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June 1, 19ES8

bear Charles

Further te aur telephone conversation, I am enclesing
some material on the Canadian economy for use in preparing
Mrs Thatcher's spesch to Parliament on June 22, We WilLl

also chase up Derek Burney in case he haz any other material
that may be helpful.

Yours very truly

[

by McMurtry
Commissione

Mr Charles FPowell
Private Secretary to the
Prime Minister

Prime Minister"s O0ffice
10 Downing Street

LONDON SWTA Z2AA
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Highlights of the Fourth Quarier

Real pross domestic product (GOP) rose ot an annuel acie of 63% in the fourth guecten, Final
ohrmestic demand eignrnded By over T8, ouipacing reel GOP for the sivil consecniive guarier, For
ISET ana whole, real oulpat grew by 3.9% - subslontiolly faster than was gndicipaled by moxi
Jorecasiers last pearn

Business nokresidenticl investriont spending Inm real terms was. e mrost Buspans component of
JSimal domestic domand during e guarter, increedig B 0%, Foe fhe sear business mvesimend
rowe 2% and 5 eopected fo grow even maode ropidly in (988, secosding fo thd Privane and Pebiic
frivesimeni Fnfenttons TPPE Survey Just redeased.

Cowrstamer prive infletlon dowed throwghout the second ol of 1987 faffation ur the fauntl guerier
wirs doiier in Conrdle thaw in the United Sraves, Labour cost increases remained moderaie I JO57,

Emploviren! surgad 4.2%, or by 486N jobs, in 1587 and (ke premployment raie declined
L6 perceniage pounts during the vear ro 80%. Arnorher $5000 jobs wene created in Jorary and
February and the unemployment rave felf fo 7.8%.

Tite Canadian doller hay gained steadily apatnst the LS dollar over the last year reaching above
LIS B0 in Februgry, On o fradeoweighted bagls, the dofler oy also epprecipled, wlibounh lees 5ol
By girly Murch, the dollar had moved phove U8 500705,

Eummar} Chart 1

The Canadian economy perlformed very well in Keal Gross Domestic Product
1987, Growth in real outpul (GDPY was 6.3% al and Final Domestic Demand
annuil rates m the fourth guarter, bringing real

GDP 1o a lovel 5.7 higher than a yvear éarher, (n per vent change — annual rate
average For the year, real GDP expanded by 398
Fhe strength i 1987 was clearly reflected in labou 3 Keal Giap
markeis a8 employment posted another sharp . B Final domeso
mergite. The unemployimient rate dropped from demand
.1 % ar the beginning of 1487 10 8.1% by
vear-cnd.

Phe strengih of the Canadian economy in 15987
was domesfically based, and this trend continued
in the fourth quarter (Chart 1]. Medther
conswmpiion nor investment showed any evidence
ol @ negaiive effect from the Chiober stock market
decling. Consumeér spending was up sharply in the
fourth gquarter, and real bosiness non-residential
Imvesimenl sodred 30,

Chver the last four quariers, real busines
tvestment has risen 19%, According o the March
1988 PPI survey by Siatisiies Canadn, business
investment spending in real erms 18 expecied 1o
regaster o double-digit increase on avergee in 198,
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Chart 2

Nominal Business Non-Residential
Investment Intentions {March FPI
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iper cemi changes al annwal mies or per cent levels, unless otherwise indicaied)
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Rewidentinl tnvesimeni decrsmased |J||r:t'|,g the CUEATIET
ag housing starts wers down from the very sirong
pace af the previoos two quarters. A significant
pari of the previous pest-up demand that has
driven housing starts io record levels has now been
safishied m some parts of the country.

The continust strengith of final domestic demand,
particularly business investimeni spending, was
eflected ina significant decrease in the
merchandise trade surplus as growth in imports
outsiripped strongly increasing exports. While a
stromg teems of rade improvement dampened the
impslr.:l on Lhe current sccount, the currenl accound
deficit, nevertheless, increased to o record léevel
the foarth duearier.

