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* |f Canada does not play to win on labour productivity, it risks a continued drop in living standards, worsening
wage stagnation and a dangerous deterioration in public services.

* The pronounced downshift in labour productivity since the pandemic has manifested in most industries.

* The goods-producing sector accounts for the lion’s share. In a turn of fortune, a decade-long outperformance in
productivity is now marred by a 1.2% average annual decline since 2019. More goods sector workers are required
just to produce the same level of output.

* Among industries, construction is the worst of the lot with labour productivity at a near 30-year low.

* Construction’s deepening presence will keep Canada on its backfoot relative to peers in the absence of greater
innovation adoption and a reshaping of the industry.

* Canada’s service sector has also slowed, but to a lesser degree. Compared to the U.S., most major industries
severely lag.

Hearing the word, productivity, often brings to mind a nega-
tive image of accomplishing more work with less people. It’s
a hard sell for policymakers to get Canadians fired up on the
concept, let alone to make the necessary financial sacrifices 1g

and policy adjustments toward solutions. Yet, healthy growth 18
in productivity is key to a dynamic, prosperous, and resilient 14
society. Productivity improvements drive real wage growth '
and are essential to maintaining quality public services. ;'_Z
So the fact that Canada’s performance has deteriorated so 8::61
materially since the pandemic should be of grave concern ,

to all Canadians, particularly younger generations. Canadi- 0.0
an’s standard of living, as measured by real GDP per person, 1989-1999
was lower in 2023 than in 2014. Without improved produc-

Chart 1: Canada's Productivity Performance Has
Fallen Steeply Since the Pandemic

Real Output per Hour Worked*, Annual Average % Change
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*Business Sector. Source: Statistics Canada, TD Economics.
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Canada's Productivity Challenge: Understanding the
Post-Pandemic Slump and How to Overcome It

What’s Behind Canada’s Productivity Slump?

Canada is Getting Worse Construction is Less Productive but Canada Lags the U.S. Across Key

Drawing in More Resources Service Industries

at Making Stuff

2,
\

Productivity in Canada's goods sectors Canada's economic landscape has Canada's service sector has fallen fur-
has seen a reversal of fortunes since shifted away from oil and gas and ther behind the U.S. which has made
the pandemic. More goods workers are toward construction, moving resources faster gains by embracing new tech-
required just to produce the same from high productivity to low. Construc- nologies.
amount of output tion productivity is at a 30-year low

Policies to Boost Productivity

Concerted Effort to Lift Construction
Sector Productivity

Tax Reform to Maintain
Competitiveness

Eliminate Barriers to
Investment

(¢ - >

Simplify and broaden the corporate Break down jurisdictional barriers to Reduce regulatory fragmentation,
tax code, reduce tax rates on growth, encourage scaling and allow promote labour mobility, increase
investment and maintain Canada's construction to thrive with investor transparency
competitive advantage smarter regulations
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tivity growth, workers will face stagnating wages and
government revenues will not keep pace with spend-
ing commitments, requiring higher taxes or reduced
public services.

So what ails Canada?

Over the decade prior to the pandemic, business sec-
tor productivity grew by a respectable rate of 1.2% an-
nually (Chart 1). Since 2019, it has ceased to expand at
all, setting Canada apart as one of the worst perform-
ing advanced economies, not to mention in stark con-
trast to the United States (see earlier report).

We wish we could tell you that only a single or hand-
ful of industries are the culprit. However, the woes are
widespread. Relative to growth in the decade prior the
pandemic, only a few service industries have managed
to improve their performance. Those working in the
goods sectors have felt the downshift the most, where
productivity has gone in reverse in the years since the
pandemic. What does that mean? To get the same out-
put, it now requires more hours from workers. Hard to
believe this could occur in a digital age.

There is one sector in Canada that wears the Scarlet
Letter more prominently than the others: construction.
Due to its increasing size within the economy, its de-
clining productivity has been an increasingly impor-
tant source of overall weakness.

Among service-producing industries, most have expe-
rienced a productivity slowdown since the pandemic,
but not as severe. Still, when compared to the U.S.,
stark differences occur in key service industries.

