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Exhibit 16 Except for immigrants to Canada, children from high-risk groups are less likely

to graduate from university than others

University attainment by selected characteristics, Canada (age 26-28)

Family background 47.6

15.1%

Bottom half Top half High school Some Routine- Creativity- Single parent  Two parents Think PSE is  Think PSE is

or less postsecondary oriented oriented not important  important

Parents’ income Parents’ education Parents’ occupation Family structure in high school Parents’ opinion

Demographic characteristics

34.6 36.7
32.6 31.4
27.5 26.7
22.9%
18.3
9.8

Rural Urban Male Female Aboriginal  Non-aboriginal Canadian born Non-Canadian Canadian born Non-Canadian

student born student parents born parents

Community type Sex Aboriginal status Student status Parents’ status

Note: University attainment measures Bachelor's Degree and above. The estimates for university attainment by Parents’ Status and Parents’ Income come from Cohort A, Cycle 5 (23-year olc
whereas the other estimates are for Cohort B, Cycle 5 (26-28 year olds).
Source: Institute for Competitiveness & Prosperity analysis based on Statistics Canada Youth in Transition Survey (YITS) cycle 5, cohort A and B.

it 17 Canada graduates fewer Master’s than the United States

Canada and US Degrees Awarded per 1,000 population
7.55

Total Bachelor’s & Master’s PhD
First Professional

Note: Data for Canada are for 2007 calendar year; US data are for 2006-2007 academic year.
Source: Institute for Competitiveness & Prosperity Analysis using data from Association of Universities and Colleges of Canada & National Centre for Education Statistics.



2005 found that, while affordability is
very important to participation, family
background and the circumstances in
which a student lives prior to consid-
ering post secondary education are the
principal variables in the participation
equation. These variables include
parental education, family type, place of
residence, language, and ethnicity.

The Youth in Transition research indicates
that lower educational attainment
among these risk groups is primarily

the result of not pursuing any post
secondary education — as opposed to
choosing college over university or
dropping out (Exhibit 16).

Increasing the number of master’s
degrees granted is a priority for Canada’s
investment in post secondary education
Canada under performs relative to the
United States in university graduation
rates. For the latest year for which we
have results, Canadian universities
granted 6.54 degrees per thousand
population, while US universities granted
7.55. This difference is almost totally at
the master’s level (Exhibit 17).

BEYOND THE RECOVERY

As we have seen, post secondary
education provides great economic
return for individuals and for society.
We have also seen that individuals with
master’s degrees earn more than those
with bachelor’s degrees.

Businesses need to step up their
investments in technology

Canadian businesses continue to trail
their US counterparts in investing in
machinery, equipment, and software to
make their workers more productive.
Such investments that are made are
typically allocated to information and
communications technology (ICT) and
to all other categories, such as
transportation equipment and traditional
factory equipment. ICT accounts for
about a third of investment in machinery,
equipment, and software. And our major
gap is in ICT investment.

On a per worker basis, US businesses
out invest Canadian businesses in
machinery and equipment overall with
the gap now almost entirely in ICT. As
much of machinery and equipment
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is imported, changes in the currency
exchange rate match changes in
purchasing power parity for machinery
and equipment (even though PPP for
the whole economy does not follow
exchange rate changes). Consequently,
the gap between Canada and US
investment per worker began to narrow
slightly in 2002 and more significantly
beginning in 2005. In 1987, our busi-
nesses invested 23 percent less per
worker in all machinery, equipment and
software; in 2000, this gap had grown
to 34 percent; and in 2009, it declined
to 18 percent (Exhibit 18).

In 2009, the Canada-US gap in ICT
investment per worker was $1,506 or
37 percent, while in other machinery
and equipment there was a small

gap, with the United States out
investing Canada by $78 per worker,
or 2 percent. While most emphasis of
the impact of a strengthening Canadian
dollar is on its harmful effect on employ-
ment in our export industries, one of
the positive outcomes is that we are
gradually closing the machinery and
equipment investment gap.

Exhibit 18 Canada has failed to close the gap in information and communication technology investment

Business sector machinery, equipment, and software investment per worker, 1987-2009

Annual
i t t
peL";’;f,,’:f:d Information and + All other machinery — Total investment in machinery,
person Communications Technology (ICT) and equipment equipment, and software
$12,000
us
9,000
(Current
C$)
us Canada
6,000
us
Canada
3,000
ma
0
~ Canada/US 1987 2009 1987 2009 1987 2009
investment per  g5qo, 63% 84% 98% 77% 82%

worker

Note: US dollars converted to Canadian dollars using 2008 PPP for M&E.
Source: Institute for Competitiveness & Prosperity analysis based on data from Statistics Canada (special tabulations); Labour Force Survey (CANSIM Table 282-0002); US Department of Commerce,
Bureau of Economic Analysis; US Bureau of Labor Statistics, Current Population Survey; CSLS Database of Information and Communication Technology (ICT) Investment and Capital Stock Trends:

Canada vs United States, available online: http://www.csls.ca/data/ict.asp.



40

Nevertheless, the accumulated effect
of this under investment by Canadian
businesses each year means that their
workers have less capital to support
them on the job. In a recent Globe
and Mail article (May 14, 2010) TD
Bank’s chief economist Craig Alexander
reported that the stock of machinery
and equipment per worker in Canada
was only half of the investment level in
the United States.

Closing the investment gap offers the
potential for closing the prosperity gap.
With higher machinery, equipment, and
software investment, our workforce
could be more productive. In 20086, the
Institute assessed the lower adoption of
ICT by Canadian businesses, particularly
small and medium enterprises.” The
research we reviewed indicates that
investment in ICT enhances productivity
at three levels. At the most basic level,
research by OECD and others indicates
that equipping staff with computers and
software increases firm and national
productivity. At the second level,
connecting computers in networks and
drawing on more technologies can drive
productivity even higher. But the most
significant benefit of ICT adoption can
be that it enables the profound transfor-
mation of businesses through changes
in business processes or organizational
design or both.

INSTITUTE FOR COMPETITIVENESS & PROSPERITY

In past reports we have concluded that
two critical factors have dampened
business investment in technology and
also in R&D — our relatively high rates on
capital investment and the lack of
competitive pressure on our businesses.
The Ontario and British Columbia
governments are enacting significant
tax reform that will eliminate the tax
disadvantage. And opening up trade
with Europe and China will increase the
pressure and support for investment.
We discuss both these factors in the
next sections.

Investments in our own skills

and knowledge and in assets like
machinery and technology are critical
drivers of increased productivity, and
productivity growth is necessary if
we are to realize our full prosperity
potential. Canadians need to step up
our investments.

41 Roger Martin and James Milway, “Enhancing the Productivity of Small and Medium Enterprises through Greater Adoption of Information and Communication Technology,” Information and Communication
Technology Council, Ottawa, March 2007, available online: http://www.ictc-ctic.ca/uploadedFiles/Labour_Market_Intelligence/Enhancing-the-Productivity-of-SMEs.pdf
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Motivations: Continue trend to lower taxes
on business investments

Ontario and British Columbia are implementing bold
improvements in theiwr tax system; other provinces should follow

IN OUR PREVIOUS REPORTS, We have

been critical of the structure of taxation
across Canada. Two of our recurring
recommendations have been that all
provinces with a retail sales tax should
harmonize them with the federal goods
and services tax (GST), and they should
bring down corporate income tax rates
that penalize new productivity enhancing
investments by business.

We are pleased that these recommen-
dations were adopted in Ontario’s and
British Columbia’s 2009 provincial
budgets. These tax changes will
enhance the competitiveness of the
provincial economies and the prosperity
of their residents.

Changes in tax regimes
benefit the average citizen

We need more investment by our busi-
nesses to improve prosperity for the
average Canadian. As we have seen,
our businesses do not invest as much
as their US counterparts in machinery
and equipment, particularly high
technology equipment and software.
In 2009, the difference Canadian
businesses invested was $1,584 per
worker — or 18 percent less than their
competitors in the United States. This
matters because our workers could
create more value if they were
supported by the most advanced soft-
ware or equipment. Our wages are
directly related to the amount of value

our workers create — through more
innovative products or services or
greater efficiency. If we want higher
wages and more secure jobs, we need
more investment by our businesses.

