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THE STUDY IN BRIEF

'The Canadian economy faces serious short-term macroeconomic challenges, the most important of which
is addressing the burden of our slow-growth recovery. The sources and consequences of this slow growth
are the focus of this Commentary.

Canadian monetary policy has little ability to further stimulate Canadian growth. Given the large amount
of uncertainty now faced by Canadian firms, further reductions in the policy interest rate are unlikely to
be effective in stimulating aggregate demand. In addition, the ongoing problems associated with very low
interest rates cannot be ignored and may soon present the Bank of Canada with a compelling case for rate
increases.

Canadian fiscal authorities have more room to manoeuvre than their counterparts in many other developed
countries. Yet there remain solid arguments for budgets to be brought back to balance in the next few
years. One is that discretionary fiscal policy is an ineffective pro-growth policy when the economy is not
experiencing a sudden collapse of aggregate demand. Another is the longer-term budgetary challenges that
Canadian governments will face over the next few decades as a result of population aging.

Neither fiscal nor monetary policy is therefore likely to stimulate Canada’s economic growth over the
next few years. This lack of stimulus from traditional macroeconomic policy suggests that any pick-up in
Canadian growth will rely on a recovery of private demand.

Given the lingering uncertainty and the continued slow pace of the global economic recovery, however,

a significant rebound in Canadian private demand is unlikely in the near future. High household debt
suggests that consumption is an improbable source of near-term growth. An investment revival will require
a return of corporate confidence, while a rally in Canadian exports will depend on a strong and sustained
foreign recovery.

A central conclusion of this Commentary is therefore that Canadian policymakers should accept the
continuation of Canada’s slow-growth recovery for the next few years. Slow growth has undesirable
consequences, however, including longer unemployment spells, more part-time employment, and a greater
incidence of long-term unemployment. Policymakers should focus on addressing the associated burden
by enhancing income support for the unemployed, increasing the mobility of workers and improving
incentives for labour-market training.

C.D. Howe Institute Commentﬂry@ is a periodic analysis of, and commentary on, current public policy issues. Michael Benedict
and James Fleming edited the manuscript; Yang Zhao prepared it for publication. As with all Institute publications, the
views expressed here are those of the author and do not necessarily reflect the opinions of the Institute’s members or Board
of Directors. Quotation with appropriate credit is permissible.

To order this publication please contact: the C.D. Howe Institute, 67 Yonge St., Suite 300, Toronto, Ontario M5E 1]8.The
full text of this publication is also available on the Institute’s website at www.cdhowe.org.
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'The global financial crisis in 2008 led to a major worldwide
recession, with the most dramatic impact occurring in countries
whose banks and financial markets were most exposed to securities
backed by US residential mortgages. Though Canada was not at
the epicentre of these financial developments, highly globalized
financial markets and trade linkages meant that Canada could
avoid neither the shocks to credit markets nor the effects on
output and employment that soon followed.

BIG CRISIS, BIG RESPONSE

Together with the other G-20 countries, Canada
responded with significant policy measures
designed to encourage the smooth operation of
financial markets and to support aggregate demand.
Monetary policy was naturally the first focus,
with most central banks reducing their policy rates
early in 2008 and then much more aggressively
after the fall of Lehman Brothers that September.
Beginning in 2009, some central banks began to
take more aggressive actions involving enormous
expansions of their balance sheets (Kozicki 2011).
Governments also designed specific and, typically,
temporary policies directed at improving the
operation of financial markets. It was at this time
that the notion of the “shadow banking system”
appeared, a term conveying the idea that much
activity in financial markets is well outside the
limelight normally accorded to commercial banks.
Fiscal stimulus was also part of the policy
response, and Canada participated in the G20

countries’ attempt to coordinate similarly sized
fiscal packages in which direct government
spending on infrastructure projects played a leading
role. The nature of these fiscal measures reflected
existing thinking that short-run multiplier effects
would be larger with temporary increases in
spending than with temporary tax reductions. The
coordination across countries was pursued partly as
a means of reducing the impact on exchange rates
and the leakage to imports, thereby increasing the
overall efficacy of the policy (Freedman et al. 2009;
Spilimbergo et al. 2009).

In Canada’s case, the adoption of Keynesian
tederal budgets in 2009 and 2010 represented a
reversal of Ottawa’s previously stated position that
budget deficits would be unnecessary for economic
recovery. At the time, the conventional wisdom
held that monetary policy remained by far the most
effective and timely tool for macro stabilization
during normal times. But the global financial crisis
was soon recognized to be sufficiently abnormal
as to require a wider set of policy tools. With

I thank David Meredith for valued research assistance. I also received helpful comments from Jean-Pierre Aubry, Colin
Busby, Mel Cappe, John Crow, David Dodge, David Gray, Glen Hodgson, Paul Jenkins, Thorsten Koeppl, David Laidler,

Angelo Melino, Peter Nicholson, Bill Robson, Daniel Schwanen, Jim Stanford, Armine Yalnizyan and several anonymous

referees. AIly errors are mine.
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the sudden and large collapse in confidence that
followed the dramatic events in the United States
and Europe, it was likely that monetary policy alone
would be insufficient to restore aggregate demand.
Other approaches were needed to repair the
functioning of financial markets, and direct fiscal
stimulus was needed to support aggregate demand
(Canada 2009; Ragan 2010).

Finally, the G20 leaders also agreed to avoid
the imposition of new protectionist measures on
trade or foreign investment, an attempt to resist
the protectionist instinct that often accompanies
periods of economic decline (G20 2008). Though
subsequent months saw the introduction of limited
protectionist measures in some countries, these
occurrences were relatively rare and possibly kept in
check through an alert media.

Looking back at 2008 and 2009, it is difficult to
avoid the conclusion that the policy responses to the
global financial crisis, in Canada as well as among
its G20 partners, were well designed and eftectively
implemented. There are naturally disagreements
about important details of the various policy
measures, but the aggressive actions taken by
central banks and national treasuries — to support
financial institutions, improve the functioning of
financial markets, stimulate aggregate demand and
avoid an increase in protectionism — suggest that
decisionmakers had learned from the major policy
mistakes incurred during the Great Depression
(Temin 1989).This is a significant achievement.

By international comparison, Canada has
tared well over the past six years. Though Canada
experienced sharp declines in real GDP and
employment through early 2009, our recovery
has been more pronounced than in most other
countries. Both output and employment are now
well above their pre-recession peaks.

'The Canadian economy nonetheless continues to
face serious macroeconomic challenges in the wake
of the global financial crisis, not the least of which
is an unusually tepid, slow-growth recovery. The

causes and consequences of this slow growth are the
tocus of this Commentary.
It establishes the following main arguments:

+  Canadian monetary policy has little ability to
turther stimulate Canadian growth. Reductions
in the policy interest rate are unlikely to be
effective, and ongoing problems associated with
very low interest rates cannot be ignored.

*  'Though Canadian fiscal authorities have some
room to manoeuvre, both the limitations of
discretionary fiscal policy and longer-term
budgetary challenges suggest that fiscal policy
will not add to Canada’s growth in the next few
years.

*  Given the continued slow pace of the global
economic recovery, a significant rebound in
Canadian private demand is unlikely in the
near future. High household debt suggests that
consumption is an unlikely source of near-term
growth. An investment revival will require a
return of corporate confidence, while an export
rally will depend on a strong and sustained
foreign recovery.

+  Canadian policymakers should therefore accept
the likely continuation of Canada’s slow-growth
recovery for the next few years. Their focus
should be on addressing the burden of this slow
growth, which falls mostly on unemployed and
underemployed Canadians.

