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Foreword

This document contains four background annexes to the Economic and Fiscal Update
presentation by Minister of Finance Ralph Goodale on November 16, 2004, to the
House of Commons Standing Committee on Finance.

The annexes provide details on Canada’s fiscal progress, economic developments and
prospects, as well as private sector five-year economic and fiscal projections.

As in the past, four private sector forecasting organizations were asked to provide fiscal
projections for the current year and the next five years, based on common economic
assumptions obtained from a survey of 18 private sector economists.

This year’s Update includes the following new features to further enhance
transparency:

B Annex 3 includes the individual projections of the budgetary balance from the
four forecasting organizations, as well as the average.

B Annex 4 provides the details of how the private sector fiscal projections, which
were prepared on a National Accounts basis (the accounting system used by
Statistics Canada and the Organisation for Economic Co-operation and
Development), are translated to a Public Accounts basis, the accounting system
used by the Government to present the budget.
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Canada’s Fiscal Progress



Canada’s Fiscal Progress

Highlights

The audited budgetary surplus for 2003-04 was
$9.1 billion. This was significantly better than
expected at the time of the March 2004 budget,
mainly owing to higher-than-expected revenues.

The Government has recorded seven consecutive
budgetary surpluses since 1997-98, and as a
result the federal debt has been reduced by more
than $61 billion. This has resulted in ongoing
savings of public debt charges of over

$3 billion annually.

The federal debt-to-GDP (gross domestic product)
ratio fell to 41.1 per cent in 2003-04, down

from its peak of 68.4 per cent in 1995-96. As a
result of this reduction in the federal debt, public
debt charges as a share of revenues have fallen to
just over 19 per cent—the lowest level since the
late 1970s.

The “virtuous circle” of improved fiscal and
economic performance has resulted in increased
government revenues, which have given the
Government the means to invest in key priority
areas, while at the same time allowing it to
continue meeting its fiscal targets. Recently the
Government committed to provide new funding of
nearly $75 billion over the next 10 years to the
provinces and territories in support of health,
equalization and Territorial Formula Financing,
providing the provinces and territories with a
growing and predictable revenue track.

Canada’s fiscal situation is among the strongest
in the world. In 2003 Canada was the only Group
of Seven (G-7) country to post a total government
surplus, and is expected to be the only G-7 country
to do so again this year and next.
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Seventh consecutive budgetary surplus

Federal Budgetary Balance
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Sources: Public Accounts of Canada and Statistics Canada.

B The Government of Canada posted a budgetary surplus of $9.1 billion in 2003-04,
marking the seventh consecutive year in which it has recorded a surplus—the first
time this has occurred since Confederation.

B The budgetary surplus was equivalent to 0.7 per cent of GDP in 2003-04.

B As aresult, the federal debt (accumulated deficit) has been reduced by more than
$61 billion over the past seven years.

Federal Debt (Accumulated Deficit)

Since 2002-03 the financial statements of the Government of Canada have been presented on a
full accrual basis of accounting. Under the previous accounting standard—modified accrual
accounting—net debt and the accumulated deficit were identical. Under the new standard, net
debt now includes a comprehensive costing for financial liabilities but excludes non-financial
assets. The accumulated deficit includes both. It is the sum of all surpluses and deficits in the past.

Federal debt, referred to in the fall Economic and Fiscal Update, the budget documents and
the Annual Financial Report of the Government of Canada, is the accumulated deficit. It is the
federal government’s main measure of debt, as annual changes in this measure determine the
budgetary balance.
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Surplus in 2003-04 was applied against the federal debt

Generally Accepted Accounting Principles

Generally Accepted Accounting Principles for senior levels of government state that the
surplus for any fiscal year can only take into account the events, transactions and government
decisions that have been made before the end of that fiscal year.

B The practice of applying the surplus against the debt is in keeping with Generally
Accepted Accounting Principles set by the Public Sector Accounting Board of the
Canadian Institute of Chartered Accountants.

B According to these accounting principles, expenditures for liabilities that have not
occurred in a given year cannot be booked in that year.

B As aresult, once a fiscal year has ended, the Government cannot retroactively book
new initiatives in that year. The year-end surplus must be applied against the federal
debt (accumulated deficit).
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Federal debt reduced by $61.4 billion since 1996-97

Table 1.1
Federal Government Assets and Liabilities
1996-97 2003-04 Change
(billions of dollars)
Liabilities
Accounts payable and accrued liabilities 74.3 80.0 5.7
Interest-bearing debt
Unmatured debt (market debt) 478.8 440.2 -38.6
Pension and other accounts 156.3 180.9 24.6
Total 635.1 621.1 -14.0
Total liabilities 709.4 701.1 -8.3
Financial assets 100.4 144.8 44.4
Net debt 609.0 556.3 -52.7
Non-financial assets 46.1 54.8 8.7
Federal debt
(accumulated deficit) 562.9 501.5 -61.4

B The federal debt (accumulated deficit) was $501.5 billion in 2003—04, a reduction of
$61.4 billion from its peak of $562.9 billion in 1996-97.

B Federal debt consists of liabilities, financial assets and non-financial assets.

B Total liabilities include interest-bearing debt and other liabilities. Total liabilities have
declined by $8.3 billion since 1996-97. This is due to a $38.6-billion reduction in
market debt, partially offset by increases in accounts payable and liabilities to the public
sector pension and other accounts.

B Financial assets consist of cash and accounts receivable, including tax receivables,
foreign exchange accounts, and loans, investments and advances. Non-financial assets
consist of tangible capital assets, inventories and prepaid expenses.

— Total financial assets have increased by $44.4 billion since 1996-97.

— Non-financial assets totalled $54.8 billion in 2003—04, up $8.7 billion
from 1996-97.
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Better-than-expected results for 2003-04 due
to higher revenues and lower program expenses

Table 1.2
Comparison of Actual Outcomes for 2003-04 to March 2004 Budget Forecast

(billions of dollars)

March 2004 budget projected surplus 1.9
Changes
Budgetary revenues 51
Program expenses 2.0
Public debt charges 0.0
Net change 7.2
Outcome for 2003-04 9.1

Note: Figures may not add due to rounding.

B In the March 2004 budget, a surplus of $1.9 billion was projected for 2003—04.
The final audited budgetary surplus for 2003—04 was $9.1 billion.

B Most of this improvement is attributable to $5.1 billion in higher-than-expected
budgetary revenues, which reflect, in part, the strong growth in nominal income
in the last quarter of 2003—-04, confirmed by the National Accounts figures released
by Statistics Canada at the end of August.

B As well, information received well after the end of the fiscal year indicated that
tax revenues with respect to the 2003 taxation year were higher than expected due
to a higher revenue yield—the revenues the Government collects from each dollar
of income.

B The very strong growth in income tax revenues in part reflected one-time factors
affecting corporate income tax revenues.

— Corporate income tax revenues increased by over 23 per cent despite the fact that
corporate profits increased by only 10 per cent and the general corporate tax rate
was reduced by 2 percentage points as of January 2003.

— However, about $2.5 billion in corporate income tax revenues in 2003—04 resulted
from a one-time gain from the revaluation of U.S.-dollar-denominated liabilities
in the financial services industry as a result of the appreciation of the Canadian
dollar in 2003.

B [n addition, personal income tax revenues rose more rapidly than underlying personal
income despite the impact of the $100-billion Five-Year Tax Reduction Plan.
Other revenues were also higher than expected.

B Program expenses were $2.0 billion lower than expected in the March 2004 budget,
mainly attributable to higher-than-expected lapses in direct program expenses.
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Other countries also recorded better-than-expected results
in 2003-04

2003-04 Actual Outcomes Compared

to 2004 Budget In-Year Estimates

per cent of total budget
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Sources: Individual country budgets. Differences between 2003-04 actual fiscal outcomes and in-year fiscal estimates
from 2004 central government budgets.

B Several other major industrialized countries also reported better-than-expected results
for the 2003—04 fiscal year, primarily reflecting higher-than-expected revenues.

B Eight of the ten major countries that have to date released final or preliminary results
for 2003—04 recorded a better budgetary balance in 2003—04 than estimated in
their respective 2004 budgets. Higher-than-expected revenues were the main source
of the improvement. Nevertheless, lower spending also had an impact
for most countries.

B Only France and Germany realized worse-than-expected fiscal results in 2003—04.
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The federal debt burden has been reduced significantly...

Federal Debt (Accumulated Deficit)

(Public Accounts Basis)
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Sources: Public Accounts of Canada and Statistics Canada.

B The federal debt-to-GDP ratio is the most appropriate measure of the debt burden, as
it measures the federal debt (accumulated deficit) relative to the ability of the nation’s
taxpayers to finance it.

B As a result of the $61.4-billion reduction in the federal debt (accumulated deficit) over
the last seven years and sustained economic growth, the federal debt-to-GDP ratio has
fallen by 27.3 percentage points to 41.1 per cent in 2003—04, down from its peak of
68.4 per cent in 1995-96.
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...reducing federal debt charges as a share of revenues...

Interest Ratio
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Sources: Public Accounts of Canada and Statistics Canada.

B The reduction in federal debt since 1996—97 has resulted in ongoing savings in
interest payments of over $3 billion annually.

B In 199596, 37.6 cents of every revenue dollar went to service the federal debt. In
2003—04, this ratio fell to just over 19 cents, the lowest level since the late 1970s.
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...leaving more federal revenues for key priorities

Major Investments in the Priorities of Canadians

B $100-billion Five-Year Tax Reduction Plan—the largest tax cut in Canadian history
B Investments in key social and economic programs
m $75 billion in new funding for health care, equalization and Territorial Formula Financing

B The Government of Canada has turned chronic annual deficits into sustained annual
surpluses and a lower federal debt. This, combined with low inflation, has led to low
interest rates, strong consumer and business confidence, and renewed growth in the
standard of living of Canadians.

B This “virtuous circle” of improved fiscal and economic performance has resulted in
increased government revenues—which have given the Government the means to
invest in key priority areas, including:

— The $100-billion Five-Year Tax Reduction Plan announced in 2000, which i1s fully
implemented as of 2004-05.

— Key social and economic programs, such as:
— Measures in support of low- and modest-income families.
— Initiatives to support and encourage the acquisition of skills and learning.
— Investment in innovation and research and development.

— Nearly $75 billion in total new funding recently announced as part of the
10-Year Plan to Strengthen Health Care and the new framework for equalization
and Territorial Formula Financing (TFF).
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The aging of the population will bring new pressures

Historical and Projected Population Aged 15-64

as a Proportion of Total Population
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Source: Statistics Canada.

B Canada’s population will begin to age sharply within the next 10 years, owing mainly
to the aging of the “baby boom” generation as well as continued increases in life
expectancy and declines in fertility rates. This means that Canada’s overall population,
which is currently growing by around 1 per cent each year, 1s expected to begin to
decline by the middle of this century. These trends will only be partly offset by
continued immigration.

