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Economic recovery continues, but business investment is weak and bousehold and public debt
remain too bigh.

Highlights

Canada’s economy continues its recovery following from the crash in oil prices in 2014, but remains plagued
by shortfalls in business investment and worrisome trends in household and public debt.

The energy sector has experienced a small rebound, reflecting a 10 percent increase in spending on conventional
oil and gas. Even with the drop in oil prices, energy investments remain relatively stable and account for 45.7
percent of all business investment, leaving it the focal point of capital spending and the prime determinant
of our future industrial structure. In contrast, investment in other industries showed widespread weakness.

Investment in manufacturing in Canada has proven particularly poor, with intentions falling 4.6 percent in
2017 to $15.2 billion. Ontario has faced the brunt of this malaise, especially in the auto industry. For instance,
capital spending there has fallen from over $3 billion a year before the recession to $2 billion in recent years.
Meanwhile, manufacturing investment in every province outside of Ontario had regained its pre-recession
peak.

The author of this document has worked independently and is solely responsible for the views presented here.

The opinions are not necessarily those of the Macdonald-Laurier Institute, its Directors or Supporters.
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The housing market in some parts of the country continue to be strong. Prices for existing homes in the Toronto
area rose by about 30 percent in the year ending in February. Even in Vancouver, where various measures have
cooled demand by 42 percent from a year ago, prices only fell by 3 percent. Households continued to borrow
over $40 billion (at annual rates) from the rest of the economy.

More uncertain is whether the housing market increase

has had a beneficial impact on consumer spending. ‘ ‘
Consumer spending in general, apart from the housing .
sector, remained restrained. Instead of spending more, Fundamenta”y’ while
strapped households used money from the federal year-on-year g rowth
government’s Canada Child Benefit to boost their saving

rate, from 4.9 percent in the first half to 5.7 percent in has larg_ely r.eturned
the second half. to pre-oil price crash

level N ’ nom
Employment growth in Canada picked up to 0.6 percent. CVels, Canada’s econo y

But this is fuelled primarily by the public sector, which continues to be overly
was the fastest growing industry in Canada in 2016. reliant on growth being
Governments also continued to rely on debt to finance .
their spending. Federal borrowing rose to $23.2 billion pI’OVIded by household
in the fourth quarter, while provincial borrowing and government, which
increased to $28.4 billion. . o

remain heavily in-debted,
Fundamentally, while year-on-year growth has largely rather than business

returned to pre-oil price crash levels, Canada’s economy
continues to be overly reliant on growth being provided
by household and government, which remain heavily in-
debted, rather than business investment and exports.

investment and exports.”

Overview

The Canadian economy continued to recover in the second half of the year, following a weak first half, with
real GDP increasing by 0.6 percent in the fourth quarter after a 0.7 percent gain in the third when recovery
began from the wildfires in Alberta. Employment growth also picked up to 0.6 percent, fuelled by growth in
the public sector. However, the transition from a reliance on household and government spending to exports
and business investment remains elusive. Exports edged up only 0.3 percent in the quarter and 0.8 percent in
the past year, while business investment fell 2.1 percent. The outlook for business investment remains clouded,
as the annual Statistics Canada survey of investment intentions found firms plan to cut capital spending by 5.6
percent, its fourth straight decline. As a result, the Bank of Canada characterized the economy as demonstrating
“persistent economic slack” (Bank of Canada 2017).

A pick-up in the Macdonald-Laurier Institute Leading Economic Indicator to 0.6 percent growth, from almost no
growth early in 2016, reflects a recovery to the 2 percent rate of economic growth rate that was posted before
the oil price shock pushed growth below 1 percent at its nadir (see figure 1). Indeed, the year-over-year growth
of real GDP returned to 1.9 percent by the fourth quarter, exactly the same as the United States. However,
despite an improving outlook for the US economy, there are few signs that the hoped-for breakthrough to
growth rates of 3 percent or more is in the offing.

2  COMMENTARY: Weak Business Investment, Household and Public Debt Constrain Canada’s
Economic Recovery



Figure 1: MLI Leading Economic Indicator, 2002-2017
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The failure of the Bank of Canada to enable Canada’s growth to transition to exports and business investment
is important because of Canada’s indebtedness. The recent gains in household spending and government have
been fuelled by borrowing. The hoped-for gains in exports and business investment would have reduced
Canada’s reliance on debt to fuel growth. Instead, continuing to rely on debt-fuelled increases in housing and
government spending means the Bank of Canada cannot follow the US in beginning to normalize interest rates.