Do taxes de-motivate investment? In
past reports, we have cited research
by tax experts and other economists to
show that new business investments
increase when taxes on them

are reduced.”

One study by Finance Canada econo-
mists indicates that for every 10 percent
reduction in taxes on business invest-
ment, the expenditure on machinery
and equipment increases by 10 percent.
Our work and that of others reach the
same general conclusion — lowering the
cost of business investment means
more investment. And this means more
high paying jobs. Other research by
Finance Canada shows that a reduction
in business taxes does more for the
average family than an equal reduction
in the sales tax. This paradoxical result
comes about because more business
investment drives wages and job
creation higher.

Unfortunately, Canada has been a high
cost jurisdiction when it comes to taxing
new business investment. When we
add up all the taxes businesses have to
pay when they invest in new equipment
and technology, we find that this rate in
Canada is one of the highest among the

world’s advanced economies. But this is
changing for the better.

First, we have had relatively high tax
rates on corporate profits. Businesses
make investments to earn profits, so
when we tax profits, we in effect tax
investments. Federal and several
provincial government corporate income
tax rates have been decreasing over
the past few years. In its 2010 budget,
the federal government confirmed its
commitment to having the lowest
corporate income tax rate in the G7 by
2012. This commitment is important to
our realizing our full investment and
prosperity potential.

Second, provincial sales taxes,

as currently structured in all but
Newfoundland and Labrador, New
Brunswick, Nova Scotia, and Quebec,
are charged on business investments.
Where still in place, the retail sales

tax applies not just to people buying
clothing or appliances; it also applies

to businesses when they invest. To be
sure, there are many exemptions, as
provincial governments have recognized
the problem with charging sales taxes
on business investments. But still, about
a third of Ontario’s “retail” sales tax

is paid by businesses making invest-
ments in or purchasing goods for their
operations. In British Columbia, about
40 percent of the provincial sales tax is
borne by businesses.

42 Task Force on Competitiveness, Productivity and Economic Progress, Seventh Annual Report, Leaning into the wind, November 2008, pp. 39-41.
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By changing their provincial sales taxes
to a value added tax, Ontario and British
Columbia will eliminate those taxes on
business investments and other inputs.
When Quebec and the three Atlantic
provinces made this conversion, they
saw their business investment jump

11 percent.*®

But won’t the harmonized sales tax mean
that consumers pay more? The intro-
duction of the harmonized sales tax in
Ontario and British Columbia is not a tax
grab — corporate, and individual income
taxes are being reduced at the same
time. There will be no tax change at retail
for goods that currently bear the provincial
sales tax. In fact, retail prices will actually
decline as the producers of those goods
see their costs go down as they stop
paying sales taxes on their purchases —
and competition forces them to pass on
these savings in lower prices. This was
the experience in Quebec and the Atlantic
provinces. To be sure, prices will increase
on services that will now be taxed
provincially for the first time. But the likely
net effect is that the overall average prices
for goods and services will increase only
slightly, according to TD Economics.*

INSTITUTE FOR COMPETITIVENESS & PROSPERITY

It is fair to say that converting the
provincial sales tax on goods to a value
added tax on goods and services will
affect people with lower incomes more
than others. But the governments have
exempted items like books and children’s
clothing from the new tax. And both
governments have introduced tax
credits for those with lower income

to help alleviate the tax on services.

For many families, these measures
compensate for the higher sales tax.

Taken together these measures take
Ontario and British Columbia from
having above OECD and Canadian
averages for tax regimes for new
business investment to being better
than average (Exhibit 19).

Some have leveled the charge that the
conversion to a harmonized sales tax
and the reduction in corporate income
taxes are just part of a business agenda.
This does not stand up to scrutiny,
because the research indicates that
most corporate taxes are borne by
workers.* This occurs in two ways.
First, firms pass on a significant portion
of the additional costs of corporate

taxation to their employees in the form
of lower wages. Second, as we have
said, workers suffer from high corporate
taxes, as the lower investment in
productivity- and wage-enhancing
investments in machinery, equipment, and
software hurts job creation and wages.

Research recently completed by interna-
tional tax expert Jack Mintz concludes
that the adoption of a harmonized sales
tax and the reduction of corporate
income tax rates will benefit the two
provinces significantly.

In Ontario, Mintz estimates that, within
ten years, the tax change will stimu-
late increased capital investment by
$47 billion. This business expansion
will create an estimated 591,000 net
new jobs, 103,000 of which will be in
manufacturing. The new investment and
the new jobs will lead to a combined
increase in labour and investment
income of $29 billion or 8.8 percent of
2008 labour income.*®

Exhibit 19 PEI, Manitoba, and Saskatchewan will be Canada’s high-tax provinces by 2013,

unless they adopt tax reform
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Source: Chen, Duanjie & Jack M. Mintz "The Path to Prosperity: The 2009 Federal-Provincial Tax Competitiveness Report," C.D. Howe Institute , Commentary No. 295, September 2009;
Government of Canada. "Budget 2010: Leading the Way on Jobs and Growth," Department of Finance Canada, March 2010.

4 Michael Smart, “Lessons in Harmony: What Experience in the Atlantic Provinces Shows About the Benefits of a Harmonized Sales Tax,” C.D. Howe Institute Commentary No. 253, July 2007.
44 TD Economics, “The Impact of a Sales Tax Harmonization in Ontario and B.C. on Canadian Inflation,” September 18, 2009.
“5 Wiji Arulampalam, Michael P. Devereux, and Giorgia Maffini, “The Incidence of Corporate Income tax on Wages,” Oxford University Centre for Business Taxation, Oxford, WP 07/07, April 2007.
4 Jack Mintz, “Ontario’s Bold Move to Create Jobs and Growth,” SPP Communiqué, School of Public Policy, University of Alberta, November 2009.



In British Columbia, he concludes that
by 2020 the improved tax regime will
increase the province’s capital stock by
$14.4 billion and add 141,000 new jobs,
equal to 6 percent of the current labour
force there; sales tax harmonization
alone will account for $11.5 billion of the
increased investment and 113,000 of
the new jobs.*

Lowering taxes on business investment
is not just favourable for businesses; it is
favourable for people. The Ontario and
British Columbia governments took very
bold action when the easier political
strategy would have been to wait until
economic conditions are better. Many
argue that governments cannot be

bold and do the right thing because

it is not politically feasible. These two
governments show that to be the

view of defeatists. They should be
congratulated.

With Ontario and British Columbia
adopting the harmonized sales tax, only
three holdouts remain — Prince Edward
Island, Manitoba, and Saskatchewan.

If theses provinces do not modernize
their tax structures, they will be distinct
outliers within Canada. By 2013,
Canada and most of its provinces will
have marginal effective tax rates below
the average for OECD developed econ-
omies. However, the three provinces
with non-harmonized provincial sales
tax will be well above the Canadian
and OECD average. We encourage
those provinces to join with the other
provinces in making their jurisdictions
and Canada more open to job creating
investment.

Next challenge is to lower
marginal effective tax rates for
lower income Canadians

The Working Income Tax Benefit (WITB)
is a potentially effective approach to
fighting poverty in Canada. Low-income
families who are trying to break out of
poverty to achieve financial sustain-

BEYOND THE RECOVERY

ability often find barriers in their way.

In fact, many who try to break away
from welfare and find employment face
strong disincentives to work, such as
insufficient work hours, low wages,
and welfare clawbacks — often termed
collectively as the “welfare wall.”

In 2007, the federal government intro-
duced the Working Income Tax Benefit
(WITB), designed to support the working
poor to overcome this welfare wall. The
WITB is a refundable tax credit offered
to low-income earners as a supple-
ment to low earnings from employment,
therefore encouraging them to break out
of welfare by seeking more work and to
“make work pay.”

