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More a Fiscal Update Than a Budget
by Jeff Rubin

Having just delivered on huge tax cuts 
in the fall, the third Conservative budget 
was relatively low key, resembling more an 
economic and fiscal statement than an actual 
budget. A modest package of additional tax 
measures and spending initiatives took up 
the limited fiscal room that was left after the 
billions in tax cuts announced in the October 
statement. 

By good fortune or design, Ottawa’s decision 
not to wait for today’s budget but to  
announce major tax stimulus in the fall 
statement, could turn out to be fortuitous, 
giving the domestic economy an earlier 
boost just as growth in the US economy is 
collapsing. Whether more fiscal stimulus will 
be needed remains to be seen, depending on 
to what extent globally driven resource rents 
continue to cushion the blow of a weakening 
US market. 

But with the federal debt-to-GDP ratio now 
the lowest among the G-7, Ottawa has 
plenty of room for fiscal stimulus should the 
economy worsen materially from here. The 
real issue is whether it is politically possible 
to use that fiscal flexibility if needed. Budget 
surpluses have now become so sacrosanct in 
Ottawa’s political culture that it’s questionable 
whether any Finance Minister would dare 
allow a deficit, even if an economic downturn 
warranted it. 

While widely seen as an election budget, the 
budget is unlikely to result in one, since it 
offers no real targets for the opposition to 
campaign against. Ontario will likely complain 
that the fiscal stimulus directed to its badly 
slumping manufacturing sector, including an 

accelerated capital consumption allowance, 
is inadequate. But it remains to be seen how 
much stimulus its own upcoming provincial 
budget will provide to the sector. At the other 
end of the country, the hydrocarbon-rich 
Alberta economy, will undoubtedly welcome 
the absence of any meaningful measures in 
the federal budget to put a price on carbon 
emissions in the economy.  

Although the government announced a 
number of ‘green’ initiatives, including $250 
million to develop carbon sequestration 
technology, the budget took no concrete 
steps towards imposing a price on carbon 
emiss ions in the economy. Without 
establishing a price for emissions, it is unlikely 
that the carbon-saving technologies that 
the budget is attempting to promote, will 
gain any real traction in the economy. That’s 
particularly true for carbon sequestration 
which will likely require carbon emissions to 
be priced over $50 per ton before it makes 
any economic sense.

Lastly, the government has yet to fulfill its 
promise to reduce taxation on capital gains. 
Instead the budget announced the creation 
of a new savings account where interest 
and capital gains could accumulate tax-free.
Unfortunately tax-free savings accounts will 
be limited to a maximum $5,000 contribution 
per year, and the inability to apply any capital 
losses incurred in the account against other 
investment income will limit the attractiveness 
of this vehicle to investors. Those hoping for 
an actual cut in capital gains taxes, such as a 
reduction in the current 50% inclusion rate, 
will have to wait for future budgets.
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Lowering the Fiscal Goalposts
by Peter Buchanan

Battling to protect his surplus against slowing growth in 
central Canada and a housing-centred slowdown in the 
US, Finance Minister Flaherty offered modest targeted 
assistance to the auto industry, manufacturers and 
transit riders, in his latest budget. Not surprisingly given 
the darker economic picture and the cost of funding 
previously announced measures, the budget surplus is 
expected to drop sharply from $10.2 billion this fiscal year 
to a four-year low of $2.3 billion in 2008/09 and $1.3 
billion the following year. 

While the outlook has deteriorated, vis-à-vis earlier 
expectations, the government again exceeded its fiscal 
goals in the year past, allocating over three times the 
originally planned $3 billion sum to debt retirement. 
Future planned retirements and growth will result in a 
further reduction in Canada’s debt-to-GDP ratio, already 
the lowest in the G-7 (Chart 1).

Major Fiscal Priorities Set in Last Fall’s Statement

Making for less fiscal drama than in years past, the 
government unveiled the main thrust of its budgetary 
strategy in last fall’s economic statement. Along with relief 
for lower income earners, steps unveiled then included a 
percentage-point cut in the GST, which took effect at the 
start of the year, and a staged reduction in the corporate 
tax rate to 15% by 2012. 