To address this burden, policymakers should
consider reforms to enhance income support for
the unemployed, increase the mobility of workers

and improve incentives for labour-market training.

MONETARY POLICY IS AT OR NEAR
ITS LIMIT

Monetary policy became highly expansionary
in major developed economies in mid-2008 and
remains so today. By early 2009, central banks’
policy interest rates had reached their effective
lower bounds, soon after which the US Federal
Reserve and the Bank of England began their
policies of Credit and Quantitative Easing
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(QE), both of which led to enormous increases

in their balance sheets (Kozicki 2011).! For its

part, the European Central Bank (ECB) was less
aggressive in its initial rate reductions and was more
constrained in balance-sheet expansions, but it
nonetheless provided enormous liquidity support to
the commercial banks in its jurisdiction.

As of summer 2014, there is no indication that
the Bank of England will soon be reversing its
QE actions, although it may soon begin raising
its policy interest rate. In the United States, the
Federal Reserve has started “tapering” its monthly
asset purchases, but actual contraction of its
balance sheet still appears to be a year or more
away. In Europe, the ongoing sovereign debt
crises and relative economic stagnation suggest
that the ECB will continue its current level of
monetary engagement for some time. In short,
monetary policy in these three major economies is
more-or-less flat out and is likely to remain very
expansionary for an extended period.

‘The Bank of Canada acted early to reduce its
policy interest rate — and did so aggressively. By
April 21,2009, the BanK’s target for the overnight
interest rate had reached 0.25 percent, its effective
lower bound. The Bank prepared for, and clearly
communicated, the possibility that it may need to
engage in Credit or Quantitative Easing, but these
actions ultimately were deemed unnecessary.

'The Bank did, however, pioneer the use of a
“conditional commitment” whereby it stated that its
policy interest rate would remain at its lower bound
until the summer of 2010, so long as inflationary
pressures did not emerge (Bank of Canada 2009).
Between June and September 2010, amid emerging
economic recoveries in Canada and abroad, the

Bank of Canada raised its target for the overnight
interest rate to 1.0 percent, where it remains today.
For four years, the Bank of Canada has held

its key policy interest rate unchanged but has
nonetheless varied its central message considerably.
As the speed of the global recovery picked up

in 2011-2012 and then slowed again in 2013-
2014, the Bank modified its policy stance — from
displaying a clear “tightening bias” in the earlier
part of the period to displaying a more “neutral”
stance by the summer of 2014.

Macroeconomic policymakers should not be
looking to the Bank of Canada to provide any
further stimulus to the economy for two reasons.
The first is that we have likely reached the point
where further monetary expansion would have
little or no effect on aggregate demand — that is,
monetary policy may now be akin to “pushing on
a string.” With a great deal of uncertainty about
the pace of the global recovery, including slowing
growth in Asia, continued financial tensions in
Europe and ongoing debate about the nature and
pace of fiscal consolidation in the United States,
Canadian firms may simply be delaying their
significant investment decisions.

In this environment, the crucial binding
constraint on investment behaviour is not the real
interest rate or even access to financial capital
but rather firms’uncertainty regarding the future
state of the economy. In its April 2013 Monetary
Policy Report, the Bank of Canada reported that
more than two-thirds of Canadian firms claimed
deficient demand, sector-specific issues, and taxes
and regulations were primarily affecting their
investment decisions. Only 10 percent suggested
that access to credit was an important issue (Bank

1 Though definitions for these terms lack unanimity, those used by the Bank of Canada (2009) are becoming standard. Credit

easing refers to a central bank’s purchases of non-government securities (sometimes with “sterilizing” sales of government

securities), intended mostly to reduce specific credit spreads. Quantitative easing refers to a central bank’s “unsterilized”

purchases of government securities, designed to increase the monetary base and reduce overall interest rates.
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of Canada 2013a). The situation had not improved
materially a year later. The Bank’s April 2014
Business Outlook Survey stated that “many businesses
continue to report that uncertainty — most often
related to domestic demand or, in some cases,
sector-specific or regulatory factors — is leading
them to delay or shift the focus of their investment
plans” (Bank of Canada 2014a).

During 2013, while the US Congress was
deadlocked in a battle over raising the federal
debt ceiling, Federal Reserve Bank of Dallas
President Richard Fisher applied this argument to
the US economy. Fisher noted the precariousness
of the global economy but emphasized the lack
of confidence created by the failure of the US
government to implement a clear and coherent

fiscal plan:

.... Decision-making under conditions of
uncertainty is always a challenge for businesses;
decision-making in a thick fog of uncertainty

is well-nigh impossible. It negates the power of
hyper-accommodative monetary policy to propel
our economic vessel forward. . ... I argue that the
Fed has no hope of moving the economy to full
employment, despite having pulled out all the stops
on the monetary front, unless our fiscal authorities

get their act together. (Fisher 2013, pp. 5-6)

'The challenges in Canada are not precisely the
same: the federal government is in the enviable
position of having a much lower debt-to-GDP ratio
than the US and is currently en route to a balanced
budget by the 2015/16 fiscal year, if not sooner.
However, since exports to the US are so important
to Canadian firms, the lingering fiscal uncertainty
there contributes to the ineffectiveness of Canadian
monetary policy. In other words, further reductions
in the policy interest rate by the Bank of Canada
together with the depreciation of the Canadian
dollar that typically results from such action would
be unlikely to provide significant stimulus to either
Canadian investment or exports.

In the current economic environment, the real
interest rate and the Canadian-US exchange rate

are not the crucial binding constraints for firms. A
sustained recovery in investment and exports will
require a genuine recovery of confidence in the US
and global economies.

'The second reason why policymakers should
not be looking to the Bank of Canada for further
stimulus, quite apart from whether such action
would be effective, is the considerable costs associated
with keeping interest rates at very low levels for
long periods of time. White (2012) has provided
the argument in the general case while Masson
(2013) has applied it to the Canadian situation.

White (2012) acknowledges that the massive
monetary expansion following the onset of the
global financial crisis was the right policy action,
though he also believes that the Bank of Canada
and other central banks should have paid closer
attention to the growing financial imbalances
before the crisis and that their policies should have
involved more “leaning” against those imbalances
through higher interest rates (White 2009). White
clearly believes there are dangers associated with
a continuance of “ultra-easy” monetary policy,
including an over-emphasis on particular types of
investment (such as residential housing), a tendency
for investors to adopt excessively risky positions in
pursuit of higher yields and a lack of fiscal discipline
imposed on over-indebted governments. In his view,
sustained low interest rates provide a genuine threat
to financial stability.

For the Canadian context, Masson (2013)
argues that sustained ultra-low interest rates are
contributing to a run-up in household debt and
that a large number of Canadian households will
be in a strained financial situation when interest
rates eventually increase (Bank of Canada 2012).
He also notes that low Canadian mortgage rates
have fuelled a 20 percent increase in house prices
since their brief decline in March 2009 and that a
significant correction remains an important risk — a
risk taken seriously by the International Monetary
Fund (IMF 2014b). Furthermore, both Masson and
the IMF note that since the government-owned
Canada Mortgage and Housing Corporation is
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by far the country’s largest provider of mortgage
insurance, taxpayers are exposed to significant
potential losses in the event that house prices
decline sharply.

'This precarious economic combination — growing
household debt, high and rising house prices and
taxpayers’ considerable exposure on mortgage
insurance — has led the Government of Canada
several times in the past few years to tighten up
the terms and conditions on residential mortgages
and to restrict access to government-backed
mortgage insurance. These policies are an effective
substitute for a tightening of monetary policy in a
situation where the growing financial imbalances
are concentrated in the residential real estate market
(Boivin, Lane and Meh 2010). However, if the
financial imbalances grow further or become more
widespread, monetary tightening will likely become
the preferred policy action.

