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HIGHLIGHTS

•	 Productivity is the main driver 
of a rising standard of living

•	 Labour productivity growth has 
stagnated in Canada, causing a 
decline in the country’s interna-
tional economic clout

•	 An important factor contributing 
to this slow productivity growth 
has been weak business invest-
ment in key capital goods

•	 Between 2002 and 2007, busi-
nesses failed to take advantage 
of an exceptionally favourable 
investment climate

•	 Currently, the public policy 
setting and a strong Canadian 
dollar have created another ex-
cellent environment for capital 
investment

•	 In the face of an increasingly 
competitive global economy 
and pressing demographic chal-
lenges, Canadian businesses 
must seize this opportunity and 
invest in new innovative pro-
ductivity enhancing technolo-
gies
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Canadian businesses can take heart that an economic recovery has taken hold 
and is likely to become more firmly entrenched over the time.  This will naturally 
bring solid earnings growth.  However, this positive cyclical backdrop belies a 
deep structural problem in the Canadian economy – namely the nation’s abys-
mal productivity performance.  While better economic times are ahead, foreign 
competition is intensifying at a furious pace.  For example, American companies 
slashed payrolls dur-
ing the recession and 
investment in equip-
ment and software 
surged as a U.S. eco-
nomic recovery took 
hold.  Meanwhile, 
the global economic 
recovery is being fu-
elled by rapid growth 
in emerging market 
economies – such 
as China and India.  
The traditional Ca-
nadian response to 
increased competi-
tion by developing 
nations has been to 
gradually move up the value added production chain.  However, a new era of 
global competition is emerging and developing nations are rapidly moving into 
more sophisticated manufacturing.  One only needs to observe the number of 
engineers graduating every year in Asia for a sign of things to come.  The bottom 
line is that Canadian firms must innovate or perish.

Canada’s dismal track record

Although the word productivity has a negative connotation to most Canadians, 
the ability of an economy to generate higher output for each hour worked is the 
main driver for a rising standard of living.  Over the past sixty years, labour pro-
ductivity has been responsible for roughly 75% of all income growth per person.  
For businesses, productivity is the ultimate source of higher profits while meeting 
increased wage demands.  

From the end of the Second World War until the early 70s, Canadian business 
sector labour productivity rose at over 4% per annum.  From the early 70s to 
2000, productivity growth moderated to a meager average annual pace of 1.6%.  
From 2000 to 2009, labour productivity growth dropped further to a shockingly 
low 0.7%.   This truly dismal performance means that Canada has gone from the 
5th most efficient economy in the industrialized world in 1970 to 15th position in 
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2009.  It also led to Canada dropping from the 5th highest 
income per person to the 10th slot over the last two decades.  
Based on these recent trends, Canada will continue to decline 
in ranking over the coming years.  These comparisons with 
other industrial countries mask the deterioration happening 
relative to developing nations that are leapfrogging up the 
international rankings each year.

There are many explanations for Canada’s depressing 
performance, and these will be delved into at length in a 
forthcoming TD Economics Special Report entitled “The 
Productivity Puzzle:  Why Is The Canadian Record So Poor 
& What Can Be Done About It”, but in this note we will 
focus on addressing business investment and innovation.  

The role played by weak business investment

A major contributing factor to Canada’s poor produc-
tivity track record is weaker business investment and a 
resulting lower stock of capital.  In 2008, machinery and 
equipment per worker in Canada was a mere 49.1% of that 
in the United States.  The ratio of capital per unit of labour 
– capital intensity – grew at an average annual pace of 0.5% 
per annum between 1984 and 2008, compared to 2.8% over 
the preceding two decades.  Canadian firms are also severely 
underutilizing information and communication technologies 
(ICT).  ICT is revolutionizing business and peoples’ lives, 
but the stock of ICT capital per worker in Canada in 2008 
was only 45% of that in the United States.  

This weak investment performance is a major conun-
drum, particularly when one considers the economic back-
drop before the recent recession.  Between 2002 and 2007, 
the economy was growing at a solid pace.  Retained earnings 
were piling up.  Corporate taxes were falling.  Interest rates 

were not high.  The Canadian dollar appreciated by nearly 
40% materially lowering the cost of imported machinery 
and equipment.  We should have seen a dramatic business 
investment boom. What actually occurred in terms of invest-
ment in machinery and equipment was simply unimpressive.  
Despite robust profits and retained earnings growth, nominal 
business investment in machinery and equipment rose at 
only 5% per annum.  Economists will often talk about the 
strength of real business investment in this period, but that 
only came about because of falling prices.   

