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Canada'’s Innovation Conundrum: Five Years after the Jenkins Report

Summary

n the 2016 budget, the newly elected federal government announced its goal to build

Canada into a centre of global innovation. Over the next few years, the government
intends to develop a bold, new innovation agenda to help achieve this objective. This
report contributes to the policy discussion by identifying key elements that should be
part of the government’s approach.

The departure point is a review of the 2011 Jenkins Report (Innovation Canada:
A Call to Action, Review of Federal Support to Research and Development — Expert
Panel Report), which recommended various ways to streamline and improve feder-
al research and development (R&D) policies, with an emphasis on accelerating the
growth of dynamic small and medium-sized enterprises.

Most Jenkins Report recommendations have been at least partially implement-
ed — and they may be helping at the margin — but this report argues that our
current policy approach is failing to stimulate widespread innovation-driven busi-
ness strategies in Canada. This is because we have been dealing primarily with the
symptoms rather than the causes of Canada’s underachievement. Weak business
R&D is best understood as the outcome of our current “low-innovation equilibri-
um.” Paradoxically, this outcome has often been aided by the very microeconomic
policies that have been purported to nurture Canadian business development,
including those related to taxation, competition, trade and investment. The lack
of serious, sustained competitive pressures in many key sectors of the Canadian
economy has made it rational for businesses to underinvest in a range of riskier
innovation activities, including R&D.

After having largely exhausted 40 years of gains derived from labour market
growth, Canada-US economic integration and resource rents, maintaining the status
quo is no longer viable. The increasingly competitive global marketplace — with the
potential for a “fourth industrial revolution” — may soon overwhelm Canada’s com-
fortable equilibrium at a time when innovation-driven productivity improvements are
the best, sustainable source of future growth.

In these circumstances, the government’s desire to underpin Canada’s future eco-
nomic performance with a renewed innovation agenda is undoubtedly the right policy
inclination. But to be successful, this agenda must go beyond the traditional focus on
R&D. It requires a smart combination of microeconomic carrots and sticks to create a
more comprehensive, pro-innovation business climate in Canada. Key elements of this

approach would include the following;:
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> promoting rather than hindering market competition, beginning with a system-
atic review of the impact of trade, investment and regulatory policies on incen-
tives to adopt innovation-based business strategies;
> focusing on demand-side instruments — such as regulations and government
procurement policies — that can sharpen innovation incentives, while promot-
ing broader public interests;
> rebalancing supply-side instruments by
e developing a more evidence-based approach to the appropriate design of dir-
ect and indirect incentives;
e promoting partnerships between business, government and post-secondary
educational institutions to enhance skills;
e targeting public support to increase the supply of quality risk capital for
small, high-growth businesses; and
e reinforcing innovative ecosystems, featuring sectoral and regional clusters of

activity.
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anada’s innovation performance has been studied and debated for decades. An early

milestone in this process was a comprehensive review of research and development

(R&D) by the Senate Special Committee on Science Policy, which concluded the following:

Since 1916...the main objective of Canadian science policy has been to promote

technological innovation in industry...Almost every decade since the 1920s has

witnessed renewed attempts by successive Canadian governments to achieve it, but

on the whole they have all failed.!

Periodic reviews by the federal government and outside advisory bodies, such as

the Organisation for Economic Co-operation and Development (OECD) and Council

of Canadian Academies, continued throughout the 1990s and 2000s as poor business

innovation persisted, notwithstanding generous R&D tax credits and a growing array

of direct incentives.

When the previous government decided in 2010 to initiate a new inquiry,

total R&D spending in Canada as a share of GDP was in decline after having
peaked in 2001, as the high-tech bubble began to burst. The retrenchment of to-

FIGURE 1. R&D SPENDING IN CANADA, 1981-2014

/‘/\/

Business

-
o

Percent of GDP

y

Higher education

——
F‘Q Government

~——
0 1 1 1 1 1 1 1 1
1981 1985 1989 1993 1997 2001 2005 2009 2013

0.5

Source: Main Science and Technology Indicators Database (OECD 2016).

tal R&D spending was mostly due
to falling business R&D spend-
ing, which has been an important
long-standing proxy for innova-
tion performance (figure 1).

The Independent Panel on Fed-
eral Support to Research and Devel-
opment (Expert Panel) was chaired
by Tom Jenkins, executive chairman
of Open Text Corporation, and sup-
ported by a group of eminent busi-

ness and academic members.?
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The Expert Panel submitted its report in the fall of 2011.3 During the almost five
years since the Jenkins Report there have been four Conservative government budgets
and one Liberal government budget.

In Budget 2016, the new Liberal government undertook to develop an “Innovation
Agenda.” As the Finance Minister underlined in a press conference: “Our objective of
growing the economy is fundamental to us, and our innovation agenda is critical to
that...We’re setting ourselves up for a long-term innovation strategy.*

It is timely, therefore, not only to assess the impact of the Jenkins Report on inno-
vation policy over the last five years, but also to offer policy advice for the proposed

innovation agenda. In doing so, this report is divided into three main parts:
1. a summary of the Jenkins Report’s main findings and policy recommendations,
followed by federal government innovation policy initiatives since then;
2. an assessment of Canada’s innovation performance — how to measure it, why it
has been poor and why this matters; and
3. in light of that assessment, a proposed innovation policy toolkit to improve

performance over the long term.

The Jenkins Report and the Policy Response
The report
he Jenkins Report contains a 104-page main text with a 14-page executive summa-
ry. Many readers likely stopped at the executive summary and focused on the six
recommendations. A close reading of the report, however, demonstrates a unifying theme
to the challenge of Canada’s poor innovation performance, an approach that was con-
strained somewhat by the relatively narrow mandate the Expert Panel received.

The mandate asked for “advice in respect of the effectiveness of federal programs
to support business and commercially oriented R&D, the appropriateness of the cur-
rent mix and design of these programs, as well as possible gaps in the current suite of
programs and what might be done to fill them.”’ It also stipulated that the recommen-
dations not result in an increase or decrease in overall funding for R&D initiatives.

Accordingly, the Expert Panel mainly focused on the mix between direct and in-
direct R&D program support. It did so, however, in the context of a broader view of
innovation than R&D performance.

The Expert Panel’s analysis built on work by the OECD and the 2009 report by
the Council of Canadian Academies, Innovation and Business Strategy: Why Canada
Falls Short, to define innovation broadly as “the implementation of a new or signifi-

cantly improved product or process, a new marketing method, or a new organization-
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al method in business practices, workplace organization or external relations.”® In
other words, innovation was not just about R&D. It could be initiated anywhere in
the value chain, often starting with customer demand.