B These factors will have a significant impact on our workforce. Currently there are
more than five people of working age for every person of retirement age. Within
the next 15 years, this ratio will fall to four people of working age for every person
65 years of age and older.

B Population aging will put significant pressure on Canada’s public finances.
Government program spending will increase as a result of increased demand for social
programs, in particular health care and public pensions.

B Continued debt reduction will help the Government to better deal with the fiscal
challenges associated with population aging and will provide it with the flexibility
needed to foster long-run economic and productivity growth.
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The federal debt remains on a permanent downward track

Federal Debt-to-GDP Projections (Accumulated Deficit)

(Public Accounts Basis)
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Sources: Public Accounts of Canada; Statistics Canada; Department of Finance calculations.

B The Government announced in Budget 2004 that it was setting an objective of reducing
the federal debt-to-GDP ratio to 25 per cent within 10 years.

B The Government is on track to meet or better this long-term debt objective. This would
bring the federal debt-to-GDP ratio back to where it was in the mid-1970s.

B Reducing the federal debt-to-GDP ratio to 25 per cent would mean that about

12 cents of every revenue dollar would go to service the debt compared to about
19 cents in 2003-04.
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Canada’s strong fiscal position reflects a prudent approach
to budget planning

Prudent Approach to Fiscal Planning

Sound fiscal management

B Balanced budgets or better
B Average of private sector economic forecasts
B Contingency Reserve and economic prudence

B The significant turnaround in Canada’s fiscal situation and uninterrupted surpluses
since 1997-98 are the result of sound fiscal management based on:

— A commitment to balanced budgets or better.
— The use of the average of private sector economic forecasts for fiscal planning.

— A prudent approach to fiscal planning, which entails including in the budget
plan an annual Contingency Reserve to guard against unforeseen circumstances,
which if not needed reduces the federal debt. Additional economic prudence is also
incorporated, which if not needed may be used to fund other priorities.
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Sound fiscal management has allowed the Government
to make long-term commitments

Table 1.3
New Federal Investments Under the 10-Year Plan to Strengthen Health Care and New
Frameworks for Equalization and Territorial Formula Financing (TFF)

Cumulative
10-year investment

(billions of dollars)

Increased Canada Health Transfer levels 35.3
Wait times reduction 5.5
Medical equipment 0.5
Total new funding for health care 41.3
New equalization framework 28.8
New TFF framework 4.6
Total new equalization and TFF funding 334

B Prudent fiscal planning and the significant reduction in the federal debt have allowed
the Government to make major investments in the priorities of Canadians, while at
the same time allowing it to continue meeting its fiscal targets.

B The most recent example of this is the proposed new funding of nearly $75 billion
over the next 10 years provided to the provinces and territories in support of health
care, equalization and TFF (subject to passage of authorizing legislation), which
provides the provinces and territories with a growing and predictable revenue track.

— On September 16, 2004, Canada’s First Ministers signed the 10-Year Plan to
Strengthen Health Care. Under this plan, the Government of Canada will provide
$41.3 billion in new health care funding over the next 10 years to reduce wait times
and improve access to care.

— A new framework for equalization and TFF will ensure that payments to the
provinces and territories increase by $33.4 billion over the next 10 years relative
to Budget 2004 levels for 2004—05. The Government also commits to review the
overall funding levels of equalization and TFF after five years.
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The federal-provincial-territorial sector is expected to be in surplus
for the sixth consecutive year in 2003-04

Federal and Provincial-Territorial Budgetary Balances

(Public Accounts Basis)

billions of dollars
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1 Estimate for 2003-04 is for provincial-territorial budgetary balances and the aggregate.
Sources: Federal and provincial-territorial Public Accounts and budgets.

B Both the federal and provincial-territorial governments have contributed to the
significant turnaround in Canada’s fiscal situation over the last 10 years. However,
since 2002—03 the provincial-territorial sector has returned to a deficit position.
In 2003-04 the provincial-territorial deficit is estimated to be $3.8 billion. This is
expected to improve significantly this year and beyond.

B The federal-provincial-territorial surplus is estimated at $5.3 billion for 2003-04,

which represents a significant improvement from 1993-94, when the sector posted
a $58.9-billion deficit.

B The commitment to balanced budgets or better at the federal level combined with
an improving provincial-territorial outlook, particularly in light of recent increases
in federal transfers, suggest that Canada’s fiscal situation will remain strong.
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The debt burden continues to fall across both orders of government

Federal and Provincial-Territorial Debt

(Public Accounts Basis)

per cent of GDP
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1 Estimate for 2003-04 is for provincial-territorial debt only.
Sources: Federal and provincial-territorial Public Accounts and budgets.

B The provincial-territorial debt-to-GDP ratio is expected to be 23.6 per cent
in 2003-04, a decline of 5.1 percentage points from its peak of 28.7 per cent
in 1999-2000.

B The federal debt burden remains much higher than the combined provincial-territorial
debt burden. As a result, the federal government continues to face much higher
debt-servicing charges than the provincial-territorial sector.
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Canada’s Fiscal Performance: An International Perspective

Comparing Fiscal Results Across Countries

B Two important factors need to be taken into account in making international comparisons:
differences in accounting methods among countries which affect the comparability of data,
and differences in financial responsibilities among levels of government within countries.

B For these reasons, the standardized System of National Accounts definitions and data are
used, and the focus is the total government sector (i.e., the combined national and
subnational levels) when making comparisons across G-7 countries. The Organisation for
Economic Co-operation and Development (OECD) produces a complete series of
estimates based on this system. Unless otherwise indicated, the data presented in this
annex are based on the June 2004 OECD Economic Qutlook.

Comparing Fiscal Results Between the Canadian

and U.S. Federal Governments

It is also important to note that there are certain fundamental differences in the accounting
practices and responsibilities of the Canadian and U.S. federal governments. The U.S. federal
budgetary balance includes the substantial surpluses in the social security system, whereas
surpluses in the Canada Pension Plan are not included in the Canadian federal figures. For this
reason, the Canadian federal balance is more comparable with the “on-budget” balance in

the U.S., while U.S. government debt is more comparable with federal market debt in Canada.
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Canada is again expected to be the only G-7 country
to record a surplus in 2004 and 2005

Total Government Financial Balances

(National Accounts Basis)

per cent of GDP
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Source: OECD Economic Outlook, No. 75 (June 2004).

B In 2003, on a total government basis,! Canada was the only G-7 country to
post a surplus. This was the second consecutive year that Canada was the only
G-7 country in surplus.

B This was also the seventh consecutive year that Canada has been in surplus on
this basis—the only G-7 country to have recorded seven consecutive surpluses since

1960, the first year for which comparable international fiscal statistics are available
from the OECD.

B Canada is expected to continue to be the only G-7 country in surplus again in 2004,
according to OECD estimates of the total government sector financial position.

B The OECD also expects that this will continue in 2005.

1 Includes federal, provincial-territorial and local governments as well as the Canada Pension Plan and Quebec
Pension Plan, measured on a National Accounts basis. The OECD uses the term “financial balance” to mean
“budgetary balance.”
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Canada is expected to have the lowest debt burden among
the G-7 countries in 2004

Total Government Net Financial Liabilities

(National Accounts Basis)

per cent of GDP
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1 Adjusted to exclude certain government employee pension liabilities to enhance comparability with other countries’
debt measures.

Sources: OECD Economic Outlook, No. 75 (June 2004); Federal Reserve, Flow of Funds Accounts of the United States
(June 2004); Department of Finance calculations.

B Between 1995 and 2003, Canada’s ratio of total government net financial liabilities
to GDP was reduced by 34.4 percentage points, to 34.9 per cent of GDP. This is
Canada’s lowest debt burden on a total government basis in nearly 20 years.

B As a result, Canada is projected by the OECD to have gone from having the second
highest total government debt burden among G-7 countries in the mid-1990s to
having the lowest debt burden among G-7 countries by the end of 2004. This
would be the first time since the OECD started publishing these estimates in 1960
that Canada’s debt burden would be the lowest among the G-7 countries.



Canada’s Fiscal Progress 27

Unlike the U.S., the federal government in Canada has maintained
a budgetary surplus since 1997-98

Federal Budgetary Balances

(Public Accounts Basis)

per cent of GDP
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Sources: Canada—Department of Finance; U.S.—Department of the Treasury and Office of Management and Budget.

B The improved federal fiscal situation in Canada is in stark contrast to recent
developments in the United States at the federal level. Like Canada, the U.S. federal
government achieved a significant turnaround in its budgetary balance in the second
half of the 1990s, moving from large deficits to surpluses. However, since 2001-02
Canada has remained in surplus while the U.S. has returned to large deficits.

B The Canadian federal government posted a surplus of C$9.1 billion, or 0.7 per cent
of GDP, in 2003—04, while the U.S. government incurred a record deficit of
US$413 billion, or 3.6 per cent of GDP. Moreover, the U.S. government’s
“on-budget” deficit,2 which is more directly comparable to the Canadian federal
balance, was US$568 billion or 4.9 per cent of GDP.

B While a balanced budget or better is expected for Canada in 200405, a very large
U.S. budget deficit is expected.

2 The U.S. “on-budget” balance is more comparable with the Canadian federal budget balance because it excludes
the pension surpluses of the U.S. social security system. The balance of the Canada Pension Plan is not included
in the Canadian federal budget balance figures.
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The federal market debt-to-GDP ratio in Canada fell below
that of the U.S. in 2003-04

Federal Market Debt

(Public Accounts Basis)
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Note: This chart shows federal market debt for Canada and federal debt held by the public for the U.S. for fiscal years ending
March 31 and September 30 respectively. These two measures are the most comparable measures of the federal debt
burden across the two countries.

Sources: Canada—Department of Finance; U.S.—Department of the Treasury and Office of Management and Budget.

B As a result of continued surpluses at the federal level in Canada and the recent
deterioration in U.S. federal finances, the federal market debt-to-GDP ratio in Canada
tell below the U.S. figure in 200304 for the first time since 1977-78.

B The Canadian federal market debt-to-GDP ratio fell to 36.1 per cent in 200304,
while the U.S. figure rose for the third consecutive year to 37.3 per cent.

B This gap is expected to widen in coming years.
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Economic Developments
and Prospects’

1 This annex incorporates data available up to November 5, 2004.
Figures are at annual rates unless otherwise noted.
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Highlights

World economic growth strengthened in 2004, as
growth picked up in the United States, the Euro
area and Japan. U.S. economic growth slowed

in the second quarter of 2004, but advance
estimates indicate that growth picked up in the
third quarter, and solid growth is forecast for
next year.

Economic growth in Canada rebounded strongly
in 2004 following a series of shocks in 2003.
The resilience of the Canadian economy reflects
Canada'’s strong fiscal, monetary and structural
framework.

Renewed strong job creation since late 2003,
particularly in full-time positions, has supported
high levels of consumer confidence, consumer
spending and residential investment.

Investment in machinery and equipment has
remained healthy, thanks in part to rapid profit
growth. This should help Canada maintain the
improved productivity and living standards growth
achieved since 1997.