Busincis non-farm inwentory invesimenl increased
£4.5 hillzon inothe feal quarces of last vear, but
the inventory-to-sales ratioe remamed at s rend
level. Farm invenfory investmment, on the ofher
hand, Tell $0.7 ballion o 505 hillion

Im 1987, consumesr prices increased 4.4%, a rale of
growth anly slightly higher than in the previous
three years. After rising sharply to 4.8% in Juné,
consumer price increased moderaled throughout the
second half of last vear o £.0% in January of
1988, Moderate laboar cost incresses, slower
energy and food price increases and the strength of
the Canacdian dollar a2l served to contain and
lessen inflationary pressures

Robust Business Investment

Business non-resideniial invesimeni spending i
real terms continued (o rise al doahle-digt rates in
the fourch quarter, with both pon-residential
construction and machinery and eguipment
iovesiment chimbing ¥0%, The current rapid
erowih in investment is being fueled by a sharp
turnargund In-cofporaie profits. Indeed, the shars
of profits m total GOP rode (o s highes level
sinoe before the recession. [nvestment growlh is
expecied (0 [ncrease in 1988, according oo the
hMarch PFI Survey by Sdatistics Canada (Charl 2)
Mominal vestment expenditures are expected o
grow 17.3% in 1988, afier a 6.7% increase in 1967,
with a strong pick-up in growth in both {he
resciimee and non-resource sectors.” The broadening
of investment growth among seciors and regrons 15
eupected 10 continge 1n 1985, Indeed, for the first
time since 181, all major sectors and reguons ane
Brpecial O increake moarinnal investment 5|1u:r:|:li|:|;z.
in 1988,

Consumpftion Remains Strong

Eeal consurmer expenditure groavth corndimeed 10
contribwte very strongly fo growth in final
domestic demand during the fourth quarter,
dispelling fears that the siock marked decline
wonld lead (o2 severe retrenchment of spending
{Chart 3), Durable goods spending growth slowed
somewhat From an over 0% increase in the
provious guarter, bui there was a strong pick-up in
non-durable goods spending. Mevertheless, growth
of persomal disposable meome exceeded CosEme
expenditurs growth for the firsl times in four
guarters, leading o a rise in the personal savings
rate ta £.9% in the fourth guarier foom 8.5% n
thie prewioes guarier.

Deterioration of the Current Account

Thie substantial increase in final domestic demand
in 1987, paricularly the boom in business
investment spending, resulied in a furibes
deterloration of the curreni acconnt balance. The
merchandise trnde surplus o real eems decreased
31.5 billion to 517.2 Gillion as a resuli of very
strong growth of impoets of finished products,
especinlly motor vehicles, and machinery and
cguipment. However, Canada's terms of trade
ienproved by 20 during the year, the first yearly
increase since 1982, BEven though the fise in ke
terms of trade dampened cthe effect of the lower
trade wolume, the currenl account delicil sl
averaped 5906 billion, stightly larger than in [986,
While the trade balance with the United States
warsened in 1987, the deficits with the European
Econormic Community and Japgan Improved
marked|y,

Dollar Strengthens

The Canadian dollar appreciated against the LS,
disliar throughout 1987, closing the year at LLS,
£0.77, m gain of 4 172 cents LIS, The dollar rose a
further 2 cemis in January and Februnry, bringing
the Canadian dollar to over LLS. 30079 and, by
carly March, the dollar was consistently abawve

LLE. 80,705, This strong increase in the dollar
reflects increased confidence in Canade’s economic
propects ax well as artractive vields on investment,
Since the beginming of 19T, the Canadian dollar
has appreciated B 8% against the LS dollar and
528 apainsl a trade-weighied (G-10 curmency
rasker (Charm 4).
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Chirt 4 in the 1980z In spite of a marked Increase (i

. kabour torce growth during the vear - the
Canadian Dollar Exclunge participation Eﬁna-: reached record levels  the
Rate Against the LS, and unemployment rate dropped L6 percentage poinis
Overseas Currencics ol the vear o &.0%s in December. Emplovment
g Aeny e !IiLi’J- in I'i'H'-'_'-t'-:“Il.T spread more evenly 2rmony
i g 2 d industrees and regions compared o 1986, with the
largest inereases in British Columbia and 1he
Atlantic region (Chart 5 In the first two mod s
of 1988, an additienal 95,000 jobs were created
L5, anly and the unemployment rate Tzl o 7.5%
i Febraars

stock Prices Firming

In the four months following the stock man kel
downturn, stock prices hive Birmed in both
Canada -and the Unied Svates. The fieming of
stock frices rellecls lower interest rates, renewed
imatitutional purchases and dwindling conecerns in
the market nboui a possible recession

Chart 5

: T T Emplovment Growth in 1957
1T F M & M 1 i . '
1987 per cenf - December over Decesn ber