However, the current WITB program is
not doing the job as well as it could in
many provinces and territories. This is
because its current nominal design does
not lace well with all thirteen provinces
and territories, each with its own unique
income-security structure. Though the
federal government has extended an
invitation to their provincial counterparts
to modify the design of the WITB to suit
their welfare programs, only Quebec,
British Columbia, and Nunavut have
done so.

For instance, in Ontario, the nominal
WITB currently provides the highest
incentive for low-participation part-time
work and inhibits the effort required

to achieve full-time hours.*® Worse,
these WITB benefits then phase out
as earners take on more hours, disap-
pearing before recipients have earned
enough to get off welfare. For the
WITB to meet its stated objectives,

we propose that its maximum benefits
should be shifted to support full-time
work, where a modified WITB supple-
ment can help low-income earners
move more effectively from social
assistance to full-time employment,
cushioning the impact of losing welfare
with work.
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We recommend, therefore, that

the federal government place more
emphasis on coordinating the WITB with
provincial income-security programs.

A mandatory harmonization of its WITB
design against these individual social
assistance structures can effectively shift
the maximum benefit to support more
hours of work, and therefore provide
low-income earners with the needed
cash to help make ends meet.

We also believe that the WITB program
has a strong potential to help create

a real incentive to help low-income
earners onto the path to financial inde-
pendence. We commend the federal
government’s recognition of the WITB
as an effective aid to the working poor
by its $580 million injection in the 2009
Federal Budget. We urge them to
consider investing more in this program.

We recognize that our proposals will
not solve the hardships that many low-
income families face — that is asking too
much. But it is time that more is done
to integrate the federal WITB program
with all provincial social safety nets that
could help make the WITB do what it
is designed to do. This is a step in the
right direction to help the working poor
overcome the welfare wall and achieve
full-time employment.

Recent changes in provincial tax
regimes are welcome measures. They
will provide benefits to all Canadians,
through lower taxes on businesses
and eventually through falling prices
for goods and services as competi-
tion increases. The next challenge is
to reduce marginal effective tax rates
for those attempting to climb over the
welfare wall.

47 Jack Mintz, “British Columbia’s Harmonized sales Tax: A giant leap in the province’s competitivenesss,” SPP Briefing Papers, School of Public Policy, University of Alberta, March 2010.
48 Full-time employment is defined here as 32 hours of work per week, drawn from empirical observations on the number of hours worked by low-income Ontarians earning the minimum wage in “Time for a
Fair Deal,” Modernizing Income Security for Working-Age Adults, Toronto, 2006, p. 20.
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Structures: Drive innovation through more
intelligent innovation policy and strengthened
commitment to trade

CANADA NEEDS more robust public poli-
cies to build a more innovative economy
and strengthen our foreign trade

Government policies and market struc-
tures are important determinants of
innovation and trade relations. Currently,
there are opportunities for Canada’s
public policies to bolster competitive
pressure and specialized support for
innovation and international trade to
increase our prosperity.

Public policies should be geared
more toward innovation

As we have seen in our past research,
our public innovation policy empha-
sizes the hard sciences and does not
adequately recognize the importance of
business and management processes
for innovation. Our competitiveness and
prosperity are built on a solid base of
excellence in the sciences. And leading
high technology firms are founded by
science and engineering graduates. But
successful innovation requires a balance
of science and other skills. These

other skills are important to achieve a
successful transition from startup to
thriving businesses.

In Ontario, we have been critical of the
government’s innovation policy — with
its emphasis on supporting the hard
sciences. We have acknowledged that
its innovation policy has been moving

to recognize that innovation is most
effective when the process is customer
or market driven and that management
skills are important.

At the federal level, we see an orien-
tation toward the hard sciences

in the granting councils related to
innovation. Research grants for busi-
ness school academics represent an
insignificant portion of funding overall
and within the Social Sciences and
Humanities Research Council (SSHRC).
Scholarships bypass students in
graduate business education programs
almost entirely because the professions
are not included within the mandate of
the granting councils.

In the 2010 federal budget, Ottawa
highlighted its innovation initiatives, but
it continued its misdirected focus on
invention through the hard sciences and
humanities. As one example, the budget
increased funding for the research
granting councils by $32 million. Of this
increase, $29 million was directed to
the Natural Science and Engineering
Research Council (NSERC) and the
Canadian Institute for Health Research
(CIHR). Only $3 million was directed to
social sciences and humanities through
SSHRC.*

Current public policy is directed towards
invention, not to innovation. Inventions
are driven by the researcher’s desire to
discover something new and unique —

whether or not it adds value to people’s
lives and our prosperity. Obviously,
invention is important for human prog-
ress, but it should not be confused with
innovation, which improves products or
processes to enhance economic value.
(See “What is innovation — really?”)

Until our federal and provincial govern-
ments recognize the difference between
invention and innovation and the need
for a balance between hard sciences
and the humanities and between
science and engineering and manage-
ment skills, their efforts will lead to more
inventions, but inadequate innovations in
the market by Canadian businesses.

Strong management is a critical element
in the innovativeness of our economy,
and hence its productivity and pros-
perity. Strong management drives the
demand for innovation through well
developed and ably executed business
strategies; it affects the ongoing supply
of high quality innovation by setting
research priorities and orchestrating
technical resources; and it is key to the
financing of innovation by assembling
resources and allocating them wisely to
promising investments.

Research shows that the development
of new management techniques, such
as Just-In-Time logistics and Lean
operations, can lead to economy-wide
growth in productivity and prosperity.
Research conducted by the Institute

4% Finance Canada, Budget 2010, Leading the way on jobs and growth.
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reveals that our manufacturing
management is among the best in

the world, though it trails the United
States. And in our latest research on
the retail sector, we find that store-level
management in Canada is as strong
as that in the United States.*

The research also finds a strong
connection between the quality of a
retailer's management and whether it
competes only in the domestic market.
Large-scale multinational retailers are
better managed than those that focus
only on their home market. This holds
true in Canada and other countries.

Our findings conclude that firms that
expand globally have dramatically better
management, though we acknowledge
that determining a cause-and-effect rela-
tionship is harder. More than likely, there
is a virtuous circle at work — where firms
with global aspirations need effective
management to expand, and expanding
firms attract better managers.

Therefore, we continue to call on public
policy to ensure that developing strong
management is an important element
of research and innovation strategies

— recognizing that there is more to the
success of these policies than a focus
on research in the hard sciences. Both
the federal and provincial governments
need to strengthen their commitment to
business education. We have a signifi-
cant gap versus our US counterparts

in business degree holders — and this
gap is the result of fewer spaces in our
schools, not the lack of demand by
students. More alarming is the lower
educational attainment of those in
management occupations, irrespective
of field of study.

Just over a third of our managers have
a university degree, compared to half
in the United States. If we believe that
education is important to the develop-
ment of human capital and prosperity,
this situation seems competitively
dangerous.
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Quality venture capital can
bolster innovation

As we strengthen our innovation infra-
structure through innovation supporting
public policy, we can bolster the condi-
tions necessary for better quality venture
capital. In recent years, there has been
a decline in the amount of venture
capital disbursements in Canada. In our
previous reports, we have argued that
one of the primary problems Canada
faces is not the amount of venture
capital investments, but rather the
quality of the investments. A central
point of this issue has been the labour
sponsored investment funds (LSIFs),
which gave tax credits and attracted
smaller investors thereby displacing
more effective venture capital funds and
even lowering the level of capital avail-
able to entrepreneurs.® Because the
quality of venture capital is low, Canada
has suffered low returns on investment
compared to the United States. In 2007,
the average three-year venture capital
annualized returns for Canada was only
2.5 percent compared to 9.6 percent
for the United States.* In 2005, the
Ontario government took the lead and
announced the termination of the LSIFs,
which will be completely eliminated in
the province by 2012.