Further, the Expert Panel recognized that most innovation takes place through
adaptation of significant innovations originating elsewhere, but often requiring “sub-
stantial creativity to redesign business processes, organization, training and marketing
to take advantage of the adopted innovation.””

A final key observation underlying the Expert Panel’s approach was that govern-
ment’s focus should be “to strategically target efforts to support the growth of innova-
tive firms into larger enterprises...thereby allowing...the country’s business sector to
achieve the scale required to become an innovation leader on the world stage.”®

These perspectives underlay the Expert Panel’s approach toward its mandate and
help explain its recommendations.

The first reccommendation was to consolidate virtually all business innovation pro-
grams across the federal government — some 60 in number — into one new organiza-
tion to facilitate a whole-of-government approach.

The proposed Industrial Research and Innovation Council (IRIC) would be an arm’s-
length funding and delivery agency that would, over time, rationalize support into a
smaller number of larger, more flexible programs, anchored by the National Research
Council’s (NRC’s) Industrial Research and Assistance Program (IRAP). IRAP is the larg-
est federal business R&D direct support program, amounting to over 15 percent of total
direct support and focused on technical support to SMEs. Figure 2 shows the 15 largest

programs at the time the Jenkins Re-
port was written.

FIGURE 2. THE 15 LARGEST DIRECT FEDERAL
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FIGURE 3. PROGRAMS ENVELOPE BY TYPE OF
FEDERAL R&D SUPPORT AT THE TIME OF THE
JENKINS REPORT (2010-11)
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The second recommendation
was to rebalance the relative weights
of direct support to indirect support
through the Scientific Research and
Experimental Development (SR&ED)
tax credit. The latter constituted 70
percent of total R&D support ($3.5
billion annually at the time, see figure
3), a considerably higher percentage
than provided by our OECD coun-
terparts, especially when additional
provincial government tax credits are

taken into account.

and Development — Expert Panel Report (Government of Canada 2011), figure 3-3.

The Expert Panel proposed

decreased support through the

SR&ED tax credit for small and medium-size enterprises (SMEs) and the savings to be

directed to complementary initiatives in other recommendations. This proposal was

based on the view that “federal support for innovation may be over-weighted toward

subsidizing the cost of business R&D rather than other important aspects of inno-

vation.”” The resulting savings would be used to focus more sharply and directly on

the Panel’s strategic objective of growing innovative firms, the “gazelles,” into larger
enterprises.

The specific recommendation was to simplify the SR&ED program by basing the
tax credit for SMEs only on labour-related costs and no longer on overhead expenses,
materials, capital equipment expenses, contracts and payments to third parties. In ad-
dition to saving money for redeployment to direct support, the proposal would reduce
SME compliance and administration costs. The Expert Panel thought that switching
to a labour-cost base for large firms also merited careful study and consultation, given
the greater importance of material inputs and capital equipment.

Its third recommendation, which cited analysis by the OECD of the dearth of de-
mand-side measures compared to the heavy reliance on supply-side programs, was that
business innovation become one of the core objectives of government procurement,
alongside the traditional value-for-money criterion. The Expert Panel felt strongly
that this shift, along with supporting programs to create opportunity for leading-edge
goods, services and technologies from Canadian suppliers, would help translate that

home-grown start into global success.
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Indeed, the Panel saw such merit in the potential of procurement as a de-
mand-pull instrument — particularly to stimulate the growth of SMEs — that it
produced a supplementary Special Report on Procurement, which was submitted
soon after the main report.

The fourth recommendation sought to address Canada’s challenge of having sub-
optimal scale of public-private research activities. In the Panel’s recommendation to
help develop globally competitive companies, it saw the NRC, with its already estab-
lished base of 17 research institutes, as needing to transform the business-oriented
institutes into a “constellation of large-scale, sectoral collaborative R&D centres in-
volving business, the university sector and the provinces.” !

This recommendation, in conjunction with the first recommendation involving the
transfer of its flagship IRAP to the proposed IRIC, as well as the transfer of basic
and public policy research to universities and federal departments, would essentially
repurpose the NRC into a series of independent, non-profit Frauenhofer-type corpo-
rations.!! These proposals would constitute the most radical change to the NRC since
its creation a hundred years ago, in 1916.

The fifth recommendation was designed to address the risk-capital gap for in-
novation-focused businesses from start-up through to maturity, when public finan-
cial market access is not available. The Panel was of the view that “subscale size
limits the ability of Canadian fund managers to follow firms through to maturity
as the size of successive funding rounds increases,”!? adversely affecting financing
opportunities for innovative firms. Accordingly, it reccommended that the federal
government facilitate access to an increased supply of risk capital in both start-up
and late-stage financing through its Crown corporation, the Business Development
Bank of Canada (BDC).

This recommendation, like number four, recognized that Canada’s small scale —
particularly relative to that in the United States — created in effect a venture capital
“infant industry” that merited further public support in order to enhance growth
prospects for small, innovative firms, especially technology companies.

The sixth recommendation, like the first and fourth, focused on mandate or “ma-
chinery of government” issues, proposing that innovation policy responsibility be
consolidated internally and policy advice externally on a whole-of-government basis,
thereby facilitating a national dialogue on innovation involving provincial and busi-
ness leaders.

In summary, the Jenkins Report made three broad mandate recommendations and

three specific program recommendations.
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The mandate recommendations were consistent with the prevailing view, certainly out-
side government, that greater discipline in roles and responsibilities, and a sharper, consol-
idated focus on priorities would allow for the more efficient allocation of scarce resources.

The program recommendations essentially sought to transfer resources from the
SR&ED tax credit to direct R&D and other program support that could more effec-
tively target high-growth SMEs. However, the Expert Panel did not analyze the pleth-
ora of R&D support programs and suggest their rationalization. Rather, it focused on
augmented funding for two existing SME-support mechanisms — through IRAP and
the BDC - and, in addition, a new SME-oriented initiative designed to promote inno-

vation through government procurement.

The response

It is fair to say that the Jenkins Report has had a significant impact on policy. The 2012
budget announced that, “the Government is committed to a new approach to support-
ing innovation that focuses resources on private sector needs.”!® By this it meant that
incremental resources were being increasingly directed to helping business innovation,
compared to the previous decade’s heavy investment in university-based research needs.