There is an evident tension between the
appropriate monetary policy necessary to support
aggregate demand and that needed to promote
financial stability. The history of financial crises
(Galbraith 1993; Kindleberger and Aliber 2005;
Reinhart and Rogoff 2009; Johnson and Quak
2010) shows clearly that highly leveraged (i.e.,
indebted) households, non-financial firms and
banks play a central role in their causes and
propagation. To the extent that sustained low
interest rates contribute to such indebtedness, they
are part of the problem behind the creation of
financial instability.

On the other hand, in the wake of a financial
crisis, when the flow of credit naturally falls as
part of the deleveraging process and widespread

pessimism contributes to a weakening of aggregate
demand, low interest rates are a vital part of the
policy package designed to return the economy to
some sense of normality (Blanchard et al. 2010).
Getting the right balance for monetary policy is
difficult and requires a careful assessment of

both the benefits and costs of any particular
interest-rate policy.

In summary, the Bank of Canada’s ongoing
support of aggregate demand through ultra-low
interest rates is likely a policy whose benefit-cost
ratio has declined sharply over the past five years.
In the first few years of the global financial crisis,
expansionary monetary policy working in concert
with expansionary fiscal policy (in Canada and
elsewhere) supported aggregate demand and
dampened the recessionary effects on output
and employment. Five years later, however, when
sluggish growth and considerable uncertainty are
the dominant concerns for Canadian firms and
households, and access to credit is not an important
constraint, the effect of further rate reductions on
Canadian output and employment is likely to be
very small.

At the same time, the costs of maintaining rates
at ultra-low levels are now becoming apparent. If
household debt and house prices continue to rise,
and further tightening of mortgage terms becomes
politically infeasible, it may become necessary for
the Bank of Canada to raise its policy interest rate.?

CANADIAN FISCAL POLICY HAS
LIMITED ROOM TO MANOEUVRE

As mentioned above, the G20 countries embarked
on considerable fiscal expansion in the first two

2 I have omitted any discussion of the possibility of “unconventional” expansionary monetary policy in Canada, such as the

direct purchase of government securities with newly created money (Quantitative Easing). Such a policy would be pursued

presumably only if further monetary stimulus were deemed necessary when the Bank of Canada’s target for the overnight

interest rate was already at its effective lower bound (0.25 percent). Given the current and probable context for the next few

years, such a situation is quite unlikely.
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years of the global financial crisis. When the signs
of economic recovery first emerged in late 2009

and early 2010, Canada took the opportunity

as host of the G20 summit in Toronto to stress

the importance of fiscal consolidation and to
recommend a quick return to balanced budgets after
the two years of planned fiscal stimulus had run
their course (G20, 2010).

'The start of fiscal consolidation appeared to
be sensible in the midst of an emerging recovery.
But with the onset of the sovereign debt crises in
Europe, which began in Greece in early 2010 but
then spread quickly to other countries, one can now
argue that it was a policy either slightly ahead of its
time or implemented with a little too much zeal. A
kinder assessment might be that fiscal consolidation
was simply “more effective” than many expected
(Blanchard and Leigh 2013).

Whatever the general case for such fiscal
austerity, it is clear that Canada’s public finances
are in considerably better shape than those in the
United States, the United Kingdom and the other
major European countries. But this is a recent
phenomenon that stems from the corrective actions
taken provincially and federally after Canada was
seen by many to hit its debt wall in the mid-1990s.

For the consolidated government sector in Canada,
total spending fell from one-half (49.9 percent) of
GDP in 1992 to a little more than one-third
(35.8 percent) by 2007, while total revenues fell
from 41.6 percent to 37.5 percent over the same
period (Ragan 2012).? Furthermore, strong US
and world economic growth during this period
permitted Canada’s fiscal consolidation to occur
with only a limited contractionary effect on the
domestic economy.

As a result, the swift decline in budget deficits,
together with healthy GDP growth, produced a
sharply falling debt-to-GDP ratio. For the federal
and provincial governments combined, the net
debt-to-GDP ratio fell from a peak of 92 percent
in 1996 to a low of 37 percent just before the onset
of the global financial crisis. The IMF now projects
that by the end of 2015 Canada’s net debt-to-
GDP ratio (for federal and provincial governments
combined) will have increased by only 17.5
percentage points above its 2008 level, at which
point it will still be well below the debt ratios of
most other advanced economies (IMF 2014c¢).

Despite Canada’s relatively sound public finances,
policymakers should not be looking to fiscal policy
to provide significantly greater stimulus to aggregate
demand. Despite the well-known limitations of
discretionary fiscal policy as a stabilization tool,
it can be quite successful in dampening a sudden
and significant economic collapse (Blanchard et al.
2010). The many imperfections of fiscal stimulus
can be ignored in such situations since there is a
recognized need to place a floor under collapsing
demand and confidence.

But fiscal stimulus is not the most effective tool
for enhancing growth during the calmer periods of
economic recovery. During these times, such as the
interval from 2011 to today in Canada, fiscal policy
is best left to focus on determining the nation’s
longer-term spending priorities and designing
an efficient and effective tax system to raise the
necessary funds. Of course, these priorities could
include spending on crucial public infrastructure,
which would have both short-run effects on
aggregate demand and longer-run effects on the
country’s growth potential. Whatever spending is

3 Reduced debt-service costs (through lower interest rates) also contributed to the reductions in budget deficits. See Kneebone
and Chung (2004) for the relevant decomposition at the federal level. The data cited here omit the influence of CPP/QPP

contributions and benefits.
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deemed appropriate, however, should be determined
in a deliberate and coherent decisionmaking process,
one unlikely to be timely enough to respond to
today’s concerns of cyclically slow growth.

There is a second reason why Canadian
governments should retain their current objectives
for returning to balanced budgets and thereby avoid
any significant new measures of fiscal stimulus.

'The aging of Canada’s population, caused both by
increasing longevity and falling fertility rates, will
create serious fiscal challenges over the next few
decades. This “fiscal squeeze” will see significant
increases in the share of national income devoted
to age-related expenditures such as healthcare and
elderly benefits (Robson 2010; Ragan 2012). Even
with moderate rates of economic growth and tax
revenues, financing these expenditures will require
some combination of tax increases, cuts in other
expenditures and increased government borrowing.
Canadian governments will be much better placed
to deal with this looming fiscal squeeze if their
debt-to-GDP ratios are kept relatively low over the
next few years.*

In summary, Canada’s relatively low debt-to-
GDP ratio shows that the federal government has
the fiscal room to be modestly more expansionary
should the need arise, a point the IMF recently
emphasized (IMF 2014b). Political concerns
have driven the government to aim for a balanced
budget before the federal election in late 2015, and
these concerns are understandable. In contrast, the
underlying economic situation is less sensitive to
timing. If the return to a balanced budget is delayed
by a year or two, with higher spending and/or lower

tax revenues along the way, the government’s overall
fiscal position changes only slightly.

Despite this fiscal flexibility, the well-known
limitations in the use of discretionary fiscal
stabilization, combined with the future budgetary
challenges associated with an aging population,
make a compelling case for Canadian governments
to avoid further significant fiscal stimulus. If
Canadian governments take strong actions to
ensure a return to balanced budgets over the next
tew years, fiscal policy will actually detract from
Canada’s rate of economic growth; if they take more
relaxed paths back toward balance, their actions
will at best be neutral for growth. Only in the very
unlikely case of renewed fiscal stimulus will fiscal
policy actually make a positive contribution to
growth.?

A TIMELY REBOUND OF PRIVATE
DEMAND?