The record appreciation of the Canadian dollar
took its toll on exports throughout much of 2003.
However, export growth rebounded faster than
expected in the first half of 2004 as exporters
demonstrated their continued ability to compete
in the international marketplace.

Private sector forecasters expect solid growth

in 2004 and 2005. Based on the September
Department of Finance survey of private sector
forecasters and further consultations with
forecasters in early November, growth is expected
to be 3.0 per cent in 2004, somewhat higher
than the 2.7 per cent expected at the time of the
March 2004 budget. For 2005, private sector
forecasters expect growth of 3.2 per cent.
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Private sector forecasters now expect nominal
gross domestic product (GDP) in 2004 to be
$29.5 billion higher than they expected at the time
of the 2004 budget. Their nominal GDP forecast
for 2005 has been revised up by $33.9 billion.

Despite the encouraging growth outlook for the
Canadian and global economies, there remain
significant, mainly external, risks to the
Canadian outlook.

High oil prices pose a downside risk to the
global economy. High energy prices reduce

the purchasing power of oil consumers around
the world, dampening exports and also reducing
consumer spending in Canada. However, higher
oil prices stimulate investment and production
in the Canadian energy sector, which positively
affects growth.

The appreciation of the Canadian dollar since
the beginning of 2003 stems from higher
commodity prices and ongoing adjustments

to global current account imbalances. The
possibility of further exchange rate adjustments
to resolve these imbalances poses a risk to the
outlook. While the timing and magnitude of the
adjustments are uncertain, the relatively quick
recovery from the 2003 appreciation of the
Canadian dollar suggests that any impact could
be short-lived.

Over the medium term, resolution of the U.S. fiscal
imbalance remains the principal downside risk.

A serious effort to reduce the fiscal deficit would
temporatrily lower U.S. demand, placing downward
pressure on Canadian exports to the U.S. However,
if uncorrected, rising government debt could put
upward pressure on interest rates, crowding out
investment and dampening growth in the U.S.
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World Economic Conditions

Global economic activity has strengthened in 2004
and forecasters expect robust growth in 2005

World Real GDP Growth
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Source: International Monetary Fund, World Economic QOutlook (September 2004).

B Despite higher world energy prices, the global recovery has become increasingly well
established, thanks to accommodative monetary and fiscal policies, rising corporate
profitability and healthy business investment. In its September World Economic Outlook,
the International Monetary Fund (IMF) forecasts world real GDP growth will reach
5.0 per cent in 2004, the highest growth rate in nearly three decades. World growth is
projected to moderate to a still-strong 4.3 per cent in 2005.

B The economic situation in Japan improved markedly in 2004, thanks to healthy
business investment and strong demand from China for Japanese exports. Despite
a deceleration in the second half of the year, real GDP growth in Japan is expected
to exceed 4 per cent in 2004, before falling back to just over 2 per cent in 2005.

B China is expected to grow at an impressive pace through the rest of 2004, driven
mostly by abundant foreign direct investment. Growth is expected to gradually
decelerate in 2005, partly in response to government policies aimed at easing growth
to more sustainable levels. Strong growth in China has helped stimulate not only
Japan, but other Asian economies such as Korea and Singapore.

B Growth in the Euro area appears to have regained some momentum recently.
Growth is expected to reach 2.2 per cent in both 2004 and 2005. While the recovery
is gradually gaining a firmer footing, it remains relatively uneven across the Euro
area countries.
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The outlook for the U.S. economy remains solid

U.S. Real GDP Growth
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B After strong growth of 4.5 per cent in the first quarter of 2004, U.S. real GDP growth
slowed to 3.3 per cent in the second quarter, but then picked up again to 3.7 per cent
in the third quarter according to advance estimates. Movements in growth in recent
quarters have largely stemmed from swings in consumer spending, as business
investment has posted strong gains throughout 2004.

B Going forward, business investment is expected to continue to be an important driver
of growth, boding well for Canadian exports of machinery and equipment. The
continued impact of high oil prices and the waning effects of last year’s tax cuts suggest
that growth in consumer spending will be modest, although the recent improvement
in the U.S. labour market, if sustained, will help support spending in this sector.

B Private sector forecasters expect the U.S. economy to grow by 4.4 per cent in 2004
and 3.5 per cent in 2005, slightly below expectations at the time of the March budget.
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Canadian Economic Developments

The Canadian economy rebounded strongly
from a series of shocks in 2003

Canadian GDP Growth

per cent, period to period at annual rates
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B The Canadian economy has once again demonstrated remarkable resilience,
rebounding sharply after a series of shocks in 2003, including the severe acute
respiratory syndrome (SARS) outbreak, the discovery of a case of bovine spongiform
encephalopathy (BSE) in Alberta and, in particular, the unprecedented appreciation
of the Canadian dollar.

B Following the 2001 global slowdown, Canada outpaced the U.S. and other Group
of Seven (G-7) countries in both GDP and employment growth.

B After slowing in mid-2003, real GDP growth strengthened to 3.3 per cent in the
last quarter of 2003. Real GDP grew by 3.0 per cent in the first quarter of 2004,
spurred by strong advances in domestic demand.

B In the second quarter, helped by surging exports, growth accelerated to 4.3 per cent,
well above the 3.3 per cent recorded in the U.S.

B Nominal GDP rebounded even more strongly in 2004, growing 7.6 per cent in the
first quarter and 10.2 per cent in the second.
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Robust employment growth has resumed in all regions

Employment and the
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B The series of shocks that hit the economy in 2003 slowed employment growth and
pushed the unemployment rate to a high of 8.0 per cent in August of last year.

B However, robust job growth resumed in September 2003. Since August 2003 the
economy has created nearly 400,000 jobs, all of which are full-time positions.
The 2.5-per-cent increase in Canadian employment is well above the 1.7-per-cent
increase recorded in the United States over the same period.

B With strong job creation in Canada, the unemployment rate fell steadily—despite near
record rates of participation in the labour market—and stood at 7.1 per cent in
October 2004, a rate not seen since mid-2001.

B Employment growth has been broadly shared across the provinces since August 2003,
with each region recording significant growth.
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Increased employment has supported healthy income growth
and high levels of consumer confidence
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B The strong pace of job creation, particularly in full-time positions, has supported
income growth and pushed consumer confidence well above historical averages in
all regions of the country.

B In the first half of 2004 real personal disposable income per capita rose 3.3 per cent
relative to the second half of 2003. Real consumer spending also increased a strong
3.7 per cent over the same period thanks to rising income, high consumer confidence
and historically low interest rates.
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Historically low borrowing costs have continued to improve
housing affordability and support housing activity

Housing Affordability and
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B Low interest rates, as well as rising disposable income due to healthy employment
growth, have improved housing aftordability, which was near its best level on record

in the second quarter.

B These factors have supported continued robust growth in real business residential
investment, which stood at 9.6 per cent in the first half of 2004. Housing starts
reached an annualized average of over 229,000 in the first nine months of the year—
the highest level in 17 years and well above the historical average of about 180,000.
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Corporate profits have reached near record levels,
thanks in part to rising commodity prices

Corporate Profits Index of Business Confidence
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B Corporate profits rose 28.5 per cent in the first half of 2004, and the gain was broadly
based. For example, oil and gas firms benefited from higher prices and strong
international demand. Wood and paper manufacturers also saw increased profits as
strong North American demand for housing boosted the price of wood and paper
prices picked up. Currently total corporate profits in Canada stand at 13.8 per cent
of GDP, the highest level in 30 years.

B Reflecting in part the strength in profits, business confidence remains at a high level—
more than half of firms surveyed by the Conference Board of Canada in the third
quarter believe that their financial position and their profitability will improve over
the next six months.
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Businesses continue to invest at a healthy pace,
particularly in machinery and equipment

Real Business Non-Residential Investment Growth

per cent, period to period at annual rates
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B The strength in corporate profits and business confidence has supported business
non-residential investment, which rose by a solid 4.1 per cent in the second quarter
of 2004, the sixth consecutive increase.

B High energy prices have encouraged engineering construction in the oil and gas
sector, which in turn contributed to a rebound in non-residential construction in
the second quarter.

B Investment in machinery and equipment (M&E) increased 4.5 per cent in the second
quarter after growing by nearly 10 per cent in the first, helped by the stronger
Canadian dollar, which has made imported M&E more aftordable. This growth in
investment in M&E should support further gains in productivity, a key factor in raising
Canadian living standards over the long run.
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Exports were affected by the dollar’s rapid increase in 2003
but rebounded sharply in 2004...

Growth in Canadian Exports Growth in Canadian Imports
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B Despite strong growth in U.S. demand, Canadian exports fell in 2003, in part because
of the rapid and sizeable appreciation of the Canadian dollar.

B However, during the first half of 2004 exports rebounded, reflecting stronger
external demand and the ability of Canadian businesses to adjust quickly to changing
economic conditions.

B On the import side, the stronger Canadian dollar, along with continued strength

in Canadian domestic demand, contributed to sustained growth in imports over much
of 2003 and the first half of 2004.
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...contributing to near record current account surpluses
and further reductions in Canada’s net foreign debt

Current Account Balance Net Foreign Debt
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B Recent robust growth in exports has been complemented by favourable movements in
the terms of trade—prices of exports relative to prices of imports—reflecting, in part,
higher commodity prices. As a result, Canada’s current account surplus rose to nearly
$42 billion in the second quarter of 2004—the second highest on record and the
20th consecutive quarterly surplus.

B Ongoing current account surpluses have generated a sustained reduction in Canada’s
net foreign debt as a share of GDP, which stood at 13.7 per cent in the second
quarter of 2004, the lowest level in almost 50 years. This means that more of the
income that Canadians earn is staying in Canada.

B These developments stand in stark contrast to the U.S., where large current account
deficits have raised net foreign debt to over 20 per cent of GDP.
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Canada’s Macroeconomic and Structural Framework

Canada has the most favourable fiscal position among G-7 countries
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B Canada’s improved ability to weather economic shocks is driven in large part by
reforms to the macroeconomic and structural environment that were implemented
over the last decade. According to the Organisation for Economic Co-operation
and Development (OECD), “the Canadian economy has delivered solid performance
for nearly a decade with increased resilience to economic shocks, demonstrating the
benefits of a well designed macroeconomic framework and the pay oft from a range
of structural reforms implemented since the late 1980s.”>

B In the early 1990s Canada’s total government deficit was larger than the average of
G-7 countries. However, significant fiscal improvements at all levels of government
enabled Canada’s total government sector to post a surplus in 1997. In 2003 Canada’s
total government sector recorded a surplus of 1.2 per cent of GDP, compared to the
average G-7 deficit-to-GDP ratio of 4.6 per cent. Canada’s fiscal turnaround is
unmatched by any other G-7 country.

2 OECD, Economic and Development Review Committee, Economic Survey of Canada (October 2004).
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According to the OECD, Canada is the only G-7 country expected to post a total
government budget surplus in 2004 and 2005, and the IMF calls Canada’s fiscal

position the “most favourable among G-7 countries.”?