During the recent financial and
economic turmoil, both Canada and the
United States underwent a challenging
reduction in venture capital disburse-
ments. In 2009, we had a second
consecutive year of venture capital
market slowdown in Canada and around
the globe, with the US venture capital
market activity also experiencing a
second year of down-cycle in 2009.%® In
constant 2009 Canadian dollars, venture
capital declined by $16 billion in the
United States versus $11 billion in
Canada between 2007 and 2009
(Canadian figures were multiplied by ten
to allow for comparison to the US
market). Investment was at its lowest
level in 2009 over six years for both
countries (Exhibit 20). This illustrates that

50 Institute for Competitiveness & Prosperity, Working Paper 12, Management Matters, March 2009; Institute for Competitiveness & Prosperity, Working Paper 13, Management Matters in Retail, April 2010
51 Task Force on Competitiveness, Productivity and Economic Progress, Sixth Annual Report, Path to the 2020 Prosperity Agenda, November 2007, pp. 51-52

52 Task Force on Competitiveness, Productivity and Economic Progress, Seventh Annual Report, Leaning into the wind, November 2008, p. 45

58 “Canada’s Venture Capital Industry in 2009,” Thomson Reuters, available online: http:/canadavc.com/info.aspx?page=stats
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What is innovation — really?

by ROGER MARTIN

ublic policy to increase innovation is not working. A

major part of the problem is that our governments have

developed policies to drive invention, not innovation.
The two are not the same, and we must recognize this to
achieve effective public policy for the twenty-first century.

What is the difference between invention
and innovation?

Invention can be defined as the creation or discovery of some-
thing new to the world. Inventions are often producer-driven,
following an inventor’s curiosity or area of expertise. While they
are new, inventions in scientific institutes or corporate labs may
or may not have any use in the world.

Innovation is customer-driven, providing a new product or
process that adds value to somebody’s life. Innovations can
improve economic, health, or social well being.

Innovations are often built from inventions. Mobile telephony
required new findings in cellular technology; the Internet
became widespread after invention of fibre optic technology.
But we should not just assume that inventions naturally lead to
innovation. And even if they do, that often takes a long time.
The US National Research Council found that, in the commu-
nications and computer technologies, the average time from
invention to market was more than twenty years. As scientist
and designer, William Buxton put it, “innovation is far more

Invention and innovation: What’s the difference?

INVENTION INNOVATION

A new-to-the-world
discovery/creation

A product, service, or
process that creates net new
value for customers

Driven primarily by inventor
curiosity or research interest

Driven primarily by desire to
add customer value

Merit defined by uniqueness

Merit defined by profitable
deployment

Based primarily on
scientific skills

Based on a broad set
of strategic, marketing,
operational and
technical skills

about prospecting, mining, refining, and adding value to gold
than it is about alchemy.”a

Innovation creates value in several ways:

» It can make it possible for consumers to do something
that they could not have done at all or as well before, or

» It can reduce the cost of doing what consumers were
previously doing — in two ways:

— Delivering the same benefits as existing offerings,
but at a lower price,

— Maintaining the price of the product or service,
but reducing overall costs of use.

Canada’s global leaders provide examples of these sources of
innovation.

Innovation enables a superior consumer experience

Four Seasons, the world’s leading luxury hotel chain, has
succeeded by offering a different guest service model than

its competitors. From research, it concluded that luxury for
guests meant not grand architecture and décor, the prevailing
approach in the luxury hotels business, but rather service that
made them feel like they were special. Acting on that insight,
the Four Seasons has achieved the highest guest ratings and the
best customer loyalty in the industry.

In a similar way, the Cirque du Soleil, the world’s leading circus,
recognized that circus acts did not fulfill consumers’ desires. It
reinvented the whole concept of a “circus” and appealed to a
wider and more affluent audience.

Innovation reduces costs and consumer prices

Harlequin, the world’s leading publisher of romance fiction,
realized that if each of its books had exactly the same number
of pages and that this number equaled one sheet on the
printing press, it could print its books at a lower cost than its
competitors. The books could also be shipped in identical cube-
efficient boxes and more easily displayed on uniform retailers’
shelves. Harlequin also developed mail-order book clubs

for their most loyal readers, lowering distribution costs and
eliminating the hassle of going to book stores.

2 William Buxton, “Innovation vs. Invention,” Rotman Magazine, Fall 2005, p.52.
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Innovation to reduce customers’ costs

McCain is the leading producer and seller of frozen potato
products in many parts of the world. Most of us would likely
expect that its main business is in branded consumer products.
But it’s not. Its biggest business by far is selling frozen french
fries to restaurants and other food-service organizations. Food
service operators save considerable labour costs because they
no longer have to peel, cut, and fry potatoes from scratch.

Manulife, one of the world’s five largest life insurance compa-
nies, provides another example of innovation to reduce
customer costs. It assembled the technology and developed
business processes to create the Manulife One account, enabling
home owners to optimize their use of any excess cash to pay
down their mortgage or to pay off their credit card debt, thus
allowing significant savings on interest costs. In addition, it used
its experience with individual and group RRSPs in Canada to
become a global leader in more consumer-friendly retirement
savings products across the globe.

Does our innovation policy support
invention or innovation?

Federal and provincial innovation policies have done little, if
anything, to fuel the consumer-driven innovations that made
these companies global leaders. Current public policy assumes
that if a scientist working in a laboratory or an R&D depart-
ment comes up with something new, that is innovation. And
anything else is not. But that is invention — which should not be
confused with innovation.

Obviously, invention is important. But little that our govern-
ments do in their current innovation policies helps inventors
better understand consumers. Without intimate understanding
of consumers or without the pressure of a competitor trying

to win them away, it is very unlikely that an inventor will be an
innovator. Unless policy changes, we will continue to spend
billions of dollars funding invention and get little innovation to
show for it.

Of course, there are notable examples of success in our govern-
ments’ innovation policy. R&D support helped Nortel create
the world’s first Class 5 fully digital network communications
switch, the DMS 100. This was an example of consumer-driven
innovation. Existing analog switches were not up to the task of
carrying growing telephone traffic speedily and reliably; carriers
needed something better. Nortel sales and marketing people
saw this opportunity and collaborated with their research
colleagues at Bell Northern Research to produce the digital
innovation. Even though AT&T Network Systems (later Lucent)
dominated the US telecommunications market at the time,
Nortel was more customer-focused and won.
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Certainly, too, R&D support helped RIM to invent and
improve the BlackBerry, now Canada’s most important
technology product. But the BlackBerry success story is
much to do with innovative distribution agreements with
telecommunications carriers.

So what?

We will not progress on innovation in Canada, until our policies
focus broadly on innovation rather than narrowly on invention.
It is important to support a higher education system, where
curiosity -based research is funded. But we should not assume
that much of this will lead to innovation. Inventions searching
for a use have never been a high-payoff endeavour.

If we want more innovation, public policy can help in four ways.

» Design innovative educational programs that connect
inventors, who care about innovation, with business
people, who want to pull inventions to consumer-relevant
innovations. These programs would be more than
coursework; instead, they would match up people to create
real innovations and involve innovation financiers. Public
funding could be available for winning innovations.

Ensure that our innovation policy is balanced between
developing the hard science skills and the softer skills that
enhance communications skills, consumer understanding,
and team building.

» Recognize that necessity is the mother of invention — and
innovation — and ensure that our markets are intensely
competitive to pressure our firms to look for ways to add
consumer value to their products and processes.

» Think more broadly about how we finance innovation within
existing companies. If we really want to promote more
innovation, we should loosen the definition of fundable
R&D. Currently the definition is far too tight. None of Four
Seasons, Cirque du Soleil, Harlequin, McCain, or Manulife,
would have qualified for funding for the innovations that
made them world leaders.