Inflation Conlinues to Decline

The consumer price mdex [CFP1) advanced 4.1% on
A year-oversyen basis in January, down slightly
from 4.2% in December and well below the 1987
peak of 4.8% posted in June For the sear s a
whaole, CPl inflation averaped 4.4%. Unit labhour
coat increases remained moderate thiooghour 1987,
im part as a result of healiby (1.1%) productivity
gitins, Yeur-over-year increases inounit laboor costs
have fallen sharply In the pass chiee guaners 10 a
three-vear low ol 1.7%., Increased costs of raw
minerialy, especially nen-ferrons metals and wood,
put somc upward pressures on producer prices
durmg the war Al the same time, the appreciation
of the Canadian daollar against the LS, dollar has
contained inflationary pressursi
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Further Decline in the
Unemplovment Rate
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Employment increased by a subsiantial
486,000 jobs in 1987, the best wear of job crevion

Columbia
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Highlights of Financial Results for April - December 1987

o o ihe firse pime manths of fiscal vear f987-88, the federal deficic, ot 57,7 bilfion, was
£2.9 hitfion lower Huar in the corresponding preriod in 19856-87

" ..-‘1.|'.'|'.‘|'.I'.I'|"|'pﬂ'.l'|',1'r'ﬂl;." fhe SErong Peamomic _pe.l_'furmqr:f_‘f i P98 poriicelanly (e robisl aodviitoss
in employment and profiis, revenaes increased by 105 per cenl an o year-ivervear Badis.

Tatal spending was ap 4.4 per cent on @ vear-ower-vear tasis, with peogram spending
fncreasing 4.3 per cend and pubdic debt charges Incregsing 4.8 per cent.

The increase in programm spending continged to be infuenced by lamge increases 0 spending
wnder viriows agriciliial assistance programs, perticileely the Special Canadian Grains
Program and the Western Grain Stalnfization Program.

Summary

In the first nine months of fiscal yvear 1S87-88
(April to December), the budgetary deficit was
£17.7 billion, down 32.9 billion from the Level
regigtered in-the first three gqoacters of 1Y86-57
This yerr-over-year improvement in the deficit
reflects the strength in the Canadian coonomy 0
1987, which has resulted in increased budgerary
revenues and has continued 0 moderate the
growth in budgetary expenditures. As well, (he
deficit, on a year-over-vear basis, coniinued to
be influenced by the timing of various receipts
anl iy Imenes, |:~||L‘h.'i::||:.- in the areas of |1'-I|".;-L'
debt charges and major transfer payments, and
the ongoing Imipacts of actions taksn to control
£ p-\;rldil MGs,

Mon-budgetary transactions, in the first three
quarters of 198788, provided the governmenl
with 2 net source of funds amaunting 1o

51.3 billicn, compared (o 52.9 billion in the
same period of 1986-1987, Financial
recuirements, excluding forcign exchange
transactions, were B16.2 billion, down

1.3 biathion o 8 vear-over-vear basis. Foreign
exchange fransactions gave rise [0 4 mel sole
of funds amounting o $0.5 kilion in the first
ning months: of 1987-BE, whereas in the
comparable perind in 1986-87 there wias @& nel

requirement of 306 billion. Thus, total financial
requirements, including forsmgn exchangc
requircments, stood at 5159 billion, down

£2.3 balbion froan the level reconded o the same
|_:q_:;'i|,|-.t of 9EG-857.