Implementing these measures along with the fiscal drag 
from the weaker economy is expected to result in a decline 

of 1.1% in overall budgetary revenues in 2008/09, after 
a stronger-than-expected 3.6% rise in the previous fiscal 
year. Contributing to the decline, the 1%-pt reduction 
in the GST is expected to reduce revenues by over 2%, 
or just above $6 billion in the upcoming fiscal year. The 
government hopes to offset some of the erosion in the 
budget position through tighter spending discipline. The 
measures proposed in the budget will add a modest 
$1.3 billion to planned 2008/09 outlays. Including these 
outlays, overall program spending growth is expected 
to slow to a 3.4% rate in 2008/09. That comes after 
an above-plan 6.9% rise in the year just ended, driven 
both by direct program outlays and intergovernmental 
transfers. 

Bracing for the Hit from the US Housing Slump

Reflecting risks from a US mortgage meltdown and 
constraining fiscal elbow room, growth expectations for 
the economy going forward have been pared. In line 
with the median estimates of private forecasters, real 
GDP is expected to expand by 1.7% in 2008, vs. the 

Table 1
The Budget's Economic Assumptions
Y/Y % chg 2007A 2008F 2009F

Real GDP 2.6 1.7 2.4
Nominal GDP 5.7 3.5 4.3
Jobless Rate (%) 6.0 6.3 6.4
US Real GDP 2.2 1.5 2.4

3-month T-Bills (%) 4.2 3.2 3.8
10-year GoC Bonds (%) 4.3 3.6 4.2

Chart 1
Canada is G-7 Fiscal Leader
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Table 2
The Fiscal Plan

2.4% rate expected in last October’s statement. Nominal 
GDP, more closely tied to revenues, is also expected to 
trail earlier expectations, advancing by 3.5% in 2008. 
While projected 2008 real GDP growth is a bit below 
our own forecast, deepening housing woes stateside 
suggest overall risks to the economy remain tilted to 
the downside. Highlighting the sensitivity of the fiscal 
position to a weaker economy, estimates accompanying 
the budget suggest that a percentage-point decline in 
real GDP growth shaves about $2.8 billion from federal 
revenues. On the debt service side, the document assumes 
an average 3-month T-bill rate of 3.2% in 2008/09, a bit 
higher than our own forecast, offset by somewhat lower 
assumptions on long term financing costs.

Emphasis on Infrastructure & Manufacturing

With the ever-present risk of an election hovering over 
its head, the government opted to spread its limited 
uncommitted fiscal resources across a number of 
important constituencies. Specific proposals (Chart 2) 
include:

•	 A proposed new Tax Free Savings Account, following 
up on the earlier pledge to lower capital gains taxes, 
would carry an annual $5000 contribution limit. 
Investment income earned in the accounts, including 
capital gains, and withdrawals would be tax free. (The 
limited $50 million budgeted for the first year reinforces 
our view that any impact on business investment would 
be modest, with investors principally using the funds in 
lieu of other less-tax-advantaged savings vehicles.) 

•	 To assist manufacturers and processing firms, hit by 
the dollar, the budget as expected also extended the 
accelerated capital cost allowance for machinery and 

equipment, at an estimated $1 billion cost for the 
2009-13 period.

•	 Funding totaling $250 million over five years will be 
provided for a new Automotive Innovation Fund, 
designed to help develop innovative, greener and more 
fuel efficient vehicles.

•	 A number of measures target new infrastructure and 
other green concerns. The budget sets aside up to 
$500 million for a third party trust, from the 2007-08 
surplus, to finance new public transit infrastructure. A 
new $1.257 billion Public Private Partnership Fund will 
invest in joint public-private infrastructure projects. Gas 
Tax funding for municipalities has also been extended 
beyond the planned 2012 expiry date.

Debt & Equity Strategy: Not Very Market Moving
by Meny Grauman

The Conservative government’s third budget should 
prove to be a low key affair from the perspective of 
financial markets. Modest and well-telegraphed spending 
measures are not likely to have a material impact on 
equities in general, or any sector in particular. Meanwhile, 
the consolidation of selected Crown borrowing into the 
federal debt program beginning in 2008-09 is significant 
for fixed income investors, but was already announced 
last year.

That being said, the additional fiscal stimulus announced 
in today’s budget is a trivial percentage of GDP and 
therefore is not expected to have a significant effect on 
economic growth. This means that it should have no 
impact on monetary policy. 