Canada’s total government debt burden moved from being the second highest in
the G-7 in 1998 to the second lowest in 2003. Canada’s total government sector net
financial liabilities stood at 34.9 per cent of GDP in 2003, compared to the average
G-7 ratio of 51.1 per cent.

A strong fiscal position has allowed the Government of Canada to deliver significant
tax relief to all Canadians, enhancing incentives to work, save and invest, while also
creating a tax advantage for Canadian businesses and entrepreneurs vis-a-vis the
United States, without risking a return to deficits.

As well, the Government has been able to make significant investments in important
economic and social priorities.

Since balancing the budget, the Government has invested substantial resources in
research and development and knowledge creation, which support stronger economic
growth and a higher quality of life.

A wide range of government initiatives help the Canadian workforce become
increasingly well-educated, adaptable and skilled, while measures in support of low-
and modest-income families improve the chance that Canadian children will grow up
to be healthy, contributing members of society.

3 IMF, World Economic Outlook (September 2004).
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More than a decade of low and stable inflation, together with
fiscal discipline, has contributed to lower interest rates

Total and Core Inflation Three-Month Treasury Bill Rate
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B The credibility of Canada’s monetary policy, achieved through more than a decade
of low and stable inflation, has complemented reform on the fiscal front.

B Since 1993 inflation in Canada has averaged 1.8 per cent—very close to the
mid-point of the current inflation-targeting range of 1 to 3 per cent agreed upon
by the Bank of Canada and the Government of Canada.

B Low and stable inflation, together with a strong fiscal position, gives the
Bank of Canada the flexibility to respond quickly and decisively to changing

economic conditions.

B Furthermore, by eliminating the deficit and moving to sustained fiscal surpluses
after 1997, Canada has improved its international fiscal credibility, restoring its
triple-A rating in financial markets, which in turn has led to reductions in risk
premiums and interest rates.

B Lower interest rates have reduced the debt burden, freeing up resources to fund
the priorities of Canadians and providing strong support to interest-sensitive sectors,
such as housing, consumer expenditures and business investment.
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Sound fiscal and monetary policies have contributed to renewed
employment and productivity growth...
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B Improved fiscal and monetary policies have created the conditions for stronger growth
in employment and productivity, two factors which have driven strong gains in
Canadian living standards since 1997.

B Canada achieved exceptionally strong employment growth between 1997 and 2003—
by far the best in the G-7 and nearly double the pace recorded in the U.S. Over the
same period, productivity growth improved noticeably following a period of lacklustre
growth during the 1980s and early 1990s.

B As the population ages, it will be increasingly difficult to improve living standards
through increased employment because of the shrinking size of the working-age
population. Instead, Canada must increasingly rely on productivity growth.
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...and have laid the foundation for a sustained improvement
in Canadian living standards

Growth in Real GDP Per Capita
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B Between 1980 and 1996 Canada ranked second last among the G-7 countries in
growth in real GDP per capita, the most commonly used measure of average
living standards.

B However, thanks to stronger employment and productivity growth, Canada recorded
the strongest growth in living standards among all G-7 countries between 1997 and
2003. The average standard of living of Canadians increased more in the past 7 years
than in the previous 17.
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Private Sector Economic Forecasts

B The Department of Finance surveys about 20 private sector economic forecasters
on a quarterly basis regarding their outlook for the Canadian economy. The Minister
of Finance, along with departmental officials, also meets with a group of private sector
economists to discuss risks and uncertainties associated with the outlook.

B The economic forecasts reported here reflect the survey of private sector forecasters
conducted by the Department following the release of the second-quarter National
Accounts by Statistics Canada on August 31 and further consultations with private
sector forecasters in early November. The Department’s survey of private sector
forecasters 1s the basis for the economic assumptions that underlie the five-year status
quo fiscal projections provided in Annexes 3 and 4.
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The Canadian Economic Outlook

Private sector forecasters expect improved economic growth
in Canada for 2004 and 2005
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B Private sector forecasters expect real GDP to grow by 3.0 per cent in 2004, up from
2.7 per cent at the time of the March 2004 budget. Growth is expected to rise to
3.2 per cent in 2005, slightly lower than the 3.3-per-cent forecast at the time of the
2004 budget. According to the IMF, Canada is expected to have the second fastest
growth rate in 2005 among G-7 countries, behind only the United States.

B Private sector forecasters have significantly raised their forecast for GDP inflation
in 2004, reflecting much stronger-than-expected growth in commodity prices.
As a result, they expect nominal GDP to grow 6.2 per cent this year and
5.3 per cent in 2005, compared to 4.1 per cent and 5.1 per cent, respectively,
at the time of the 2004 budget.

B Private sector forecasters now expect nominal GDP in 2004 to be $29.5 billion higher
than they expected at the time of the 2004 budget. Their nominal GDP forecast for
2005 has been revised up by $33.9 billion.
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With stronger growth, private sector forecasters expect
monetary stimulus to be gradually withdrawn
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B Private sector forecasters expect the Bank of Canada to continue raising its target
interest rate between now and the end of 2005. However, short-term interest rates
have remained low in 2004 at 2.1 per cent, little changed from the time of the 2004
budget. Forecasters now expect that short-term rates in 2005 will average 3.2 per cent,
slightly higher than forecast at the time of the March budget.

B Forecasters expect long-term rates to average 4.7 per cent in 2004 and 5.0 per cent
in 2005, moderately lower than expected at the time of the March budget.
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Private Sector Forecasts for 2004 and 2005

2004 2005
(per cent)

Real GDP growth
March 2004 budget 2.7 3.3
November 2004 Economic and Fiscal Update 3.0 3.2
GDP inflation
March 2004 budget 1.4 1.7
November 2004 Economic and Fiscal Update 3.1 2.1
Nominal GDP growth
March 2004 budget 4.1 5.1
November 2004 Economic and Fiscal Update 6.2 5.3
3-month Treasury bill rate
March 2004 budget 2.2 3.1
November 2004 Economic and Fiscal Update 2.1 3.2
10-year government bond rate
March 2004 budget 4.8 54
November 2004 Economic and Fiscal Update 4.7 5.0
Unemployment rate
March 2004 budget 7.5 7.2
November 2004 Economic and Fiscal Update 7.3 7.0
Employment growth
March 2004 budget 1.6 1.5
November 2004 Economic and Fiscal Update 1.7 1.6
Addendum:
U.S. real GDP growth
March 2004 budget 4.7 3.8
November 2004 Economic and Fiscal Update 4.4 3.5

Sources: March 2004 and September 2004 Department of Finance surveys of private sector forecasters and further consultations
with private sector forecasters in early November. March 2004 and October 2004 Blue Chip Economic Indicators.
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Risks and Uncertainties

Despite the solid global growth outlook, persistently high oil prices
pose a downside risk

Price of Crude Oil—West Texas Intermediate
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B A key risk to the global economic outlook is the path of oil prices. In October,
the price of oil reached over US$55 per barrel, higher than at any time since
the second oil crisis in the late 1970s. However, in real terms this remains below
the historic high reached in 1980.

B [f prices remain at current levels, or rise further, the global expansion could be weaker
than expected. Growth would be particularly affected in oil-importing countries such
as China and India, which have a higher intensity of oil use than the U.S. and Canada.
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World oil demand rose considerably in 2003 and is forecast to rise
further, with nearly half of the increase in 2004 coming from China
and other non-OECD Asian countries

Regional Distribution of Annual Change in World Oil Demand
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B The recent spike in oil prices has been the result of several factors: strong growth
in world demand, notably from China and other non-OECD Asian countries,
which are forecast to account for almost 50 per cent of the increase in world demand
for oil in 2004; little excess capacity in most OPEC (Organization of the Petroleum
Exporting Countries) nations; weather-related damages to oil production facilities in
the Gulf of Mexico; uncertainty surrounding Yukos Oil Company’s production in
Russia; and concerns about possible supply disruptions in Saudi Arabia, Venezuela,
Nigeria and Iraq.

B The increase in world demand for oil is projected to slow somewhat in 2005, largely
due to weaker demand growth in China and other non-OECD Asian countries.
However, these countries will continue to account for a sizeable share of the expected
increase in overall world oil demand.
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An increase in the price of oil transfers purchasing power from
consumers to oil producers, both within and across countries

Effect of a US$20/Barrel Increase in Oil Prices on Purchasing Power

of Oil Producers and Consumers in Canada
(Estimated Net Transfers in Canadian Dollars)*
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1 Flows are approximated by multiplying a US$20 price increase by the number of barrels consumed, produced and traded per day,
annualized and converted into Canadian dollars using the average exchange rate from January to September 2004.

2 Differences exist between world oil production and world consumption figures due to factors such as stock changes and differences in the
definition, measurement or conversion of oil supply and demand data. Cross-checking with the trade flow data suggests that the disparity
is largest in the U.S.; thus the U.S. consumption number has been adjusted to account for this statistical discrepancy.

Source: BP Statistical Review of World Energy (June 2004).

B Since the March budget, world oil prices have risen by about US$20 a barrel.
Based on the number of barrels of o1l consumed in Canada per day in 2003
(by businesses and households), a US$20-per-barrel price increase over the course
of a year reduces the purchasing power of oil consumers by about $21 billion.
On a per capita basis, U.S. oil consumers incur a similar loss.

B However, higher oil prices lead to a gain for oil producers, with transfers occurring
both within and across countries. Since Canada sells more oil on the world market
than it buys, the US$20 price increase results in a net income flow of approximately
$9 billion from the rest of the world to Canada. This stems from an outflow of
$10 billion from Canada to other oil-producing countries (Canada imports about
half of its oil consumption), which is more than oftset by an inflow of $19 billion
from oil consumers in the United States.
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Rising oil prices raise gasoline and other energy prices,
which negatively affects consumers

Gasoline Prices in Canada
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B Canadian households are aftected by higher world oil prices via higher gasoline
and heating fuel prices, which usually move in response to changes in the price
of crude oil. Indeed, gasoline prices in Canada reached record levels in 2004,
although their current levels and recent run-up are not unprecedented in real terms.

B Since gasoline and heating fuel are necessities for most households, in the short term
rising prices reduce the income available to purchase other goods and services. This
reduces real consumer spending in Canada and dampens exports, as consumers in
other countries—particularly the U.S.—demand fewer imports.*

B Higher oil prices also lead to higher input costs for firms in the non-energy sector.
Since firms are generally unable to pass the higher costs on to consumers immediately,
this may lead to lower profits, reduced business investment or production cutbacks
for these firms.

4 For instance, the IMF estimates that every US$10-per-barrel increase in crude oil subtracts 0.4 percentage points
from U.S. real GDP growth.



56

The Economic and Fiscal Update

However, rising oil prices also induce oil producers to increase
drilling activity and investment in Canada

0il and Gas Extraction Industry

Output in Canada and Oil Prices
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B On the positive side, higher oil prices stimulate investment and production in
Canada’s energy sector, supporting output and employment growth.

