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President-elect Obama hasn’t stepped one 
foot into the White House and Washington’s 
deficit is already running well over a trillion 
dollars. By the time the new Democratic 
administration adds on its own stimulus 
package, the Treasury market can look 
forward to financing, at a minimum, $1.5 
trillion of new debt. And that’s before the 
full brunt of the cyclical deterioration in 
tax revenues that normally accompany a 
recession, has a chance to be felt.

The US may be a $14 trillion economy but 
even so that’s a huge-size federal deficit. At 
11% of GDP, it is bigger in relation to the 
overall size of the economy that supports it 
than the red ink run up during either the 
Korean or Vietnam War. In fact, in relation 
to the size of the economy, it is bigger than 
any deficit since 1945 (Chart).

Find a strong enough wind and even pigs 
can fly. If you force-feed a $14 trillion 
economy with $1.5 trillion of fiscal stimulus, 
GDP growth will respond. But what about 
the trail of record deficits that lies in the 
wake of such fiscal action? How many years 
of program spending cuts and tax hikes 
will it take to whittle down such a massive 
deficit. Will future taxpayers simply wish we 
had bitten the bullet for a few quarters and 
not mortgaged their future?

The road back to fiscal rectitude is usually a 
long and arduous one of seemingly never-
ending spending cuts and cascading tax 
hikes. But there are always tempting short-
cuts, and the longer the road, the more 
they will be sought. Monetizing the debt 
by simply selling the bonds and bills to the 
Fed instead of the public is one such short-

cut. The resulting higher inflation allows the 
government to pay off bondholders with 
coupons that have less and less buying power 
every year. And while the bonds mature at 
par, inflation will have eroded much of their 
real value. 

And higher inflation ultimately brings 
down the value of your currency, which is 
a huge benefit, if you are the US and can 
get other countries to lend you their hard-
earned savings in your currency. That allows 
you to repay your lenders, like the People’s 
Bank of China, with greenbacks that buy a 
lot less yuan than they did when China first 
lent you the money. And aside from stiffing 
your creditors, higher inflation is bound to 
rub off on asset values, like housing prices, 
for example. That would certainly boost the 
value of all those mortgage-backed securities 
that the Fed is now buying.

When one outcome serves so many 
purposes, it is likely to be hotly pursued. 
While politicians and financial markets fret 
about deflation risks, history has shown 
inflation to be a far more common dancing 
partner to massive government deficits.

“While politicians 
a n d  f i n a n c i a l 
m a r k e t s  f r e t 
about deflation 
risks, history has 
shown inflation, 
to be a far more 
common dancing 
partner to massive 
g o v e r n m e n t 
deficits.” 

The Printing Press
by Jeff Rubin

November 28, 2008

US Federal Deficit as a Share of GDP

-5

0

5

10

15

20

45 55 65 75 85 95 2005

Fcst

Assumes $1.5 tn 
budget deficit

US budget deficit as 
percentage of GDP



CIBC WORLD MARKETS INc.	 StrategEcon - November 28, 2008

�

MARKET CALL

INTEREST & FOREIGN EXCHANGE RATES

Investment deleveraging and debt repayment has led to forced buying of US dollar and yen, and we expect 
major currencies to regain some lost ground as these flows dry up in 2009. Still, we’ve pared back the 
pace for the Canadian dollar’s rebound, as a downward adjustment to global growth implies a longer track 
towards restoring commodity prices to their former glory.

The Bank of Canada issued a weak growth forecast in October and pointed to at least some rate cutting 
ahead. But Carney cautioned about downside risks to that call only a month later, suggesting that rate cuts 
will be deeper than whatever was envisaged in October.  As a result, we now see a larger 50 bp trimming 
in December, and a further quarter point cut in Q1, adding to the stimulus we expect to see in next year’s 
budget.

The Fed is running out of room on the funds rate, which has already been trading below 0.5% even with 
the target at 1%. Thus, a cut to a half point funds rate will only validate what’s already in the yield curve.  
Treasuries and Canadas face a sell-off when investors decide that it’s safe to venture beyond government 
bonds, and start to worry instead about the huge growth in Treasuries outstanding.