$Billions 2006/07 2007/08 2008/09 2009/10
Actual 07 Budget 08 Budget Change 08 Budget 08 Budget

Budgetary Revenues 236.0 236.7 244.5 7.8 241.9 252.0
  % change 6.2 0.3 3.6 3.3 -1.1 4.2

Program Spending 188.3 199.6 201.2 1.6 208.1 218.3
  % change 7.5 6.0 6.9 0.8 3.4 4.9

Public Debt Charges 33.9 33.8 33.1 -0.7 31.5 32.4

Underlying Budgetary Surplus 13.8 3.3 10.2 6.9 2.3 1.3

Planned Debt Reduction1 13.8 3.0 10.2 7.2 2.3 1.3

Remaining Surplus 0.0 0.3 0.0 -0.3 0.0 0.0

Federal Debt 467.3 469.3 457.1 -12.2 454.8 453.5
  % of Nominal GDP 32.3 31.4 29.9 -1.5 28.7 27.5
1  Actual debt reduction in 2006/07 nets out other comprehensive income of $479 million.
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Table 3
The Financing Plan
$Billions 07/08E 08/09F
Borrowing Requirements:
Budgetary Surplus1 10.2 2.3
Non-Budgetary Transactions 6.8 -17.7

Financial Source/(Requirement) 17.0 -15.4
Maturities & Buybacks 38.8 35.5

Borrowing Requirement 21.8 50.9

Sources:
Cash, Bills & Other -10.7 19.4
Domestic Canadas2 32.5 31.8
Real Return Bonds (RRBs) 2.3 2.2
Retail (Net) -2.3 -2.5

Total 21.8 50.9

Net New Issues
  of Nominal Canadas -6.3 -3.7
1Represents planned debt reduction
2Nominal bonds; incl. Canadas issued via 'switch' buybacks

Source: Federal Budget and CIBC WM projections

Ottawa’s declining accumulated deficit continues to 
have a very real impact on the overall supply of Canadas. 
Despite the fact that 2008-09 will mark the first year 
that the borrowing requirements of three federal 
Crown Corporations—the Business Development Bank 
of Canada, the Canada Mortgage and Housing Corp. 
and Farm Credit Canada—will be rolled into the Federal 
borrowing program, it should also mark the eleventh 
straight year of declining bond supply. 

For the 2007-08 fiscal year, the Federal government 
issued $32.5 billion in nominal Canadas in order to meet 
its funding requirements. This was only a small decline 
from the year before, but 2006-07 was itself a very light 
year for issuance. Borrowing requirements were held in 
check by a sizeable budgetary surplus of $10.2 billion, and 
favourable cash inflow from non-budgetary transactions. 
However, despite these larger-than-projected financial 
sources, the government decided to maintain its bond 
program as planned in order to support the market. This 
move resulted in lower T-bill issuance for that year, which 
should be reversed in 2008-09. 

Despite the fact that the new fiscal year should see 
a smaller projected surplus of only $2.3 billion, and 
additional borrowing requirements mostly related 
to Crown Corporation financing, much of this extra 
need will be met by a large increase in bills issuance. 
Of the estimated $15 billion in new federal borrowing 
requirements related to the consolidation of the Crown 
corporation bond programs, only $5 billion has been 
allocated to bonds, with the rest going to T-bills. Gross 
issuance of bills should once again be positive, while the 
nominal amount of new domestic Canadas and RRBs 
should remain relatively unchanged from 2007-08. 

After maturities and buybacks, the outstanding stock 
of nominal Canadas is expected to drop by $3.7 billion. 
The size of the regular bond buyback program will be 
scaled back from its estimated $7.2 billion in 2007/08 to 
around $6 billion in 2008/09 as the bond stock becomes 
concentrated in fewer old benchmark issues. Meanwhile, 
the consolidation of some Crown borrowing into the 
regular Canada program will diminish the need for 
buybacks, which had helped support the maintenance of 
gross issuance.

As in each of the last two fiscal years, one 2-year and one 
5-year nominal auction will be dispensed with. Although 
there will still be two 30-year nominal bond auctions in 
2008-09, they will now take place in the first- and third-
quarters of the year.