Consistent with the Report’s recommendations, substantial investments were made
in early-stage risk capital and large-scale venture capital funds led by the private sec-
tor; support for companies under IRAP was doubled; additional funds were provided
to the NRC for business-led, industry-relevant research; relatively smaller amounts
were allocated for industrial R&D internships, business-led networks of centres of
excellence and a procurement-related initiative, currently called the Build in Canada
Innovation Program; and the SR&ED tax incentive program was to be streamlined
and improved.'* In fact, the changes to the SR&ED program went beyond the Expert
Panel’s recommendations by reducing the regular tax credit to 15 percent, from 20,
(by 2014) and by removing for all claimants expenditures on capital equipment and
on the profit component of contract spending. In total, these changes amounted to a
$1.3 billion cut to the SR&ED program.

Budget 2013 followed with the same themes. Highlights included providing the NRC
with funds to support the strategic focus of growing innovative businesses; providing the
Canada Revenue Agency with funds earmarked for the improvement of predictability
and enforcement of the SR&ED tax incentive program; funding to allow “incubator”
and “accelerator” organizations to expand services to entrepreneurs and for the BDC to
invest in firms graduating from business accelerators; and providing additional funding

to federal granting councils in support of research partnerships with industry.
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By the time Budgets 2014 and 2015 came around, much of the response to the
Jenkins Report was completed. Aside from increased funding in 2015 for the NRC’s
industry-partnered R&D activities, by then the government had adopted more of a
sectoral focus, such as increased funding for the Automotive Innovation Fund and
new aerospace supplier initiatives.

In 2014, the federal government released an update of its 2007 science and tech-
nology (S&T) and innovation strategy. In this update, it highlighted the impact of the

Jenkins Report on innovation policy:

Informed by the recommendations of the Panel, Canada’s Economic Action Plans
2012 and 2013 were built around a new approach to promoting business inno-
vation — one that emphasizes business-led initiatives and focuses on fostering the
growth of innovative firms...Our government implemented policy changes to pro-
vide a more comprehensive and coordinated suite of business innovation support
programs focused on industry needs. We also removed obstacles and barriers to

innovation, and addressed gaps in the current program and policy mix."

The elements of the Jenkins Report that were not adopted by the federal gov-
ernment were the “machinery” recommendations — namely, to establish a new
Industrial Research and Innovation Council that would consolidate R&D pro-
grams, including the NRC’s IRAP; and to transform the existing Science, Tech-
nology and Innovation Advisory Council into an external advisory committee to
provide whole-of-government advice. This is not surprising since there have been
very few machinery-of-government changes at the federal level for more than 25
years, and as a sole prerogative of the prime minister, external advice on machin-
ery has generally not been followed.

One such recommendation has, however, been partially implemented — the pro-
posed transformation of the NRC’s institutes into business-oriented, large-scale col-
laborative research centres and the transfer of public policy-related research to other
federal agencies. In this regard, the government announced in May 2013 that the NRC
would consolidate its disparate operations into a dozen business units, focusing on
five core areas of research: health, manufacturing, community infrastructure, security,
and natural resources and the environment.'¢ It is difficult to determine, on the basis
of publicly available information, whether these changes are designed to emulate the
model of the well-known Frauenhofer operations in Germany involving cost-shared

research for industry clients.!”

11
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The new Liberal government’s approach

The new Liberal government quickly signalled the importance it placed on innova-

tion by changing the name of Industry Canada to Innovation, Science and Economic

Development Canada. Shortly thereafter, Budget 2016 announced the “Innovation

Agenda” as a cornerstone of a long-term growth strategy for Canada (figure 4). The

budget plan made the following undertakings:

> In Budget 2016 the Government is defining a new vision for Canada’s economy:

to build Canada as a centre of global innovation.

Through 2016 and 2017, the Government will define a bold new plan, its In-
novation Agenda, to achieve this vision.

Through 2016, the Government will redesign and redefine how it supports
innovation and growth, in partnership and coordination with the private
sector, provinces, territories and municipalities, universities and colleges,
and the not-for-profit sector.

The Innovation Agenda will define clear outcomes — objectives and metrics to
measure progress towards this vision. The Government’s plan will be cross-gov-
ernment and coordinated across key departments... Through alignment, co-
ordination and simplification, the Innovation Agenda will drive greater clarity
of purpose to government support for innovation and ultimately greater sup-

port for Canada’s innovators and entrepreneurs.'®

In many respects this “plan to make a plan” is a prudent approach to a complex set

of issues, especially after only a short period in office. As a result, it offers little insight

into the key elements of an Innovation Agenda.

The budget did, however, announce significant investments in “strengthening sci-

ence and research,” notably,

> providing up to $2 billion over three years, starting in 2016-17, for a new

Post-Secondary Institutions Strategic Investment Fund, a time-limited initiative
to support up to 50 percent of the eligible costs of infrastructure projects at
post-secondary institutions (PSEs) and affiliated research and commercializa-
tion organizations, in collaboration with provinces and territories; and

announcing that the Minister of Science will undertake a comprehensive review

of all elements of federal support for fundamental science in 2016.

12
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FIGURE 4. BUDGET 2016: OUTLINE FOR A NEW INNOVATION AGENDA
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Specifically, with respect to business innovation, the budget took some “interim
actions to support innovative and growth-oriented businesses in reaching their poten-
tial and to help firms put innovation at the core of their business strategy.”” These

included the following:

> strengthening innovation networks and clusters — $800 million over four years,
starting with $150 million in 2017-18, to catalyze private sector dynamism,
generate greater value from public investments in innovation and enable the
pursuit of ambitious initiatives that bring a critical mass of stakeholders togeth-
er to connect their ideas to the marketplace;

> helping high-impact firms scale up — $50 million in 2016-17 to assist firms in
accessing coordinated services tailored to their needs at crucial transition points
from key government organizations, with a target of 1,000 firms in the first few

years.
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In terms of antecedents to these last two initiatives, the concept of innovation
networks/clusters has deep roots in the business literature;?® and governments have
made various attempts over the years at promoting them. Although not specifically
advocated in the Jenkins Report, its philosophical thrust is consistent with promoting
networks/clusters, as it saw the scaling up of high-growth firms as a key driver for
improved innovation performance.

Similarly, the initiative of providing coordinated services to firms is consistent with
the Jenkins Report’s recommendations for concierge services through a consolidated,
whole-of-government approach.

These specific budget initiatives demonstrate some level of continuity in innova-
tion policy thinking, while the broader plan to develop an innovation agenda suggests

there is scope for new directions.