•

•

•

2008 2009

END OF PERIOD: 28-Nov Dec Mar Jun Sep Dec

CDA Overnight target rate 2.25 1.75 1.50 1.50 1.50 2.00
98-Day Treasury Bills 1.70 1.60 1.20 1.25 1.40 2.05
Chartered Bank Prime 4.00 3.50 3.25 3.25 3.25 3.75
2-Year Gov't Bond (2.75% 12/10) 1.70 1.70 1.70 1.85 2.35 2.80
10-Year Gov't Bond (4.25% 06/18) 3.32 3.40 3.45 3.50 3.70 3.95
30-Year Gov't Bond (5% 06/37) 3.90 3.95 4.00 4.05 4.25 4.30

U.S. Federal Funds Target 1.00 0.50 0.50 0.50 0.50 1.00
91-Day Treasury Bills 0.05 0.15 0.30 0.30 0.45 0.85
2-Year Gov't Note (1.25% 11/10) 0.99 1.05 1.15 1.25 1.55 2.28
10-Year Gov't Note (3.75% 11/18) 2.92 3.10 3.15 3.25 3.40 3.75
30-Year Gov't Bond (4.5% 05/38) 3.44 3.65 3.70 3.75 3.85 4.25

Canada - US T-Bill Spread 1.65 1.45 0.90 0.95 0.95 1.20
Canada - US 10-Year Bond Spread 0.40 0.30 0.30 0.25 0.30 0.20

Canada Yield Curve (30-Year — 2-Year) 2.20 2.25 2.30 2.20 1.90 1.50
US Yield Curve (30-Year — 2-Year) 2.45 2.60 2.55 2.50 2.30 1.97

EXCHANGE RATES — (US¢/C$) 80.9 80.6 82.0 84.0 87.0 91.7
— (C$/US$) 1.237 1.240 1.220 1.190 1.150 1.090
— (Yen/US$) 96 95 99 97 96 94
— (US$/euro) 1.27 1.27 1.27 1.29 1.30 1.35
— (US$/pound) 1.54 1.54 1.55 1.59 1.63 1.70
— (US¢/A$) 65.5 65.0 68.0 70.0 73.0 75.0
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STRATEGY AND EARNINGS OUTLOOK

•

•

•

Having already absorbed the second largest drop in TSX post-war history, it seems safe to assume than the 
grim economic outlook is already mostly priced into valuations. Our 12,000 target for the Composite for the 
end of next year would represent only a typically paced recovery, gauged by past cyclical yardsticks. It has 
taken about nearly a three-year period on average to fully reverse comparable declines historically.

The oversold oil sector remains a good longer term bet, with recent market fears of demand destruction 
likely to give way to more lasting ones about supply destruction. With the marginal cost of new oil sands 
projects over $90 per barrel, the recent plunge in oil prices has already shaved tens of billions of dollars and 
hundreds of thousands of barrels from Canadian oil sands investment. Ditto for the Brazilian offshore and 
other needed sources of tomorrow’s supply. Our other overweights are in areas, like the consumer staples 
group, that are best able to ride out the storm.

Aggressive central bank rate cuts have pushed real interest rates into deeply negative territory at the short 
end. Fiscal stimulus will put pressure on the supply of government debt, more so in the US where the defi-
cit will readily top $1 trillion next year than Canada. Accordingly we moved another percentage point of 
weighting from bonds to cash. 

Source: Thomson First Call, CIBC WM

2006 2007 2008 2009 Latest

Energy 10.3 13.5 30.3 9.2 9.3

Health Care 14.0 38.6 4.4 4.0 8.4

Industrials 78.2 2.9 45.0 5.4 11.4

Materials 17.4 13.9 -1.1 12.3 7.6

Utilities -6.4 58.3 14.7 10.3 9.8

Consumer Staples 0.4 -3.8 0.5 15.3 12.5

Financials 10.0 -2.0 27.3 -1.7 10.0

Info Tech 88.5 115.9 40.3 30.4 12.3

Consumer Discretionary 30.5 -39.1 -28.9 10.3 14.8

Telecom Services 24.1 29.5 -2.3 18.4 9.7

TSX Composite 13.2 14.5 15.0 10.0 9.2
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ASSET MIX (%)
Benchmark