There is no silver bullet to fixing Canada’s productiv-
ity woes because the underperformance has become
so pervasive. The often-cited solutions are intuitive but
elusive for Canada: fostering competition, retaining
skilled workers, reducing barriers to trade and invest-
ment (both internally and externally), and improving
incentives for technology adoption. This is the mini-
mum needed to keep Canadians from being the poor
cousins of the G7.

However, a focus needs to be on the construction
sector, especially residential building. It is composed
mainly of small firms, which are slower to adopt new

technologies. Productivity has been weakest in build-
ing construction, which has the largest share of small
firms. Targeted strategies to address constraints to
growth could be beneficial. Harmonizing building
codes and licensing requirements across provinces
could help increase competition while allowing for
greater returns to scale across the industry.

For service industries, greater reliance on non-per-
manent residents appears to have contributed to the
productivity deterioration since the pandemic.This
may seem counterintuitive amidst an aging labour
force, but the concentration of non-permanent resi-
dents in low paid work has worsened Canada’s pro-
ductivity performance.! Raising productivity growth
in services will require supportive tax and regulatory
policy that encourage greater investment and accel-
erate technology adoption.

Goods sector productivity has contracted
since the pandemic

Canada’s economy is primarily one of services. This is
not a new development, but one that is steadily march-
ing forward. The flip side of that coin is that over the
past two decades, the combined activity of goods sec-
tors — agriculture, utilities, manufacturing, and con-
struction — has fallen from one-third to a quarter of
the Canadian economy.

In terms of productivity, however, the goods sector
punches above its weight. Labour productivity is over
30% higher than in the service sector. Bragging rights

Chart 2: Goods Industries Have Experienced

Productivity Reversal Since the Pandemic

Real Output per Hour Worked, Annual Average % Change
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Source: Statistics Canada, TD Economics.
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go to the relatively capital intensive mining, oil and gas
extraction, and utilities sectors. Manufacturing, con-
struction and agriculture have much lower levels of
productivity by comparison.

Unfortunately, since the pandemic, with the exception
of agriculture, forestry, hunting and fishing, productiv-
ity growth within goods-producing industries has not
only slowed but has outright reversed (Chart 2). From
an annual increase of 1.4% in the decade prior to the
pandemic, it has declined by 1.2% annually since.

As a result, the goods sector has subtracted an aver-
age of 0.4 percentage points from Canada’s overall
productivity growth every year since the pandemic.
Had the sector just stayed flat, Canada’s pace would
have risen 0.5% annually. Although this performance
still pales to that of five years prior, it would have been
sufficient to outpace the Euro Area.

Construction productivity has been in de-
cline for decades

Chart 3 breaks down the problem. The utilities sector
experienced a signficant deterioration since the pan-
demic, but this is not a primary area of concern as it
was largely due to record-high temperatures that led to
a decline in the production of hydroelectricity in 2023.?

The sectors of concern start with mining and oil and
gas extraction, which experienced healthy productiv-
ity gains in the decade prior to the pandemic but has
since fallen 0.5% annually. While measuring produc-
tivity in the sector is challenging (see text box below),

Chart 3: Construction Has Seen Biggest Decline
in Labour Productivity
Real Output per Hour Worked, Annual Average% Change
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Source: Statistics Canada, TD Economics.

there are some attributes unique to Canada. Invest-
ment in the sector has fallen in part as key infrastruc-
ture such as the Keystone XL pipeline was cancelled,
but also as a result of reduced investment in the wake
of carbon pricing and the energy transition.® Although
this is a necessary transition, decarbonization is likely
to further weigh on investment in the sector. Given its
relatively high level of labour productivity, this auto-
matically presents a productivity challenge for Cana-
da over the next several years.

Manufacturing is experiencing the smallest decline
relative to its pre-pandemic average, but here too pro-
ductivity has swung from gains to losses, with a par-
ticularly sharp drop over the past year.

And then there’s the construction sector, which has
experienced the worst productivity of any goods sec-
tor. This is a longstanding pattern that has worsened,
injecting more pain into Canada due to its rising share
of economic activity.