With these innovation initiatives, public policy will help us have
a vibrant twenty-first century economy.
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the venture capital issue is a nationwide
problem that needs to be addressed.
Over the years, Canada has been
funding proportionately more companies
versus the United States, but we
continue to trail our southern neighbours
significantly in venture capital investment
per company. In constant 2009
Canadian dollars, we invested a mere
$3.0 million per company, while the
United States invested almost three
times more than us at $8.8 million per
company. Given the turmoail in global
financial markets, it is also not surprising
that venture capital disbursements as a
percentage of GDP have declined from
2007 to 2009 for both nations. However,
if we want to nurture innovation in
Canada, we need to provide a suitable
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environment that attracts higher quality
venture capital necessary for our
companies to excel.

International trade provides

both specialized support and
competitive pressure to enhance
Canada’s innovative capacity

Trade increases the size of markets avail-
able to support Canada’s and Ontario’s
firms. Our work shows that small market
size in Canada is an ongoing challenge
to raising our productivity and innovation.
This is a key reason why exporting to the
United States has been so important to
the success of our firms. The impact of
increasing scale by adding US
customers to our potential sales is huge.

Trade also strengthens the pressure for
our firms, workers, and managers to
become more competitive. By opening
our markets to more competitors, we
increase rivalry from competing firms. That
also exposes our firms to more sophisti-
cated customers, who provide pressure
for more upgrading and innovation.

The current global environment may

not seem conducive to expanding
international trade, but we think it is
important that Canada take the lead in
its expansion. It is a very positive
development that negotiations for liber-
alizing trade between Canada and the
European Union (EU) have begun, and
we encourage our governments to see
them through to a successful conclusion.

Exhibit 20 The average size of Canada’s venture capital investments continues to be much smaller

than those in the United States

Amount
invested
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For conversion from US to Canadian dollars, PPP for 2009 is used.

Source: Institute for Competitiveness & Prosperity analysis based on data from Thomson Reuters.
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Trade matters

Thanks to sophisticated production
techniques, highly advanced trans-
portation networks, transnational
corporations, outsourcing of manufac-
turing and services, fast development
of ICT, and rapid industrialization, the
international trade system continues to
expand and evolve rapidly. Generations
of economists have analyzed and
assessed the impact and effects of
trade. From Adam Smith’s abso-

lute advantage to David Ricardo’s
comparative advantage, from the
Heckscher-Ohlin model to Markusen’s
Trade under Increasing Returns to
Scale, economists have concluded that
international trade enhances domestic
competitiveness, improves productivity,
and increases sales and profits by
expanding international markets. This
creates an opportunity to lower depen-
dence on existing markets and smooth
seasonal market fluctuations.

In an environment that encourages
trade, we can reap the rewards of
international technology exchanges
and low-wage markets to improve
global competition. Ultimately, these
benefits translate into more choices for
consumers and improved general well
being.

Nobel Laureate Paul Krugman®
concluded that consumers gain from a
greater variety of products and higher
real wages with free trade. University

of Toronto economist and Task Force
member Daniel Trefler *° carefully
analyzed the Canada-US Free Trade
Agreement of 1988 to conclude that
Canadian labour productivity rose by
15 percent and wages rose 3 percent
overall. For Trefler, the major finding was
that wages did not fall as a result of the
added pressure of US competition. The
impact on the level of employment was
neutral. Trefler concluded that the net
impact on Canadian consumers was
positive.
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However, Trefler found that in the
transition period related to Canada-US
free trade, 5 percent of Canada’s
manufacturing jobs — or 100,000 — were
lost as our companies moved out of low
end, heavily protected industries. While
subsequent growth in higher paying jobs
made up for this lost employment, the
transition was painful. While these
negative effects are visible in a particular
part of the economy, the positive effects
in new job creation, lower consumer
prices, and more variety in products and
services are dispersed broadly.

Canada-US trade faces challenges
Canada’s competitiveness and pros-
perity depend heavily on trade with the
United States, by far our most signifi-
cant trading partner. Its importance,
however, has declined relative to that of
China and the European Union over the
past decade (Exhibit 21). In the current
environment, we have the opportunity
to work more closely with the United
States to enhance our trade relationship,
while expanding opportunities with our
next two most significant partners.

Trade barriers are hard to bring down
when economic times are tough. In the
current recession, the US government
has adopted Buy American policies in
the hopes of aiding their local economy
and decreasing unemployment.

Even before the current protectionist
initiatives emerged in the United States,
trade between Canada and the United
States had been under pressure. One
reason is that our infrastructure has not
kept pace with increased traffic and
tightening security demands. Former
Deputy Prime Minister John Manley
recently observed that, because of
technology and the growth of services,
“national borders are becoming less and
less trade inhibiting, with one excep-
tion — the one between Canada and
the United States. Tightened security
since 9/11 slowed the flow of goods,
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the movement of people, and even the
exchange of ideas between our two
countries.”®

Traffic tie-ups at the border appear

to be increasing lead times for goods
shipment. One study estimates the
impact of increased costs and delays
in crossing the Canada-US border to
be the equivalent of a 2.7 percent tariff
on all merchandise trade and about

4 percent for truck trade.*

We need to continue our investments in
border crossing infrastructure. And our
federal government needs work to chal-
lenge US protectionist tendencies. At
the same time, it needs to avoid protec-
tionist tendencies here in Canada.

We see mixed signals. On a posi-

tive note, the Federation of Canadian
Municipalities decided to suspend its
October 4, 2009, deadline on a fair
trade resolution that would support
member municipalities that choose to
stop purchasing goods and services
from the United States. But, on the
negative side, the Ontario govern-
ment recently introduced its Green
Energy Act, which provides that at
least 25 percent of wind projects and
50 percent of large solar projects must
contain Ontario goods and labour.
These shares will increase for solar

on January 1, 2011, and for wind on
January 1, 2012. A 25 percent content
rule already applies for public-transit
vehicles. As worthy as the objectives of
this act may be, protectionist measures
such as these will be counter produc-
tive and will make it difficult to discuss
the importance of keeping interna-
tional trade growing with our US and
European trade partners.*®

54 Paul Krugman, “Increasing Returns, Monopolistic Competition, and International Trade,” Journal of International Economics 9-4, November 1979, pp. 469-479.

55 Daniel Trefler, “The Long and Short of the Canada-U.S. Free Trade Agreement,” American Economic Review 94, September 2004, pp. 870-895.

56 John Manley at Rx&D National Innovation Roundtable, October 15, 2009.

57 John C. Taylor, Douglas R. Robideaux, and George C. Jackson, “U.S.-Canada Transportation and Logistics: Border Impacts and Costs, Causes, and Possible Solutions,” Transportation Journal, Volume
43, No. 4, 2004, p. 5-21. However, one study concludes that tightened security has had little impact on Canada’s exports to the United States. See Michael Burt, “Tighter Border Security and Its Effect on

Canadian Exports,” Canadian Public Policy, vol. XXXV, No. 2 2009.

58 Government of Ontario, “Ontario Makes It Easier, Faster To Grow Green Energy,” September 24, 2009, available online: http://news.ontario.ca/mei/en/2009/09/ontario-makes-it-easier-faster-to-

grow-green-energy.html.
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Given the current recessionary climate,
the loss of manufacturing jobs, the
threat of protectionist policies, and the
apparent flood of Chinese products into
the Canadian market, it is a vital time
for Canada to rethink its international
trade strategy and assess its role in an
increasingly complex and fast evolving
landscape. Ensuring that our trade with
the United States remains vigorous has
to be our top priority. But, at the same
time, we need to pursue stronger ties
with our other important partners —
China and the European Union.

Is China nearing the tipping point?
Much of what we import from China
is assembled or produced there by
workers earning low wages. Clearly,
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the Chinese economy has not yet
evolved to a sophisticated one that
competes on the basis of innovation
and design. Rather, it still operates

on the basis of low-wage competi-
tion. To be sure, China is making great
strides as it evolves from a low-wage
economy to an innovation economy. In
the early 1990s, China underwent major
reforms that opened up its economy
and moved significant segments of it
from a command-and-control to glob-
ally market-oriented system. The use
of more sophisticated information

and communications technologies in
the same period moved apace, thus
combining low-wage domestic labour
with advanced imported technology.
This induced fast-growing foreign direct

Exhibit 21 The United States is still our dominant trade partner,

but the importance of China and the European Union has risen

investment in these Asian markets and
created a new kind of global production
network.