Canada’s Innovation Performance
W’hile there have been several changes in innovation policy since 2012 — changes
that are generally consistent with the Jenkins Report’s recommendations — it is still
too early to judge whether these changes are making a positive difference. In general, any
impacts (positive or negative) will only gradually show up in the statistics and, even then, it
is a heroic exercise to demonstrate causality. Furthermore, in terms of keeping governments
accountable, in the past the auditor general has tried and failed to measure value for money
for innovation expenditures.?' Another challenge in assessing the impact of various innova-
tion policy initiatives is that whichever political party forms the government of the day will
naturally place its policies in the best possible light. In addition, there is only a tiny academic
community in this country that studies innovation policy and scant media attention is paid
to these issues (except for a few business columnists, and even then, such complex issues
do not make for scintillating copy). In short, we really don’t have great knowledge of what
works and doesn’t in innovation policy, specific to Canada.

This section, therefore, comes at the issues indirectly — that is, I do not attempt to
assess the impact of Canada’s innovation policy, but instead ask a more fundamental,
prior question: Is our policy mix actually addressing the reasons for long-standing
poor innovation performance? My thesis is that it is not and, specifically, that there is
currently too much emphasis on R&D support relative to other policy initiatives.

To explain this thesis, I will take readers back to some basic questions: How is innova-
tion measured? Why has Canada’s performance been poor? And why does this poor perfor-
mance matter? On the basis of this analysis, I will outline emerging market-driven catalysts

for innovation and the way our traditional innovation model needs to be redefined.

14
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Measuring Canada’s performance
Studies undertaken over many years by research groups in Canada and abroad reveal
that Canada’s innovation performance has been lamentably poor.

One prominent organization is the Conference Board of Canada (CBOC). It peri-
odically produces a document that measures Canada’s performance on the economy,
innovation, environment, education and skills, health and society against OECD peer
countries’ performance. In this report card, innovation has consistently been Canada’s

”22 with performance assessed on 10 in-

lowest grade — most recently receiving a “C,
dicators.?* The CBOC ranked Canada 9th among 16 peer countries. Among the recent

developments, the CBOC notes:

> Canada improved dramatically on the venture capital indicator, moving from a
14th-place showing and a “D” grade in 2009 to 2nd place and a “B” grade in
2013. Canada has also improved on connectivity and makes a strong showing
on the new entrepreneurial ambition indicator.

> While Canada has performed better on a few indicators, there has been a
worsening of the country’s already very weak performance on business spend-
ing on R&D and patents, and a poor showing on researchers engaged in R&D.

Furthermore, there has also been a small decline in Canada’s public R&D as a
share of GDP.

Note that virtually all the indicators are essentially inputs to the innovation pro-
cess — such as R&D and patents — not really measures of outcomes. The same ob-
servation applies to reports by the federal government. In its 2014 update of a 2007
strategy document, it reinforces this input-centric approach to assessing innovation
performance, recognizing that “while measuring innovation is difficult, R&D spend-
ing is one way to gauge a country’s commitment to it.”?* As a result, much of the
analysis and consequent policy debate on innovation has focused on improving input
performance, especially R&D.

A more instructive way of measuring innovation performance is to come at it from
the other end, by disaggregating productivity statistics. Productivity consists of three
interrelated elements: the quality of labour; capital intensity; and a residual known as
multifactor productivity (MFP). MFP is a proxy for innovation. It is essentially about
how well businesses combine labour and capital with know-how.

In a 2013 study, the Council of Canadian Academies came to the following conclu-

sion on the importance of MFP as a metric:
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MFP is a key statistic because it is a measure of outcome, as well as of innovation
in the broad sense and not just its technological aspects. Virtually all other com-
monly reported indicators of Canadian business innovation (e.g., R&D; patent-
ing; investment in machinery and equipment, especially in ICT) point in the same
direction as the MFP statistics. But these other indicators are more limited since
they are either inputs to, or intermediate stages of, the innovation process, and,
with the notable exception of ICT, are relevant principally to certain sectors like

manufacturing and its related knowledge-based services.”

The challenge with MFP is its measurement, in terms of both methodology and
data. On the basis of the officially reported statistics, Canada’s MFP performance re-
cord is dismal, especially compared with that in the United States. While our overall
productivity gap was as close as 10 percent in the 1970s and 1980s, it has grown to
about 25 percent more recently (figure 5),2° and virtually all of that deterioration is at-
tributable to MFP. Over a 30-year period until 2011, the quality of labour and capital
intensity increased at about the same rate in Canada as in the United States, but MFP
grew by only about a fifth of the rate in the United States.?” That is why the Expert
Panel, citing earlier work by the Council of Canadian Academies, concluded in its
Report that “Canada’s subpar productivity growth is largely attributable to relatively
weak business innovation.”?8

Recent research on MFP comes to less dramatic conclusions than those derived from
official data, suggesting that between 1961 and 2011 MFP growth averaged 1.03 per-

cent compared with the Statistics
FIGURE 5. CANADIAN PRODUCTIVITY AS A Canada estimate of 0.28 pefcent-29
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Why Canada’s performance has been poor
The CBOC and others have puzzled for some time over the question why Canada’s
performance has been poor.’® For example, a recent CBOC report on innovation

makes the following observation:

Many explanations for poor innovation performance have been proposed over
the years by academics, industry groups, think-tanks, and government bodies. But
these studies have been limited by a lack of sufficient data and information. Con-
sequently, more conclusions have been reached based on beliefs and opinions than

on actual evidence.?'

Certainly the answer does not lie in a lack of R&D incentives or because of high
corporate taxes, or an otherwise unfavourable business climate. On these indicators,
Canada has among the best records of OECD countries.

Much of the answer may actually be quite simple. As the Council of Canadian
Academies has recently concluded, “Canadian firms have been as innovative as they
have needed to be.”3? By this they meant that Canadian business has been able to pros-
per over a sustained period of time without having to develop riskier innovation-based
strategies.

The evidence for this lies in an earlier study on business innovation by the Council.
It found that a key measure of business success, aggregate corporate profit as a share
of GDP, has generally been higher in Canada than in the United States.’* More recent
data confirm that this situation has endured (figure 6). Before taxes, corporate profits
as a share of GDP were higher in Canada than in the United States every year from
1988 to 2014, with an average annual difference of 4.5 percentage points (13.9 per-
cent in Canada versus 9.4 percent in the United States).