Construction has generated no productivity growth
over the past forty years! It’'s not a uniquely Canadian
problem, but rather global in nature. For instance, U.S.
productivity growth in construction has been worse
relative to Canada over the last 30 years and only
slightly better since the pandemic. Studies in the U.S.
have shown resources moving from higher productiv-
ity regions to lower - the opposite of allocative effi-
ciency. The decline in productivity has coincided with
an increase in land-use regulations, suggesting that
non-economic factors have played a central role.*®

The same appears to be true in Canada. For exam-
ple, as documented by CMHC, there are consider-
able differences in residential construction productiv-
ity across the country, suggesting that differences in
regulations and permitting play a role in productivity
performance.® More than other sectors, construction
is characterized by very small firms - 40% have fewer
than 20 employees (Chart 4, next page). Smaller firms
have been shown to have lower levels of productivity
and are slower to adopt new technologies than larger
firms.” They also face larger regulatory burdens rela-
tive to their size than larger businesses, which mate-
rially weighs on productivity.2 There are a number of
‘low-hanging fruit’ barriers to growth in construction
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Chart 4: Smaller Firms in Construction Industry
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such as building codes, permitting and licensing re-
quirements that differ across provinces and make it
difficult for firms to operate across jurisdictions. A lack
of standardization is another challenge that makes in-
novation harder to scale up across the industry.

Construction is growing in importance

Unfortunately, the poor performance of the construc-
tion sector is an increasingly important driver of Can-
ada’s overall productivity story because it is growing
as a share of the economy more than other countries
(Chart 5). In 2023, the construction sector represented
12.6% of all labour hours worked in Canada, up from
8% in 1997. Isolating to just the goods-producing sec-
tor, construction hours worked now exceed those in
manufacturing, nearly doubling from 23% in 1997 to
42% of today.

Now consider the increasing shift of resources into
construction activity rather than other areas, and the
impact on total Canadian productivity intensifies. Add-
ing this “reallocation effect” to the “within-sector effect”
described above reveals a construction sector that has
subtracted 0.5 percentage points from annual produc-
tivity growth since the pandemic. It has accounted for
the vast majority of the decline in overall Canadian pro-
ductivity relative to the pre-pandemic period.

And the problem deepens when we cast an eye for-
ward. Construction is unlikely to become less impor-
tant over the next five years, or more. Canada suffers
from a housing deficit, suggesting a need for more

Chart 5: Construction Has Surpassed Manufacturing
in Hours Worked
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Source: Statistics Canada, TD Economics.

resources to be sucked into the sector. The Bank of
Canada’s recent Monetary Policy Report reduced
their forecast for overall Canadian productivity over
the next two years citing “constraints on housing con-
struction coming from structural factors, such as the
availability of land, zoning restrictions and a lack of
skilled labour.”®

The rising importance of construction increases the
urgency to improve productivity in the sector. But this
requires more outside-the-box thinking, including mov-
ing to more prefabricated or modular building, devel-
oping a reskilled workforce around it, and rethinking
the building code to allow for more flexibility in the
sources of materials used that maintain the same re-
sults in terms of safety and durability. There are exam-
ples of this in other countries, such as Sweden, where
modular building has a significant presence.”®

A select few service industries have seen
faster productivity growth since pandemic

It’s not all downbeat news. A few sectors stand out with
improved productivity growth since the pandemic.
Among them are wholesale and retail trade, informa-
tion and cultural industries, accommodation and food
services, and real estate, rental, and leasing. Many of
these industries were hit hardest by the pandemic with
greater employment disruptions, reinforcing the belief
that productivity growth is about fewer people. As of
2023, hours worked in retail trade and real estate, rent-
al and leasing was still lower than in 2019.
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The Curious Case of Productivity in Canada’s Oil & Gas Sector

Canada’s oil and gas sector has one of the highest productivity levels in the Canadian economy as well
as some of the highest wages. Due to the size of its productivity outperformance relative to the rest of the
economy, the sector has played an outsized role in driving Canadian productivity. Although the sector has
seen labour productivity growth ebb and flow over several decades, it was on an encouraging upswing in the
years leading up to the pandemic." Nonetheless, a decline in labour hours in the sector weighed materially
on aggregate labour productivity growth.