Still, China has not yet completed the

transition from an economy competing
on the basis of low wages to one that

competes on innovation (Exhibit 22).

As Trefler has observed, to date

China and India have not moved from
competing on the basis of low wages

to innovation and sophistication.®® One
reason for this is that these countries

do not yet have the institutions in place
to sustain innovation. Another reason is
that innovative firms need to be close to
where the most sophisticated customers
are if they want to respond rapidly
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to customer needs. For most goods
and services, the most sophisticated
customers are still in North America and
Western Europe. Sophisticated demand
is one of the drivers of the location

of R&D, design, and other creative
elements in an economy. Our econo-
mies have succeeded by competing on
the basis of creativity and sophistica-
tion; we have not relied on low wages
as our source of competitive advan-
tage in decades. But as China and
India become richer, some customers
are becoming more sophisticated in
these countries. Already innovations

are directed at Chinese customers,
such as Nokia’s Chinese-character text
messaging.

When Chinese and Indian innovation-
sustaining institutions are in place
and there are enough sophisticated
customers located in Shanghai and
Mumbai to support innovative domestic
firms, then these economies will have
arrived at an innovation tipping point.
At that point, world leadership in
innovation could migrate away from
the less innovative countries in the
developed world and toward China
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and India. As Trefler notes, when this
happens, China and India will have
unglued themselves from their past
and become significant competitors
to every profitable corporation in the
industrialized world.

Since China’s entry into the World Trade
Organization in 2001, China’s presence
in international markets has already
grown significantly. China’s share of
Canadian trade (exports and imports
combined) jumped from 1 percent in
2000 to 7 percent in 2009. Since 2002,
China has been the second largest
single-country source of Canada’s
imports, behind only the United States.
In the service trade market, China’s share
remains negligible, but is growing fast.

China is increasingly emphasizing tech-
nology and innovation, and this evolution
can be seen in the mix of products it
exports to Canada. In 1990 the top ten
imports were toys, leather bags, dolls,
clothing, and other low-tech items. In
2008, laptop computers, telephones,
and monitors were among toys and
table games at the top of the list.
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But does that mean that China is
reaching the tipping point towards inno-
vation-based competition? We are by
no means suggesting that complacency
is in order. But our analysis of several
questions indicates that China’s tipping
point is still a way off.

How high tech are China’s products?
China’s exports of technology products
to Canada have increased dramatically.
Yet in the biggest category, computer
and peripheral equipment, which
accounted for half our high-tech
imports, the value added in China
through design, high-wage manufac-
turing, and other sources is less than
20 percent of total value (Exhibit 23).

In essence, China is using low-cost
wage earners to assemble high-value
components designed and produced
elsewhere. In contrast, China adds
significant value to low-tech products,
such as furniture and textiles.

As an example of this phenomenon, a
study of its production shows that, in

a $300 iPod, imports from China
represent just under half of the shipment
value — $144. But because the

Exhibit 22 Countries’ trade evolves from competing on the basis of low costs to innovation

Innovation-based competition

¢ Creates advantage from creating a unique
market position

¢ Focuses on new products and processes

¢ Develops world-class technology

e Sets trends

Low-cost competition

e Gains advantage from low cost resources

and labour

* Focuses on achieving greater volumes

and low prices

¢ Imports or copies technology

¢ Follows trends

Source: Institute for Competitiveness & Prosperity, based on Daniel Trefler, “Of Dragons and Elephants: Responding to the Rise of China and India,”

presentation to the University of Alberta, October 15, 2009.
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components were finally assembled in
China, this amount shows up in trade
data as an import from China — even
though the assembly cost there was
only $4. In fact, only a small share of the
$144 total value was added in China,
and the bulk of this was low-wage
labour with miniscule profit margins. The
majority of the $144 shipment value
remaining was created in Japan, the
United States, and Korea. In fact, of the
$300 retail price, $155 accrued to US
workers and owners, because the
concept was created and the product
designed in the United States.®

China is also still competing at the low-
price end of technology. The average
price of computer products imported
from China to Canada is about a fifth of
that of imports from the United States.
This is not a comparison of similar
products; instead, it shows that China
is competing in products that are in the
low-price segment of computers and
accessories.
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How sophisticated are China’s R&D
and patents? China has increased its
R&D and its patent output consider-
ably over the past decade. Chinese
businesses increased their spending
on R&D in high technology industries
from 0.4 percent of sales in 1995 to
1.1 percent in 2007.%' The number

of patents in high-technology indus-
tries grew from a mere 410 in 1995 to
13,386 in 2007 - a 32-fold increase.”

OECD research in 2006 indicates that,
while China spends considerably on
R&D, the focus of that spending was
imitation not innovation.®® The Institute
has conducted the same research using
data from 2003-2007 and concluded
that China’s research spending remains
geared toward imitation rather than
innovation.®

What is the quality of China’s human
capital? Commonly cited statistics for
engineering graduates in the United
States, China, and India have been

Exhibit 23 Canada’s imports from China are increasingly high tech, yet relatively little value is added there
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Source: Institute for Competitiveness & Prosperity analysis based on data from Canadian International Merchandised Data, Industry Canada; Short Version revised from Table 5 in "How Much of
Chinese Exports is Really Made in China? Assessing Domestic Value-Added When Processing Trade is Pervasive" by Robert Koopman, Zhi Wang and Shang-Jin Wei, NBER Working Paper 14109,

2008, available online: http://www.nber.org/papers/w14109.
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used to prove the point that we in North
America are losing the technology race
because of our lower levels of talent
production. One oft-cited number is that
China is graduating 600,000 engineers
at the baccalaureate level annually (2004
results) compared to only 70,000 in the
United States.

However, when Duke University
researchers adjusted these results to
ensure comparability, China’s engi-
neering graduates were scaled down
to 352,000 and the US numbers rose
to 137,000.% China is producing 270
undergraduate engineers per million
people, while the United States is
producing 470.

According to Institute analysis, Canada
is producing more engineers per capita
than China, as well as India and the
United States. This is not to say that
China is not making great strides in its
human capital — but simply that it is still
a long way from competing on the basis
of innovation and sophistication.

Do China’s institutions support an
innovation economy? Researchers on
economic development have noted

the importance of institutions that
support the rule of law in a sophisti-
cated economy. While there have been
improvements in China’s institutions,
there is still room for improvement.
Research by Daniel Kaufmann, Senior
Scholar at the Brookings Institution and
previously with the World Bank, and his
colleagues suggest that the quality of
these institutions is a necessary condi-
tion for innovation. China currently ranks
116th out of 210 countries studied.®®
From another source, the 2009-2010
World Economic Forum’s Global
Competitiveness Report, the quality of
China’s institutions ranks 48th among
the 1383 nations participating in the
study.”
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As China nears the innovation

tipping point, Canada is vulnerable.
China represents untapped potential
for Canadian trade. It is still largely
competing on the basis of low-wage
labour, and we should welcome these
goods to our province as they increase
our standard of living. But quality
remains an issue. At this point, then,
we should not fear being overwhelmed
by imports of sophisticated goods and
services, as their economy has not yet
reached that tipping point. But China is
moving inexorably to that point.

Using Trefler’s framework, Canada may
be one of the developed economies at
risk as China advances to the innova-
tion tipping point. As we and others
have observed, our innovative accom-
plishments need to improve to build
our capability to win against emerging
competitors.

R&D is an important signal of an innova-
tion economy; yet Canada’s businesses
invest at a rate well below that in other
developed economies and at about the
same rate as China. While we depend
heavily on international trade, Canada’s
exports are not particularly innovation-
based. Canadian trade data show that
Canada is surprisingly tilted toward
natural resources rather than innovation-
based competition. Results from Michael
Porter’s Business Competitiveness Index
through the World Economic Forum
indicate that our businesses compete
more on the basis of cost and imitation
than on unique features and innovation.