B Coinciding with the recent rise in the price of crude oil since the beginning of 2002,
output in the oil and gas extraction industry has increased markedly in Canada.

Over this period employment in this industry has increased nearly 10 per cent, while
employment in support activities for oil and gas extraction (and mining) has increased

more than 50 per cent.

B High oil and gas prices also prompt producers to invest more in drilling activity aimed
at boosting production. Based on data for the first nine months of the year, the
Canadian Association of Oilwell Drilling Contractors expects drilling activity to reach

record highs this year and next.
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The Canadian dollar has risen significantly, driven in part by stronger
commodity prices...

Commodity Prices and the Canadian Dollar
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B Since the beginning of 2003, the Canadian dollar has appreciated more than
30 per cent against the U.S. dollar reflecting, in part, rising commodity prices.
The Canadian dollar often rises against the U.S. dollar when commodity prices are
strong, as has been the case recently. In addition, adjustments to global current account
imbalances have contributed to the recent appreciation of the Canadian dollar.

B An appreciation of the Canadian dollar driven by rising commodity prices would
normally be accompanied by stronger activity in the commodity-producing sector,
which would partly offset the negative eftects on non-commodity exporters.

To the extent that higher commodity prices reflect strong global demand,
this would also provide some offset in the non-commodity sectors.
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...but also by an ongoing adjustment to global current
account imbalances...

The Performance of Major Currencies vs. the U.S. Dollar
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B  On the other hand, an appreciation of the Canadian dollar due to ongoing portfolio
adjustments to global current account imbalances poses a greater risk to Canadian
growth because the appreciation does not reflect an improvement in Canada’s
underlying growth prospects. Such a portfolio shift appears to have occurred in 2003,
when all major currencies including the Canadian dollar appreciated against the
U.S. dollar.

B The timing and magnitude of further portfolio-driven adjustments to the Canadian
dollar are highly uncertain. Nevertheless, the recent resilience shown by exporters
in the face of a stronger Canadian dollar in 2003 suggests that any impact may
be short-lived.
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...that partly reflects large and growing U.S. fiscal deficits

U.S. Federal Budgetary Balance (On-Budget Balance)
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B Over the medium term, the growing U.S. budget deficit remains the principal
downside risk. The on-budget deficit reached US$568 billion in 2003—04, its highest
level on record, or nearly 5.0 per cent of GDP.

B If not corrected, the U.S. fiscal imbalance could put upward pressure on interest rates,
crowd out investment and dampen growth in the United States. On the other hand,
a serious eftort to reduce the deficit would temporarily lower growth directly.
In either case, Canadian and world growth would be negatively affected.

B While the Canadian economy faces a number of downside risks over the near
to medium term, a strong monetary, fiscal and structural framework means that
the Canadian economy is well positioned to deal with these risks.
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Private Sector Five-Year Economic
and Fiscal Projections
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Highlights

B The Department of Finance meets each fall with
economists from all regions of the country,
including the chief economists of the major
chartered banks and four private sector economic
forecasting organizations. The objective of this
exercise, which was initiated in 1999, is to agree
on a set of economic assumptions for planning
purposes, which the four forecasting organizations
then use to develop status quo fiscal projections
of the budgetary balance for the current year
and each of the next five years.

M /n this Economic and Fiscal Update the
Government is reporting for the first time the
individual projections of the budgetary balance
provided by the private sector economic
forecasting organizations. These projections
are prepared on a National Accounts basis. The
average of these projections has been translated
to a Public Accounts basis by the Department
of Finance. Annex 4 provides details on how
the projections are translated from a National
Accounts basis to a Public Accounts basis.

B The private sector economists strongly recommend
that the Government continue to set aside
amounts in its fiscal plan for the Contingency
Reserve and for economic prudence.

— The Contingency Reserve is established to guard
against unforeseen developments. If it is not
needed, it is used to reduce the federal debt.

— Amounts set aside for economic prudence
provide further protection against going
back into deficit. If these amounts are not
needed, they become available to fund
new priorities.
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B Based on the projections provided by the four

forecasting organizations, and after subtracting
amounts for the Contingency Reserve and
economic prudence, the cost of the September
and October 2004 First Ministers’ agreements on
health, equalization and Territorial Formula
Financing, and the cost of other decisions made
since the March 2004 budget, the surplus

is estimated at $5.9 billion for 2004-05,

$0.5 billion for 2005-06, $0.9 billion for
2006-07, $3.2 billion for 2007-08, $7.5 billion
for 2008-09 and $11.5 billion for 2009-10.

The key elements of the current approach to
budget planning were established following an
independent review of the Government’s
forecasting methods in 1994. Much has changed
since then—the elimination of the deficit, the
Government’s commitment to a balanced budget
or better each year, and the shift to full accrual
accounting. To ensure that the Government
continues to use the most up-to-date forecasting
methods, and to benchmark Canadian practices
against the best in the world, the Government
has launched a new review. Dr. Tim O’Neill,
Chief Economist and Executive Vice-President

of BMO Financial Group, will lead this review.

As well, the International Monetary Fund (IMF)
will be conducting a comparative review of the
budgeting practices and experiences in Canada
with those in other major industrial countries.
Recommendations by Dr. O’Neill will be submitted
to the House of Commons Standing Committee
on Finance for their consideration.
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Approach to budget planning

The Government’s approach to budget planning involves a number of important
steps. The first step involves using private sector economic forecasts for
budget-planning purposes.

— The Department of Finance conducts surveys of private sector economic forecasters.
In total, about 20 forecasters are surveyed on a quarterly basis.

— Each fall the Department of Finance conducts extensive consultations with
an economic advisory group, which includes the chief economists of Canada’s
major chartered banks and leading economic forecasting organizations as well
as representatives from different regions of the country.

The second step involves using the average private sector economic forecasts to
develop status quo fiscal projections for the fall Economic and Fiscal Update.

— Four private sector economic forecasting organizations develop detailed fiscal
projections on a National Accounts basis, based on tax and spending policies in
place at the time of the last budget.

— The four organizations are Global Insight, the University of Toronto,
the Conference Board of Canada and the Centre for Spatial Economics.

— These projections are then translated to a Public Accounts basis by the
Department of Finance and presented in the fall Economic and Fiscal Update.
For the current fiscal year, year-to-date fiscal results are also used to estimate the
potential budgetary outcome.

— The impact of policy decisions since the last budget is then subtracted from these
fiscal projections.

The third step adjusts the resulting fiscal projections for prudence to derive the fiscal
surpluses for budget-planning purposes.

— An annual Contingency Reserve is set aside to guard against unforeseen
circumstances. If not needed, it is applied to reduce the federal debt (accumulated
deficit). An additional amount for economic prudence is included to provide further
protection against falling back into deficit. If this amount is not needed, it becomes
available to fund new priorities.

— The Contingency Reserve is normally set at $3 billion per year, while the economic
prudence is generally set at $1 billion in the first year of the five-year planning
horizon, rising to $4 billion by year five.
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B This prudent approach to budget planning has allowed the federal government to
record seven consecutive budgetary surpluses. In 2002 and 2003 Canada was the only
country among the Group of Seven (G-7) countries to record a budgetary surplus
on a total government basis. The Organisation for Economic Co-operation and
Development projects that Canada will be the only G-7 country in surplus
this year and next.

B Sound fiscal management means more than prudent planning, avoiding deficits
and reducing debt. It also means managing tax dollars responsibly and delivering
cost-effective and efficient government services. With this in mind, the Government
launched the Expenditure Review Committee (ERC) in December 2003, with a
mandate to conduct a fundamental review of all federal programs and expenditures.
In August of this year the Prime Minister assigned a dual mandate to the ERC. The
immediate task is to conduct a thorough review of government spending to reallocate
a cumulative $12 billion from 2005-06 to 2009—10 from lower-priority areas and areas
of inefficient spending to higher-priority areas. These savings are not built into the
status quo projections. To achieve this the ERC is focusing on both improving
government operations and assessing the relevance and effectiveness of current
government programs. The second, and equally important, part of the ERC’s mandate
is to develop a permanent mechanism to review spending on an ongoing basis as part
of the yearly budget cycle. This will ensure that the review and reallocation processes
are an embedded part of how the federal government does business.
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Independent review of economic and fiscal forecasts

Many of the key elements of the current approach to budget planning were put in
place on the recommendation of an independent review of the Department of
Finance’s approach to economic and fiscal forecasting concluded in 1994.

Much has changed since then—the elimination of the deficit, the Government’s
commitment to a balanced budget or better each year, and the shift to full accrual
accounting. To ensure that the Government continues to use the most up-to-date
economic and fiscal forecasting methods, and to benchmark Canadian practices against
the best in the world, the Government of Canada has launched a new review.

Dr. Tim O’Neill, Chief Economist and Executive Vice-President of BMO Financial
Group, will lead the review. Dr. O’Neill’s review will identify and assess the source
of difterences between the budget and fall update fiscal projections and the outcome.
It will also include an evaluation of the changes that have been made to the forecasting
process over the last decade.

As part of this forecasting review, the IMF will be conducting a comparative analysis
of the budgeting practices and experiences in Canada and other major industrial
countries. The IMF will examine how Canada’s fiscal environment compares to that
of other countries, including the structure of revenues and spending as well as the fiscal
rules and targets. It will compare Canada’s forecasting process to that of other nations
and provide statistical analysis of the quality of Canada’s forecasts as well as the factors
that might aftect that quality. The IMF will report its findings in the context of its
annual review of Canada’s economic policy. Its report will be shared with Dr. O’Neill
to inform his review.

Once this work is completed, Dr. O’Neill’s report will offer specific recommendations
with respect to:

— Improving the accuracy of the economic projections.
— Improving the preparation and accuracy of the fiscal projections.

— Addressing ways of dealing with the uncertainties in economic and fiscal forecasting.

The review is expected to be concluded in early 2005. The recommendations will be
referred to the House of Commons Standing Committee on Finance, which has also
been asked to make recommendations relating to the provision of independent

fiscal forecasting advice for parliamentarians, including the consideration of the
recommendations of the external expert.
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Economic assumptions underlying the average private sector

status quo fiscal projections

Table 3.1
Average of Private Sector Economic Forecasts: September 2004 Survey

2004 2005 2006 2007-2009

(per cent)

Real GDP growth 3.0 3.2 3.1 2.9
GDP inflation 3.1 2.1 1.8 1.7
Nominal GDP growth 6.2 5.3 5.0 4.7
3-month Treasury bill rate 2.1 3.2 4.4 4.7
10-year Government of Canada bond rate 4.7 5.0 5.7 6.0

Notes: Based on a survey conducted by the Department of Finance in mid-September.

The number of respondents declines from 18 in 2004 to 8 in 2009.
The survey results have been adjusted slightly after further consultations with economists to reflect

developments since September.

B The average private sector forecast of real gross domestic product (GDP) growth is
3.0 per cent in 2004, 3.2 per cent in 2005 and 3.1 per cent in 2006. The average
growth forecast over the 2007 to 2009 period 1s 2.9 per cent.

