The 2010 Federal Budget: A Road Map for Recovery

BACKGROUNDER TO THE 2010 FEDERAL BUDGET

Canada's Economic Action Plan

In Budget 2009, the Government introduced Canada's Economic Action Plan, which provided about
$40 billion in fiscal stimulus to lessen the impact of the global recession on jobs and output, hasten the
recovery and ensure Canada's long-term prosperity. In addition, Canada's Economic Action Plan
provides for up to $200 billion through the Extraordinary Financing Framework (EFF) to ensure the
continued stability of the Canadian financial system and improve financing for Canadian households and
businesses. The various measures included in the EFF are designed to restore confidence, support
financing and encourage lending. The largest component of the EFF is the Insured Mortgage Purchase
Program (IMPP), through which the Government has committed to purchase up to $125 billion of
insured mortgage pools from lenders, thereby providing them with stable long-term financing.

Federal Debt

In 2008—-09, actual borrowings were higher than planned in the 2008—09 Debt Management Strategy,
published in February 2008 with the budget, mainly due to weaker fiscal conditions and funding
requirements related to the EFF. Market debt increased by $116.8 billion, most of which was issued to
acquire interest-bearing investments, and the federal debt increased by $6.1 billion.

With a net debt-to-GDP ratio well below the average of other G7 countries, Canada was in a better
position than most countries to weather the economic downturn. Entering 2008—09, Canada's solid
financial position provided the Government with the necessary flexibility to increase debt issuance to
fund elevated financial requirements.

The Recovery

Canada has experienced a better and faster recovery from the global economic crisis that beset the
world in 2008. Projections are indicating that Canada will have the strongest recovery and is and will be
in the best fiscal position of all the G7 countries “Canada’s resilience bears testimony to its strong and
credible policy frameworks that responded proactively to the global crisis. While the outlook is not
without risks, maintaining supportive policies as the economy recovers can promote a timely return to
sustainable growth.” (IMF) However, statistics indicate the recovery is still fragile.

Unemployment Remains a Concern

This includes the possibility of a deeper and more structural downturn on the employment side of the
equation. Some experts are of the opinion that the possibility of a jobless recovery could be mitigated
by ensuring that no drastic cuts to programming expenditures are taken by the federal government. This
would also include Phase Il of the Economic Action Plan. The number of unemployed in Canada grew by
about 30% between December 2008 and December 2009 to 357,000 people who were actively looking
for work. (statistics Canada)

The Operating Deficit

Canada’s current operating deficit stands at an estimated $55.9 billion for 2009 and projections point to

a $45 billion deficit for 2010. The recent recession negatively impacted government revenues and
precipitated extraordinary fiscal measures. Between a major reduction in revenue (as a result of both

tax decreases and a reduction in taxable income at both the individual and corporate level) and a
substantial increase in federal spending (Canada’ s Ec o n othmifiscal smultsipaakage),P | a n
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revenues have failed to keep pace with increasing expenditures. “These forces caused the federal
bottom line to fall into massive deficits, breaking from a recent history of black ink. Future additions to
federal debt will erase the gains made from surpluses since 1996/97.” (The CD Howe Institute)
Structural deficits are at the root of the problem.

The Structural Deficit

A structural -- or "permanent" or "full-employment" -- deficit is one that persists even after the
economy gets back to operating at full capacity. A recent study from the Parliamentary Budget Office
suggests the federal government does now have a structural deficit and that by 2013-14, when we
should be back to capacity output, it could be as high $18.9 billion. Overall, PBO’s analysis indicates that:
a) The Government’'s current fis
the current fiscal structur e, t
substantial and sustained basis over the long term.

b) To close the fiscal gap, permanent fiscal actions — either through increased taxes or reduced
program spending, or some combination of both —amounting to 1.0 and 1.9 per cent of GDP are
required under the baseline and alternative scenarios respectively. Based on historical
experience, the estimated amounts of fiscal action required are achievable.

¢) The fiscal action required to achieve sustainability does not need to be taken immediately.
Implementing the necessary measures may be delayed until the economy has fully recovered
without unduly increasing the fiscal gap. However, a significant delay in implementing fiscal
actions substantially increases the required amount of corrective measures.
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Since the middle of 2009, the Government continues to maintain that they will be able to balance the
budget by 2014-2015 without resorting to tax increases or reductions to provincial transfer payments.
However, they have not, as of yet, given indications as to how this will be achieved. Political critics and
economic experts have cast serious doubts as to the feasibility of these promises. The majority of think
tanks and business organizations are advising the government to rein in spending growth rather than
increasing taxes.

Revenue and Expenditure Constraints

Ottawa plans to reduce its deficit to roughly $5-billion in 2014-15, but without raising taxes or cutting
spending on its two big-ticket items, transfers to the provinces and individuals. It plans to target roughly
$100-billion in program spending. In 2006 a series of broad based tax cuts were instituted that have
dramatically impacted revenue. The Government, as of this year, according to some experts, is foregoing
$15.3 billion in revenue as a result of personal income tax cuts and $7.1 billion from corporate income
tax reductions. Including cuts to the GST, these tax measures have trimmed Ottawa's revenues this year
by $33.9 billion — equal to three-fifths of the expected budget deficit.
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