Strategy Rec-
ommendation

Stocks 53 53
Bonds 38 34
Cash 9 13
GICS SECTOR EQUITIES (%)
Consumer Discretionary 4.6 1.6
Consumer Staples 3.0 6.0
Energy 29.2 33.2
Financials 31.8 31.8
 -Banks 19.5 19.5
 -Insur., REITs, other 12.2 12.2
Healthcare 0.4 0.4
Industrials 5.9 3.4
Info Tech 3.8 1.8
Materials 13.0 15.0
 -Gold 6.7 8.7
 -Other Metals 2.3 2.3
 -Chemicals 4.1 4.1
Telecom 6.5 4.0
Utilities 1.8 2.8
Note: Bold indicates recommended overweight.
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As pressure builds on the US government to bail out the 
failing US auto industry, chances are that public money 
alone, even in very large sums, will not be enough to 
save the domestic car makers. Chapter-11 reorganization, 
levered, no doubt, with billions of dollars in taxpayer-
funded assistance, may allow the Big-Three to stay in 
production and win much needed concessions from 
their unions and creditors. But even so, it would not 
address the more fundamental challenges weighing 
on their long–term viability. The issue is not simply the 
competitiveness of North American auto producers but 
the size of the market they will serve in the future. A 
secular rise in gasoline prices and a lengthy period of 
consumer deleveraging is fundamentally altering both the 
size and composition of the US auto market. Currently, 
US car makers are not only making far too many SUVs 
for customers who want smaller and more fuel efficient 
vehicles, but more ominously, their production capacity 
seems grossly oversized for what is likely to be a steadily 
shrinking North American vehicle market. 

More Lasting Hit on Auto Demand Than From Past 
OPEC Shocks

While mounting job losses are undoubtedly pulling down 
auto sales, few can doubt the impact that $4 per gallon 
gasoline, seen just last Memorial Day weekend, has had 
on car lots. Almost thirty years after the last OPEC shock, 
US vehicle demand seems no better able to ward off the 
recent spike in oil prices than it was during previous oil 
shocks. While the 30% improvement in engine efficiency 
might suggest some protection from fuel costs, attendant 
changes in driving habits and in vehicle choice have 
left today’s auto sales every bit as vulnerable to pump 
prices as they were during past oil shocks. The failure to 
translate fuel efficiency gains (the “fuel rate”) into actual 
fuel savings is coming back to haunt the industry. The 
proliferation of SUVs and light trucks that, up until now, 
have absolutely dominated North American auto sales, 
have left the average vehicle on the road as gas-guzzling 
as the one that cruised the interstates in the 1970s and 
early 1980s (Chart 1). 

All oil shocks have been accompanied by a dive in both 
American vehicle demand and miles driven, and the most 
recent spike in energy prices, which in real terms was 

Why a Government Bailout Will Not Save Detroit
Jeff Rubin and Meny Grauman

Chart 1
Today's Cars Consume as Much as in the 1980s

over twice the size of the OPEC shocks, is certainly no 
exception. Since the June peak in gasoline prices, vehicle 
sales have plunged 50%, which already surpasses the 
total percentage sales decline from both the first and 
second OPEC oil shocks (Chart 2). And we are nowhere 
close to seeing the bottom in auto sales yet. Even after 
the smaller price shocks in the past, auto sales did not 
start rebounding until as long as 10 months after the 
peak in pump prices. And this pump price peak dwarfs 
those from past shocks.

Chart 2
Vehicle Sales Plunge 
Already Bigger Than in Past Shocks
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Chart 3
Cost of New Supply Steadily Rising

Detroit was able to rebound from past OPEC shocks, 
because the declines in car sales, while dramatic, were 
nevertheless temporary. There is little to indicate however 
that the current decline will be short-lived. Vehicle unit 
sales are falling off the cliff, and we are now almost a 
half-year after nationwide gasoline prices were close 
to peaks last Memorial Day weekend. Moreover, the 
decline in auto sales seems to be accelerating, with the 
latest monthly sales numbers falling below 11 million 
units, levels not seen since 1983, following the infamous 
double-dip recession of the early 1980s. 

While steep declines naturally beget expectations of 
equally steep rebounds, there are at least two powerful 
reasons why that is unlikely to happen to North American 
vehicle demand this time around. The first reason is 
energy prices themselves. Oil prices collapsed after the 
1982 recession and remained cheap for the next two 
decades as the oil shocks spawned greater efficiency and 
new supply from places like the North Sea and Prudhoe 
Bay in Alaska. 

While in percentage terms, prices have collapsed as much 
since Memorial Day weekend as they did after 1982, the 
resulting levels are very different. While $50 per barrel 
oil is only a third of the peak level of $147 per barrel 
seen in July, it is a level that only four years ago would 
have denoted an all-time high price for petroleum. In 
other words, while oil prices remain as cyclically sensitive 
as ever, their troughs are now higher than past cyclical 
peaks. That’s weighed heavily on consumers’ long-run 
gasoline price expectations, which in turn, determines 
the types of vehicles they are going to buy. Americans are 
going to buy a very different vehicle if they expect $4 per 
gallon pump prices than $2 per gallon. Even though gas 
prices are back under $2 per gallon, SUV sales have been 
the weakest component of the auto market in recent 
months, suggesting that consumers believe pump prices 
will be higher, not lower in the future.