— GDP inflation 1s expected to be 3.1 per cent in 2004, decline to 2.1 per cent in
2005, and average around 1.7 per cent annually through 2009.

— As a result, nominal GDP growth is expected to average 6.2 per cent in 2004,
up significantly from the growth of 4.1 per cent forecast in the March 2004 budget.

However, it is forecast to slow to 5.3 per cent in 2005, up slightly from the
March 2004 budget forecast, and 5.0 per cent in 2006. Over the 2007 to 2009
period, nominal GDP growth is forecast to average 4.7 per cent. As a result of the

higher growth expected for 2004, the level of nominal income—the broadest
measure of the Government’s tax base—is forecast to be higher throughout
the five-year period than forecast in the March 2004 budget.

B Short-term interest rates are expected to average 2.1 per cent in 2004 before rising
to 3.2 per cent in 2005 and 4.4 per cent in 2006. Over the 2007 to 2009 period,
short-term interest rates are expected to average 4.7 per cent. Private sector forecasters
project a gradual rise in longer-term interest rates between 2004 and 2009 from
4.7 per cent in 2004, to 5.7 per cent by 2006 and averaging 6.0 per cent over the

2007 to 2009 period.
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Planning assumptions used to develop the five-year
status quo fiscal projections

B The four private sector forecasting organizations derived projections of the major
components of the federal budgetary balance on a National Accounts basis, using the
economic forecasts outlined in Table 3.1. These projections were converted
to a Public Accounts basis, on a full accrual basis of accounting, by the
Department of Finance. For details, see Annex 4. The projections are based on
the following assumptions.

— The projections include the impact of the policy initiatives announced in previous
budgets. However, they do not include the impact of the agreements reached at
the recent First Ministers’ Meetings on health, equalization and Territorial Formula
Financing, as well as other policy decisions taken since the 2004 budget.

— For direct program spending, the private sector projections are consistent with
expenses reported in the 2004 budget for 2004-05 and 2005-06. Starting in
2006—07, the projections assume underlying growth of population plus inflation,
except in circumstances where there are economic or policy factors (reflecting past
budget decisions) that drive spending.

— In light of the detailed information required to prepare projections of direct
program spending and public debt charges, the private sector organizations agreed
to use National Accounts projections provided by the Department of Finance.
Major transfers to other levels of government were set to be consistent with the
September 16 meeting of First Ministers.

— In Budget 2003 the Government announced that it would consult on a
new permanent employment insurance (EI) rate-setting regime for 2005 and
beyond, based on the following rate-setting principles: premium rates should
be set transparently; premium rates should be set based on independent expert
advice; expected premium revenues should correspond to expected program costs;
premium rate setting should mitigate the impact of the business cycle; and premium
rates should be relatively stable over time. Consistent with these principles, the four
forecasting organizations were asked to set projected premiums equal to their
projected program costs on an annual basis for 2005 to 2009.
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Status quo fiscal projections on a National Accounts basis

Table 3.2
Private Sector Surplus Projections

2004-05 2005-06 2006-07 2007-08 2008-09 2009-10
(billions of dollars)

Global Insight 10.2 11.3 13.7 17.3 22.2 27.0
University of Toronto 8.4 10.1 12.7 15.7 19.8 23.7
Conference Board of Canada 6.9 8.8 11.2 15.0 20.0 24.8
Centre for Spatial Economics 7.8 7.7 12.3 16.1 20.5 24.6
Average 8.3 9.5 12.5 16.0 20.7 25.0
Forecast range 3.3 3.6 2.6 2.3 2.4 3.3

B The private sector organizations provided projections of the Government’s budgetary
balance before subtracting amounts for economic prudence and the Contingency
Reserve. The projections do not include the impact of policy decisions announced
since the 2004 budget. In particular, these projections do not reflect the proposed
cost of commitments made at the two recent First Ministers’ Meetings on health,
equalization and Territorial Formula Financing.

B On average, the four forecasting organizations project a surplus of $8.3 billion
in 2004-05, $9.5 billion in 2005-06, $12.5 billion in 2006—07, rising thereafter
to reach $25.0 billion in 2009-10.

B The differences in the projections primarily reflect differing assumptions about the
responsiveness of tax revenues to growth in the various income tax bases.

— Global Insight projects the highest surpluses on average, primarily because it expects
a higher rate of growth of personal income tax revenues in 200405 relative to the
other three forecasting organizations.

— In 2004-05 and 2005-06, the Centre for Spatial Economics projects relatively low
surpluses, largely because it expects weaker corporate income tax revenues.

— The Conference Board of Canada and the University of Toronto project surpluses
that are largely in line with average projections, although the Conference Board
projects a relatively low surplus in 2004—-05.

B The range in the projections peaks at $3.6 billion in 2005-06. In other years
the difference in projections ranges between $2.3 billion and $3.3 billion. These
differences are relatively small in relation to combined federal revenues and expenses
of $360 billion. For example, a 1-per-cent change in revenues and expenses translates
into a difference of $3.6 billion in the budgetary balance.
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Status quo fiscal projections on a Public Accounts basis

Table 3.3
Average Private Sector Surplus Projection—Status Quo
(Not Including New Policy Initiatives Since the 2004 Budget)

Actual Projection
2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 2009-10

(billions of dollars)

National Accounts basis
Average of private sector

surplus projections 3.7 8.3 9.5 12.5 16.0 20.7 25.0
Adjustments for 2004-05
Personal income tax 3.4 3.6 3.8 4.0 4.3 4.6
Corporate income tax -2.8 -2.8 -2.9 -2.9 -2.9 -2.9
Goods and services tax -0.5 -0.5 -0.5 -0.5 -0.5 -0.6
Total 0.1 0.3 0.4 0.6 0.9 1.1

Adjustments—National
Accounts to Public Accounts
Provisions related to transfers to

other levels of government 4.2 2.1
Asset sales and revaluations 0.3 2.2 0.1 0.1 -0.1 -0.1 -0.2
Pension amortization -2.0 -2.4 -2.8 -3.2 -3.9 -4.1 -4.1
Other 2.9 2.5 2.4 1.8 2.5 3.0 3.5
Total 5.4 4.4 -0.3 -1.3 -1.5 -1.2 -0.8
Public Accounts basis 9.1 12.8 9.5 11.6 15.2 20.3 25.3

B A detailed reconciliation of the National Accounts and Public Accounts projections
by component is provided in Annex 4. Some of the key adjustments of the translation
to a Public Accounts basis are provided in Table 3.3.

— The first step in converting projections from a National Accounts basis to a
Public Accounts basis is to incorporate the most recent fiscal data available.

— Estimates of government revenues and expenses on a National Accounts
basis normally lag Public Accounts estimates by several months. For example,
the second-quarter National Accounts data reflect fiscal data through June 2004
and do not incorporate the final 2003—04 results.

B The Department of Finance made three adjustments to the private sector projections
on the basis of the final results for 2003—04 and the tax collections experience

through September 2004.

— First, fiscal data through September 2004 suggest that personal income tax revenues
should increase by about 5 per cent in 2004—05. The private sector projections were
increased by $3.4 billion in 2004-05 to achieve this growth. In future years this
adjustment is assumed to grow in line with National Accounts personal income
tax revenues. As a result, the growth in personal income tax revenues in future years
is consistent with the economic growth forecast by the private sector forecasters.
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— Second, corporate income tax receipts in 2003—-04 were affected by a one-time gain
in corporate income tax receipts in the financial services industry. The one-time
gain was related to downward revaluations of U.S.-dollar-denominated liabilities
as a result of the increase in the value of the Canadian dollar. To reflect the
one-time nature of these gains, the private sector projections were adjusted down
by $2.8 billion in 2004-05, with the adjustment growing in line with National
Accounts corporate income tax revenues over the planning period.

— Third, the average private sector projection of goods and services tax (GST)
revenues was adjusted downward to reflect expected GST revenues over the
remainder of 2004—-05. Over the planning period, the adjustment grows in line
with National Accounts GST revenues.

The remaining adjustments reflect differences in the accounting treatment of revenues
and expenses between the two accounting systems.

— There are difterences related to when liabilities are recognized under the two
accounting systems. For example, payments made to provinces through
Canada Health and Social Transfer supplements in the 2004 budget are reported
in 2004—05 in the National Accounts, while they were recorded in 2003—04 on
a Public Accounts basis.

— The net revenue gain from the sale of the Government’s remaining shares in
Petro-Canada is not accounted for in the National Accounts. These are added
to the Public Accounts estimate of the surplus. Similarly, the impact of foreign
exchange revaluations of financial assets is not part of the budget balance in the
National Accounts but is captured in the Public Accounts.

— The National Accounts projection assumes high and constant capital transfers from
persons to the Government related to the amortization of surpluses in employee
pension accounts. In the Public Accounts this amortization is much lower and
continues to fall over the projection period.

— Finally, there are a large number of other adjustments, mostly reflecting the
fact that the National Accounts do not yet incorporate the final 2003—-04
Public Accounts information.

The average of the four forecasting organizations’ fiscal projections, converted to a
Public Accounts basis, but prior to adjusting for new policy decisions since the 2004
budget, or any allocation for the Contingency Reserve and economic prudence,
results in a fiscal surplus of $12.8 billion in 2004-05, $9.5 billion in 2005-06,

$11.6 billion in 2006—07, $15.2 billion in 2007-08, $20.3 billion in 2008—-09

and $25.3 billion in 2009-10.

To derive the fiscal balance for planning purposes, decisions made since the 2004
budget must be deducted from these amounts as well as amounts for the Contingency
Reserve and economic prudence.
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Fiscal impact of policy initiatives since the 2004 budget

Table 3.4
Initiatives Announced Since the March 2004 Budget
2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 Total
(millions of dollars)
10-Year Plan to Strengthen
Health Care
Federal transfers
Close short-term
Romanow gap 1,000 2,000 3,000
Addition to Canada
Health Transfer base
(home care/catastrophic
drug coverage) 500 500
Escalator (6% growth starting
in 2006-07) 2,240 2,098 2,429 2,787 9,655
Wait Times Reduction Fund 625 625 1,200 1,200 600 250 4,500
Medical equipment 500 500
Total 2,125 3,125 3,440 3,298 3,029 3,037 18,055
Direct federal initiatives:
Aboriginal health 65 110 175 175 175 700
Territorial Health Access Fund 30 30 30 30 30 150
Total 95 140 205 205 205 850
Equalization/Territorial Formula
Financing framework
Equalization 1,321 1,390 1,772 2,166 2,575 2,998 12,222
Territorial Formula Financing 133 200 270 342 417 495 1,858
Total 1,454 1,590 2,042 2,508 2,992 3,493 14,080
Total First Ministers’ Meetings
commitments 3,579 4,810 5,622 6,011 6,226 6,735 32,985
Other initiatives
Additional bovine spongiform
encephalopathy initiatives 311 187 24 12 12 544
Other 40 35 73 61 42 42 294
Total 351 222 97 73 54 42 839
Total spending decisions since
Budget 2004 3,930 5,082 5719 6,084 6,280 6,777 33,824

Note: Numbers may not add due to rounding.