Canada needs to welcome the devel-
opment of Chinese industries and the
opportunities they open. Their impact
will be beneficial, as they create more
competition and more pressure for our
industries to meet their new rivals.®®
But Canada also needs to provide and
encourage the specialized support for
our industries that will create market
opportunities.
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Canada also has an opportunity to
expand trade with the European Union
While China represents opportunities
for increased trade as it becomes more
sophisticated, the European Union is
already a large and sophisticated trade
partner. We have the opportunity to
increase that trade.

At the Canada-EU Summit on May

6, 2009, in Prague, Czech Republic,
leaders announced the launch of
negotiations toward a Comprehensive
Economic and Trade Agreement
(CETA). This new agreement will move
beyond the 2004 Canada-EU Trade and
Investment Enhancement Agreement
(TIEA) with a much broader and more
ambitious scope, focusing on trade

in goods and services; investment;
government procurement; regula-
tory cooperation; intellectual property;
temporary entry of business persons;
competition policy and other related
matters; labour; and the environment.

According to Canadian data, the EU

is Canada’s second largest trading
partner, accounting for $45 billion of
Canada’s imports and $30 billion of
Canada’s exports in 2009. Total trade
volume (imports plus exports) is twice
as strong as that with China, Canada’s
third largest trading partner. The EU

is Canada’s second largest source of
foreign direct investment (FDI), and
Canada is the EU’s fourth largest source
of FDI. Such close and fruitful rela-
tionships must be nurtured as global
competition intensifies.

As previously discussed in a joint
Canada and EU publicly released study,
“Assessing the Costs and Benefits

of a Closer EU-Canada Economic
Partnership,” the EU-Canada trade
relationship is significantly under used,
as “total trade between the EU and
Canada is about the same size as the
EU’s total trade with India, even though
the Canadian economy is one and half
times larger than India’s.” This study

5 Gary Gereffi, Vivek Wadhwa, Ben Rissing, and Ryan Ong, “Getting the Numbers Right: International Engineering Education in the United States, China and India,” Journal of Engineering Education,
97-1, January 2008; and Vivek Wadhwa (December 13, 2005), “About That Engineering Gap,” Business Week, available online: http://www.businessweek.com/smallbiz/content/dec2005/

sb20051212_623922.htm.

66 Daniel Kaufmann, Aart Kraay, and Massimo Mastruzzi ,"Governance Matters VIII: Governance Indicators for 1996-2008,” World Bank Policy Research Working Paper No. 4978, available online:
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1424591; and http://info.worldbank.org/governance/wgi/index.asp.
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Canada continues to have many global leaders

he number of Canadian global leaders has increased over
time. This is significant because more and more of these

companies are generating more wealth for our economy.

The creation of competitive firms that compete both nationally
and internationally helps to drive a vibrant economy with strong
competition, higher productivity, more innovation, and smarter
investment. The attitudes and goals of our companies should
increasingly be focused on becoming not only national leaders,
but also world leaders.

In our analysis we tracked what we term “global leaders.” These
are firms with revenues greater than $100 million who are in
the top five in their industry based on revenue or market share
worldwide.*

In total, in 1985, Canada had 33 global leaders, and by 2003 this
had grown to 87. In 2008 and 2009, we stabilized at

86.% It is encouraging to find that almost half of all our global
leaders are billion-dollar companies.

Despite the argument that Canadian companies are being
hollowed out, we find that the number of billion-dollar leaders
increased substantially from 1985 to 2010 — by 24 companies,
from 15 to 39, as excellent firms such as Bombardier, Couche-
Tard, Garda, and McCain joined the list (Exhibit B).

At the same time, 2009 was a tough year for the world economy,
and Canada was not spared. In 2009, five global leaders slipped
below the $1 billion threshold or were lost based on other
criteria:

» Chemtrade Logistics Income Fund and Norbord. Both
slipped below the $1 billion dollar revenue benchmark.

» MDS. After the sale of certain operations, their “go forward”
stand-alone business will be MDS Nordion, which had
revenue of less than $1 billion in 2009

» Nortel. No longer a global leader after the sale of its assets.

» NOVA Chemicals. Acquired by Abu Dhabi state enterprise
IPIC (International Petroleum Investment Company).

To summarize, Canada continues to show that it has world
class firms that can compete on the global stage. There is little
evidence that our economy is being hollowed out. But we need
to do more. Now more than ever Canadian companies must
strive to innovate aggressively and become more productive to
lead their industries. Public policies should continue to sustain
a supportive environment and our firms must focus on serving
both domestic and international markets.

@ Task Force on Competitiveness, Productivity and Economic Progress, Eighth Annual Report, Navigating through the recovery, November 2009, pp. 64-65



1985
15 Companies

Abitibi-Price
Alcan

AMCA

Atco Ltd.
Bombardier
Cominco

CCL Industries
Falconbridge
Hiram Walker
Inco

Lavalin

McCain

Moore Corporation Ltd.
Northern Telecom
Seagram Co.

BEYOND THE RECOVERY

2003
39 Companies

Abitibi-Price
Agrium

Alcan

Atco Ltd.

ATI Technologies
Barrick Gold
Bombardier
CAE

Canfor

CCL Industries
Celestica

CGl

CN Rail

Cott
Couche-Tard
Domtar
Falconbridge
Finning International
Inco

Intrawest
Linamar

Magna

Manulife Financial

Masonite International
Corporation

McCain

MDS

Methanex

Moore Corporation Ltd.
Nexfor (Norbord)
Nortel

NOVA Chemicals
Placer Dome

Potash Corp
Quebecor World
SNC-Lavalin
Teck-Cominco
Tembec

Thomson Corporation
Weston Foods

2008
44 Companies

AbitibiBowater
Agrium

Atco Ltd.
Barrick Gold
Bombardier

Brookfield Asset
Management

CAE
Cameco
Canfor

Catalyst Paper
Corporation

CCL Industries
Celestica

CGI

CHC Helicopters
Cinram

CN Rail

Connors Bros.

Cott

Couche-Tard
Finning International

First Service Corp
(Colliers International)

Fording (Elk Valley Coal)
Goldcorp Inc
Linamar

Magna

Manulife Financial
McCain

MDS

Methanex

Norbord

Nortel

NOVA Chemicals
PotashCorp
Quebecor World
Research in Motion
Russel Metals
Samuel, Son & Co.
Shawcor Ltd.
SNC-Lavalin

TD Waterhouse
Teck-Cominco
Tembec

Thomson Corporation
Weston Foods

April 2009
44 Companies

AbitibiBowater
Agrium

Atco Ltd.
Barrick Gold
Bombardier

Brookfield Asset
Management

CAE
Cameco
Canfor

Catalyst Paper
Corporation

CCL Industries
Celestica

Chemtrade Logistics
Income Fund

Cinram

CN Rail

Cott

Couche-Tard
Finning International

First Service Corp
(Colliers International)

Garda World
Gildan Activewear Inc
Goldcorp Inc
Linamar

Magna

Manulife Financial
McCain

MDS

Methanex
Norbord

Nortel

NOVA Chemicals

(Onex) Husky Injection
Molding

PotashCorp
Quebecor World
Research in Motion
Royal Bank of Canada
Samuel, Son & Co.
Shawcor Ltd.
SNC-Lavalin

TD Waterhouse

Teck Resources
Tembec

Thomson Corporation
Transat AT

June 2010
39 Companies

AbitibiBowater
Agrium

Atco Ltd.
Barrick Gold
Bombardier

Brookfield Asset
Management

CAE
Cameco
Canfor

Catalyst Paper
Corporation

CCL Industries
Celestica

Cinram

CN Rail

Cott

Couche-Tard
Finning International

First Service Corp
(Colliers International)

Garda World

Gildan Activewear Inc
Goldcorp Inc
Linamar

Magna

Manulife Financial
McCain

Methanex

(Onex) Husky Injection
Molding

PotashCorp
Research in Motion
Royal Bank of Canada
Samuel, Son & Co.
Shawcor Ltd.
SNC-Lavalin

TD Waterhouse

Teck Resources
Tembec

Thomson Corporation
Transat AT
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Exhibit B As of June 2010, Canada has 39 billion-dollar global leaders

Departures between
1985 and 2003

Departures between
20083 and 2008

Departures since 2008

Departures since 2009

No arrivals since 2009

Note: Companies in this list have sales revenue above $100 million and are in the top five of their market globally between 2008 and 2009; 39 have revenues over $1 billion.
Source: Institute for Competitiveness & Prosperity analysis.
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also shows that there are important
benefits to pursuing a closer economic
partnership. Liberalizing trade in goods
and services could bring a potential
23 percent increase to bilateral trade
and GDP gains of up to $12 billion for
Canada by 2014. With the elimination
of trade tariffs, the Canadian metals,
transport equipment, and electronic
equipment sectors will gain the most.

