fresh
vegetables, cotton shirts, leather shoes, software and
electronic devices could only be provided by higher-cost
Canadian producers. 