And if demand for big oil-guzzling cars looks problematic, 
the fuel supply for such vehicles may be even more 
so. The price spikes from past oil shocks, lifted new 
supply from the ground, which ultimately paved the 
way for almost two decades of low oil prices. Instead of 
replicating that feat today, today’s oil market is shutting 
in new supply. From Canadian oil sands to deepwater 
wells off the Brazilian coast, field development in the 
very places that were supposed to be critical sources of 
tomorrow’s oil supply are being cancelled and postponed 
left and right. Today’s oil prices are barely more than half 

the marginal cost of a new Canadian oil sands operation 
(Chart 3). That oil won’t flow unless we see triple-digit 
oil prices again, in which case the revealed preference of 
American car buyers to smaller and more efficient cars will 
have been very prescient.

A trend to ever-rising gasoline prices is a huge difference 
from past OPEC oil shocks, which were temporary in 
nature and ultimately, through their impact on supply, 
led to subsequent oil gluts. That’s hardly a threat today. 
Excluding natural gas liquids like propane and butane, 
world oil supply has not grown for over three years, 
during a period in which oil prices nearly tripled from $50 
per barrel to almost $150 (Chart 4). With oil prices now 

Source: Total SA, CIBC WM
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back at $50 per barrel, there is an excellent chance that 
world supply will contract in the face of depletion rates 
that every year take out some four million barrels per day 
of production.

Vehicle Sales Will Continue to Be Victim of Consumer 
Deleveraging

But the end of cheap oil isn’t the only brake on future 
vehicle sales. The end of cheap credit may be almost as 
important. Over 90% of all new car purchases require 
financing of some kind.The past twenty or so years not 
only saw a housing bubble that was fuelled by easy 
access to credit on favourable terms, but it also applied 
to automobiles as well. During this period US vehicle sales 
reached a peak of over 20 million, and household car 
ownership rose from 1.9 vehicles per household in the 
early 1990s to 2.2 in 2007. 

Like today’s home buyer, today’s auto buyer is finding 
financing harder and harder to come by. Particularly 
those looking for lease financing, who until recently had 
accounted for almost 30% of all new vehicle shoppers.  
But leasing is a rapidly diminishing source of vehicle 
financing (Chart 5).

Facing huge losses on returning SUVs, Chrysler has 
already announced that it is exiting the leasing business 
altogether while General Motors and Ford have both 
announced they are raising leasing rates and significantly 
scaling back on the number of leases that they will offer. 
The moves come on the heels of huge losses on their 
leasing business, largely created by fuel price-induced 
deflation of SUVs.

Plunging resale values mean that lease rates must now 
have to cover a greater amount of depreciated value than 
ever before. Some estimates suggest as much as a 40% 
decline in the value of a typical SUV over a three-year 
lease. 

Financing difficulties are not just restricted to the leasing 
market and the shift from larger to smaller vehicles. Car 
buyers are also finding it more difficult than ever to get 
car loans even though interest rates are lower than they 
were a year ago. According to the Federal Reserve’s 
quarterly Senior Loan Officer Survey, the number of banks 
reporting tighter lending standards for consumer loans 
has ballooned to over 60% (Chart 6), while a recent 
survey by Automotive News suggests that a majority of 
car dealers are having a hard time securing loans, even 
for customers with good credit. 

Over the past decade-and-a-half easy credit and soaring 
home equity fuelled an unprecedented consumer 
buying spree in the US, as Americans fell into increasing 
indebtedness to buy everything from televisions to SUVs. 
This is all now reversing. Consumer bankruptcies are 
hitting record levels, and families now facing bankruptcy 
have 21% more secured debt than they did in 2001.  And 
after falling into negative territory, the US savings rate 
is rising (Chart 7). It should continue to climb as active 
savings must now counter home equity losses. A return 
to more historically normal savings rates will come at the 
expense of consumer demand, as spending will now lag 
income growth.

Given the run-up in car ownership per household over 
the last decade, we may soon find that 14 million per unit 

Chart 6
Tightening Credit Conditions for Consumers
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vehicle sales are no more sustainable in the US economy 
than 1.7 million housing starts were. The economy faces 
as much a secular correction in vehicle ownership as it 
does a cyclical one. Auto sales have already fallen below 
11 million annualized units in October, which is a 25-year 
low, and should average around the 10 million units for 
the foreseeable future. 

