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Low Capital-Intensive Manufacturing in 
Canada—Not Necessarily a Bad Thing
by Benjamin Tal

The manufacturing sectors on both sides 
of the 49th parallel recovered nicely from 
the recession. But the improvement in the 
US is not only stronger, it is also much 
more capital-intensive. However, before 
you go long US manufacturing, consider 
the fact that capital intensity does not 
necessarily mean better profit or equity 
market valuation. In fact, the different 
nature of the Canadian recovery might give 
manufacturers here an edge as we enter 
the more mature stage of the recovery. 

US Manufacturing Recovery—
More Capital-Intensive
 
The American manufacturing sector 
appears to be regaining momentum, 
after sputtering earlier this year. But 
looking beyond the recent bumps, from 
a cyclical perspective, relative to other 
sectors of the economy, the rebound in 
US manufacturing has been impressive. 
In Canada, while the recessionary pain 
was roughly in line with that experienced 

in the US, the recovery has been much less 
powerful (Chart 1). Since its cyclical trough, 
manufacturing activity has advanced by only 
10% versus more than 18% south of the 
border. As a result, the current production 
level in Canada is still close to 8% below its 
pre-recession reading.

There is little doubt that the ongoing shale 
gas revolution and the notable decline in 
natural gas prices did help US manufacturing 
during the recovery. But it will be a mistake 
to read too much into the impact of the 
potential energy boom on US manufacturing. 
One would expect the most energy-intensive 
manufacturing industries, such as petroleum 
and coal, chemical, paper, printing and non-
metallic minerals, to benefit most from recent 
developments in US energy. However, the 
opposite has been the case. Those energy-
intensive industries actually lagged the sector 
as a whole (Chart 2), in part, reflecting the 
rapid improvement in energy efficiency in US 
manufacturing.

Chart 2
Low Energy Prices Were Not Behind the 
Improvement in US Manufacturing Activity

Source: Census Bureau, CIBC

Chart 1
US Manufacturing Outperformed During 
the Recovery

Source: Census Bureau, Statistics Canada, CIBC
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If the manufacturing recovery in the US was not led by 
energy-intensive industries, it was certainly led by capital-
intensive industries. Close to 75% of the improvement in 
manufacturing activity since its trough was in industries 
with above-median readings of capital intensity (measured 
as dollars of capital per worker) such as transport, 
computers & electronics, primary metals and machinery 
(Chart 3). The shift from labour-intensive to capital-
intensive production is nothing new, but the trauma of 
the recession is working to accelerate this process. During 
the past five years, the ratio of production in high capital-
intensive sectors to production in low capital-intensive 
sectors rose by more than 20%. Historically, it took eight 
years to achieve an equivalent rise in this ratio.

Naturally this led to a much more subdued improvement on 
the job front, with the ratio of manufacturing production 
to manufacturing employment currently at a record high 
and employment in the sector still almost 16% below its 
pre-recession level (Chart 4).

In Canada the situation has been completely different. 
The more-muted manufacturing recovery was also less 
capital-intensive with the ratio of production in capital-
intensive industries to non-capital-intensive industries 
actually falling during the past cycle (Chart 5). This 
trajectory is working to widen an already wide 40% 
gap between US and Canadian manufacturing capital 
intensity—reflecting not only the natural composition of 

Chart 3
Capital-Intensive Industries Accounted For Most of 
the Improvement in US Manufacturing

Source: Census Bureau, CIBC
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Transport 20.5
Computers & Electronics 14.3
Primary metals 12.3
Machinery 11.2
Others 15.0

Fabricated metal prod. 8.5
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Others 1.1

66.4

237.1

Chart 5
Relative to CDA, US Manufacturing Activity Has 
Been Much More Capital-Intensive in Recent Cycle

Source: Census Bureau, Industry Canada, CIBC
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Chart 4
US Manufacturing Employment 
Still Miles From Pre-Recession Level

Source: Census Bureau, BLS, Statistics Canada, CIBC

Chart 6
Capital-Intensive Industries Pay Well, 
But Not Too Many Enjoy It

Source: Census Bureau, BLS, CIBC
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Chart 7
US Manufacturing Profit: 
Nothing to Write Home About

Source: Census Bureau, BEA, Statistics Canada, CIBC
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Chart 8
Capital Intensity Negatively Correlated with ROE

Source: Census Bureau, Statistics Canada, CIBC
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Canada’s manufacturing base, but also the fact that in 
many cases high capital-intensive sectors in Canada are 
not as capital-intensive as their US counterparts1.

Is This a Good Thing or a Bad Thing?

Intuitively, the capital-intensive nature of the US 
manufacturing recovery should be seen as good news. 
After all, it means a more productive economy with all the 
positive spin-offs associated with it. While that might be 
the case from a long-term perspective, what does it mean 
for the here and now? Yes, capital-intensive industries 
tend to pay more but they account for only one-third of 
employment (Chart 6), suggesting that higher pay does 
not fully compensate for the lack of job creation.

What about profit? Here again, reality is different 
than perception. Despite the more capital-intensive 
manufacturing trajectory during the past cycle, the overall 
change in real operating profit in the US was not very 
different than seen in Canada. In fact, on average, profit 
in Canada rose faster than in the US during the recovery 
(Chart 7).

While that sounds surprising, the reality is that companies 
that depend largely on tangible assets for their competitive 
advantage are unlikely to earn superior returns on their 
investment on capital. That is largely because those assets 
can easily be replicated by competitors—a situation that 
often leads to excess capacity, price competition and 
erosion of returns on capital. In these businesses, growth 
requires another plant, a distribution centre, a retail 

outlet or capital to fund growing accounts receivable or 
inventory.

Simply put, capital intensity is negatively correlated with 
profit—a fact that is clearly illustrated in Chart 8. Over 
the past twenty-five years, return on equity on capital-
intensive sectors was half the return seen in non-capital-
intensive sectors. The same goes for valuations, with 
numerous studies finding that, on a consistent basis, 
low capital-intensive firms yield better returns than high 
capital-intensive firms2.

Advantage Canada

The surge in capital-intensive manufacturing activity was 
financed largely by debt. Since 2010, borrowing by capital-

Chart 9
Borrowing by Capital Intensity in US Manufacturing

Source: Census Bureau, CIBC
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intensive firms has risen twice as fast as that among 
non-capital-intensive companies (Chart 9), bringing their 
share in total manufacturing debt to more than 80%. 
With debt interest payments already on the rise, the US 
manufacturing sector is highly sensitive to any increase 
in interest rates. In contrast, the more labour-intensive 
trajectory in the Canadian manufacturing sector suggests 
that Canadian manufacturers are not only more flexible in 
adjusting to changes in demand, but also, given a similar 
debt structure relative to their US counterparts, are 
notably less sensitive to the eventual increase in interest 
rates. In addition to some improvement in commodity 
prices, that might add another factor in support of our 
call that corporate profits in Canada will outperform that 
of the US in 2014.

Note:
(1) The gap might be overstated due to different depreciation 
assumptions utilized in the US and Canada.
(2) See, for example, Elmasr Hassan “Capital Intensity and Stock 
Returns” Journal of Investment Strategy Vol. 2 No. 1, or Raife 
Giovinazzo “Asset-Intensity and Cross-Section of Stock Returns” 
University of Chicago, 2008.