'The previous two sections argued that little further
expansionary actions should be expected from either
the Bank of Canada or various fiscal authorities.
'This is one reason why senior Canadian officials
have said repeatedly in recent months that it is
time for the private sector to take up the challenge
of increasing Canadian economic growth. For
example, Carney (2013), Macklem (2013a) and
Poloz (2014) all state that a medium-term pickup
in growth depends on a recovery of both domestic
investment and exports. What obstacles might
stand in the way of such a private-sector recovery?

4 Of course, small budget deficits are consistent with a gently declining debt-to-GDP ratio in a growing economy. Therefore,

there is nothing economically crucial about exactly balancing either federal or provincial budgets in the next few years.

5 Some reviewers of this Commentary argued that a renewed infrastructure spending commitment could both stimulate

aggregate demand and avoid the usual problems associated with discretionary fiscal policy. The long-term case for such

spending may be strong, but the considerable time lags required to spend prudently on sensible projects may make it poorly

suited to our current cyclical challenges.
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Deleveraging and Sluggish Recoveries

In several academic papers and a celebrated
post-2008 book, professors Carmen Reinhart
and Kenneth Rogoft have explored the causes,
propagation and aftermath of financial crises
spanning 800 years. A central finding from their
research, emphasized in Reinhart and Rogoff
(2008, 2009) and also in Reinhart and Reinhart

(2010), is that recoveries from financial crises are

typically much slower than recoveries from “normal”

recessions — those in which the collapse of financial
institutions and dysfunction in financial markets do
not play a leading role.

'The authors emphasize two reasons for the slow
recoveries from financial crises. First, the collapse of
large financial institutions and the associated panic
saps confidence and provides sound justification for
firms to delay investment and hiring decisions and
for households to put off large spending decisions.
Any delay in such spending naturally leads to
a slowing of aggregate demand and can be an
important contributor to a slow-growth economy, at
least over the short and medium runs.

Second, and probably more important, recovery
from a financial crisis almost always requires a
process of “deleveraging” among those entities that
incurred substantial debt to purchase assets and
then suffered large declines in the market values
of those investments. When households and non-
financial firms deleverage, they slow their demand
for credit and, thus, for goods and services. When
the banking sector begins to deleverage, either
through voluntary actions or in response to more
stringent legislated capital requirements, it reverses
its usual role of credit expansion and becomes
instead a vehicle of credit contraction. Since credit
in a modern economy is a crucial input to firms’
production processes and also plays a central role
in facilitating corporate and household demand,
the restriction in credit flows naturally results in a
slowing of the economy’s growth rate.

By this logic, a slow-growth recovery following
a financial crisis lasts as long as it takes for a return

of corporate and household confidence and for the
deleveraging process, among individual investors
and financial institutions alike, to fully run its
course. Gradual improvements in balance sheets,
confidence and overall economic conditions can
generate a virtuous cycle, just as their opposites can
interact and produce a vicious downward spiral at
earlier stages of a financial crisis.

Bank of Canada Governor Stephen Poloz has
referred to the economic “trauma” generated by
the recession and the need for “reconstruction”
now, suggesting a recovery process similar to that
tollowing a war (Poloz 2013). And he is correct.
Although no hostile destruction of physical
assets occurred in Canada as a result of the global
financial crisis, the sustained lack of confidence and
dysfunction of credit markets can be remarkably
damaging to modern economies.

Figures 1a and 1b, reproduced from the Bank
of Canada’s Monetary Policy Report, illustrate the
slow pace of the economic recoveries in the United
States and the euro-zone, especially as compared
to past “normal” recoveries. The range of recoveries
in real GDP (from 1948 for the United States and
from 1980 for the euro-zone) is shown in each
figure by the grey shaded area; the red lines show
the paths of real GDP in the current recoveries.
For the United States, six years after the start of the
recession, real GDP is roughly 20 percent below
the mid-point of the shaded area, and is even well
below the area’s lower bound. For the euro-zone,
real GDP is 15 percent below the mid-point of the
shaded area and also well below the lower bound.
By this simple but sensible measure, there is no
question that the current economic recoveries in the
United States and in the euro-zone are well below
the typical pace.

'The two current recoveries look much less
unusual, however, if we compare them to the
recovery paths after what Reinhart and Rogoft
(2008) call “The Big Five” modern financial crises
(shown as the blue lines in the two figures). For the
United States, the recovery of real GDP is almost
exactly coincident with the recovery path following
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Figure 1a: The Slow Pace of the US Recovery

U.S. real GDP across economic cycles; start of recession = 100, quarterly data
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Note: The Big Five modern financial crises, as described in Reinhart and Rogoff (2008), are Spain (1977), Norway
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and the author is grateful to the Bank for assistance in reproducing the chart.

the Big Five; for the euro-zone, however, given the
sovereign debt crises and difficult fiscal adjustments
that continue to plague those countries, the current
recovery is slower and considerably less regular.
With the levels of real output in the United
States and Europe so far below the level one
would expect six years after the onset of a “normal”
recession, it might be natural to expect that growth
rates would soon pick up and generate a rebound of

output inside the shaded areas. Although this could
happen, it is unlikely to do so in the next few years.
Confirming the pessimism inherent in the Reinhart
and Rogoft view of post-financial-crises recoveries,
the most recent IMF forecasts (IMF 2014c) show
rising but still only modest growth rates in the
major economic regions of the world through 2014

and 2015 (see Table 1 below). The United States

is the one exception that shows a forecast GDP
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Figure 1b: The Slow Pace of the European Recovery
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Sub-Prime Financial Crisis So Different? An International Historical Comparison,” American Economic Review:

Papers and Proceedings 98, no. 2 (2008): 339-44.

Sources: Eurostat, Organisation for Economic Co-operation and Development, and Bank of Canada. This chart updates one

which originally appeared as Chart 6 in Bank of Canada, Monetary Policy Report, July 2012 and the author is grateful to the
Bank for assistance in reproducing the chart.

growth rate for these two years close to what might  overall euro-zone that ended in late 2013 is forecast
be considered a pre-recession norm.° to be followed by two years of growth rates at
In particular, note that the recession in the 1.5 percent or below. The United Kingdom is

6  The 1996-2005 average growth rates are shown here as an approximation to “normal” growth rates. However, it is useful
to note that demographic forces in most developed countries (especially the aging of the Baby Boom generation) are
projected to cause a slight decline in growth for the next few decades. When expressed as annual growth rates, this

demographic effect is much smaller than the differences apparent in Table 1. See Ragan (2012) for more discussion of these
demographic forces.
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predicted to see a significant growth improvement
tor 2014, but with a drop again in 2015. Japan

is predicted to have modest growth in 2014, due
mostly to its recent highly accommodative policies,
but the sluggishness elsewhere in Europe and Asia
will bring its growth back to 1 percent by 2015. The
seven countries grouped together as Emerging and
Developing Asia (China, India, Indonesia, Malaysia,
Philippines, Thailand and Vietnam) will have
growth just below 7 percent annually, dragged down
by a decline in China’s and India’s growth relative to
their pre-2008 rates.

Table 1 also shows the IMF’s growth forecasts
tor Canada. Its relatively slow growth during 2013
is forecast to increase moderately in 2014, mostly as
a result of the more healthy US recovery. But even
the forecast growth rates for 2014 and 2015 are well
below the pre-2008 norm; in the decade from 1996
to 2005, for example, real GDP growth in Canada
averaged 3.3 percent annually. And there is nothing
especially pessimistic about the IMF’s Canadian
forecasts; the most recent ones from the Bank of
Canada and TD Economics are very similar (Bank

of Canada 2014b; TD Economics 2014).

Consumption, Investment or Exports?