Underneath the surface, things get even more compli- Chart 6: Oil Sector Multifactor Productivity

cated. Labour productivity can be broken down into the Inversely Related to Oil Price
amount of capital per worker, the skills of those workers, 5 10
and the technology that determines how inputs (capi- 3 &160 ’.
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But in the real world, the oil and gas sector appears 80

to have a counterintuitive relationship between the 20 40 60 80 100
amount of capital it adds and growth in innovation. W Benchmark Price (Canadian $ per Barrel)
While the sector has consistently increased capital per
worker, MFP has generally declined over the past 50
years. How could this be for a sector that has seen a steady stream of innovation from the early-days of
steam-assisted gravity drainage in oilsands development to digital oil field technologies recently.

Source: Statistics Canada, Haver Analytics, TD Economics

One reason is that the productivity statistics do not account for the price of the non-renewable resource.
As oil prices have risen, companies have been induced to invest more into difficult deposits that take more
labour and capital to extract. This shows up in an inverse relationship between oil prices and MFP (Chart 6).

A second reason is that productivity statistics do not account for the non-renewable nature of the resource.
Even without the price effect, more labour and capital must necessarily be expended as easier geology de-
posits are exhausted. This contributes to the statistical underestimation of MFP growth."”

Finally, the sector must increasingly contend with the necessity of reducing its carbon footprint. This requires
both investment and innovation - carbon capture and storage as an example - that does not necessarily
raise output in the sector.

All of this suggests caution in interpreting weak MFP in the oil and gas sector and its negative effects on Ca-
nadian productivity growth. Labour productivity should be the focus.
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Chart 7: Real Wage Growth Tends to Follow Productivity
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*By major industry. Source: Statistics Canada, Haver Analytics, TD Economics

However, as in the past, gains from productivity are
showing up in rising compensation for these workers.
Since the pandemic, real (inflation adjusted) com-
pensation per hour has grown faster in sectors with
greater productivity growth. Service industries have
experienced annual average growth in real compen-
sation of 1.8% compared to 1.0% in goods sectors. The
strongest productivity sectors have seen the stron-
gest wage growth (Chart 7). Information and cultural
industries have experienced real wage growth of 2.1%
annually and accommodation and food services are
not far behind at 2%.

It is too early to say whether the pandemic shock has
caused more permanent changes to these industries.
Some of the productivity improvement may reflect
trends in automation and digitization since the pan-

demic. This offers hope that as digital technologies
and artificial intelligence (Al) are more widely adopt-
ed, productivity growth could accelerate. As we have
argued (see report), Canada has a significant share of
high-skilled occupations that could benefit from con-
siderable improvements in productivity through Al.

Canada lags the U.S. across most industries,
especially services

And this is where the big push must ultimately come
from. Canada has lagged U.S. productivity growth for
the past several decades, but the deterioration has
worsened since the pandemic. Since then, the U.S.
has seen business sector productivity growth of 1.6%
annually, while Canada has failed to produce any ad-
vancement. From 2019 through 2022 (the latest de-
tailed industry data available for the U.S), the U.S has
outperformed Canada across most major industries.

U.S. productivity has been particularly strong within
retail trade, information, and cultural industries (in-
cluding telecommunications), professional, scientific,
and technical services, and accommodation and food
services. Although many of these same industries
have led productivity growth for Canada more recent-
ly, they have consistently and significantly lagged the
U.S. over the past two decades.

The greatest cross-country wedge has occurred with-
in the professional, scientific, and technical services
and accommodation and food services. The U.S. ex-

Canada has consistently lagged in high-tech service sectors
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U.S. productivity grew 2X faster than Canada in the
decade prior to the pandemic, but nearly 10X in the
years since!
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U.S. productivity accelerated in sectors hard
hit by the pandemic
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Neither Canada nor the U.S. experienced much
productivity growth in the accommodation and food
sector but the U.S. accelerated rapidly post-
pandemic, while Canada remained moribund.

perienced accelerated and robust growth of 3.8% for
the former and 3.9% for the latter from 2019 to 2022.
By contrast, productivity growth in Canada’s profes-
sional services sector slowed from its pre-pandemic
average. Productivity growth improved in the retail
sector, but to a much smaller degree than in the Unit-
ed States.

Some of the challenges are longstanding. Canada
has been a laggard in adopting information and com-
munication technology (ICT) and meaningfully slower
growth within this area explains much of the growing
U.S.-Canada productivity gap in the two decades pri-
or to the pandemic.

