CANADA'S COMPETITIVE CHALLENGE:
THE BUDGET AND BEYOND

BY JAYSON MYERS

Finance Minister Paul Martin
stole the headlines in his last
budget when he announced
the elimination of the federal
deficit. But, government budg-
ets and fiscal policy are about
more than keeping public sec-
tor finances in order. They set
the course for economic
growth-and they should be
judged with respect to how
well they respond to the key
challenges and opportunities
facing the Canadian economy.

Nine years prior to the
F14, backin 1980,
Canadian
manufacturers exported
25% of what they
produced. Almost 73%
of the manufactured
goods purchased in
Canada were made here.
Today, nine years after
the F1, 62% of
Canada’s manufacturing
production is being
exported, approximately
53% of it into or
through the United
States. Meanwhile, the
domestic market share
of Canadian
manufacturers has
fallen to 38%.

From the point of view of
Canadian industry, and espe-

56

cially Canadian exporters, the
most important challenge that
companies face today is main-
taining and enhancing their
competitive position in inter-
national markets. It’s a matter
of ensuring that the right prod-
uct or service is delivered at
the right price and at the right
time to customers in Canada
and around the world. And, it
is also a question of attracting
and retaining investment and
product mandates in this coun-
try as other jurisdictions focus
their attention on improving
fiscal conditions, reducing tax
rates, and ensuring a business
climate that promotes produc-
tive investment, technological
development, and job creation
as an integral part of their fis-
cal strategies.
Competitiveness issues
have gained prominence as
Canadian industry has become
increasingly integrated in the
North American economy in
the aftermath of the Canada-
U.S. Free Trade Agreement.
Nine years prior to the FTa,
back in 1980, Canadian manu-
facturers exported 25% of
what they produced. Almost
73% of the manufactured
goods purchased in Canada
were made here. Today, nine
years after the rra, 62% of
Canada’s manufacturing pro-
duction is being exported, ap-
proximately 53% of it into or
through the United States.
Meanwhile, the domestic mar-
ket share of Canadian manu-
facturers has fallen to 38%.
World markets today de-
mand world class business
practices. Canadian industry
has to invest in cost-efficient,
high-quality processes, in
product innovation and the
development of new markets,

in their people and in new tech-
nologies in order to ensure
customer success. Yet Cana-
dian companies are lagging
behind competitors from other
countries when it comes to
productivity improvement and
innovation.

Relatively high
corporate tax rates put
Canadaata
disadvantage when it
comes to attracting and
retaining direct
investment, while high
personal tax rates are
encouraging an exodus

of skilled Canadians to
the United States.

The Alliance of Manufac-
turers & Exporters Canada sur-
veyed its 3,500 corporate
members late last year in order
to determine their priorities
with regard to competitiveness
issues. Three issues stand out
in the survey results:

1. Relatively high corporate
tax rates put Canada at a dis-
advantage when it comes to
attracting and retaining direct
investment, while high per-
sonal tax rates are encourag-
ing an exodus of skilled Cana-
dians to the United States.
Over 84% of members indi-
cated in the survey that tax
reduction should be a priority
for the federal government;
65% say that high taxes are a
significant impediment to in-
ward investment and eco-
nomic growth;

2. The need to keep up with
the rapid pace of technologi-
cal change and continue to in-
novate in order to service new
markets and maintain profit
margins in the face of more in-
tense competition. As more

open markets have intensified
competition in international as
well as domestic markets, Ca-
nadian companies have had to
rely more and more on innova-
tion, not only to increase op-
erating efficiencies and lower
unit production costs, but to
differentiate themselves from
their competitors through new
design, the development of
new products, innovative cus-
tomer service, and the devel-
opment of niche markets; and

3. Their ability to identify,
recruit, and retain employees
with the skills required by mod-
ern manufacturing and export-
ing businesses. About 31% of
members reported difficulties
in finding skilled workers last
year. The five skills in greatest
demand were in the fields of
marketing, engineering, de-
sign, software development,
and manufacturing manage-
ment.

Even more of a challenge
for Canadian companies is
their capacity to retain skilled
personnel in the face of alow
Canadian dollar and relatively
high personal tax rates that
have made employment pros-
pects in U.S. companies far
more attractive than many Ca-
nadian firms can afford.