A 10 million vehicle per year North American auto market 
is a much different auto market than the one Detroit has 
become accustomed to in a world of cheap oil and easy 
credit conditions. We haven’t seen that number since 
the 1982 recession, and on a sustained basis, not since 
the 1970s. Yet even a modest retreat in car ownership, 
back to say the 1997 level of two vehicles per household, 
would easily get us there, reversing the big run-up in 
ownership over the last decade (Chart 8). In short, the 
downsizing in the auto market may soon parallel what 
we have already seen in the housing market. 

A return to the early 1980s vehicle sales rate not only 
means right sizing Detroit for the new realities of the 
North American auto market, but it calls into question 
much of the proposed highway infrastructure spending 
now being contemplated by Washington to stimulate the 
economy.

Our vehicle sales projections together with current 
scrappage rates suggests that for the first time in history 
there will soon be less Americans driving on the roads. 
The scrappage rate, which is the rate at which cars are 

Table 1
Plunging Sales Will See Fewer Vehicles on the 
Road

taken out of service, is currently 5%, which takes over 
12 million vehicles off the road every year. With vehicle 
sales heading to the 10 million mark, the scrappage 
rate implies a loss of nearly five million vehicles from the 
road over the next two years (Table 1), and further losses 
beyond. 

At a time when there is a growing crescendo of calls for 
greater infrastructure spending, it is noteworthy that there 
will soon be fewer and fewer Americans on the road. The 
shrinking size of the domestic car market suggests that 
investment in public transit, as opposed to new freeways, 
would be a far better infrastructure choice.

Chart 8
Households to Shed Vehicles
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Provincial fiscal policy decisions just got a lot tougher. 
Gone are the days of upside surprises to economic growth 
that, in the past few years, have generated better-than-
expected budgets while still allowing spending overruns. 
Instead, in the half-year, or so, since the 2008/09 
provincial budgets came down, the economic outlook has 
darkened, not enough to jeopardize current year targets, 
but enough to make the next budget season much more 
challenging. The outcome could be a sizeable swing back 
into deficit, depending in part on Ottawa’s willingness to 
fill in the gaps with its own deficit financing.

As of the last budget season, the provinces, most using 
consensus forecasts, planned for a weighted-average 
1.7% real GDP growth performance for 2008, and a 
pick-up to 2.3% the following year (Table 1). Instead, real 
growth is likely to be only a third of each of those targets. 
And to achieve our forecast for 0.8% real GDP growth in 
2009, which includes a decent pick-up in the second half, 
deficit-enhancing fiscal stimulus will likely be required 
from both federal and provincial governments. 

Of even greater significance for revenues, nominal GDP 
looks even less promising. Government revenues this year 
benefited from the strong commodity price environment 
that prevailed through the summer. But even with a 
rebound later next year, most commodity prices are likely 
to average lower for that year than they did in 2008. That 
would suggest a 2009 GDP deflator near 1½%, implying 

Provinces Prepare for the Pinch
Avery Shenfeld

that overall nominal GDP will advance at barely more than 
2%, a far cry from the 5-7% pace set in 2005-07, and 
more than 2% points below the 2008/09 budget plans 
for the coming year (Chart 1). With 2008 also below 
expectations, the two-year swing could chop $10 bn from 
aggregate provincial own-source revenues in 2009/10, 
with additional pressures on social services spending.

Moreover, the growth in fiscal transfers from Ottawa 
could also be affected, depending on how the federal 
government opts to trade off the need for economic 
stimulus against its debt objectives. Recent years have 
seen the provinces benefit from rapid increases in federal 
transfers.  With Ontario now a have-not province and 
some of the “haves” set to have a bit less, the gaps in 
tax capacity that previously drove equalization benefits 
have narrowed.  Ottawa plans to stem the growth in that 
problem. Some provinces receive as much as a third of 
their annual coffers from federal transfers (Table 2).

Seismic shifts in fiscal balances, even when governments 
don’t go all out with stimulus spending, have been 
well in evidence in past economic slumps. The early 
1990s recession, for example, sent aggregate provincial 
balances some $20 bn further into the red over a two-
year period. Even the 2001 slowdown, which didn’t meet 
the recession definition in Canada, lopped nearly $25 
bn from fiscal balances for the provinces (Chart 2). Such 
an outcome might now be unavoidable. With monetary 

Chart 1
Nominal GDP Growth to Disappoint

Table 1
Budget Forecasts Look Too High

Real GDP 2008 2009
% chg Budget Budget

BC 2.4 2.8
Alta 2.9 3.0
Sask 2.9 2.3
Man 2.7 2.7
Ont 1.1 2.1
Qué 1.5 2.0
NB 1.8 NA
NS 1.7 2.5
PEI 1.9 NA

N&L -2.0 3.7
Tot. Bud. Fcst* 1.7 2.3
CIBC WM Fcst 0.6 0.8

* Based on weighted avg of prov'l growth forecasts
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Table 2
Federal Transfers by Province (2008/09)

relating to some other regions of the country. Its heavy 
weight in manufacturing that is sensitive to a strong 
Canadian dollar and global competition, its status of an 
importer of oil, and the absence of equalization increases 
that other provinces enjoyed, were all reasons to expect 
the worst for the province as the year began. 