Business Investment Continues to Fall in 2017

Business firms plan to cut nominal investment spending by 5.6 percent in 2017,' the fourth straight annual decline.
However, unlike the three previous declines, the planned drop for 2017 does not primarily reflect weakness in
the energy sector. Investment intentions for the energy sector edged up slightly, after falling by a cumulative
36.4 percent over the previous three years. Instead, investment was pulled down by widespread weakness
in most other industries, with cuts planned in 10 of the 13 major industry groups. Mining, manufacturing,
transportation (excluding government investments in urban transit), retailing, and banking all plan important
declines. The only gains were in utilities, real estate, and telecommunications.

The small rebound in the energy sector reflects a recovery of almost 10 percent in spending on exploration
and development and conventional oil and gas extraction. By contrast, investment in the oil sands is scheduled
to fall to its lowest level since 2005. The shift from the oil sands to conventional oil and gas reflects the lower
capital costs of conventional projects and greater flexibility to curtail these operations if the recent rally in oil
prices based on OPEC (Organization of the Petroleum Exporting Countries) respecting its production quotas
does not hold.

The inflexibility of oil sands operations was reflected in the different trends of output and investment since the
oil price collapse began late in 2014. Initially, investment in the oil sands was not cut as fast as conventional oil
and gas, reflecting how firms were committed to finishing projects already undertaken and nearing completion.
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As a result, output of crude oil from the oil sands continued to increase into 2016, with further increases to
come this year and next. Meanwhile, investment in the oil sands will fall to $12.0 billion in 2017, two-thirds
below its peak in 2014. With no new projects starting this year and investment falling rapidly, the oil sands will
have taken three years to feel the full impact of the price downturn. The conventional oil industry began to bear
the negative impact on both output and investment immediately in 2015, but is now poised to begin to recover
if oil prices are sustained at their current level of about $50 (US) a barrel.

Overall, the bust in oil and gas prices has slightly reduced the orientation of Canada’s business investment to
energy since 2014. The share of the energy industries in business investment peaked at 54.7 percent in 2014.
In 2017, energy still accounts for 45.7 percent of all business investment, leaving it the focal point of capital
spending and the prime determinant of our future industrial structure.

The relative stability of energy investment since 2014, even with the drop in oil prices, reflects a number of
factors. Despite the cutbacks in oil and gas spending, investment in this sector remains at historically high levels;
outlays of $36.4 billion in 2017 are close to the $41.3 billion spent in 2007, just before the peak of the previous
boom in oil prices in 2008. As well, investment in pipelines has quadrupled since 2006, from $2.0 billion to
over $8.0 billion in every year since 2014 (see figure 2). While much attention was focused on the difficulty
in getting approval of pipelines to tidewater and the Obama administration’s obstinate refusal to approve the
Keystone pipeline, it has been overlooked how much new pipeline was laid within Canada to carry the large
amount of new oil and gas capacity being added in Alberta, British Columbia, and Saskatchewan. Finally, energy
investment was sustained by stability in utilities, which have risen slowly every year since 2014 to reach $33.0
billion in 2017.

Figure 2: Capital expenditures on pipelines, 2006-2016

Billion $

10

2006 2008 2010 2012 2014 2016

Source: Statistics Canada CANSIM table 029-0046

Investment outside of energy is now the major source of weakness. Investment in manufacturing in Canada
continues to languish, with intentions falling 4.6 percent in 2017 to $15.2 billion. This is below the $15.8 billion
invested in 2013, when the exchange rate was still at parity with the US dollar. The reluctance to invest in
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factories in Canada has been persistent and widespread. From 2013 to 2017, investment has fallen in 11 of the
18 industries for which data is available. This implies that the failure of manufacturing to respond as vigorously
as the Bank of Canada expected to the lower dollar is much more than the legacy of plant closures - for which
there is scant evidence (Cross 2016). It reflects an unwillingness of firms to invest in factories in Canada despite
the alleged attraction of a devalued currency. The benefits of such a situation to manufacturers are negligible
after they had spent years restructuring their operations to use more imported inputs on the assumption the
dollar would remain high. Even export industries that use energy intensively (and therefore should be profiting
from both low oil prices and a devalued exchange rate) cut investment spending, including chemicals, primary
metals, paper, and petroleum refining.