Federal Do
1986-87 and 1987-88
¥ ear to Date

billems of dodlars

Apr

i}
Mg Ll
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Tahle

Summary Stalement of Transactions

Agarit o Decrulue

Fer cemi

| UKih-E7 1UE7-KE elearipe
imelhions al dallars)
A, Budgerary iransaclions
1. Bssenuss B2.005 G 10,3
7 Faperar R2477 &5, 0 T
1 [hehigni 2 SRE2 17, 5% 14.1
. Mon-badgetary transactons
i, Lowns, investmenls and advances ail 74
5. Emecifled purpose acoounis 4945 L i)
i Cither iransiciivns - 2667 b L
1. Mel source { b | o requirersenl |- | 2 SR |, 257
C. Financial regairemens {excluding
ioreen eschange ransaciises | P 6T s A0 I
. Foregn sschangs iransnoians:
P20 S0RITOS [ 4 ) O requirement [ = — 235 471
L. Tzl Meancinl regquiremsns [}, My 25 bk
F, Linmsmiured debd cransa o [ L iy
Ca. sl halarde & e of persd 1,571 1.14%
lable 2
Budgetary Revenues and Expenditures
Appril 1o Decombies
Fer cend
19RL-ET I9&T-H4 vhanze
jmilbives of disdiars
A. Budgeizry revennes
1. FPersnmal Income [ax ra o ilWIT 13:%
2. COISaERES ANOHES Ca%Y ST [E e | 154
A U'nemplosmest insiranes e burions T E50 Th23 ]
4 Sglés pnd Excie Imeesiduties 15,743 L&, 744 .4
5. Cher fereiacs & 20 5430 4.5
fi. Todnl Budgetary reyimues aI.CAS A 641 (HER]
B. Bedgeiwry expemdilores
I Staimary programs
Old gge seqaricy benefics 10,047 | DLGERD .3
L'nemployment insurance benefis e 1) T 190 —~ 2.4}
- Estahlished Programs Finoncing® h, T i, 500 1%
- Pispal mansfers 1,738 ) s
= Lannda sssiscance Plas EWETE 1,204 7.4
- Family glloeanais 1,255 1.916 1.1
Chhe 1,156 SAIE] ol B
T'oenl seaturory programs 17,003 LR -
I, Mpe-SIArnEnTy IFAETHTS
- DPelae R R [P (1]
- e 17,780 [ 8,413 i3
= Toal sor-sraluiory prograns 24,335 254K 2.8
A Tial prograsn cxpendilures 61,260 fisd A1 i1
i. Public debi charges HA417 21,580 1.8
5. Tieal budgetary cxpendiiures BT Bk, 3 3.4

* Cagh particn only. Including the 1ax poetian, oml-=ncitlemens
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Budgetary Revenues

Strong advances in personal and corporane
i|u.:|'|||:|.-_' & |q.*i.'|."i|'|!:~, :L[l‘rl:g with the incliesion of
the procesds [rom the sale of Teleglobe Canada,
underhie the growth in budgetary revenues
dueing the first pine months of 198788, The
rabast wear-over-year incresses 1n personal and
corpaorate inoome tax callections reflect, in large
mieasurg, the strength 0 economic activity in
1987, partivulurly the sipnilicantly higher levels
of cmployment and corporate profits, The vear-
over-vear growth in personal incomie tax
collections was also affected by the First
prepayment of a portion of the refundable chald
Lax wredit in Movember 1986, which had
dampenied collections in FBE-87. Significantly
highes employment Fesels, coupled with an
Imeresss o meximam insusable exrnings
underlie the sirengih in unemployment insurance
contrilbutions,

Sales and excise wax receipis were up 6.4 per cent
ower The same period in 1986 87, The impact of
strong growth o consumer and Business
axpenditures on sales and excise tax collections
wis dampened, to a certain extenl, by -a number
of discretionary actions. These actions incloded
the final round of 1ariff rale reductions as
specificd wnder the 1979 Mulilateral Trade
Megotiations Agreement, the reductions in the
quirteriy. indexation factor on the sales tax rate
for gasoline and diesel Tuel as well as the
alimmmation of the Petraleum gond Gas BEevenye
Tax, effeciive October 1986, The sale of
Teleglobe Canada accounts for all of the
YEAr-Ower-vear increase in the other revenue
component, as the ather clements within this
component recorded a decling

Budgetary revenues collecied aver the April in
December period are consistent witle the
February I9E8 budget projection for the fiscal
vear as a whaole, Dilferances in growih rates
betwsen the current vear-to-date results and
those for the vear as a whole fargely relate 1o
tmng considerations, For examipde, the Apnl (o
December imcrease in personal income tax
collections s somewhat less than that projected
in the Febrouary 1988 budget for the liscal year
as a whole, This diffenence s due 1o the i|'.|||ax,:l
of accelerating the receipl of personal income
tax deductions at source from Lirge employers in
the Faal guarter of 1987-88, which is expecied
to result in 4 one-time iNCrease in resenbes of
312 hillion. This acceleration of source

i
[ | 1555 §
- 1957-RE
1 —
Fersanal  Corperale
gy [bm IR I T )
Hi= T EEN
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Tixial |
Uither
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Budgeinry Hevenues:
[986-H7 and 1 957-88

Apeil 1o Recember Year-Over-Y car Growth

per eent cliange

dedvctions impacis on large emplovers only and
has no effect on an individieal s [h,:r'\;l:l.i'll ill.-.,'l.:-llu;
fax liakdliy,