The federal budget was
generally well received by Ca- -
nadian industry, not only be-
cause of Ottawa’s achievement
in eliminating the deficit, but
because the budget signals
that targeted tax reductions, in-
novation, and education are
also priorities for the Finance
minister and the Chretien gov-
ernment. It’s still fair to say,
however, that there is a great
deal of skepticism about the
ability of the government to
follow through with meaning-
ful measures that will contrib-
ute to the capacity of Cana-
dian businesses to compete for
investment or sales in interna-
tional markets. My overall
grade for the government in
putting together a budget that
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addresses the issues by com-
petitiveness is a “B”. Here’s
why.

[T]he release in April of
the recommendations of
the technical working
group on corporate tax
reform chaired by Jack
Mintzarea
disappointing
combination of average
tax rate reductions
across all sectors of
Canadian business and
reductions in tax credits
and allowances—
including Canada’s
research and
development tax
credits—now enjoyed
primarily by Canadian
manufacturing and
resource processing
industries. The net effect
of the Mintz
recommendations would
penalize rather than
encourage investment
and competitiveness of
the one sector
responsible for most of
the innovation, export
development, and over
the past five years, for a
large part of the job
creation, in the
Canadian economy.

The limited tax changes an-
nounced in the budget were
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aimed almost exclusively at
personal taxes; but, they did
little to encourage skilled per-
sonnel to remain in Canada or
to make it easier for Canadian
companies to fill the current
skills gap affecting almost
every sector of industry. Tar-
geted tax changes were intro-
duced, setting a precedent for
corporate tax reforms in future
budgets. However, the release
in April of the recommenda-
tions of the technical working
group on corporate tax reform
chaired by Jack Mintz are a
disappointing combination of
average tax rate reductions
across all sectors of Canadian
business and reductions in tax
credits and allowances-includ-
ing Canada’s research and de-
velopment tax credits—now
enjoyed primarily by Canadian
manufacturing and resource
processing industries. The net
effect of the Mintz recommen-
dations would penalize rather
than encourage investment
and competitiveness of the
one sector responsible for
most of the innovation, export
development, and over the
past five years, for a large part
of the job creation, in the Ca-
nadian economy. The Mintz
report has been tabled for dis-
cussion and does not (I hope)
reflect the priorities of the Fi-
nance Department itself. It will
set the stage for discussion
and for tax reforms in future
budgets.

Nevertheless, from indus-
try’s point of view, the issue of
tax reform is an urgent one. In
addition to real concerns over
the impact of the tax changes
recommended by Mintz, there
is a general sense of disap-
pointment that the govern-
ment is still not in a position
either to make corporate tax
reform a priority issue or to be
able to prioritize or even
analyze those reforms with re-
spect to their impact on the
economy as a whole.

The government increased
funding for its popular Indus-

trial Research Assistance Pro-
gram, but the amount of addi-
tional financing is limited by
the fiscal constraints Ottawa
continues to face. Meanwhile,

The government’s
Millennium Scholarship
Fund, while
acknowledging the
problems of skill
shortages and youth
unemployment, does not
and cannot deal with the
more substantive issues
of institutional
restructuring, subject
content, and admissions
into relatively more
expensive engineering
andtechnical programs
that have to be
addressed in order to-
close the skills gaps that
are widening across

Canadian industry.

the future of other programs in
support of innovation, includ-
ing the R&D tax credit system,
has not been assured. The in-
creasing complexity of inter-
pretation under the R&D tax
credit system has, in any
event, significantly increased
the cost of using the program
for small and medium-sized
companies.

The government’s Millen-
nium Scholarship Fund, while
acknowledging the problems
of skill shortages and youth
unemployment, does not and
cannot deal with the more sub-
stantive issues of institutional
restructuring, subject content,
and admissions into relatively

more expensive engineering
and technical programs that
have to be addressed in order
to close the skills gaps that are
widening across Canadian in-
dustry.

From industry’s perspec-
tive, the budget shows that
the federal government may
have its priorities rights. But,
itis still not clear that the gov-
ernment has a consistent strat-
egy or the appropriate pro-
grams in place to encourage
Canadian businesses to make
the investments in people,
technology, and new market
development that are required
in order to boost productivity
growth and ultimately improve
the competitive performance
of the Canadian economy. Any
business will tell you that it is
important not only to cut costs
but also to reinvest in order to
grow. That is a lesson that Ot-
tawa has to take to heart as Ca-
nadians respond to the com-
petitive pressures of a global

economy. *

Jayson Myers is Senior Vice
President of the Alliance of
Manufacturers & Exporters
of Canada.
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