So why is manufacturing investment so unresponsive to the lower dollar and cheap oil prices? Much of the
answer lies in the provincial distribution of the weakness. Historically, Ontario is host to nearly half of all
manufacturing investment in Canada. However, manufacturers
in Ontario have curtailed investment in recent years, averaging
outlays of $6.2 billion since the dollar began falling in 2014.

‘ ‘ This is 23 percent below its average of $8.0 billion a year from
From 2013 to 2017, 200§ to 2008 (Provmaal'm'vestment data only go back t(? 20006),
) despite the rapid appreciation of the exchange rate during that
investment has period.

fallen in 11 of the 18

The slump in manufacturinginvestmentin Ontariois widespread.

industries for which The largest shortfall compared with the pre-recession period of
data is available.” 2006-2008 was in transportation equipment, which in Ontario

is dominated by the auto industry. Capital spending by the

e auto industry has fallen from over $3 billion a year before the

recession to $2 billion in recent years. While important and

high-profile investments in retooling auto plants were made in
2014 and 2015, there has been no greenfield investment in building a new auto plant since 2008. However, the
malaise in Ontario’s factories extends far beyond the auto industry. Investment has not recovered to its pre-
recession levels in wood, chemicals, machinery, furniture, computers and electronics, non-metallic minerals,
and rubber and plastics. Many of these industries are energy-intensive, suggesting the high cost of electricity for
industrial users is one factor hampering investment in Ontario’s factories.

Meanwhile, manufacturing investment in every province outside of Ontario had regained its pre-recession peak
during the recovery. Provincial investment data can be easily skewed by one or two large projects. For instance,
manufacturing investment in Quebec was boosted in recent years by a heavily-subsidized cement plant in Gaspe,
while investment in British Columbia slowed after Rio Tinto finished upgrading its aluminum smelter in Kitimat
in 2015. Yet the results do suggest that firms are willing to invest in factories in most of Canada, but not in its
industrial heartland. Next door in Quebec, investment intentions in manufacturing have strengthened over the
same periods, from $3.3 billion to $3.7 billion. Much more than a lower dollar will be needed to lure investment
into Ontario given the high costs of taxes, electricity, and regulation to operate in that province.

Financial data show that corporations in Canada are beginning to repair their balance sheets, a necessary
development before they can resume investing. After borrowing for most of the last two years, firms were
net lenders to the rest of the economy at an annual rate of $34.6 billion, the most since early 2012. Higher
profitability as oil prices improved and lower capital spending reduced borrowing requirements.
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Toronto Home Prices Continue to Soar

While business investment in Canada continues to slump, the housing market in some parts of the country
remains effervescent. Prices for existing homes in the Toronto area rose by about 30 percent in the year ending
in February, implying a doubling of prices every two and a half years. Meanwhile, the various measures taken
by the federal, provincial, and local governments cooled
demand for homes in Vancouver by 42 percent from a
year ago, although prices fell by only 3 percent.

Central banks disagree about the possible effect inflated ‘The tepld <) rowth of
housing values have on the economy. Mervyn King, nominal retail sales
former Governor of the Bank of England, recounts . .

how the Bank of England and the US Federal Reserve . Oﬂtal’l-O (UD 4.2
Board reached different conclusions on the impact of percent In the year to

rising house values before 2008 on consumer spending ;
(King 2016). The Federal Reserve models held that the December, Sllghtly below

increased wealth effect boosted consumer spending. the national average)
?n contrast, the Bank of EnglanFl maintained tl}at since suggests Ontario’s
incomes are not affected by higher house prices, the . .

impact on personal spending would be negligible housi ng boom is not
unless households generated funds by moving into a being used exten sively
smaller house or borrowing against the higher value .

of the house. The tepid growth of nominal retail sales to finance more

in Ontario (up 4.2 percent in the year to December, consumer spending.”

slightly below the national average) suggests Ontario’s
housing boom is not being used extensively to finance
more consumer spending.

