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Canada:
We Have a Growth Problem
Kevin Lynch
International Monetary Fund Managing Director Christine Lagarde has put the world’s advanced economies
on notice: low, slow growth is the new normal. BMO
Vice Chair and former Clerk of the Privy Council Kevin
Lynch scans the horizon for solutions, and says the upcoming federal budget is the place to put them.

T

he International Monetary
Fund (IMF) sees Canada eking
out at most 1¼ per cent
growth last year, perhaps around 1½
per cent this year and at best 2 percent next year. Many domestic forecasters are less optimistic. With oil
prices finding new lows, stock markets weak and volatile and the Canadian dollar continuing to sag, Canada has a growth problem.
But, is this a cyclical bump or something more permanent, more structural? Is it a uniquely Canadian problem, or are other advanced economies
similarly challenged? Is it inevitable
and irreversible, or can a suitable
combination of policies and behaviours reverse this slowing growth trajectory and all it implies for future
living standards and fiscal sustainability? How we answer these questions
will shape our economy and growth
prospects well into the future.
A 2015 IMF report (“Lower Potential
Growth: A New Reality”) put forward
the rather dismal view that lower
potential growth is the new reality
for advanced economies, including
Canada. It argues that “absent policy
action to encourage innovation, promote investment in productive capital, and counteract the negative impetus from aging, countries will have
to adjust to a new reality of lower
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speed limits (potential growth).”
This report formed the basis for the
warning to political leaders by Christine Lagarde of the IMF that industrial countries face a “new mediocre”
growth trajectory unless they undertake structural reforms and fiscal
policies designed to raise long term
(potential) growth. This time really is
different, according to the IMF, and
no amount of hyper-expansionary
monetary policy will restore the sustained rates of growth we have grown
accustomed to throughout the postwar period.
The McKinsey Global Institute, in
a 2015 study (“Global Growth: Can
Productivity Save the Day in an Aging World?”), provides a similarly sobering perspective on future growth
prospects for Canada and other developed countries. Canadian growth,
which was 3.1 per cent on average
over the last 50 years, would average
only 1.5 per cent over the next 50
years based on long-term demographics projections (UN median global
projections scenario) and on a continuation of our past average productivity growth. But reduce the productivity assumption to reflect the reality
of much slower productivity growth
over the past 15 years, and Canada’s
long-term growth prospects would be

dimmer still unless our demographics
improved. While this is more scenario
analysis than forecasting, it does reinforce the observation attributed
to President John F. Kennedy that
“change is the law of life, and those
who look only to the past or the present are certain to miss the future.”

This time really is
different, according
to the IMF, and no amount
of hyper-expansionary
monetary policy will restore
the sustained rates of
growth we have grown
accustomed to throughout
the postwar period.

P

aradoxically, while short term
variations in economic activity are devilishly difficult to
forecast with a high and consistent
degree of accuracy, average growth
rates of the economy over the longer
term are much more predictable. The
reason is that long-term growth is
essentially dictated by just two drivers—the growth of productivity and
the growth of the labour force (plus
an impact from the terms of trade,
or ratio of export prices to import
prices).
In Figure 1, this basic relationship
between growth, productivity and
the labour force is set out, as well as
what the math of productivity and
the labour force implies for Canadian growth.
Over the 25-year period from 1982 to
2007, the eve of the great global finan-
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cial crisis, Canadian real GDP growth
averaged just under three per cent
per year. This growth emanated fairly
equally from productivity growth that
averaged 1.3 per cent and labour force
growth that averaged 1½ per cent. Not
bad economic performance.
Looking at these same growth drivers in the 2010-to-2015 period after
the global recession, their patterns
are considerably weaker. The aging
of the population and a lessening of
employment prospects are reducing
labour force growth significantly—
in the last five years to just less than
1 per cent. And, while the decline
in Canadian productivity growth is
longstanding, it averaged only 0.9
per cent from 2010 onwards.

T

he implications of this ongoing decline in productivity
growth and slower labour force
growth are profound. It is quite likely that long term Canadian growth
over the next decade(s) will be less
than two per cent, and perhaps well
less. This would represent a decline
of more than one third relative to the
real GDP growth we have experienced

The implications of this ongoing decline in
productivity growth and slower labour force growth
are profound. It is quite likely that long term Canadian
growth over the next decade(s) will be less than two per
cent, and perhaps well less.

over the last four decades, and upon
which we have built our enviable
standard of living and established our
fiscal plans and programs.
Elsewhere, former Bank of Canada
Deputy Governor Tiff Macklem and
I have written that Canada needs
a credible long-term growth plan
(Globe and Mail, January, 2016). Canada’s growth problems have been accumulating for years, masked by the
commodity super-cycle. Economic
growth is in a rut, with low productivity, weak innovation, declining
terms of trade and limited access to
high-growth foreign markets.
In the most recent World Economic
Forum Global Competitiveness Report (2015-2016), where Canada
ranks 13th, the challenges are clear.