T Amounts for the Atlantic and Nova Scotia offshore agreements are not included as they are currently under discussion.
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B The Government is committed to proposed new funding of nearly $75 billion over
10 years to the provinces and territories in support of health, equalization and
Territorial Formula Financing (subject to the passage of authorizing legislation).

— At the First Ministers’ Meeting in September 2004, the Government, all the
provincial premiers and all territorial leaders signed the 10-Year Plan to Strengthen
Health Care, which will provide $41.3 billion over 10 years to the provinces and
territories. Over the planning period, this agreement will increase federal funding
for health care by $18.9 billion, including $18.1 billion in the form of transfers to

provinces and territories.

— In October 2004, the Government committed to increasing equalization and
Territorial Formula Financing by more than $33 billion over the next 10 years
relative to Budget 2004 levels for 2004—-05. Over the planning period, this
agreement will increase transfers to provinces and territories by $14.1 billion.

B Total commitments arising from the First Ministers’ Meetings amount to $3.6 billion
in 2004-05, rising to $6.7 billion in 2009-10, for a cumulative total of $33.0 billion
over the six-year period.

B Since the March 2004 budget, the Government has announced additional assistance
to help the Canadian cattle and beef industry to offset the impact of border closures
tollowing the discovery of a single cow with bovine spongiform encephalopathy,
as well as other initiatives such as increased funding for the Canadian Strategy
on HIV/AIDS and support for the auto sector.
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Allocation for prudence

The Contingency Reserve and Economic Prudence
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B Private sector forecasters strongly advise that the Government maintain the $3-billion
annual Contingency Reserve and set aside additional amounts for economic prudence.
Despite the recent strengthening of the economy, high oil prices, the rise of the
Canadian dollar and the U.S. budgetary deficit pose risks to the economic outlook,
as described in Annex 2.

B The Contingency Reserve is set at $3 billion annually. Economic prudence is set
at $1 billion in the first year of the five-year planning horizon, rising to $4 billion by
year five.

B The Contingency Reserve and economic prudence are used to absorb the fiscal impact
of short- and longer-term economic and other shocks. They provide a buffer to
protect the annual balanced budget target, to avoid having to undo previous budget
initiatives, and to avoid going back into deficit.

B If the Contingency Reserve is not required, it is applied to reduce the federal debt
(accumulated deficit). If the economic prudence is not required, it is made available
for budget planning.
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Average of private sector projections of the fiscal surplus

Table 3.5
Surpluses for Purposes of Fiscal Planning

2004-05 2005-06 2006-07 2007-08 2008-09 2009-10

(billions of dollars)

Average of private sector

surplus projection: status quo 12.8 9.5 11.6 15.2 20.3 25.3
Initiatives announced since
the March 2004 budget 3.9 5.0 57 6.1 6.3 6.8
Allocation for prudence
Contingency Reserve 3.0 3.0 3.0 3.0 3.0 3.0
Economic prudence 1.0 2.0 3.0 3.5 4.0
Total 3.0 4.0 5.0 6.0 6.5 7.0
Surplus for planning purposes 5.9 0.5 0.9 3.2 7.5 1.5

Note: Numbers may not add due to rounding.

B Table 3.5 adjusts the status quo projections for initiatives announced since the 2004
budget and for the Contingency Reserve and economic prudence.

— As a result, the surplus for planning purposes is $5.9 billion in 2004-05, $0.5 billi
in 2005-06, $0.9 billion in 2006-07, $3.2 billion in 2007-08, $7.5 billion in
2008—09 and $11.5 billion in 2009—-10. Over the six-year period, the cumulative
surplus for planning purposes totals $29.5 billion.

B  The $5.9-billion surplus in 2004—05 reflects a number of factors.

— The net proceeds from the sale of the Government’s remaining shares in
Petro-Canada increase revenues by $2.6 billion.

— Public debt charges are expected to decline by $1.1 billion, reflecting lower
interest rates in 2004.

— The release of $1 billion in economic prudence set aside in the 2004 budget for
the current year, as is normal practice in the fall Economic and Fiscal Update.

on



Private Sector Five-Year Economic and Fiscal Projections

77

Average of private sector fiscal projections

Table 3.6
Summary Statement of Transactions
Actual Projection
2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 2009-10
(billions of dollars)
Budgetary transactions
Budgetary revenues 186.2 194.0 199.4 209.7 220.3 231.2 242.3
Total expenses
Program expenses -141.4 -150.5 -159.1 -166.8 -173.9 -180.2 -186.7
Public debt charges -35.8 -34.7 -35.9 -37.0 -37.3 -37.0 -37.1
Total expenses -177 A4 -185.2 -1949  -203.8 -211.2 -217.2 -223.8
Budgetary surplus 9.1 8.9 4.5 59 9.2 14.0 18.5
Prudence
Contingency Reserve 3.0 3.0 3.0 3.0 3.0 3.0
Economic prudence 1.0 2.0 3.0 3.5 4.0
Total 3.0 4.0 5.0 6.0 6.5 7.0
Planning surplus 9.1 59 0.5 0.9 3.2 7.5 11.5
Federal debt
Assuming balanced budget 501.5 501.5 501.5 501.5 501.5 501.5 501.5
Assuming Contingency Reserve
applied to debt reduction 501.5 498.5 495.5 492.5 489.5 486.5 483.5
Per cent of GDP
Budgetary revenues 15.3 15.0 14.6 14.7 14.7 14.7 14.8
Program expenses 11.6 11.6 1.7 1.7 11.6 1.5 114
Public debt charges 2.9 2.7 2.6 2.6 2.5 2.4 2.3
Total expenses 14.5 14.3 14.3 14.3 141 13.9 13.6
Planning surplus 0.7 0.5 0.0 0.1 0.2 0.5 0.7
Federal debt
Assuming balanced budget 411 38.8 36.8 35.1 33.5 32.0 30.6
Assuming Contingency Reserve
applied to debt reduction 411 38.6 36.4 34.5 32.7 31.0 29.5

Note: Numbers may not add due to rounding.
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Table 3.6 sets out the details of the fiscal projections to 2009—-10.

The profile of the budget-planning surplus in 2004—05 and 2005-06 reflects the
combination of policy decisions related to tax reductions and spending increases,

as well as a one-time gain in 200405 from the sale of the Government’s remaining
shares in Petro-Canada.

Budgetary revenues are expected to increase by $7.9 billion in 200405,

and $5.4 billion in 2005-06. Thereafter revenues increase by about

$11 billion per year. The increase in revenues reflects strong growth in nominal
income. The revenue gains in 2004-05 and 200506 are tempered by the impact
of previously announced tax reductions, the one-time gain from the sale of the
Government’s shares in Petro-Canada and a decline in EI premium revenues

in 2005-06.

Reflecting primarily the impacts of the February 2003 First Ministers” Accord on
Health Care Renewal and the September and October 2004 First Ministers’
agreements on health, equalization and Territorial Formula Financing, program
expenses are expected to increase by $9.1 billion in 2004-05, $8.6 billion in 2005-06,
$7.8 billion in 2006—-07 and by about $6.5 billion per year thereafter.

Public debt charges are expected to decline by $1.1 billion in 2004—05, reflecting the
impact of lower short-term interest rates. Thereafter the increase in short-term interest
rates and the refinancing of maturing long-term bonds at higher interest rates push

up public debt charges by $1.2 billion in 2005-06 and a further $1.1 billion in 2006-07.

The revenue-to-GDP ratio was 15.3 per cent in 2003—-04, down significantly from
17.0 per cent in 2000—-01, primarily reflecting the impact of tax reduction measures.

It 1s expected to decline to 15.0 per cent in 2004—05, reflecting the incremental impact
of tax measures announced in and since the 2000 budget. The revenue ratio declines
turther in 2005-06, reflecting the one-time gain in 2004-05 from the sale of the
Government’s Petro-Canada shares.

The program expenses-to-GDP ratio was 11.6 per cent in 2003-04, well
below the level of 15.7 per cent in 1993-94. It is projected to remain stable until
200607 before falling slightly in the last three years.

Public debt charges as a per cent of GDP were 2.9 per cent in 2003—04, a significant
drop from the peak of 6.6 per cent in 1990-91. Public debt charges are expected to
fall to 2.7 per cent of GDP in 200405 and to continue to decline throughout the
planning horizon. As a percentage of revenues, public debt charges are projected to
decline to 15.3 per cent in 200910 from 19.2 per cent in 2003-04.

The federal debt-to-GDP ratio (accumulated deficit) stood at 41.1 per cent in
2003-04, down dramatically from its peak of 68.4 per cent in 1995-96. Assuming
no incremental debt reduction, it would fall to about 30.6 per cent by 2009-10.
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Average private sector projections of budgetary revenues

Table 3.7
Average Private Sector Projections of Budgetary Revenues
Actual Projection
2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 2009-10
(millions of dollars)
Tax revenues
Income tax
Personal income tax 84,805 89,257 95,056 101,597 108,665 116,273 124,147
Corporate income tax 27,431 28,025 28,426 29,265 29,403 29,270 29,397
Other income tax 3,142 3,525 3,543 3,641 3,732 3,801 3,847
Total income tax 115,468 120,808 127,026 134,503 141,800 149,344 157,390
Excise taxes/duties
Goods and services tax 28,286 29,498 30,773 32,237 33,991 35,747 37,324
Customs import duties 2,887 2,785 2,882 3,048 3,180 3,373 3,450
Other excise taxes/duties 10,192 10,490 10,631 10,767 10,957 11,179 11,400
Total excise taxes/duties 41,365 42,773 44,285 46,052 48,128 50,299 52,174
Total tax revenues 156,833 163,581 171,311 180,555 189,928 199,643 209,565
Employment insurance
premium revenues 17,546 17,190 16,827 17,174 17,675 18,420 19,098
Other revenues 11,829 13,275 11,289 11,959 12,721 13,140 13,642
Total budgetary revenues 186,208 194,045 199,426 209,688 220,325 231,203 242,305
Per cent of GDP
Personal income tax 7.0 6.9 7.0 7.1 7.3 7.4 7.6
Corporate income tax 2.3 2.2 2.1 2.0 2.0 1.9 1.8
Goods and services tax 2.3 2.3 2.3 2.3 2.3 2.3 2.3
Other excise 1.1 1.0 1.0 1.0 0.9 0.9 0.9
Tax revenues 12.9 12.7 12.6 12.6 12.7 12.7 12.8
Employment insurance
premium revenues 1.4 1.3 1.2 1.2 1.2 1.2 1.2
Other revenues 1.0 1.0 0.8 0.8 0.9 0.8 0.8
Total 15.3 15.0 14.6 14.7 14.7 14.7 14.8

Note: Numbers may not add due to rounding.
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Budgetary revenues are projected to increase by 4.2 per cent in 2004—-05.