Households and Governments Borrow to Finance Spending

Households continued to borrow over $40 billion (at annual rates) from the rest of the economy. However,
the data on the role of debt in fuelling the Canadian housing market may be understated. The experience of
British Columbia suggests that non-resident buying played a significant role in fuelling the rapid increase in
house prices. However, only borrowing in Canada by these non-residents is captured in the data on household
debt. Borrowing done in overseas countries that is then transferred to Canada to make a house purchase is not
included in debt statistics for Canada. While overseas loans to non-residents pose no direct default risk to the
Canadian financial system, a downturn in home prices in Canada could induce overseas lenders to force non-
resident homeowners in Canada to sell, putting more downward pressure on prices. Another unofficial but
important source of financing, especially in Vancouver and Toronto where few millennials on their own can
afford average prices approaching $1 million, is the so-called “Bank of mom and dad.” Again, almost no data
exists on the extent of these intra-family transfers or loans.

Outside of housing, consumer spending remained restrained. Despite the injection of $4 billion from the federal
government’s Canada Child Benefit in the second half of the year, consumer spending slowed from an increase
of 1.4 percent in the first half to 1.0 percent in the second half. Instead of spending more, strapped households
used the government money to boost their saving rate, from 4.9 percent in the first half to 5.7 percent in the
second half.
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The public sector (defined as public administration, health care, and education) was the fastest growing industry
in Canada in 2016. Governments continued to increase their reliance on debt to finance their spending. Net
borrowing reached an annual rate of $46.3 billion in the fourth quarter. The federal shortfall continued to
grow; after running a surplus as recently as the first half of 2015, its net borrowing rose to $23.2 billion in the
fourth quarter. Meanwhile, provincial borrowing resumed its upward trend, rising to $28.4 billion.

Conclusion

The worst of the effects for the Canadian economy from the crash in oil prices have largely passed. As a
result, year-over-year growth has almost returned to 2 percent, about where it was before the oil price shock.
However, growth remains dependent on households and governments, which remain heavily-indebted.
Despite the lower dollar, exports have risen by less than 1 percent in the past year, while business investment
continues to recede with no upturn in sight for 2017.

The weakness in exports and business investment are related. Despite a surge in crude oil export volumes as
oil sands projects came on line in 2016, exports were held back by declines for a wide range of manufactured
goods. In turn, the persistent weakness in business investment can no longer be attributed to energy, as the
oil and gas sector shows signs of reviving in 2017. Instead, the slump in investment is increasingly the result of
a malaise in Canada’s manufacturing sector, the very sector the devaluation of the dollar from parity with the
US in 2014 was designed to stimulate. While manufacturing investment had recovered to pre-recession levels
in most provinces, Ontario is clearly the source of the persistent unwillingness of manufacturers to invest.
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Endnote

1 The business sector excludes investment made by the public administration, health care, education
and urban transit industries (Statistics Canada 2017).

9 COMMENTARY: Weak Business Investment, Household and Public Debt Constrain Canada’s
Economic Recovery



MACDONALD-LAURIER INSTITUTE

Critically Acclaimed,
Award-Winning Institute

The Macdonald-Laurier Institute fills a gap in
Canada’s democratic infrastructure by focusing
our work on the full range of issues that fall
under Ottawa’s jurisdiction.

* The Macdonald-Laurier Institute fills a gap in
Canada’s democratic infrastructure by focusing
our work on the full range of issues that fall
under Ottawa’s jurisdiction.

* One of the top three new think tanks in
the world according to the University of
Pennsylvania.

* Cited by five present and former Canadian Prime
Ministers, as well as by David Cameron, the
British Prime Minister.

* First book, The Canadian Century: Moving out
of America’s Shadow, won the Sir Antony Fisher
International Memorial Award in 2011.

* Hill Times says Brian Lee Crowley is one of the
100 most influential people in Ottawa.

* The Wall Street Journal, the Economist, the
Globe and Mail, the National Post and many
other leading national and international
publications have quoted the Institute’s work.

Where You’ve Seen Us

“The study by Brian Lee Crowley and Ken Coates is a
‘home run’. The analysis by Douglas Bland will make many
uncomfortable but it is a wake up call that must be read.”

FORMER CANADIAN PRIME MINISTER PAUL MARTIN
ON MLI'S PROJECT ON ABORIGINAL PEOPLE AND THE
NATURAL RESOURCE ECONOMY.