It is heartening to see Canada actively
pursuing more international trade. In

its 2010 budget, the government of
Canada eliminated most tariffs on manu-
facturing machines and equipment, with
the intention of fully eliminating them

by 2015. Canadian manufacturers can
now access lower priced machinery and
equipment from international markets.
Such a policy will also help reduce the
gap in total investment in machinery
and equipment between Canada and
the United States, estimated at $1,584
per employed person in 2009. The EU
negotiations are currently underway at
both the national and provincial levels.
Such policies will be very helpful to the
recovery of the Canadian economy.
There are, without a doubt, new oppor-
tunities for expanding Canada-EU trade
with the upcoming negotiations.

INSTITUTE FOR COMPETITIVENESS & PROSPERITY

However, we should not ignore the
increased competition from other inno-
vation-based competitors. Competition
will also come from other groups of
advanced economies. For example,
when the United States and Japan
combine their advanced technology
and China’s and India’s low wages,
they increase their ability to compete.
We must remain attentive to these
changing competitive dynamics and
prepare for intensifying competition. Our
global leaders are showing the way (see
Canada continues to have many global
leaders).

The current global environment is less
conducive to international trade than

in the past. It is critical for the ongoing
competitiveness and prosperity of
Canada that we advance on this front,
not retreat. We need to work closely
with the United States to ensure that the
scourge of protectionism does not grow.
At the same time we need to open up
trade with China and Europe, our next
most important partners. As we do so,
the challenge of stepping up our capa-
bilities becomes ever more important.

If Canada is to compete and
prosper, it has to be on the basis

of innovation, sophistication, and
creativity. International trade creates
competitive pressure and the
specialized support needed to spur
the development of advanced skills.
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Thinking beyond
the recovery

S THE RECESSION ABATES and we turn to the recovery, our challenge is to
avoid the temptation and traps of short-term economic policy and to strive
to keep us on track to achieve our prosperity potential by 2020. With

the recovery, we need to ensure that we thrive, not just survive. We encourage
stakeholders in Canada’s prosperity to keep the imperative for sustainable
productivity growth at the forefront of our debate and discourse. That growth comes
from innovation and upgrading — creating unique products, services, and processes
that truly add value to people’s lives. Higher productivity is our main opportunity for
realizing our prosperity potential.
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Attitudes

INnvestment

We need to remain determined to close the prosperity
gap. Canadians do not have an attitude deficit in our will

to win, our desire for innovation, and our recognition of the
benefits of risk taking. Our real challenge is to master the
conditions and context in which we compete globally. Public
policy, effected through our regulatory environment and our
openness to international trade and investment, needs to
encourage innovation and competition. The stakes are high,
for the protectionist sentiment in some corners could derail
the fragile recovery and take us down the path toward
economic depression.

Instead, we need to be a global leader in creating the climate
for increased trade. Then we need to pursue opportunities in
those global markets.

Continue investing in people for Canada’s
competitiveness. Our federal and provincial governments
face a critical balancing act. Current deficits are unsustainable,
and spending has to be reined in. As governments consider
their spending priorities, we urge that they continue to place
post secondary education high on the list. Funding ought to
focus on three priorities: increasing the number of master’s
degrees attained; expanding access to our universities,
especially for youth from demographic groups who tend less
than others to participate in post secondary education; and
improving the student experience in our universities.

We have to avoid the mistakes we made in the mid-1990s
when we faced similar pressures to control spending. Back
then, the government curtailed spending on both health care
and education. But in the ensuing recovery, when deficits
disappeared, health care spending was put back on track,
while education spending flat lined.

If Canada is to be an economy that is competing on creativity
and innovation, our workers and managers need the skills
and knowledge to thrive and many of these come from robust
educational opportunities.

Increase business investment in information and
communication technology. Our businesses need to
navigate through the recovery by taking full advantage of the
improvements that technology can make to their top and
bottom lines. We challenge business leaders to invest

in technology from Canada and around the world. The
stronger Canadian dollar has helped close our technology gap
with our US peers; the improved tax structure will also help.
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Motivations

Structures

Implement announced changes in Ontario’s and British
Columbia’s sales and corporate tax structures and
encourage governments in Saskatchewan, Manitoba,
and Prince Edward Island to follow their lead. Two
provincial governments took a major step forward for our
prosperity in improving our tax regime. By converting their
provincial sale tax into a value added tax and harmonizing
it with the federal goods and services tax and by reducing
our corporate tax rates, they improved the motivations

for investing in innovation and productivity. The remaining
holdouts should follow suit for the benefit of their own
residents and all Canadians.

Lower marginal effective tax rates for lower income
Canadians. The Working Income Tax Benefit (WITB) is a
potentially effective approach to fighting poverty in Canada.
A refundable tax credit for low-income earners, it is designed
to supplement low earnings from employment, therefore
encouraging them to break out of welfare by seeking more
work and to “make work pay.”

However, the current WITB program is not doing the job

as well as it could in many provinces and territories. This is
because its current nominal design does not lace well with

all thirteen provinces and territories, each with its own unique
income-security structure. Though the federal government
has extended an invitation for their provincial counterparts to
modify the design of the WITB to suit their welfare programs,
only Quebec, British Columbia, and Nunavut have done so. In
Ontario, our research indicates that WITB could be redesigned
to promote more hours worked; currently the design promotes
part-time work by low-income earners.

The provincial and federal governments should strengthen
incentives for more hours worked and co-ordinate better with
provincial social assistance structures. This is a step in the
right direction to help the working poor overcome the welfare
wall and achieve full-time employment.

Balance our public innovation strategies. Our public
innovation policy emphasizes the hard sciences and does
not recognize the importance of innovation in business and
management processes. Our competitiveness and prosperity
are built on a solid base of excellence in the sciences. And
leading high technology firms are founded by science and
engineering graduates. But successful innovation requires

a balance of science and other skills. These other skills are
important to achieve a successful transition from start-up to
thriving businesses.

Continue to encourage federal efforts to expand
international free trade agreements. \We are encouraged
by the decision to begin negotiations for expanded trade
between Canada and the European Union. The EU is already
one of our important trade partners, and negotiations should
be aimed at expanding this relationship further. We need to
recognize that more trade benefits not only our exporters
through access to larger markets, but also our consumers and
all our businesses, who must rise to the challenge from the
added pressure of stiffer competition.

Keep the friendly pressure on our US neighbours to
resist protectionist impulses and, in fact, look for even
more opportunities to expand our trade. Federal and
provincial governments need to be in constant contact with
their US counterparts. Our business and labour leaders have
excellent contacts with US leaders through ownership and
affiliation. It is in their interest to persuade their counterparts
that protectionism is unhealthy on both sides of the border.

Step up our efforts to increase trade with China and the
European Union, our next largest trading partners after
the United States. Our trade has been growing rapidly with
China, but this expanding market offers more opportunities for
us than we are currently realizing.
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