Importantly, even after taking corporate taxation into account, these general find-
ings appear to hold. The main exception to this basic pattern for after-tax corporate
profits is found in the early 1990s recession, which was much deeper and longer in
Canada than in the United States. Regarding the tax rates, combined federal and pro-
vincial tax rates in Canada were about 26.5 percent in 2015, roughly in the middle of
the pack among OECD countries, while the United States remained a clear outlier at
40 percent.** It should be noted, however, that measuring effective tax rates is compli-
cated by the ability of transnational corporations to minimize their overall tax burden.

It is ironic that Canada’s push for corporate tax competitiveness — by lowering tax rates

and, in effect, raising after-tax rates of returns — may have had the unintended consequence
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of decreasing the pressure on Canadian business to adopt innovative strategies. However,
the inconvenient truth goes beyond taxation. Compared with other jurisdictions, particu-
larly the United States, Canadian businesses have had less competitive pressure to stimulate
innovative responses in many sectors of activity. For example, we have key enabling sectors
that are also a cost input for other businesses, which continue to enjoy oligopoly status,
such as telecommunications, financial services and transportation. Public policy measures
also continue to enhance the profitability of other significant sectors, such as agriculture, or
to sustain “pay to play” sectors, such as aerospace and automotive.

It goes beyond the scope of this report to debate how these legacy policies should
be reconsidered in the interests of spurring innovation. However, the report of the
2008 Competition Policy Review Panel, of which Tom Jenkins was a member, made
a number of recommendations on competition and foreign investment policy that still
have not been addressed.*

Trade is another important policy area that has an impact on innovation perfor-
mance. In theory, trade liberalization will spur innovation through increased competitive
pressure.’® Indeed, Baldwin and Yan (20135) find evidence of a link between trade intensi-
ty and aggregate business sector productivity in Canada (figure 7), and they demonstrate
that trade and trade-enhancing policies have improved the productivity performance of
the manufacturing sector.’”

Despite long-standing multilateral agreements under the World Trade Organization
(WTO) and the as-yet unrealized potential of new regional and bilateral agreements — such

as the Comprehensive Economic and Trade Agreement with the European Union and the

FIGURE 6. CORPORATE PROFITS IN CANADA AND THE UNITED STATES, 1988-2014
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FIGURE 7. CANADA'S TRADE INTENSITY AND Trans- Pacific Partnership — Can-
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call “a low innovation equilibrium”
in which ambition beyond the US market is not deemed necessary.

Arguably, this ambition is further cushioned by the current low value of the Canadian
dollar, which allows profit maintenance or enhancement for Canadian firms. As shown
above, however, the opposite situation of a Canadian dollar hovering around parity during
the 2010-2014 period does not appear to have had a negative impact on profitability.

Overall, it is difficult to isolate the impact of the exchange rate from other factors
that affect corporate decision-making. As a general observation, however, the more
integrated that supply chains in the two economies become and, with that, the more
that intermediate goods and services flow in both directions, the less direct impact
the prevailing exchange rate has. By way of example, a historical rule of thumb in the
automotive sector is that components and subassemblies cross the border about seven

times before final assembly into a vehicle.

Why poor performance matters
If one accepts that Canadian business has, over an extended period of time, been only
as innovative as it needs to be, does this matter? After all, a preference for low-risk,
comparatively high-return investment is a completely rational response to our com-
petitive situation.

The problem is that the “good old days” of relatively easy growth are over, while
complacency remains. Why this is the case is somewhat complicated, but the logic of

the argument is as follows:
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In the 1970s, 1980s and 1990s, Canada’s long-term trend rate of real economic
growth was roughly around 3 percent per year, punctuated by periodic reces-
sions. This put Canada in the mainstream of advanced economies. However,
unlike many other advanced economies, we were able to achieve this rate of
economic growth despite relatively weak productivity performance.

And since 2000, Canada’s productivity growth has been less than 1 percent per
year, while in the United States it has averaged 2 percent.’® Absent mitigating
factors, if this weakening productivity trend continues, our long-term overall
economic growth rate will be in the 1.5 percent range rather than the 3 percent
to which we had become accustomed and on which an extensive suite of gov-
ernment social and economic programs have relied.

In the past, three main factors supported growth:

e In the 1970s-90s, much of Canada’s growth came from increased employ-
ment, with the highest rate of increase in labour force participation in the G7
during this period (unemployment was still chronically high, though, because

the labour force was growing faster than job creation).

e Growth in the 1990s was spurred on by a major increase in exports, mainly
to the United States, facilitated by a preferential free trade agreement and a
low Canadian dollar.

e In the 2000s and until relatively recently, a major contributor to growth was
the favourable terms of trade for our natural resources due to elevated global
commodity prices.

The challenge now is that these three engines of growth will offer few tail-
winds to Canada under foreseeable future scenarios: demographic trends
are leading to a labour force that will barely grow at all in the coming
decades, with any growth increasingly relying on sustained immigration;
exports peaked in 2000 and since then have contributed 10 times less to
growth than previously;** and our terms of trade for natural resources are
near a cyclical low. The main partially offsetting factor in the short term
is the low value of the Canadian dollar, which helps the export sector but
lowers Canadians’ standard of living.

Now that we have largely exhausted these former drivers of economic growth,

over the longer term the only viable source will be productivity improvement;
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and as was demonstrated above, Canada’s main deficiency in productivity has

been the MFP component, or innovation.

In conclusion, then, improved innovation is the only sustainable source for Cana-

da’s future economic growth.

Market-driven catalysts for innovation

The most efficient incentives for businesses to shift to innovation-based strategies are

market-driven. If in the past Canadian businesses were only as innovative as they

needed to be, in the future they will need to respond to new competitive pressures.
The Council of Canadian Academies noted in a 1972 quote from the CEO of

Northern Electric:

It is uncertain whether any incentive plan to stimulate the growth of domestic tech-
nology and innovation, or to make corporations expand aggressively into foreign
markets, can achieve significant success when it is applied to companies in which
the drive to do these things has not already been forced to emerge because of ex-
posure to a real stimulus from the economic environment. What we seem to need

in Canada are “small catastrophes.”*

The Canadian oil industry offers a good recent example of the counterintuitive
positive impact of a small catastrophe. Reinforcing pressures from the crash in the
price of crude oil, higher cost production requirements for nonconventional sources in
the oil sands and widespread public concerns about negative environmental impacts
have spurred Canadian companies not only to cut costs but also to reposition their
output in the marketplace with serious efforts to reduce emissions — what is known

as de-carbonization.*! A former oil sands executive provides the following summary:

When you are the producer of the lowest-cost oil (such as Saudi Arabia), you don’t have
the burning platform to innovate that you do if you're at the high end of that curve...
We have much greater urgency and much greater importance of innovating our way
into the future. That innovation will lead to benefits in technology development and

expertise. Carbon competitiveness is an important dimension of future success.

