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Is Canada’s Fiscal Standing at Risk?

by Warren Lovely

Sluggish US demand, jittery credit markets,
higher domestic interest rates, and an
elevated Canadian dollar Canadian nance
ministers would be forgiven for viewing
such forces as something akin to the four
horsemen of the apocalypse.

Having scaled impressive heights in the past
two scal years (Chart 1), is Canadas scal
standing now seriously threatened? With
governments seemingly budgeting closer to
the line in 2007/08, could surpluses revert to
de cits in parts of the country, necessitating
a pick-up in bond issuance?

Although some governments face leaner
times than in years past, the bumps in the
economic and scal road ahead look to be
safely absorbed within the current scal
framework. As such, there appears little
risk of an unplanned escalation in Canadian
government borrowing. Fiscal 2007/08
should instead be characterized by notably
lighter bond issuance than last scal year,
defusing the impact of higher rates and
wider credit spreads.

In the end, Ottawas scal credentials remain
rock solid. And with generally resilient
economies and solid nances, provincial
credits (along with government-backed
mortgage bonds) continue to serve as a low-
risk substitute for dwindling Government of
Canada bond supply (Chart 2).

Economic Growth Proves Resilient
Weathering a notable slowdown in its

largest trading partner one exacerbated by
unrelenting currency appreciation Canada

http://research.cibcwm.com/res/Eco/EcoResearch.html

has churned out surprisingly solid economic
growth. For 2007, real GDP growth aims to
better the weighted average of provincial
forecasts outlined in 2007 budgets.
Importantly, nominal GDP growth a better
proxy for own-source revenue trends is
poised for a 5%.% advance this year, landing
more than a percentage point ahead of the
weighted average forecast.

The Canadian dollar, expected to achieve
parity versus the US$ by late-2007, could
stiffen economic headwinds next year.
And although a 2008 real GDP growth
rate of 2.5% would fall short of the 2.8%
weighted provincial forecast, the level of real
GDP should still hit most provincial targets,
as above-plan growth rates for 2006 and
2007 imply a stronger starting level than
previously envisaged. Elevated commodity
prices would also see nominal GDP retain
some froth in 2008, growing by more than
5% nationally, albeit subject to sizeable
regional disparities. In short, economic
prospects pose no serious threat to Canadas
overall scal performance.

Chart 1
Booming Surpluses in Recent Years
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Chart 2
Provincials: Partial Substitute
for Evaporating Canadas
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Refer to Topic Box for updated provincial growth prospects
and information on other key budget assumptions.

2007/08 Delivers Another Strong Fiscal
Performance

Economic resiliency aside, scal 2006/07 proves a tough
act to follow. Ottawas surplus, estimated at $9.2 billion,
was three times that initially pledged, building on an
outsized 2005/06 tally. As much recognition as the
federal government receives for its scal management,
the combined provincial surplus keyed by Alberta has
trumped the federal balance for three years running. The
combined provincial surplus shot to record heights last
year, and at $13.6 billion, bettered original projections by
more than $10 billion.

Of cial projections put the 2007/08 federal and aggregate
provincial budget balances at $3 billion each (Table 1,
back page). However, robust nominal income growth
hints that planning targets could again be too modest,
particularly at the provincial level, where scal results
are traditionally more tightly correlated with underlying
economic conditions than at the federal level.

Updated scal guidance is limited at this stage of the
year. Saskatchewan is the lone province to update its
2007 budget projections. There, enhanced federal and
own-source revenues prompted a notable upgrade to the
2007/08 budget surplus, contributing to a dramatically
lower borrowing requirement (down from an original $1.3
billion to just $600 million).

TOPIC BOX  Key Economic Assumptions

The following table presents forecasts for 2007-
08 real GDP growth taken from 2007 provincial
budgets, alongside CIBCs current outlook for the
provinces/Canada.