'The modest growth likely to occur in Canada in
2014 and 2015 underlines the importance of a
healthy recovery in Canadian private demand.
From the perspective of simple national accounting,
this logic is inescapable: if Canadian governments
cannot be expected to contribute much through
their fiscal policies to future growth because they
are currently in the process of returning to balanced
budgets, then increases in overall growth can

occur only if the other components of aggregate
expenditure — consumption, investment and net
exports — make healthy recoveries. This simple
observation begs the question of whether there is
any good reason to expect such healthy recoveries.
If not, then the prospects for significantly higher

overall growth must also be poor.

Begin with aggregate consumption. We have
heard much in recent years about how rising
Canadian consumer spending, fuelled in part by
very low interest rates, has led to rising household
indebtedness, which has increased from about 80
percent of disposable income in 1990 to about 150
percent today. Canadian households are now more
indebted than their US counterparts, admittedly
after the latter experienced four years of necessary
and significant deleveraging (Bank of Canada 2012;
TD Economics 2013).

'The most basic problem with high household
debt is that many households who can comfortably
service their debt at low interest rates may have
serious problems when interest rates eventually rise.
Interest rates on personal lines of credit and home
mortgages, for example, are likely to rise from the
current 2-to-4 percent range to 5 to 7 percent in
a few years, thereby roughly doubling households’
debt-service costs. As the Bank of Canada has
shown, such interest-rate hikes would increase the
fraction of households whose debt-service charges
comprise more than 40 percent of their income
from 11.5 percent in 2011 to roughly 20 percent by
2016 (Bank of Canada 2012, pp. 20-21).

For households that do encounter problems
as interest rates rise, the solution lies either in
reducing other expenditures, selling assets to pay
down accumulated debt or defaulting on the loans
altogether. The last option, if widely used, would
have a direct and deleterious effect on the health of
the financial system.

A related problem is that much of Canadians’
rising household debt consists of mortgages for
newly purchased homes whose prices have been
rising very rapidly in recent years. Any substantial
decline in home prices, which many commentators
argue is a serious risk (Madani 2012), would lead to
declines in household net worth and possibly to a
greater incidence of delinquencies or even mortgage
toreclosures by commercial lenders, with obvious
implications for the stability of the financial system.
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Region LEG2TE 2011 2012 2013 2014 2005
(average) (forecast) (forecast)

United States 3.4 1.8 2.8 1.9 2.8 3.0
Euro Zone 2.1 1.6 -0.7 -0.5 1.2 1.5
United Kingdom 3.4 1.1 0.3 1.8 2.9 2.5
Japan 1.0 -0.5 1.4 1.5 1.4 1.0
Emerging and
Do byt Ay 7.1 7.9 6.7 6.5 6.7 6.8
Canada 3.3 2.5 1.7 2.0 2.3 2.4

Source: IMF, World Economic Outlook, April 2014 (IMF, 2014a).

The Bank of Canada has often raised general
concerns associated with rising household
indebtedness; the more specific concern associated
with rising home prices has led the government
to tighten the terms and conditions on residential
mortgages and to restrict access to government-
backed mortgage insurance several times in the
past few years. These actions were taken to dampen
both the upward pressure on home prices and the
upward rise in household debt.

Given the high and rising household debt
in Canada, it seems unlikely that aggregate
consumption could become a major source of
greater GDP growth in the next few years. Indeed,
in the absence of any increase in the growth of
household income, any greater contribution to
overall growth from household consumption would
probably be undesirable.

Now consider firms’investment in plant and
equipment, the second major component of private
demand. Economists often stress the importance
of the real interest rate as a key determinant of

corporate investment decisions, but the past few
years have clearly seen very low real interest rates
without booming investment.

As John Maynard Keynes argued years ago,
firms’ expectations of the economy’s future state
— what he famously called “animal spirits” - are
also a crucial determinant of investment, and for
good reason. Since firms that purchase plant and
equipment today are doing so in the expectation of
earning future sales and profits, it is the likely state
of the future economy, not today’s, that figures most
prominently in their calculus.

Periods of uncertainty, and especially pessimism,
about the domestic and global economies are thus
ideal times for firms to reduce or delay investment
plans while they wait and see how the economic
environment evolves. Reductions in planned
investment spending lead directly to reductions
in aggregate demand, with immediate (as well as
longer-run) implications for the growth of real GDP.

Such pessimism is reflected in the Bank of
Canada’s most recent Business Outlook Survey,
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released in April 2014. While showing some
increase in firms’ investment intentions over the
past year, albeit starting from a very low level, the
overall picture remains one of gloominess and
uncertainty (Bank of Canada 2014a). An imminent
and significant rebound of corporate investment

is unlikely.

Finally, consider Canadian exports, the third
component of private expenditure. Is it reasonable
to expect that export growth will be adequate to
generate a return to significantly higher growth
for the country as a whole? The primary driver of
Canadian exports is the level of economic activity
in its main export markets. Traditionally, the United
States has been by far the most important of these
markets, and though it continues to be Canada’s
largest customer, others are gradually increasing in
relative importance.

A second important driver of Canadian
exports is the exchange rate, although here the
relationship is more complex. Since the exchange
rate is the relative price of two currencies, whose
value is determined by various economic events
domestically and abroad, it is not possible to draw
a simple causal connection from changes in the
exchange rate to changes in Canadian export levels.
Indeed, understanding the causes of any particular
change in export activity is crucial for determining
the predicted relationship between exports and
aggregate demand (Ragan 2005).

Figure 2 shows the relationship between the
growth in real Canadian merchandise exports and
the growth of real US domestic demand since
1982, revealing the extent to which a recovery of
Canadian exports is likely to rely on an overall
US recovery. This close relationship can hardly
be surprising, given the geographic proximity of
the two economies, as well as the high degree of
economic integration in many industries. However,
the Bank of Canada (2013a) has noted that the
relationship between foreign activity (broader than
just in the United States) and Canadian exports

has weakened in recent years, suggesting that even
a healthy external recovery would lead to a smaller
recovery in Canadian exports than what might be
suggested by the patterns in Figure 2.

'The modest pace of economic recovery in the
United States, Europe and elsewhere, combined
with a weakening of the structural relationship
between foreign activity and Canadian exports,
explain why Canadian exports have been so slow to
recover. Figure 3 shows how far Canadian exports
have deviated from their traditional recovery path.
Almost six years after the recession’s start, Canadian
exports are still roughly $130 billion below the
level that would have been observed if the current
recovery had resembled the average recovery since
1951 (Macklem 2013b).

'The IMF growth forecasts shown above in
Table 1 provide only a limited basis from which to
expect a significant recovery in Canadian exports
over the next few years, although the recent pickup
in US growth is surely a favourable indicator. The
IMF’s modest growth prediction for Japan in 2014
is short-lived, with growth declining markedly in
2015. Its forecast for Europe shows a significant
improvement, but given the complexity of both the
economic and political forces at play, it is reasonable
to view this prediction as optimistic.

Emerging markets offer some hope, although
Canadian exports to these countries are so small in
absolute terms that enormous increases in growth
are required there to generate a significant increase
in Canadian exports. The IMF predicts that growth
in “Emerging Markets and Developing Economies”
will rise slightly from 4.7 percent in 2013 to
5.1 percent in 2014 and 5.4 percent in 2015. This
modest increase, however, will likely be insufficient
to offset the existing downward pressure on
commodity prices, making life more difficult
for commodity-exporting countries like Canada

(IMF 2013).
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Figure 2: The Growth of Canadian Exports and US Domestic Demand
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Source: Author’s calculations based on data from Statistics Canada and US Bureau of Economic Analysis.