The academic business literature is replete with similar cases of the cause and effect

between competitive pressure and innovation. Indeed, going back more than 40 years,
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Michael Porter of the Harvard Business School outlined in his seminal treatise the dy-

namics of competition on innovative performance.

A nation’s competitiveness depends on the capacity of its industry to innovate and
upgrade. Companies gain advantage against the world’s best competitors because
of pressure and challenge. They benefit from having strong domestic rivals, aggres-

sive home-based suppliers, and demanding local customers.®

Now, a new wave of business thinking suggests that the accelerating speed of tech-
nological change is creating a Darwinian world of winners and losers. A recent mono-
graph by Klaus Schwab, Founder and Executive Chairman of the World Economic
Forum, outlines the likely impact of a “fourth industrial revolution.”*

In this typology, the first, second and third industrial revolutions were, respective-
ly, agrarian, manufacturing and information and communication technologies (ICT).
The ICT revolution is still playing out as these technologies embrace increasingly so-
phisticated robotics, big data and advanced analytics, the Internet of Things and arti-
ficial intelligence. The fourth revolution takes off from the third but is wider in scope
with breakthroughs in areas ranging from gene sequencing to nanotechnology.

As Schwab summarizes it, “It is the fusion of these technologies and their interac-
tion across the physical, digital and biological domains that make the fourth industrial
revolution fundamentally different from previous revolutions.”*’

Although still speculative as to speed and direction, these changes will have a
profound impact on the basis for future competition among advanced economies. It
will clearly be innovation-driven, in an increasingly flexible, sophisticated and inter-
disciplinary, but often disruptive, way.

How well will Canadian business respond to the challenge? At one level, busi-
ness will be forced to move quickly and effectively from its relatively low innovation
starting point, or face steeply declining prospects in previously stable markets like
financial services, as well as in new, high-growth markets like artificial intelligence.
Furthermore, governments will be less able to insulate industry from competition that
involves relatively less traditional trade in goods and relatively more trade in services
(services that can be delivered digitally or via foreign affiliates that can provide a local
presence in faraway places).

At another level, a focus on maintaining current shares in the mature market seg-
ments of commodities and cost-competitive manufactured products is not only a recipe

for low growth, but also a potentially risky strategy as emerging economies compete
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increasingly in that space — for example, witness the massive gains that China has
enjoyed since it joined the WTO in 2001, particularly in the US market, or Mexico’s

growing market share in the automotive sector.

Redefining the innovation model

Although Canada’s innovation challenge has long been recognized, with public policy fo-
cused on the proxy of weak business investment in R&D, there has been a relative lack of se-
rious analysis about what has really been going on or a truly ambitious government response
to these issues. The most important analytical contributions have probably been a series of
studies by the Council of Canadian Academies, a number of which are cited in this report.

The public debate has nevertheless remained largely ill-informed, aided and abet-
ted by the politically palatable convenience of equating improved innovation perfor-
mance with increased R&D spending rather than a more complex interplay of difficult
public policy issues.

Furthermore, it has been in many stakeholders’ interests to portray the challenge in
these terms. This has been the case for academic researchers, to the point that Canada
stands at the top of OECD countries in terms of public support for university-based
research as a percentage of GDP. It has also been the mantra of the private sector,
whether it is for generous R&D tax credits or for sector-specific R&D programs that
help level the playing field with competitor jurisdictions.

As a result, successive governments, while bemoaning our poor innovation perfor-
mance, have continued to look to the same purported solutions to the challenge —
namely, more or better R&D support. Indeed, that view underlay the mandate given
to the Jenkins Expert Panel.

Before we move on, it is important to distinguish between public support for basic
research, usually at the university level, and industry support for more applied R&D. The
former has been demonstrated to have important “public good” benefits, including the
critical training of highly qualified personnel. The latter benefits mainly recipient firms, but
the translation into innovative outcomes is much more difficult to demonstrate.

Furthermore, the argument for favouring more and better business R&D support
is too simple. It is based on a linear model of innovation — basic research leads to
invention (often patentable), which in turn moves on to development and engineering,
and then to product commercialization. The linear model was more applicable in the
past when large corporate R&D facilities fed a pipeline of products, though it still has
some application today in a few sectors such as pharmaceuticals and aerospace, in

which huge upfront costs are incurred before any financial return is realized.
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Most businesses in a modern economy do not operate on that kind of scale, with
the attendant multi-year risks. In many sectors, speed and agility, supported by ICTs,
are the keys to success, with innovation often starting on the demand side — identi-
fying market opportunities and creatively developing business strategies, sometimes
disruptive, to take advantage of those opportunities. This is the “skate to where the
puck is going” approach.

R&D, as traditionally conceived is not necessarily a key feature of this approach.
Indeed, the Council of Canadian Academies estimates, on the basis of work carried
out by the OECD, that “roughly 80 percent of most modern economies involves firms
that perform little or no R&D, yet many of them innovate in terms of business models,
processes, marketing, and organization.”*

The Expert Panel recognized this paradigm shift, implicitly agreeing with the Coun-
cil of Canadian Academies’ assessment that “Canada’s low business R&D spending is
a symptom rather than a cause of weak business innovation.”*” It tried to stretch its
supply-push, R&D-focused mandate to a demand-pull orientation, such as govern-
ment as first buyer of innovative products, and to a more supportive approach to the
financial ecosystem. These were helpful suggestions, but in today’s $2-trillion Canadi-
an economy, hardly of enough consequence to move the innovation needle.

This raises the question: What is an appropriate public policy approach to invigo-

rate Canada’s innovation performance?

Reorienting Canada’s Innovation Policy Toolkit

nvigorating Canada’s innovation performance is a daunting, complex challenge that
Iwill not succumb to easy solutions. At the heart of it is the question regarding the
right combination of public policy carrots and sticks that will induce business to adopt
innovation-based strategies.

Governments have traditionally been comfortable with the carrot approach —
namely, providing incentives, but they have not been as enthusiastic about using the
stick approach.

This section will argue that innovation policy should try to find the right balance

between these approaches:
> by reinforcing rather than hindering competition;
> by shifting incentives from the supply side to the demand side; and

> on the supply side, greater resources should be allocated to the three key related
elements of sustained improvement — more highly skilled people, adequate risk

financing and ecosystem support.
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Promote competition in Canada

If Klaus Schwab and other theorists of the tsunami wave of innovation-driven change
prove to be even partially right, the future international marketplace will be not only
fiercely competitive but also more driven by quality than by price. This is both a threat
and an opportunity for advanced economies like Canada’s.