Real GDP 2007 2008

% chg Budget CIBC | Budget CIBC
BC 3.1 3.3 3.0 3.3
Alta 3.8 4.2 3.5 4.1
Sask 2.9 4.1 2.6 3.7
Man 2.6 2.7 2.9 2.7
Ont 1.6 1.8 2.8 2.1
Qué 1.8 1.9 2.5 2.2
NB 2.3 2.2 NA 2.1
NS 2.3 2.1 2.4 2.2
PEI 2.0 1.8 NA 1.9
N&L 8.5 7.5 0.8 1.4
Total*/Cda 2.3 2.4 2.8 2.5

* Based on weighted avg of prov'l growth forecasts

In most cases, the provinces provide forecasts for
other key macroeconomic/ nancial market variables
in their budget documents. The following table
presents the average provincial forecast, in addition
to CIBC s current outlook. In general, stronger-than-
expected nominal GDP growth helps to offset the
negative impact of sluggish US demand, a strong
C$ and higher interest rates. High oil prices are a
boon for select provinces, most notably Alberta,
Newfoundland & Labrador and Saskatchewan.

Consensus Forecast™ 2007 2008
CDN Nominal GDP Growth (%) 4.3 4.5
— CIBC Forecast 5.6 5.3
US Real GDP Growth (%) 2.4 2.9
— CIBC Forecast 1.8 2.8
Exchange Rate (US¢/C$) 86.4 87.7
— CIBC Forecast 925 97.0
10Y GoC Yield (%) 4.2 4.6
— CIBC Forecast 4.5 4.7
Crude Oil (US$/bbl) 60 59
— CIBC Forecast 70 90

* Based on available information from 2007 provincial budgets
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Early-year gures out of Ottawa are also encouraging.
Hearty employment gains and rising wage rates
have bolstered personal income tax receipts, while
robust earnings have seen corporate remittances soar.
Enthusiastic consumers are lending support to sales tax
revenues, with Ottawas declining GST take merely a
re ection of a 1%-pt cut in tax rate.

With spending pressures on the health, education and
infrastructure fronts well-anticipated, the aggregate
provincial budget surplus should handily top the of cial $3
billion target. A third straight year above the $10 billion
threshold isn t entirely out of reach. Alberta will again
account for a disproportionate share of the provincial
surplus, but as in 2006/07, every jurisdiction could be in
the black. Note that Ontario is alone in projecting a de cit
for 2007/08, but the governments scal plan incorporates
a $750 million reserve, which if not needed could leave
Ontario in a modest surplus position.

Wider Spreads, But Contained Issuance

Provincial issuers haven t been immune to developments
in credit markets, with spreads widening in recent months.
Adding a sell-off in Canadas, absolute yields for ten-year
provincial bonds have risen roughly half a percentage
point since the start of the scal year (Chart 3).

Provincial issuers are fortunate in that solid nances and
earlier pre-funding implies reduced borrowing at today s
elevated yields. In terms of marketable bonds/MTNs,
provincial government issuance is pegged at $31.1

Chart 3
Provincial Cost of Funds Has Risen
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billion for 2007/08, with a further $4.8 billion required
for utilities and other provincial authorities (Table 1, back
page). These gures exclude the rolling over of debt
held by the Canadian Pension Plan, retail issuance and
short-term borrowing. Together, direct and guaranteed
provincial issuance is projected to fall roughly $10 billion
below the 2006/07 level. Note that pre-borrowing is never
explicitly built into government borrowing plans. Still, this
opportunistic funding could be forgone should issuers
view market conditions as unfavourable.

One third of the way through scal 2007/08, $13.2
billion, or 37%, of planned provincial-related borrowing
had been carried out, implying a combined borrowing
program slightly ahead of schedule.