We do well on the basics—health,
education, institutions, financial systems—but are found lacking on key
productivity drivers such as innovation and business sophistication,
where we rank 24th.
McKinsey Global Institute has identified 10 key enablers of growth that
essentially revolve around improving productivity and labour force
growth (Figure 2). These are the key
structural reforms that are needed to
reboot long- term growth; hyper-expansionary monetary policy will not
cure structural ills.
On the productivity enhancement
front, core reforms range from increasing private and public R&D, to
encouraging greater business capital investment, investing long term

Figure 1: The Drivers of Long Term Growth
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Figure 2: McKinsey’s 10 Enablers of Growth|
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in public and private infrastructure,
building a modern digital and data
infrastructure and” fostering competition through trade agreements and
reducing regulatory barriers.
Labour force amplifiers include higher immigration, labour market flexibilities, education and skills training
geared to the jobs of tomorrow, and
boosting the labour force attachment
of older people, youth and women.
No one of these enablers alone is the
silver bullet that will make a quantum difference to our growth trajectory. But, employed together, as
part of a coordinated and consistent
growth plan, these structural reforms
have the potential to do so.
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The jobs of
tomorrow will
change, the workers of
tomorrow will change in
what they do and the skills
they need to do it, the
successful firms of tomorrow
will be innovation-intensive
and highly flexible.
The gains will go
disproportionately to the
disruptors and early
adapters.

The OECD stresses the importance
of “frontier firms” in driving productivity growth. These are firms at the
leading edge of applied research and
product, process and market innovations. Their behaviours are dramatically different from the other firms in
their industry. For example, as shown
in Figure 3, the “frontier firms” in
the service sector (defined as the 100
most productive firms globally in
each two-digit sector) had average
productivity growth of 5.0 per cent
per year from 2001 to 2009, while
non-frontier service firms had essentially no productivity growth over
this period. Hence, the importance
of innovation to the dynamism and
growth potential of economies.
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Figure 3: The Importance of Frontier Firms
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countries” forthcoming OECD Working Paper.

W

hile one would expect
new innovations and best
practices to be quickly
diffused to other firms in any given
sector, both within a country and
cross-border, given the pervasiveness
of globalization, such is not the case.
This suggests there are also large productivity gains to be had by raising
average business efficiency towards
best-in-class in each sector. This underscores the importance of removing barriers to competition, opening
up economies to trade flows and resisting regulations that stifle competition and diffusion.
Innovation and its centrality to future
growth was centre stage at the World
Economic Forum in Davos this year.
The core message was: get ready for
pervasive change, driven by an accelerating scale, scope and pace of innovation. Why is innovation seemingly

at a pivot point? It is the combinatorial of multiple new technologies,
rather than the diffusion of a single
new technology; it is their platform
nature, extending across the physical,
digital and biological worlds; and, it
is their speed of diffusion. Precision
medicine, smart robots, blockchains,
artificial intelligence, autonomous
vehicles, 3-D printing, machine learning, big data and analytics drones,
and on and on.
The implication of all this is: disruption. The jobs of tomorrow will
change, the workers of tomorrow
will change in what they do and the
skills they need to do it, the successful
firms of tomorrow will be innovationintensive and highly flexible. The
gains will go disproportionately to
the disruptors and early adapters. The
lessons for Canada are rather obvious.

All of this leads us back to Canada’s
growth problem, and the need for a
clear and credible growth plan, one
that provides a road map for business, investors, governments and
educators as to how we can rebuild
our growth potential for the long
haul. It will involve new thinking,
strong collaborations and clear strategies for productivity and innovation,
for trade, for strategic infrastructure
and for talent. Budget 2016 indicated
a commitment to tackling our long
term growth challenge, and hopefully Budget 2017 will be a pivotal
step in this direction. Such a growth
plan would go a long way to resetting
expectations and strengthening confidence in Canada.
Contributing Writer Kevin Lynch is
Vice Chair, BMO Financial Group, and
former Clerk of the Privy Council.
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