Why did businesses not respond?  The data suggest that 
firms were not being innovative and did not take advantage 
of the favourable environment.  This can best be illustrated 
by a metric called multi-factor productivity.  It is a bench-
mark for business innovation and the skill with which firms 
are taking advantage of new technologies and more skilled 
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workers.  On this front, the shocking reality is that the level 
of multifactor productivity in Canada in 2008 stood at the 
same level as existed in 1970.  This must change.

The time to invest is now

The good news is that an extremely favourable environ-
ment for business investment and innovation is upon us 
once again.  Governments have been instrumental in setting 
a favourable backdrop.  The effective marginal tax rate on 
capital has been declining and will continue to do so in the 
near term.  Indeed, Canada is poised to become one of the 
most competitive jurisdictions for capital investment in the 
industrialized world.  This has been facilitated by lower 
corporate income tax rates, the elimination of capital taxes, 

and the harmonization of sales taxes in some provinces.  
Although interest rates will likely rise over the coming 
years, the level of borrowing costs will remain low for some 
time.  The economic recovery is supporting solid earnings 
growth.  The Canadian financial system is open for business 
and credit is flowing. The Canadian dollar is also likely to 
hover at close to parity over the next couple of years.  The 
question is whether businesses will respond this time around 
or whether yet another opportunity will be lost?  

There have been many voices raising concerns about 
Canada’s dismal productivity record.  Bank of Canada Gov-
ernor Carney suggested that, after the economic recovery 
has matured, the medium-term trend growth rate in the 
Canadian economy would be around 2%, materially slower 
than the traditional assumption of 2.8%.  The Parliamentary 
Budget Office has cautioned that federal deficit reduction 
could be challenged by the likelihood of only 2% growth per 
annum.  These views echo the warnings made by TD Eco-
nomics in a report last November entitled “A New Normal:  
Canada’s Potential Growth During Recovery and Beyond.”

It should be noted, however, that there is a downside risk 
to the above projections.  Getting to 2% real GDP growth on 
a sustained basis requires an improvement in productivity.  
Without any increase in output per hour worked, Canada’s 
aging population will only support a trend economic growth 
rate of close to 1.3% in the years ahead.  Indeed, while 
foreign competition should be a powerful motivator for 
increased capital investment and innovation, demographics 
should also be pushing firms to find better ways to employ 
labour.  It is only a matter of time before the aging popula-
tion leads to renewed labour shortages.  

GLOBAL	TAX	RATES	ON	CAPITAL

-10
-5
0
5

10
15
20
25
30
35
40

Japan

K
orea

C
anada

C
A

 2018

U
K

Italy

U
S

R
ussia

France

G
erm

any

A
ustralia

N
orw

ay

Finland

S
w

eden

D
enm

ark

N
ew

 Zealand

N
etherlands

C
hina

M
exico

Ireland

B
elgium

S
im

ple A
verage

Source: Jack Mintz, University of Calgary, School of Public Policy, * 2009

MERT on capital*, %

CANADA'S	MULTIFACTOR	PRODUCTIVITY

95

100

105

110

115

120

125

61 64 67 70 73 76 79 82 85 88 91 94 97 00 03 06

Index (1961=100)

Source: Statistics Canada

CANADIAN	REAL	AND	POTENTIAL	GROWTH	

-4%

-2%

0%

2%

4%

6%

8%

1962 1967 1972 1977 1982 1987 1992 1997 2002 2007 2012 2017

Real GDP Growth
Potential GDP

Average Annual GDP Growth

Source: Statistics Canada; Forecast by TD Economics



Observation
May 3, 2010

TD Economics
www.td.com/economics 4

This report is provided by TD Economics for customers of TD Bank Financial Group. It is for information purposes only and may not be 
appropriate for other purposes. The report does not provide material information about the business and affairs of TD Bank Financial 
Group and the members of TD Economics are not spokespersons for TD Bank Financial Group with respect to its business and affairs. 
The information contained in this report has been drawn from sources believed to be reliable, but is not guaranteed to be accurate or 
complete. The report contains economic analysis and views, including about future economic and financial markets performance. These 
are based on certain assumptions and other factors, and are subject to inherent risks and uncertainties. The actual outcome may be 
materially different. The Toronto-Dominion Bank and its affiliates and related entities that comprise TD Bank Financial Group are not liable 
for any errors or omissions in the information, analysis or views contained in this report, or for any loss or damage suffered.

Business must step up to the plate

Our forthcoming productivity study will strive to diag-
nose Canada’s productivity problem and outline some policy 
recommendations, but in the final analysis businesses must 
step up to the plate.  The economic and policy environment 
is right.  The time to invest in new innovative and produc-
tivity enhancing technology is now to meet the competitive 
pressures of the future and address the looming challenge 
from demographics.  Moreover, increased investment and 
innovation would not only be in the interests of businesses 
– it would also materially benefit workers and governments.         
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