Budgetary Expenditures

{Un o year-over-year hasis, budgetary
axpendifures increased by 4.4 per cenl over the
First nime months of fiscal vear 1987-88. Public
debt charges increased by 4.8 per cent while
program spending was up by 4.3 per cenl, v
$2.7 billion. Of the increase in program
avpenditures, neaily 516 Bllion was due 1o
higher expenditures under the various
agriculiural assistance programs,

Statuiory programs are largely demand-driven,
or Farmula-fundad, with chamges relecting
developments in economsc activity and the
|5|1|:||_"I'|!|-'ilkg |'||.‘:|[:-1:||ﬁ_ri|:‘\|| bases, This COITiPO Nl af
government spending, which eccounts for abouat
two-thitds of tofal program spending, mncreased
by 5.2 per cent in Lhe first nine months of
1987-88 compared o the same period in
198a-E7, The merease in old age security
payments was due o increases in both the
eligible population base and in the level of
benelits, which are indexed o guarterly chanpges
in the consumer price index. The fmpiect on the
cqualization formula of sirong increases in
overall provineial revenues accounted for mos
of the increase in fscal transfer payments. Final
payments o farmers under the Western Grain
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Budgetary Expendifures:
| 986-87 and 1987-88

April to December Year-Over-Year Growth
PEr CeEnl Cl":al‘lFL‘
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Stahilization Act with respect Lo the 1986 crop
wear and increased payments (o ralbways under
the Western Grain Transpartation At acoount
far the large advance in the “olher™ samuory
program spending category. Unemploymeni
insuranee benelin payments were below those
recarded in the previous fiscal year, reflecting
the lower levels of unemployment. Although the
total foderal contribution 1o provinces under
Established Programs Financing arrangements 18
up by about 5 per cent, direct cash payments io
provinees declined on g year-over-year basis, os
the impact of sirong growth in income tax
revenues resulled in higher tranafers through the
tax svsbem.

The payment oo farmers in the first quarter of
198788 under the Special Canadian irains
Program accounted for virtwally all of the
increase in pon-staiutory program spending in
the first nine menths of 1987-88. Spending on
the remaining components of this category
remained restrained largely due (o the phasing
ot of the Perroleum Incentive Program and the
actions that the government has undertaken to
conlrol direct Qperating cosis.

Fiming considerations aocount for the difference
in growil mates between the year-to-date increase
in budpetary expenditures and that projecied for
the [scal vear as a whole, as sct out in the
February 1988 budest. Pavments of §1.0 billion
under the second Special Canadian Grains
Program were announced in Decernber 1987, of
which 3800 million is (o be paid in ihe final
quarter of 1987-88. In addition, as announced in
rhe Fehruary 1988 hodgzet, approximately

S250 million of cxpenditures origineily tangeied
for 1986-89 will ke brought forward into
1RET7-88. Higher interest rates in the Fast half of
19ET will continue B0 exert apaard pressure on
public debt charges. Pavments under various
native programs and foreign aid are also
expecied fo pick up in the last quarter of the
[iscal vear.

Financial Requirements

Mon-budgetary transactions in the first nine
maonths of 1987-88 resulicd in a net source of
funds amounting to $1.3 hillion, compared io
%2.9 billion in the comparable period of
1986-RB7, This lower source of funds was due to
a number of Gctars, including lower loan
repayments by the Farm Credit Corporation and
the impact of lower inferest rales on the inlerest
and unmatured debt accounts,

Omn a year-over-year basis, financial
requirements, excluding forcign exchangs
transactions, declined by 513 hillion to

16,4 hillion during the first nine months of
(o8 7-BR, as the improvemnent in the budoerary
deficit of 52.% billion more than eflset the
reduction m net funds from non-budgelary
transactions.- Forelgn exchange transactions
provided a net source of funds of S50.5 billion,
compared o a net reguirement of 306 billion 0
ibe first nine months of 1986-87. As a resali.
il financial requirements in the first nine
monihs of 1987-88 steod a1 315.9 Billion, down
$2.3 billion from that reported during the
comparable period in fiscal vear 1986-87, This
was financed by net borrowing, primanidy in thes
form of Canada Savings Bonds and other
marketable Bonds, of 3143 hillion and a

51,5 billion drawdown in cash bafances.

Ihe information in this Monitar is besed an preliminary Maancial siomems Tor the moeth ending Decerber 11, 1957,
Far fumher informalien canaoct LA Longlois 996737 or I, De¥eies 995710, Cft fnspelmé 2e0 dgalement offen

o Framiais,

I*I Depanment of Finance  Ministére das Finances
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