The first rule for governments in this environment should be to “do no harm.” By
this I mean do not create barriers that will try to insulate domestic firms from interna-
tional competition, whether they be non-tariff measures or subsidies.

The second rule should be to review systematically the restrictions on competition
still in place. At a federal level, these include general and sector-specific legislative and
regulatory frameworks that protect Canadian firms from foreign competition. The
Wilson Report made a number of recommendations in this regard some years ago, but
many were not embraced by the previous government.*s

A true innovation focus would reverse the onus on governments to explain why
it is in the public interest to keep various anti-competitive instruments in place. This
is by no means a deregulatory screed. Indeed, as outlined below, “smart regulation”
can be an important stimulus for innovation. Rather, the reverse onus would force
governments to justify maintaining discriminatory measures against foreign competi-
tors — or, in the case of provinces and territories, against each other, as is now largely

sanctioned under the Agreement on Internal Trade.

Emphasize demand-side instruments

The old linear, supply-push model of innovation is now largely defunct. The innova-
tive impulse can come from anywhere in a business operation. Intuitively, the shortest
route to business innovation is from a perceptive reading of the market.

Government policy has a significant impact on product markets and, therefore, on
innovation. Regulatory frameworks, whether they be related to drug patent policy, car-
bon-reduction mechanisms or fuel-economy standards, set the rules of the game. If these
frameworks are well designed, regulation can have two huge benefits: first, to promote
the broad public interest; second, to stimulate innovative responses from industry.

There is nothing new in this, but smart regulation has generally not been explicitly
tied to innovation. By way of example, following on the heels of a federal innovation
strategy document published in 2002,* the government appointed a blue-ribbon Exter-
nal Advisory Committee on Smart Regulation. The Committee’s report’® made numerous
recommendations on the need for regulatory process streamlining, but did not even im-

plicitly suggest that regulatory policy should promote innovation as one of its objectives.
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A similar approach to promote innovation as a policy objective in demand-side
instruments was also prominent in the Jenkins Report, which recommended that it be-
come an explicit objective in government procurement policy. To this day, the federal
government maintains only a very modest program designed to encourage Canadian
firms to come up with innovative proposals that respond to government needs.

In a sense, these outcomes are not surprising given the entrenched culture among
government regulators and purchasers of a narrow interpretation of the public inter-
est, with no compensating political direction to build in positive, pro-innovation con-
siderations. Little wonder then that the OECD came to the following observation in
its review of business innovation policies: “Responses from OECD member countries
to the OECD Science, Technology and Industry Outlook 2010 questionnaire indi-
cate that demand-side innovation policy is still considered a low priority compared to

»51

supply-side policy approaches.

Rebalance supply-side instruments
For most observers, R&D is synonymous with innovation. As a result, most discus-
sions of innovation policy start and end with R&D incentives.

There is clearly a case for the public support of R&D because of the positive social
and economic externalities. Whether R&D programs are well designed and achieve
stated objectives is another matter, but that should be subject to regular periodic audit
and evaluation. In that regard, the Jenkins Report’s recommendation to free up ex-
penditures on the broadly based SR&ED tax credit and redeploy those resources to
support ambitious, high-growth companies more directly would arguably provide bet-
ter bang for the buck in terms of influencing corporate behaviour at the margin. That
hypothesis would, of course, need to be tested empirically. The only publicly available
evaluation of the SR&ED tax credit goes back almost 20 years; it found then that
the program generated $1.38 in incremental R&D spending per dollar of forgone tax
revenue.’> An update of this work plus similar evaluations of direct support programs,
like IRAP, would be required to make a comparison.*?

I would argue, however, that instead of spending a great deal more time and effort
in debating the niceties of R&D programming, attention should be placed on other
key supply-side drivers of innovation. Two of these drivers — highly skilled people
and risk capital — suffer from a type of market failure to the extent that supply is in-
efficiently low, thereby effectively capping new opportunities in Canada. Importantly,
as well, the two can come together to form a powerful innovation dynamic — clusters

of innovation-driven, high-growth companies.
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Invest in highly skilled people

Although Canada has one of the highest rates of post-secondary graduation in the
OECD, we are only middle of the pack in terms of actual employable skills — average
in literacy, below average in numeracy and above average in using technology to solve
problems.>* It is not surprising, therefore, that according to a recent Conference Board
survey, over 70 percent of employer respondents observed gaps in candidates’ and
recent hires’ critical thinking and problem-solving skills, and nearly half said that they
see insufficient oral communication and literacy skills.>

Further, fewer-than-optimal proportions of students enrolled in universities and
colleges choose courses of study that are in high demand by employers, particularly
science, technology, engineering and mathematics (STEM) disciplines — representing
approximately 25 percent of graduates.’® Proficiency in STEM disciplines and a great-
er level of STEM-literacy among graduates in other fields are critically important for
an ICT-led transformation of business models in most industry sectors.*’

At its root, the problem lies with the education system itself, which has not yet
come to grips with the urgent need to educate for the competencies required for par-
ticipation in the innovation-driven economy.

Indeed, there seems to be a lack of recognition on the part of provincial and territorial
governments that there is, in fact, a problem. For example, the Council of Ministers of
Education (CMEC, on which the federal government is not invited even as an observer)
reacted positively rather than negatively to the above-cited OECD findings, claiming that
“Canadians are increasingly embracing information and communications technologies and
are well positioned for the society and economy of the 21st century.”>®

Unlike virtually every other advanced-economy federation, it is problematic for
Canada’s federal government to engage on this issue other than as a supplier of fund-
ing. In this regard, the 2015 federal budget provided “a one-time investment of $65
million to business and industry associations to allow them to work with willing PSEs
to better align curricula with the needs of employers.”>® Furthermore, the 2016 budget
announced a four-year $73-million Post-Secondary Industry Partnership and Cooper-

ative Placement Initiative. The purpose of the initiative is to

support partnerships between employers and willing post-secondary institutions
to better align what is taught with the needs of employers [including] new co-op
placements and work-integrated learning opportunities for young Canadians, with
a focus on high demand fields, such as science, technology, engineering, mathemat-

ics and business.®°
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Perhaps in developing proposals to use this kind of funding, Canadian business
groups can press for needed improvements not only with willing PSE institutions, but
also more directly with provincial and territorial education ministries. The Business
Council of Canada’s recently launched Canadian Business/Higher Education Round-
table — made up of CEOs and post-secondary presidents — offers the promise of a
more coordinated approach to work-integrated learning.