It’s remarkable, then, that the province’s economy has 
managed to see only a modest decline since the start of 
Q4 2007, rather than falling into a deeper abyss. Indeed, 
year to date, Ontario has actually outperformed the 
national average in terms of growth in retail sales and 
housing starts (Table 4). Provincial tax cuts, alongside 
Ottawa’s GST cut, helped consumers weather the storm 
and continue to shop, while construction and government 
provided an important offset for job creation. 

But with all three of the province’s economic engines—
manufacturing, financial services, and housing—now 
sputtering, output declines are expected in both Q4 of 

policy effectiveness hampered by the worldwide strains 
on credit availability and wide spreads, fiscal policy might 
well be the only effective tool to boost growth during the 
current shock to Canada’s export prospects.

Sharing the Pain

Virtually no corner of the country will fully escape the 
impact of the US recession and the accompanying 
slowdown in global economic performance. Reflecting 
the darkening picture for economies beyond Canada’s 
shores, and new fragilities in financial markets, our current 
forecasts for GDP, employment and CPI (Table 3) all 
represent significant markdowns from our June outlook, 
when the national picture looked destined for growth of 
more than 2% in 2009. What once looked like a painful 
outcome for regions linked to manufacturing will now, 
to some extent, be shared by a broader geographic and 
industrial mix across the country.

For Ontario, a challenging economic climate will be 
nothing new at this point. Canada’s largest province 
has been struggling to deal with multiple disadvantages 

Chart 2
Recessions See Huge Fiscal Deterioration

Table 3

Billion C$ Transfers % of Revenue

BC 5.8 15
Alta 3.8 10
Sask 1.4 15
Man 3.9 32
Ont 16.5 17
Qué 14.1 22
NB 2.4 33
NS 2.9 36
PEI 0.6 41
N&L 1.6 25
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Provincial Forecast Real GDP CPI Unemployment Rate
(year-over-year change, %) (year-over-year change, %) (annual average, %)
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British Columbia 3.0 1.5 1.5 1.7 2.1 2.3 4.2 4.3 5.2

Alberta 3.1 1.3 1.9 4.9 3.7 2.2 3.5 3.6 4.0

Saskatchewan 2.5 3.0 2.4 2.9 3.4 2.5 4.2 4.3 4.4

Manitoba 3.3 2.0 1.4 2.1 2.3 1.7 4.4 4.1 4.5

Ontario 2.3 -0.1 0.1 1.8 2.0 1.8 6.4 6.4 7.2

Québec 2.6 0.4 0.4 1.6 2.2 1.9 7.2 7.5 8.0

New Brunswick 1.7 1.2 0.7 1.9 2.2 1.8 7.6 8.6 8.9

Nova Scotia 1.7 1.2 1.2 1.9 3.3 2.3 8.1 7.7 8.0

Prince Edward Island 2.4 0.7 0.7 1.8 3.5 2.0 10.3 10.5 11.1

Newfoundland & Labrador 9.1 0.7 0.7 1.4 2.9 2.1 13.6 13.1 13.5

Canada 2.7 0.6 0.8 2.1 2.4 2.0 6.0 6.1 6.7
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Chart 3
Manufacturing Most Hit in Central Canada

2008 and the first quarter of the new year. Getting out 
of what could still be only a mild recession will need a 
helping hand from government. Our outlook for 0.1% 
real GDP growth in 2009 includes domestic infrastructure 
spending gains associated with government support. But 
it also assumes that the US and Canada provide at least 
some assistance to the auto sector in the coming weeks 
(either before or in conjunction with a bankruptcy filing), 
and that huge fiscal stimulus gets the American and 
Canadian economies moving again. There are risks of a 
more protracted recession should these developments fail 
to materialize.

Jobs figures in Québec have not been as strong as 
Ontario overall, and indeed, dating back over the past six 
years, its factory sector has seen a similar downscaling 
(Chart 3). Some of its traditional industries (clothing, 
forest products) got hit hard by Canadian dollar strength 
and shifting global trade. But what remained in the 
factory sector has a more favourable mix than Ontario’s 
auto-weighted sector, and as a result, GDP growth has 
tracked somewhat more favourably than in its central 
Canadian neighbour to the west. Fiscal elbow room 
created in part by increased transfers from Ottawa helped 
finance a large and stimulative income tax cut, giving a 
lift to domestic spending as exports struggled. 