A Sobering Summation

More than five years into a “normal” recovery is
when most economies are growing healthily and
beginning to sow the seeds of their next recession.
But in the aftermath of a financial crisis, the

pace of recovery is much slower, as emphasized
by Reinhart and Rogoff (2008, 2009). Although
most of the economic damage during the financial
crisis occurred outside Canada, existing global
forces nonetheless have had a profound effect on
Canada. The contractionary effects of massive
deleveraging, ongoing household and corporate
pessimism, and the considerable uncertainty that

remains within Europe, the emerging economies
and even within the United States, have combined
to produce an economic environment in which
investment incentives and demand for Canadian
exports are both sub-par. In such a world, there is
no compelling reason to expect Canadian private
demand to recover. Until there is a healthy and
sustained recovery in the global economy, Canadian
investment and exports will likely disappoint.

'The implication of this conclusion, combined
with the earlier one that Canadian monetary
and fiscal policies cannot be expected to be the
engines of greater growth, is quite stark. If private
demand cannot be relied upon for more growth,
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Figure 3: The Slow Recovery of Canadian Exports
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Canada, Monetary Report, July 2013 and the author is grateful to the Bank for assistance in reproducing the chart.

and conventional Canadian macro policy tools
are at their practical limits in terms of stimulating
aggregate demand, we need to recognize that slow

growth is an inevitable part of our near-term future.

As a result, we need to focus our attention on the
burden of a slow-growth recovery.

THE BURDEN OF A SLOW-GROWTH
RECOVERY

Ben Bernanke, the former Chair of the US Federal
Reserve, argued convincingly for several years that
a central problem with a slow-growth recovery is
that, even when aggregate output is increasing and
the economy technically out of recession, growth
may not be fast enough to absorb ongoing increases
in the labour force, let alone to regain all the

jobs lost during the previous recession. Bernanke

(2012) emphasizes the slow US employment
growth following 2009 and especially the
uncharacteristic increase in the incidence of long-
term unemployment. For their part, Lazear and
Spletzer (2012) argue that long-run or “structural”
problems are not the fundamental cause of recent
high US unemployment; instead, the cause appears
to be short-run “cyclic phenomena that are more
pronounced during the current recession than in
prior recessions.”

With the United States at the centre of the
global financial crisis, it is not surprising that
labour-market challenges there are more acute than
in Canada. But the same basic phenomenon exists
on both sides of the border: output growth may be
insufficient to replace lost jobs while at the same
time absorbing ongoing population and labour
force growth.
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Canadian Employment and Output

Canadian officials have been promoting the
country’s exemplary macroeconomic record since
2009, citing increases in real GDP and aggregate
employment greater than in most other OECD
countries. As Stanford (2012) has rightly pointed
out, however, such international comparisons of
aggregate growth rates make little sense unless the
countries have similar population growth rates. As it
turns out, Canada has significantly faster population
(and labour force) growth than most developed
economies and, hence, it does not follow that our
more rapid growth in real GDP and employment
necessarily translates into faster growth in living
standards. If our focus is on the performance of
average material living standards since the recovery
began in 2009, it is best to examine the patterns

in real per capita GDP and the employment-
population rate. Stanford (2012) shows that once
such adjustments are made, Canada’s recovery looks
considerably more mediocre.

Figure 4 shows the paths of aggregate
employment and the employment-population rate
in Canada since 2005. In the years before 2008,
both series are rising, as expected in a booming
economy. Both then fall sharply in 2009 as the
recession takes hold. But note that while aggregate
employment recovered relatively quickly and
reached its pre-recession peak by the third quarter
of 2010, the employment rate is recovering much
more slowly. By early 2014, the employment
rate had still progressed only half way to its pre-
recession peak and was equal only to its early

2005 value.” The failure of the employment rate
to fully recover indicates that while the Canadian
economy successfully created many new jobs
since the recession’s nadir in 2009, employment
has not grown fast enough to make up for both
the recessionary losses and absorb the subsequent
population increase.®

This divergence in the path of aggregate
employment from that of the employment-
population rate is naturally mirrored in the
divergence between the path of real GDP and that
of per capita GDP, as shown in Figure 5. Both
GDP and per capita GDP declined sharply during
the recession, although ongoing population growth
explains the larger drop in the latter. Real GDP
then recovered relatively quickly and reached its
pre-recession peak by the third quarter of 2010. It
has grown modestly since then at an average annual
rate of about 2.3 percent. With ongoing growth in
the Canadian population, the recovery in per capita
GDP is necessarily slower than that of overall GDP.

By early 2014, however, the slow GDP growth
meant that per capita GDP was just slightly above
its peak from five years earlier. Furthermore, per
capita GDP is currently 2 to 3 percent below
the level it would have reached had it continued
unabated on its trend from the mid to late-2000s.
'The upshot is that — despite modest real GDP
growth since 2009 — the increase has not been fast
enough to fully absorb the growing population or
to return per capita GDP to its pre-recession path.
'This sluggishness in per capita GDP growth is
the aggregate manifestation of the burden of our
relatively slow economic recovery.

7 'The employment rate in Figure 4 is the ratio of employment to the population for individuals aged 15-64. If it is instead

computed using all individuals 15 and over, the recovery in the employment rate is considerably weaker, reflecting the exit

from the labour force as individuals retire.

8 'The employment data in Figure 4 represent the sum of full-time and part-time employment. While total employment fell

in 2009, part-time employment actually increased. And while total employment reached its pre-recession peak by the third

quarter of 2010, full-time employment did not fully recover in this sense until early 2011.
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Figure 4: Canadian Employment and Employment Rate, 2005-2014, Age 15-64
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Source: Author’s calculations based on data from Statistics Canada, Labour Force Survey, Table 282-0087.

The Recessionary Burden

Recessions and slow recoveries would be much less
serious events if all Canadians shared the burdens
equally. Following the logic of Lucas (1987), a
typical Canadian’s utility would not fall by much if
he or she experienced a 3 percent income reduction,
lasting for approximately a year, followed by a
recovery that within a few years brought income
back to its pre-recession growth path. Of course,
real-world recessions do not fit this description.
'The central problem of actual recessions is
not that there is a significant decline in average
income, but rather that the burden of economic
decline is distributed across the population in a
highly unequal fashion. In actual recessions, the
vast majority of the population experiences little or
no change in real income; at the same time, a small
segment of the population loses most or all of their

income for a period of up to a few years, and some
very unlucky people lose it for even longer.

'The burden of recessions and slow economic
recoveries is likely to fall disproportionately on four
groups. First are those individuals unlucky enough
to lose their jobs and incomes as a result of the
economic downturn, but who gain re-employment
within a relatively short period of time. Their
burden is the loss of income until they get hired at
jobs that pay as well as the ones they initially lost.

'The second group includes the young or
new entrants to the labour force who remain
unemployed for long periods as a result of the
weakness in the labour market. Their burden is the
loss of income and lasts until they find their first
jobs, the quality of which may be reduced by their
extended time in the unemployment pool.

Third are those who find a new job but only
one that is of lower quality than what they desire.
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Empirically, this group is often identified as experience as well as the likely degradation of
involuntary part-time workers.’? their skills and reduced employability that often
The final group includes individuals who remain  accompany long-term unemployment.*
unemployed for an extended period of time, 'The genuine burden of a slow-growth recovery
unable to find any job or one appropriate to their is thus found in different data than those shown in

skills. Their burden is both the loss of income they ~ Figures 5 and 6, both of which show the paths of

9  'This identification is admittedly incomplete. There are also many workers in full-time jobs who seek better jobs than the
ones they currently have.

10 I have omitted the indirect or longer-term social costs associated with unemployment or underemployment, including
possible effects on broader social cohesion. These social costs are significant and can be truly devastating in the case of

individuals who are unemployed for long periods of time (Blinder 1988; Dao and Loungani 2010).