Setting aside its savings bond program, Ontario has
carried out $5.6 billion towards a $17.5 billion target,
with future funding needing to work around an October
provincial election. Again, note that Ontarios scal and
borrowing targets are insulated by a $750 million reserve.
More than any other province, Qu@bec is responsible for
the planned reduction in provincial issuance. The province
is nearly 50% funded (not counting Financement-
Qudbec), but mirroring past practice, the borrowing
target assumes no pre-funding. British Columbia has
increased issuance activity relative to past scal years,
but the total funding requirement could fall below
plan if growth remains robust and a forecast allowance
goes untapped. Manitobas bond/MTN program is well
in hand, with more than 70% of non-retail issuance
complete. Newfoundland & Labrador has likewise
completed a majority of planned borrowing, and with
crude oil holding well above-target, buoyant resource
revenues could lessen funding needs through scal year-
end. As previously noted, Saskatchewans Q1 update
slashed planned borrowing, with only $250 million in
gross bond/MTN issuance expected this year. Having
earlier pre-funded, Nova Scotias limited nancing needs
look to be meant via retail markets, with no public bond/
MTN issuance foreseen this scal year. New Brunswick,
which also borrows on behalf of New Brunswick Electric
Finance Corporation (NB EFC), had completed $300
million through early August, leaving roughly $1.3 billion
of its combined requirement to be funded.

For its part, the federal government has thus far directly
issued $12.9 billion of nominal Canadas, leaving $20
billion to go. With maturities and buybacks again
outstripping gross issuance, the stock of federal bonds is
in its tenth straight year of decline.
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The coming months may well be characterized by forestalling an ongoing back-up in yields. As credit

relatively high interest rates, but an elevated C$ effectively markets gradually stabilize, a more favourable rate

substitutes for aggressive Bank of Canada tightening, environment looks to coincide with a likely pick-up in
provincial issuance during 2008/09.

Table 1
Federal/Provincial Budget Balances & Bond/MTN Issuance
2006/07 2007/08"
Budgetary Budgetary Bond/MTN Borrowing
Balance Balance? Borrowing Completed Remaining Per cent
C$Billions (Actual/Latest) (Latest Est) Requirement  to 2-Aug-07 Borrowing Funded
British Columbia 4.056 0.400 4.206 1.330 2.876 32
Alberta 8.510 2.183 0.150 0.000 0.150 0
ACFA® -- -- 0.800 0.400 0.400 50
ATB Financial -- -- 0.300 0.000 0.300 0
Saskatchewan® 0.293 0.237 0.250 0.000 0.250 0
Manitoba 0.166 0.175 2.446 1.750 0.696 72
Ontario® 0.310 -0.400 17.500 5.600 11.900 32
Québec® 0.029 0.000 4.117 1.882 2.236 46
Financement-Québec -- -- 2.000 0.251 1.750 13
Hydro-Québec? - - 1.100 1.000 0.100 91
New Brunswick 0.035 0.037 1.177 0.300 0.877 25
NB EFC -- -- 0.435 0.000 0.435 0
NB MFC -- -- 0.120 0.028 0.092 23
Nova Scotia 0.099 0.118 0.000 0.000 0.000 NA
Prince Edward Island 0.001 0.002 0.100 0.000 0.100 0
Newfoundland & Labrador 0.076 0.261 1.150 0.650 0.500 57
Nfid & Lab. Hydro® - - 0.000 0.000 0.000 NA
Provincial Governments 13.575 3.013 31.096 11.512 19.585 37
Prov'l Utilities & Authorities” — — 4.755 1.679 3.076 35
Provincial Sector 13.575 3.013 35.851 13.190 22.661 37
Eederal Government® 9.200 3.300 32.900 12.900 20.000 39
TOTAL 22.775 6.313 68.751 26.090 42.661 38
1. Borrowing relates to marketable bonds/MTNs only; excludes Canada Pension Plan borrowing, savings bonds/retail products and short-term funding
2. 2007/08 budget balance includes $750M forecast allowance/reserve in both British Columbia and Ontario
3. Borrowing program presented on calendar year basis
4. Q1 update lowered borrowing requirement relative to initial budget plan; non-retail bond/MTN issuance originally projected at $900M
5. Borrowing for Ontario Electricity Financial Corporation (OEFC) consolidated with province
6. Excludes miscellaneous borrowing through CPP Investment Fund and Immigrant Investor Program
7. Borrowing in addition to provincial governments; includes ACFA, ATB Financial, Financement-Québec, Hydro-Québec, NB EFC, NB MFC, N&L Hydro
8. Borrowing relates to C$ bonds only
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