The now-weaker loonie will provide some solace for 
factories during the rough climate of the next two 
quarters, and like Ontario, Québec’s fate will be partly tied 
to the success of fiscal policy in the US and overseas in 
reviving export markets, as we expect a drop in housing 
and less upside momentum for consumer spending.

In the Atlantic region, New Brunswick’s economy will 
be wrestling with tough times for forestry and mining, 
and will feel the impact as construction winds down on 

nuclear and LNG facilities in 2009, although there are 
plans to look at a second reactor project. Nova Scotia’s 
economy will get a lift from work on offshore gas and 
container shipping projects, but has seen a petrochemical 
plant investment deferred, and will share in the pain 
facing US dependant sectors, including tourism. Weaker 
North American nat-gas prices raise issues regarding the 
economics of planned LNG facilities, and the government 
has constraints on fiscal stimulus options given tightly 
worded balanced-budget legislation. PEI is also exposed to 
the downdraft to tourist spending in 2009. Newfoundland 
and Labrador decelerated sharply in 2008 after a growth 
lift from energy facilities that came on stream the prior 
year, and domestic spending will provide any momentum 
in 2008-09 as these fields mature.

The economies of Western Canada should outperform 
the centre, but the gaps will be narrower than during the 
heights of the energy boom. Manitoba’s manufacturing 
sector is less cyclically exposed than that of Ontario, 
and income gains from a period of strong crop prices, 
alongside public infrastructure spending, look to keep the 
province tracking at a faster than national average pace 
in 2009. Saskatchewan looks headed to top all provinces 
in 2008 growth, and although commodity prices have 
retreated, the fundamentals for the province’s energy, 
fertilizer and grain sectors remain supportive for 2009 
growth, keeping the province at the top of the charts. 
Housing prices are cooling off from unsustainable levels. 

Alberta was in need of a cooling off in the face of labour 
shortages, so the drop-off in natural gas and housing 
activity was initially a welcome respite. But further slack 
now seems likely, as consumers have pulled in their reins 
after an earlier spending boom, and housing wealth is 
taking a hit. Gas sector activity could remain subdued 

Table 4
Who's Ahead So Far This Year?
YTD growth 
(%) Employment

Retail 
Sales

Housing 
Starts

BC 2.5 2.5 -3.4
Alta 2.9 1.3 -36.2
Sask 1.9 12.8 19.6
Man 1.8 8.7 -4.7
Ont 1.7 5.3 13.4
Qué 0.9 5.6 -5.0
NB 1.1 5.7 8.5
NS 1.4 5.8 -4.1
PEI 1.4 5.8 3.1
N&L 1.8 8.7 18.5
Canada 1.8 4.8 -4.7
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despite a recently announced trimming from earlier-
planned royalty increases. Although oil output will 
rebound from this year’s disruptions, oil sands projects 
are, at least for now, being put off given a pricing 
environment that has made marginal investments look 
unprofitable. We don’t expect these to be kick-started 
until 2010, at which time that province could see growth 
pick up markedly. But in the near term, of all provinces, 
Alberta is still best positioned to offer fiscal stimulus 
should growth slow more than expected.

British Columbia’s economy is wrestling with a faster 
retrenchment in what is left of its forestry sector, and 
the loss of earlier strength that had come from housing 
construction and related real estate wealth gains. Non-
residential construction should hold up better, however. 
Although the now-weaker Canadian dollar is a plus 
for tourism, its benefits could be offset until the 2010 
Olympics as both North American and Asian households 
pare back on discretionary spending. 

Borrowing Impacts: Next Year’s Story

In view of these economic disappointments, it’s a bit 
surprising that, thus far, there have been no serious 

Table 5
2008/09 Borrowing Needs Have Dropped Since Budget Projections

consequences for 2008/09 aggregate deficits or 
borrowing needs. The problems will instead hit in 
2009/10. Even Ontario, for example, found that revised 
consensus forecasts for economic growth implied only a 
$0.5 bn deficit for 2008/09, as opposed to the budget’s 
projection of a balance. Quebec made an even smaller 
revision. And these were offset by strong commodity 
prices through the first two quarters of the fiscal year, 
which has western provinces collectively tracking towards 
upgraded budget surpluses this year (Table 5).