Ideas Change the World

Independent and non-partisan, the
Macdonald-Laurier Institute is increasingly
recognized as the thought leader on national
issues in Canada, prodding governments,
opinion leaders and the general public to
accept nothing but the very best public policy
solutions for the challenges Canada faces.

¢:|:go:|¢:D

OR THE RECORD

»
THE GLOBE AND MAIL

CANADA'S NATIONAL NEWSPAPER o FOUNDED 1844

NATTONAL POST

For more information visit: www.MacdonaldLaurier.ca




About the Macdonald-Laurier Institute

What Do We Do?

When you change how people think, you change
what they want and how they act. That is why thought
leadership is essential in every field. At MLI, we strip away
the complexity that makes policy issues unintelligible
and present them in a way that leads to action, to better
quality policy decisions, to more effective government,
and to a more focused pursuit of the national interest of
all Canadians. MLI is the only non-partisan, independent
national public policy think tank based in Ottawa that
focuses on the full range of issues that fall under the
jurisdiction of the federal government.

What Is in a Name?

The Macdonald-Laurier Institute exists not merely to
burnish the splendid legacy of two towering figures

in Canadian history - Sir John A. Macdonald and Sir
Wilfrid Laurier — but to renew that legacy. A Tory and

a Grit, an English speaker and a French speaker — these

two men represent the very best of Canada’s fine political
tradition. As prime minister, each championed the values
that led to Canada assuming her place as one of the world’s
leading democracies. We will continue to vigorously uphold
these values, the cornerstones of our nation.

Working for a Better Canada

Good policy doesn’t just happen; it requires good
ideas, hard work, and being in the right place

at the right time. In other words, it requires MLI.
We pride ourselves on independence, and accept no
funding from the government for our research. If you
value our work and if you believe in the possibility

of a better Canada, consider making a tax-deductible
donation. The Macdonald-Laurier Institute is a
registered charity.

The Institute undertakes an
impressive programme of
thought leadership on public
policy. Some of the issues we
have tackled recently include:

* Aboriginal people and the
management of our natural
resources;

* Getting the most out of our
petroleum resources;

* Ensuring students have the
skills employers need;

* Controlling government debt
at all levels;

* The vulnerability of Canada’s
critical infrastructure;

* Ottawa’s regulation of foreign
investment; and

* How to fix Canadian health
care.

For more information visit: www.MacdonaldLaurier.ca




CONTACT US: Macdonald-Laurier Institute
8 York Street, Suite 200
Ottawa, Ontario, Canada K1N 5S6

TELEPHONE: (613) 482-8327

WEBSITE: www.MacdonaldLaurier.ca
CONNECT
WITH US: Scan this QR code to

get your copy of our
iphone app or to visit
our mobile website

. (@MLInstitute
www.facebook.com/
MacdonaldLaurierInstitute

www.youtube.com/
MLInstitute

What people are saying
about the Macdonald-
Laurier Institute

In five short years, the institute has
established itself as a steady source of
bigh-quality research and thoughtful
policy analysis bere in our nation’s
capital. Inspired by Canada’s deep-
rooted intellectual tradition of ordered
liberty — as exemplified by Macdonald
and Laurier — the institute is making
unique contributions to federal public
policy and discourse. Please accept ny
best wishes for a memorable anniversary
celebration and continued success.

THE RIGHT HONOURABLE STEPHEN HARPER

The Macdonald-Laurier Institute is an
important source of fact and opinion for
so many, including me. Everything they
tackle is accomplished in great depth
and furthers the public policy debate in
Canada. Happy Anniversary, this is but
the beginning.

THE RIGHT HONOURABLE PAUL MARTIN

In its mere five years of existence, the
Macdonald-Laurier Institute, under

the erudite Brian Lee Crowley’s vibrant
leadership, has, through its various
publications and public events, forged a
reputation for brilliance and originality
in areas of vital concern to Canadians:
Jfrom all aspects of the economy to health
care reform, aboriginal affairs, justice,
and national security.

BARBARA KAY, NATIONAL POST COLUMNIST

Intelligent and informed debate
contributes to a stronger, healthier and
more competitive Canadian society. In
five short years the Macdonald-Laurier
Institute has emerged as a significant
and respected voice in the shaping of
public policy. On a wide range of issues
important to our country’s future,
Brian Lee Crowley and his team are
making a difference.

JOHN MANLEY, CEO COUNCIL