In fact, there’s only one sector that has consistently
outperformed its American counterparts over the
past decade and through the pandemic: finance, in-

Canada’s advantage in financial services
has remained in place
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The U.S. finance sector was hard hit by the Global
Financial Crisis, but Canada's outperformance has
remained in place.

surance, real estate, rental and leasing (FIRE). In the
decade prior to the pandemic, labour productivity
in the sector grew by 2.2% annually in Canada com-
pared to 1.0% in the U.S. Since the pandemic, the gap
has increased, with growth of 3.2% in Canada and just
0.4% in the United States. Output of the financial sec-
tor in the U.S. was impacted to a much higher degree
by the Global Financial Crisis, but that does not ex-
plain Canada’s more recent outperformance. Some
of it may reflect catch up growth, as the U.S. sector
exhibits higher levels of labour productivity than Can-
ada. While comparable data on the details between
the two countries is only available to 2020, in the five
years prior to the pandemic, the sectors in both coun-
tries saw similar contribution from investment-driven
growth in capital per worker, but Canada’s industry
saw relatively faster MFP growth.
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Maintaining A Competitive Tax Regime

An internationally competitive tax system is an important contributor to investment and productivity. Can-
ada made a concerted effort to lower its corporate income taxes in the early 2000s and had lower corpo-
rate income tax rates than international peers through the decade that preceded the pandemic. However,
this advantage has eroded considerably in recent years as other countries have lowered tax rates. The Tax
Cuts and Jobs Act of 2018 for example lowered the U.S. corporate income tax rate by fourteen percentage
points from 35% to 21%. Several European countries also reduced their tax rates over this period. With these
changes abroad, Canada’s average tax rate is now roughly in line with the U.S. and OECD average, but higher
than Europe. A tax rate just in line with the U.S. is probably not sufficient to counteract the country’s inherent
strengths in drawing in investment and talent. Canada must aim to do better in order to level the playing field.

The profitability of new investments is also influenced by a host of other measures that interact with the tax
system, including interest, depreciation, inventory cost, fees, and other deductions. A measure that includes
these factors is the marginal effective tax rate (METR)." Canada’s METR was temporarily reduced below peers
by accelerated depreciation measures in 2019, which allowed investment in manufacturing and processing
machinery and equipment to be fully deducted from taxes. The deduction was, however, temporary, and is
set to be fully phased out by 2028. As this temporary measure expires, Canada’s METR will rise considerably,
raising the cost of new investment and weighing on productivity growth.”®

Some might wonder if these tax credits have been effective, considering Canada’s deteriorated investment
and productivity backdrop over the last several years. The flip side of the lens is to consider how much worse
the investment impulse would be in Canada in their absence. Unwinding it would fly in the face of “do no
harm” principle, reducing Canada’s competitiveness during a period when the struggle runs so deep. In addi-
tion, measurements like the METR do not include regulations or provisions in the tax code that favour certain
industries over others. These have also been shown to impede markets signals, weigh on productivity and
reduce competitiveness.'

Bottom Line

Canada has seen its productivity go from bad to worse
since the pandemic. Labour productivity was tempo-
rarily and artificially lifted by pandemic lockdowns
in early 2020 when hours were cut more than overall
economic activity. But in the three years since produc-
tivity has declined every single year, with the decline
worsening in 2023 relative to 2022. An outright decline
in productivity in the goods sector explains much of
Canada’s moribund productivity growth. While the ser-
vice sector slowed more modestly, this is nothing to
crow about. It stands in sharp contrast to the improved
performance stateside.

Addressing Canada’s productivity issues requires
comprehensive strategies, including promoting com-
petition, incentivizing technology adoption, reducing
barriers to growth across jurisdictions, and implement-
ing smarter regulations. At a minimum, government
should focus on doing no harm, maintaining incentives
for capital investment. The expiry of the accelerated
depreciation allowance (discussed in textbox above) is
a move in the wrong direction, raising the cost of new
investment. Reforming the tax code more broadly to
reduce the cost of new investment should be a policy
priority. Focusing on improving productivity in con-
struction sector is particularly urgent due to its grow-
ing economic importance. If Canada does not play to
win on labour productivity, it risks a continued drop in
living standards, worsening wage stagnation and a
dangerous deterioration in public services.
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