The situation constitutes a public sector failure requiring urgent remediation be-
cause supply from the PSE system in Canada either is not adequately meeting existing
business demand or is responsible for capping investments in future growth.

Some would argue that, on the contrary, this is more a problem of lack of business
demand. A key indicator of such low demand in Canada is the finding that labour
composition (the effect of skills upgrading through experience and education) contrib-
uted only 0.2 percent of the meagre 1 percent annual average increase in productivity
since 2000, while capital intensity contributed 0.08 percent.®!

However, the centrality of a highly skilled workforce to success in the third (or
fourth) industrial revolutions stands the usual demand and supply calculus on its
head. With talented people still being the least mobile of the factors of production, it
follows that capital and technology will be attracted to locations where a critical mass
of talent resides. To put a point on it, studies over the years on investment attractive-

ness have consistently placed quality of the workforce as the number one factor.

De-risk high-growth financing

By any international measure Canadians are highly entrepreneurial, and our business
climate for start-ups is favourable. The long-standing lament in Canada relates more
to the paucity of start-ups that grow to “large-value creators.” Indeed, SMEs in Cana-
da tend to be much smaller on average than their US counterparts, with the attendant
managerial and financial challenges.

On the financial side, there is the perennial challenge of funding for relatively
high-risk, high-return business strategies. The market failure in this case relates to the
risk-averse culture of the financial sector, compounded by a small base of angel capital
investors and an immature venture capital sector that has arguably been Balkanized by
public policy. Even though venture capital investment in Canada hit a 10-year high in
2015, ours is still an “infant industry” compared with that of the United States, which
invests two and half to three times more money per capita in venture capital.®?

This market failure lies behind the Jenkins Report’s fifth recommendation and the

subsequent further branching out of the BDC into various special funds in collabo-
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ration with private sector investors. Tom Jenkins put it in his testimony to the Senate

Standing Committee on Banking, Trade and Commerce as follows:

We felt that the direct investor...should be the private sector, should be the banks,
the pension funds, the other financial firms and, indeed, foreign firms that would
like to come and invest in Canada. Our charge to the BDC was to facilitate that
through the matching that you had mentioned before and the Israeli model. In the
Israeli model they do not lead; they simply de-risk.%

At the margin, I would argue that further initiatives in this area would likely have

greater long-term economic payoff than equivalent expenditures on R&D support.

Foster an innovation ecosystem

The critical talent and financing inputs to innovation-driven business strategies do not
work in isolation. They meld into an innovation ecosystem based on competitive and
complementary interactions among numerous actors, usually in a relatively confined
economic space. An often-cited role model is Silicon Valley. The Toronto-Kitchen-
er-Waterloo corridor is the closest Canadian equivalent, but on a much smaller scale.

There is a substantial body of literature on the innovation-led growth of urban
areas populated with what Richard Florida describes as “the creative class,”®* build-
ing on earlier academic work by Michael Porter and others on the factors leading to
the formation of innovation-driven clusters.®® The thesis underlying this work is that
a locational concentration of talented people, often anchored by PSE institutions, will
create agglomeration economies for small, high-growth companies, with a positive
feedback loop for new investment flows.

Over the years, governments have tried to help create clusters. For example, one of
the stated aims of establishing the NRC’s various institutes across Canada was to nurture
the development of technology-based clusters, such as nanotechnology in Alberta. Typical
of the Canadian way, though, equity considerations often trumped excellence as govern-
ments responded to pressures to promote cluster development across the country. We are
now learning that enduring clusters tend to evolve organically, aided often by fortuitous
accidents of history, rather than through prescriptive public intervention. The lesson for
governments is to get behind a cluster and push once it has formed.

Recent work in Canada on the issue changes both the nomenclature and the ap-
proach. The focus is now on using publicly and privately sponsored business accel-

erators and incubators across Canada as the locus of attention for venture and angel
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capital investors. According to the Centre for Digital Entrepreneurship and Economic
Performance, there are 146 such organizations across Canada that create the back-
bone of a “high-functioning innovation ecosystem...that acts to help transform ideas
into substantive businesses, and entrepreneurs and technical engineers into company
founders and executives.” %

This approach holds some promise in strengthening what the Council of Canadian
Academies calls the “connective tissue”®” that facilitates the creative interplay among
actors in the innovation ecosystem. As noted above, Budget 2016 is making a substantial
investment, starting next fiscal year, to this end. The challenge in developing the initiative

will be to use public funds to reinforce rather than distort market-driven trends.

Conclusions

Asustainable, long-term growth strategy for Canada rests on continuous,
innovation-driven productivity improvements. Unfortunately, Canadian busi-

ness as a whole is not currently positioned to take up the challenge. Until now, it has

provided shareholder value without having to invest in higher-risk, innovation-based

strategies. Indeed, this conservative approach has been rational.

The question is whether that business culture can transform itself quickly enough
to compete in the rapidly changing international environment, as previewed by in-
formed musings about an advancing fourth industrial revolution.

In my opinion, there is some reason for optimism. The market will do most of the
heavy lifting in forcing increasing adaptation to innovation-driven business strategies.
For example, the creative resiliency of Canada’s oil patch reminds us why we have
clichés such as necessity being the mother of invention.

Government policy plays an important supportive role; the challenge will be to
get the right combination of carrots and sticks that will facilitate rather than hinder
innovation-driven strategies. To do so, innovation policy must be considered in much
broader terms than has traditionally been the case. Indeed, program spending on R&D
and related issues has in aggregate only a marginal impact compared to regulatory,
trade and tax policies that underpin the broader microeconomic policy landscape.

Further, even within program spending, R&D is not the holy grail for most mod-
ern businesses. Rather, innovation is driven primarily by business opportunities in
private and public markets. There are some things that matter more to businesses than
R&D (which can be bought). First is access to highly skilled people, an area where
public policy is faltering. Second is access to risk capital, where private markets are

underperforming. Both need remedial action.
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In my view, the way to address Canada’s innovation conundrum is not to focus
narrowly on our chronic underinvestment in business R&D. The appropriate policy
prescriptions should be multi-faceted and based on a coherent set of microeconomic
instruments designed for long-term, innovation-driven growth.

Looking back to the Jenkins Report of five years ago; despite its narrow mandate,
it may still prove to have an enduring legacy in helping point the way forward to in-

vigorating Canada’s innovation performance.
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