As a result, provincial bond/MTN borrowing requirements 
across Canada are over $700 mn below original budget 
projections (Table 5). Provincial spreads have widened 
materially, not in reflection of either borrowing volumes 
or specific credit risks, but in sympathy with the global 
bond market’s re-pricing of risk. Despite the adverse 
swing in budget balances ahead, we view provincial issues 
as near the top of the list for a spread narrowing in 2009, 
as investors needing yield are forced to look at the safest 
credits for opportunities, while remaining leery of lower 
grade corporate debt.

Budget Balances and Bond/MTN Issuance
2008/09   

Budget Balance Budget Balance Gross Bond/MTN Gross Bond/MTN Completed To Date
Budget Latest Borrowing Borrowing  

C$Billions Projection Projection Budget Latest Projection  

British Columbia* 0.050 0.450 4.965 3.573 1.963
Alberta 1.570 2.003 0.285 0.125 0.075
   ACFA -- -- 0.800 0.000 0.000
   ATB Financial -- -- 0.600 0.200 0.200
Saskatchewan 0.250 2.318 0.500 0.750 0.250
Manitoba 0.096 0.096 2.158 2.925 2.425
Ontario 0.000 -0.500 23.300 24.300 17.400
Québec 0.742 0.660 7.400 6.790 6.790
   Financement-Québec -- -- 2.500 2.500 1.403
   Hydro-Québec -- -- 1.100 2.000 2.000
New Brunswick 0.019 0.019 1.190 1.190 0.900
   NB EFC -- -- 0.565 0.565 0.000
   NB MFC -- -- 0.100 0.100 0.000
Nova Scotia 0.190 0.355 0.837 0.250 0.250
Prince Edward Island -0.035 -0.035 0.100 0.100 0.000
Newfoundland & Labrador 0.544 0.544 0.000 0.000 0.000
   Nfld & Lab. Hydro -- -- 0.000 0.000 0.000

Provincial Governments 3.426 5.910 40.735 40.003 30.053
Prov'l Utilities & Authorities -- 5.665 5.365
Total 3.426 46.400 45.368 30.053
Notes: ACFA, Hydro Que and NL Hydro are calendar years
Borrowing excludes funding through CPP, savings bonds, short-term bills
Utilities and Authorities incl ACFA, ATB, Fin Que, Hydro Que, NB EFC and MFC, NL Hydro
Total change in bonds outstanding excludes utilities and authorities
BC gross bond/MTN projection includes a $500mn forecast allow ance, a portion may be f inanced from internal sources
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We’ve left our 2008 growth forecast intact, with an upward revision to Q3 results offset by a deeper expected 
drop to end the year as the crunch in export industries is joined by weaker domestic consumer and housing. 
Odds now point to a negative for Q1 as well, with fiscal stimulus efforts in the US and Canada not getting 
into the mix until Q2 at the earliest, and private capital spending pared in the face of higher financing costs 
and weaker commodity prices. 

The US economic picture is quickly going from bad to worse, forcing us to once again lower our outlook for 
real GDP growth from now until the end of next year. A large fiscal stimulus package should give the economy 
a much needed boost in the latter half of 2009, but the first part of the year will be very challenging. Job losses 
should only intensify, and the unemployment rate will likely top 7.5%. Meanwhile, softer demand and plunging 
gasoline prices will increasingly take the heat off inflation, sending headline CPI temporarily below 2%.

CANADA 08Q2A 08Q3F 08Q4F 09Q1F 09Q2F 2007A 2008F 2009F

Real GDP Growth (AR) 0.3 1.8 -2.4 -0.5 2.7 2.7 0.6 0.8

Real Final Domestic Demand (AR) 2.0 2.2 1.5 1.2 2.1 4.2 3.4 1.9

All Items CPI Inflation (Y/Y) 2.4 3.4 2.0 1.8 1.7 2.1 2.4 2.0

Core CPI Ex Indirect Taxes (Y/Y) 1.5 1.7 2.0 2.1 2.0 2.1 1.6 2.0

Unemployment Rate (%) 6.1 6.1 6.4 6.8 7.0 6.0 6.1 6.7

U.S.

Real GDP Growth (AR) 2.8 -0.5 -4.5 -1.5 0.5 2.0 1.2 -0.4

Real Final Sales (AR) 4.4 -1.4 -3.8 -3.3 0.4 2.4 1.5 -0.9

All Items CPI Inflation (Y/Y) 4.4 5.3 2.5 2.0 1.1 2.9 4.1 2.3

Core CPI Inflation (Y/Y) 2.3 2.5 2.2 2.2 2.3 2.3 2.3 2.2

Unemployment Rate (%) 5.3 6.0 6.7 7.3 7.5 4.6 5.8 7.3