" C.D. HOWE INSTITUTE

20

aggregate data but provide no information about
the situation faced by these four specific groups.
Figure 6 shows three alternative measures of the
unemployment rate. The bottom line in the Figure
is the conventional unemployment rate, which
shows that after rising quickly from 6 percent to
more than 8 percent, it has gradually declined

to just over 7 percent today. By this measure, the
Canadian labour market has recovered more than
halfway from the depth of the recession, but still has
a considerable way to go.

A major difficulty with conventionally measured
unemployment rates is that a decline may occur
because people stop looking for work, thereby
dropping out of the measured labour force after

becoming discouraged at their inability to find a job.

Other non-working individuals may desire work
but may not search at all because they are awaiting
recall to their previous jobs.

'The middle line in Figure 6 shows a more
comprehensive measure of unemployment, which
adds discouraged workers to the conventional
measure as well as those waiting for recall and
some fraction of individuals who are involuntarily
working at part-time jobs (what Statistics Canada
calls the “R8” measure of unemployment). This
combined number is often referred to as the overall
underutilization rate (Gilmore and LaRochelle-
Coté 2011) and is obviously higher than the
conventional unemployment rate. For Canada,
however, the underutilization rate displays the
similar recession-recovery pattern: after rising
quickly from more than 8 percent to almost 12
percent in early 2009, it has gradually declined
to about 10 percent today. Like the conventional
unemployment rate, the R8 rate shows an ongoing
but still incomplete recovery.

'The top line in Figure 6 shows the unemployment
rate for Canadians aged 15 to 24. The OECD
(2013) has recently emphasized the problems
associated with high youth unemployment,
especially in European countries where the
situation is acute. But even in Canada we should
take note of the larger recessionary burden that
falls on unemployed young people, not simply
because a considerably higher fraction of them
are unemployed (which is typically the case) but
also because their inability to acquire a job early
in their career may have a significantly negative
effect on the accumulation of human capital
and, thus, on future employment and earnings
prospects (Dao and Loungani 2010). Whereas the
first two measures of unemployment in Figure 6
are currently about one percentage point above
their average values from 2007-2008, the youth
unemployment rate is about three percentage points
above its pre-recession level and for three years has
shown no tendency to decline below its current
value of about 14 percent."

Figure 7 shows the large impact of Canada’s
slow-growth recovery on two other groups. The
solid line indicates the fraction of part-time workers
who are involuntarily in that state — they would
prefer to find, and are often searching for, full-
time jobs while they continue working part time.
'This percentage had fallen to less than 22 percent
in 2008 but then increased sharply to more than
28 percent by early 2010. Despite a slow recovery
in the past three years, the fraction for these part-
timers remains elevated, above 27 percent, with no
apparent tendency to decline further.

None of these workers show up as unemployed
in the regularly cited statistics and for this reason
are often ignored. Yet many of these individuals

11 'The youth unemployment rate in Figure 6 hides the differences between two groups of young Canadians. The unemployment rate

for those aged 20-24 is currently about 11 percent, while the rate for those aged 15-19 is about 20 percent and has shown

no recovery since the depth of the recession in 2009.
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Figure 6: Alternative Canadian Unemployment Rates, 2007-2014
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Tables 282-0085 and 282-0001.

have experienced a significant decline in their
income while others have replaced all or part of
their lost income by securing one or more part-time
jobs. All of them are burdened by their inability to
find full-time work.

'The dashed line in Figure 7 shows the average
duration of an unemployment spell in Canada,
highlighting a significant increase in recent years.
Until early 2009, the average spell was 15 weeks to
16 weeks, but with the onset of the recession the
average increased to more than 21 weeks. It then
declined slightly during 2011 and 2012, but has
been increasing again since early 2013. For those
individuals who are lucky enough to find new jobs

and whose employment-insurance benefits last
sufficiently long, the burden of the unemployment
period may not be considerable, although the effects
of the associated uncertainty while searching for a
new job should not be underestimated. But for the
large fraction of Canadian workers who either do
not qualify for employment insurance (Mendelsohn
and Medow 2010) or whose benefits expire before
they get re-employed, any time without a job can be
a serious problem and longer periods are clearly an
even greater worry.

'The lengthening of the average unemployment
spell evident in Figure 7 has a statistical
counterpart in the growing incidence of long-term
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unemployment, as shown in Figure 8. In the years
immediately prior to the recession, about 13 percent
of unemployed Canadians had been unemployed
for between 27 weeks and one year, while about

4 percent had been unemployed for longer than a
year. Both fractions increased during the recession
and have so far remained at their elevated levels. By
early 2014, 20 percent of unemployed Canadians
had been without work for between 27 weeks and
one year, while 7 percent had been unemployed for
more than a year.

The OECD (2013) estimates that only about
one-half of currently “displaced” Canadian workers
are re-employed within one year of losing their
jobs, and only about two-thirds are re-employed
after two years. The implication is that roughly
one-third of displaced Canadians must wait
longer than two years to find re-employment. The
immediate economic as well as social costs to self
and family, combined with the longer-term costs
associated with the degradation of human capital
and employability, make long-term unemployment
a first-order economic and social problem.

WHAT SHOULD POLICYMAKERS DO?

'This Commentary has made several main points.
First, the Bank of Canada is currently engaged in
very expansionary monetary policy and there are
good reasons why further expansions would either
be undesirable or of limited efficacy. Second, there is
some room for Canada’s fiscal authorities to provide
more stimulus to aggregate demand, but given the
considerable practical limitations with discretionary
fiscal policy, combined with Canada’s future fiscal

challenges, it is probably best to return budgets to
balance sooner rather than later. Third, the nature
of the current deleveraging process across the
developed economies, combined with the general
lack of confidence in the global economy, suggests
that we should not expect timely recoveries in the
major components of Canadian private demand,
especially investment and exports.

'These three points suggest a fourth: that
Canadian policymakers should accept the likelihood
of continued slow economic growth for the next
tew years. If the most recent IMF forecasts are to
be taken seriously, growth will likely increase from
the past two years, but a return to pre-recession
annual growth rates — something closer to 3 percent
in Canada — should not be expected soon. A final
point is that such a slow-growth recovery contains
important challenges; slow growth diminishes the
labour market’s ability to absorb the increasing
number of willing participants. The greatest burden
of slow growth falls on the unemployed and
underemployed.

'The central policy implication is that federal
and provincial policymakers need to focus less on
the standard tools of conventional macroeconomic
stabilization — monetary and fiscal policies — and
instead focus their attentions on labour-market
policies that, if designed well, could alleviate
the burden currently being experienced by the
unemployed and underemployed.'?

In his maiden speech as Governor of the
Bank of Canada, Stephen Poloz quite rightly
emphasized the need for “stability and patience”
(Poloz 2013). That is, stability to shore up the

weak level of confidence and patience to allow the

12 An additional conclusion, also supported by the arguments presented here, is that policymakers should pursue longer-run

structural reforms aimed at increasing the growth rate of output from the supply side. Examples would include enhanced

competition, further trade liberalization, greater emphasis on innovation and increased acquisition of human capital. Such

structural policy reforms, which typically bear fruit only over the longer term, are almost always a good idea. They are also

well beyond the scope of this Commentary.
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Figure 7: Involuntary Part-Time Workers and Unemployment Duration, 2007-2014
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Source: Author’s calculations (4-quarter moving averages) using data from Statistics Canada, Labour Force Survey,

Tables 282-0013 and 282-0047.

global deleveraging process to run its course and
(eventually) provide the much-needed stimulus to
Canadian aggregate demand. But being patient
should not mean doing nothing. Instead, it should
mean placing less emphasis on monetary and fiscal
policies that reside with the federal government
and more emphasis on labour-market policies

that are (often) within the realm of the provincial
governments.

Some Possible Policy Improvements

'The OECD (2013) has suggested that Canada’s

policymakers should design new policies providing

“targeted assistance” to those bearing the greatest
burden of our slow-growth recovery. Given the data
presented in the previous section, three types of
policy initiatives come to mind:

* increasing income support to unemployed
workers;

* improving labour-market mobility; and

* enhancing training and skills acquisition.
'These policy actions would take effect over different
time horizons — offering assistance immediately,
in the medium term and over the longer term,
respectively. In this sense, they constitute a coherent
package of labour-market proposals.
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A. Increase Support to the Unemployed

Given the still-elevated levels of unemployment,
and especially high youth unemployment and the
high incidence of long-term unemployment, there
is a compelling case for improving workers’ access
to income support. Any improvements here would
immediately address the considerable burden felt
by these individuals. It might be best, however, to

design a new program rather than to increase the
generosity of the existing Employment Insurance
(EI) program. As Mendelsohn and Medow (2010)
argue, policy adjustments and more gradual changes
in the labour market have produced an EI program
that is no longer well suited to our needs, as
reflected by the substantial decline in the fraction
of unemployed workers now eligible to receive
benefits. Increases in the generosity of EI benefits
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would not address some of the program’s more
fundamental weaknesses.'

A more promising alternative, first suggested
by Davis (2012), is to introduce a program of
temporary unemployment assistance (TUA)
to provide unemployed workers with financial
support that is repaid after a few years, possibly
contingent on their income. Such a program
would essentially be a government-provided loan
to needy unemployed individuals and, if designed
appropriately, could have a negligible fiscal cost over

the repayment horizon.

B. Improve Labour Mobility

As is often the case in a country with disparate
regions and economic sectors, some of Canada’s
unemployment is structural in nature, caused by
mismatches between labour demand and supply
(Bergevin 2013). An effective way to reduce some of
this structural unemployment is to improve labour
mobility, both across regions and across sectors.
Policies directed to these goals will be unlikely to
generate immediate benefits but will produce gains
over a period of several months or a few years.

'The current EI program contains many obstacles
to labour mobility (see, for example, Busby, Laurin
and Gray 2009, and Mendelsohn and Medow
2010). In particular, the program’s “regionally
extended benefits,” whereby unemployed workers
collect benefits for longer (and qualify after
tewer hours of employment) in areas of higher
unemployment provides a clear disincentive for
unemployed individuals in a high unemployment
region to move to one in which re-employment

prospects might be more promising. (Although the

tederal government recently made EI changes to
encourage more labour-market mobility, it did not
alter this fundamental aspect of the program.)

Reducing seasonal workers’ EI access would also
improve labour-mobility incentives, although this is
obviously a highly charged political issue. However,
if the government were to simultaneously introduce
some form of temporary unemployment assistance,
such EI restrictions might become more feasible
politically.

Given Canada’s federal structure, it is not
surprising that an important obstacle to national
labour mobility comes from differences in provincial
regulations regarding certifications for professions
and skilled trades. Knox (2010) has argued that,
despite some regulatory changes enacted in 2009,
these regulations could be further standardized
across provinces. Similarly, the OECD (2013)
argues that such measures would improve Canada’s
labour mobility and help reduce unemployment.
Such changes clearly lie within the jurisdiction
of the provinces, although the importance of the
issue suggests a role for the federal government in
bringing the provinces together and facilitating a
coherent discussion.

C. Enbhance Labour-Market Training

A third measure is to improve labour-market
training so that workers displaced from one sector
or region can more easily make the transition to

a new position, reducing the duration of labour-
market mismatches. Policy improvements in this
area are likely to generate a payoft only over the
longer term, but should nonetheless be pursued.

13 Mendelsohn and Medow (2010) note that the ratio of EI beneficiaries to unemployed fell from about 76 percent in
1990/91 to about 46 percent today, reflecting both a tightening of the eligibility conditions and a growing importance

of “non-standard” employment. There are also considerable regional variations in this ratio, reflecting differences in the

prevalence of seasonal work and in regional unemployment rates, which affect the eligibility conditions.
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Labour-market training is wholly within the
constitutional jurisdiction of the provinces, and
Ottawa currently has labour-market agreements
with each of them whereby they receive federal
tunds to operate their own training programs.
After considerable initial provincial opposition, the
federal government recently created the Canada Job
Grant in an attempt to improve the quantity and
quality of labour-market training. It is obviously
too early to determine whether this new program,
which is to replace the existing labour-market
agreements that expire later this year, will achieve
its stated objectives. But given the jurisdictional
division of powers and the importance of training
to Canada’s labour-market success, this is another
domain in which there is a clear role for the federal
government to provide collegial leadership.

Finally, Canada’s Temporary Foreign Worker
(TFW) program has garnered much recent
attention and is worth viewing through the lens of
policy efforts to improve labour-market training.
To the extent that Canadian firms have ready access
to a supply of trained foreign workers, there is a
clear disincentive to provide Canadian workers
with the skills necessary for successful employment.
'The federal government recently introduced several
changes to the program designed to increase the
difficulty of hiring foreign workers rather than
domestic ones, especially unskilled workers. Time
will tell if these changes strike the right balance
between the desire to return Canadians to the
workforce and the need to fill temporary holes in that
same workforce with appropriate foreign workers.

Despite the recent changes, however, there are
growing concerns surrounding the past decade’s
dramatic expansion of the TFW program and the
fact that Canadian firms in many sectors appear
to be relying permanently on a steady rotation
of temporary workers (Foster 2012). As a result,
the federal government should carefully examine

the relationship between the TFW program and

the incentives for firms to undertake training of
domestic workers.

CONCLUSIONS

'This Commentary has intentionally ignored the
many important structural factors that play a
central role in determining the economy’s long-

run rate of growth, and how they could potentially
be modified through policy. Examples include the
promotion of research and development, further
trade liberalization, regulatory reform, public
infrastructure renewal, and the improved acquisition
of human capital. Any complete study of policy
options for improving Canadians’ long-run material
living standards cannot avoid an examination of
these and other structural issues.

Despite the importance of such longer-run
policy initiatives, this Commentary’s focus has been
on addressing the shorter-run cyclical challenges
that Canada has faced since the onset of the global
financial crisis and that it will continue to face for
the next few years. The emphasis has, therefore,
been on exploring the likely pace of economic
recovery and the associated role for policy. The main
conclusions can be summarized as follows:

Canadian monetary policy has little ability

to further stimulate growth over the next few
years. Further cuts in the policy interest rate
are unlikely to stimulate aggregate demand,

and ongoing problems associated with very low
interest rates cannot be ignored.

*  Canadian fiscal authorities have some room
to manoeuvre, but both the limitations of
discretionary fiscal policy and longer-term fiscal
challenges suggest that Canadian fiscal policy will

not add to growth in the next few years.

*  Given the slow pace of the ongoing global
recovery, based as it is on a lack of confidence and
a widespread need for deleveraging, a significant
rebound in Canadian private demand, especially
investment and exports, is unlikely in the near
tuture.
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Canadian policymakers should, therefore, accept
the continuation of Canada’s slow-growth
recovery as a real possibility for the next few
years. Their focus should be on addressing the
burden of this slow growth, which falls mostly on
unemployed and underemployed Canadians.

To address this slow-growth burden, Canadian
policymakers should focus on approaches that
improve income support for the unemployed,
increase mobility in labour markets and improve
incentives for labour-market training.
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