This reflects the impact of strong growth in personal income, somewhat oftset by the
impact of the implementation of the final phase of the $100-billion Five-Year Tax
Reduction Plan on personal income tax revenues (via the increase in the income
threshold to which the statutory rates apply) and on corporate income tax revenues
(via the 2-point reduction in the corporate income tax rate from 23 to 21 per cent).

In 2005-06 budgetary revenues are projected to grow by only 2.8 per cent, primarily
due to decreases in EI premium revenues and other revenues, the latter reflecting

the one-time gain in 2004-05 from the sale of the Government’s Petro-Canada shares.
Beyond 2005-06 the average of the private sector projections for revenue growth

is broadly in line with the growth in nominal GDP.

Personal income tax—the largest component of budgetary revenues—falls slightly
as a percentage of GDP in 200405, reflecting the final impact of the $100-billion
Five-Year Tax Reduction Plan. Thereafter it increases as a percentage of GDP,
reflecting the progressivity of the income tax system.

In 2004-05 corporate income tax revenues are expected to increase 2.2 per cent
tollowing a 23.4-per-cent, or $5.2-billion, increase in 2003—-04. Much of the increase
in 200304 resulted from a one-time foreign exchange gain by the chartered banks,
which is not expected to carry forward over the planning period. Beyond 2004—05
corporate income tax revenues are expected to grow broadly in line with

corporate profits.

Excise taxes and duties are expected to increase by 3.4 per cent in 2004-05, after
remaining relatively flat in 2003—-04. The projection for GST revenues includes
the impact of providing a 100-per-cent rebate to municipalities for GST paid on
their inputs. Excise taxes and duties as a percentage of GDP remain relatively stable
over the outlook.

Over the projection period, EI premium revenues are assumed to match EI program
costs. The decline in EI premium revenues in 2004-05 and 200506 reflects the
private sector projected decline in EI benefits.

Other revenues include revenues from enterprise Crown corporations, foreign
exchange revenues, return on investments and sales of goods and services. These
revenue sources are volatile, owing partly to the impact of revaluations of exchange
rate movements on foreign-denominated interest-bearing assets and to net gains/losses
from enterprise Crown corporations. In 2004-05 other revenues are projected to
increase 12.2 per cent, or $1.4 billion, which largely reflects a one-time gain from the
sale of the Government’s Petro-Canada shares, oftset somewhat by losses realized on
revaluations of U.S.-dollar-denominated assets.
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Sources: Department of Finance and Statistics Canada.

B A more revealing picture of movements in tax revenue can be obtained by examining
the “revenue ratio”—total federal revenues in relation to the total income in the
economy (or GDP).

B This ratio primarily reflects the impact of policy decisions and economic
developments. The ratio declines during economic downturns and tends to increase
during recoveries, reflecting the progressive nature of the tax system and the cyclical
nature of corporate profits.

B The decrease in the ratio in 2001-02 was largely attributable to the implementation
of the $100-billion Five-Year Tax Reduction Plan. Thereafter the decline in the ratio
reflects both the incremental impact of the Five-Year Tax Reduction Plan and the tax
reductions announced in the February 2003 budget.

B The revenue ratio is projected to decline from 17.0 per cent in 2000-01 to
14.6 per cent in 2005-06, remaining in the 14.7 to 14.8 per cent range over rest
of the planning period.

B As mentioned above, the decline in the revenue ratio in 2004—05 and 2005-06
reflects the implementation of the final phase of the $100-billion Five-Year Tax
Reduction Plan in January 2004, lower EI premium revenues in 2005-06, and the
one-time boost to revenues in 2004—05 from the sale of the Government’s shares
in Petro-Canada.
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Average private sector projections of program expenses

Table 3.8
Average Private Sector Projections of Program Expenses

Actual Projection
2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 2009-10

(millions of dollars)

Major transfers to persons

Elderly benefits 26,902 27,802 28,893 30,011 31,222 32,596 34,046
Employment insurance benefits 15,0568 15,012 15,201 15,689 16,182 16,988 17,650
Total 41,960 42,814 44,094 45700 47,404 49,584 51,696

Major transfers to other levels
of government
Federal transfers in support
of health and other

social programs 22,741 24175 27,850 29,840 31,348 32,279 33,587
Fiscal arrangements 9,351 12,206 12,321 12,737 13,163 13,606 14,054
Alternative Payments for
Standing Programs -2,700 -2,668 -2,765 -2,928  -3,110  -3,295 -3,536
Total 29,392 33,713 37,406 39,649 41,401 42,500 44,105
Other program expenses 70,003 73,961 77,552 81,485 85,077 88,017 90,920
Total program expenses 141,365 150,488 159,052 166,834 173,882 180,191 186,721
Per cent of GDP
Major transfers to persons

Elderly benefits 2.2 2.2

Employment insurance benefits 1.2 1.2

Total 3.4 3.3 3.2 3.2 3.2 3.2 3.2

Major transfers to other levels
of government
Federal transfers in support
of health and other

social programs 1.9 1.9 2.0 2.1 2.1 2.1 2.1
Fiscal arrangements 0.8 0.9 0.9 0.9 0.9 0.9 0.9
Alternative Payments for

Standing Programs -0.2 -0.2 -0.2 -0.2 -0.2 -0.2 -0.2
Total 2.4 2.6 2.7 2.8 2.8 2.7 2.7

Direct program expenses 5.7 5.7 5.7 5.7 5.7 5.6 5.5
Total program expenses 11.6 11.6 1.7 1.7 11.6 115 11.4

Note: Numbers may not add due to rounding.



Private Sector Five-Year Economic and Fiscal Projections 83

Table 3.8 provides projections of program expenses that include the cost of policy
decisions announced since the 2004 budget, as set out in Table 3.4.

Program expenses are divided into three major components: major transfers to persons,
major transfers to other levels of government and other program expenses—the latter
include subsidies and other transfers, expenses of Crown corporations, and defence
and all other departmental operating expenses.

Program expenses are expected to increase by $9.1 billion, or 6.5 per cent, in
200405, with about one-half of this increase due to higher transfers to other levels of
government, reflecting the impact of the recent First Ministers’ agreements on health,
equalization and Territorial Formula Financing as well as the February 2003 First
Ministers” Accord on Health Care Renewal. Thereafter, based on the average of the
projections provided by the four forecasting organizations, total program expenses are
estimated to increase broadly in line with the increase in nominal GDP before falling
off in the last three years of the planning period.

Major transfers to persons, consisting of elderly and EI benefits, are expected to
increase by $0.9 billion in 2004—05. The growth in elderly benefits of $0.9 billion, or
3.3 per cent, is largely determined by the growth in the elderly population and average
benefits, which are fully indexed to quarterly changes in consumer prices. EI benefits
are essentially unchanged. Beyond 2004-05, major transfers to persons increase in line
with nominal GDP, reflecting growth in both elderly and EI benefits.

Major transfers to other levels of government in 200405 are $4.3 billion

(14.7 per cent) higher than in 2003—04, and are projected to grow by another

$3.7 billion (11.0 per cent) in 2005-06. Growth in the outer years averages around
4 per cent per year. Transfers increase from $29.4 billion in 2003—04 to $44.1 billion
in 2009-10. This is a 50-per-cent increase, almost double the growth in the other
components of program spending over this period.

Other program expenses are projected to grow by $4.0 billion, or 5.7 per cent, in
2004-05. In 2005-06, other program expenses are projected to grow by $3.6 billion,
or 4.9 per cent. Over the remainder of the period, growth in spending is consistent
with population growth plus inflation (except for components of program expenses
that are clearly linked with economic factors).

In December 2003 the Prime Minister launched the Expenditure Review

Committee (ERC) to undertake an extensive and rigorous review of all government
expenditures to ensure that government programs are better aligned with the priorities
of Canadians and that they are delivered in the most cost-eftective way.

The ERC will identify total cumulative savings of $12 billion by 2009-10 from
existing programs, which will be reallocated to fund new priorities. As in the
March 2004 budget, these savings are not built into the status quo projections.
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Program expense-to-GDP ratio
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B Program expenses as a per cent of GDP are 11.6 per cent in 2004-05, unchanged
from 2003-04.

B The ratio has declined significantly from the levels of the 1980s and early 1990s.
This is primarily attributable to the expenditure reduction measures implemented
in the 1995 and 1996 budgets, which structurally lowered program expenses.

In light of the recent First Ministers’ agreements on health, equalization
and Territorial Formula Financing, this ratio is expected to remain relatively
stable over the projection period.
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Financial management and accountability

B In the March 2004 budget, the Government announced five significant new initiatives
to strengthen financial management, oversight and accountability in departments and
agencies. These initiatives are being carried out under the leadership of the President
of the Treasury Board.

B On May 6, 2004, the Government announced the appointment of
Mr. Charles-Antoine St-Jean as the new Comptroller General for Canada. The
Comptroller General will provide overall leadership in ensuring that departments
comply with Treasury Board policies for strong expenditure control and rigorous
stewardship of public funds. The Comptroller General will review and sign oft on
policy proposals to ensure that expenditure plans are sound.

B Re-establishing the Office of the Comptroller General is a key part of the
Government’s effort to strengthen financial oversight across the federal government.
Some of the initiatives the Comptroller General has chosen to undertake include:

— Providing leadership to ensure appropriate frameworks, and policies and guidance
on controls, are available across the federal public service.

— Promoting transparency and openness of financial activity, including systems
for accounting, asset management and procurement.

— Building financial management and audit capacity to nurture and manage
professional development of the financial management and internal audit
communities, including establishing accreditation and certification standards
and advising on the modules of the public service learning curriculum.

B The Government is working on the appointment of professionally accredited
comptrollers to sign oft on all new spending initiatives in every
government department.

B The Government is also planning to introduce modern, real-time information systems
to track all spending and provide appropriate tools for eftective scrutiny and decision
making. As an example, a new Expenditure Management Information System will
integrate government-wide information and provide a common database for all
departments, agencies and the Treasury Board Secretariat. This will enable on-line
sharing of expenditure management and performance information. Information on
Government of Canada contracts for goods and services over $10,000, and on the
travel and hospitality expenses of political staff and senior Government of Canada
officials, 1s now available on-line.

B Finally, the Government has undertaken a review of governance rules for
Crown corporations. The results of the review will be released shortly.
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Highlights

This annex provides detailed information
on the translation of the five-year fiscal
projections provided by the private sector
forecasters from a National Accounts basis
to a Public Accounts basis.

The National Accounts and the Public Accounts
are the two key accounting frameworks that
provide measures of the Government of Canada’s
revenues and expenses.

Differences in the measures of the government
sector arise because the two accounting
frameworks are designed for different purposes:
the National Accounts monitor the state and
behaviour of the Canadian economy, whereas
the Public Accounts are a snapshot of the
Government’s finances at a point in time.

The Public Accounts of Canada provide detailed
information to Parliament on the Government’s
financial position, as required under the Financial
Administration Act. The Public Accounts follow
Generally Accepted Accounting Principles, as set
out by the Public Sector Accounting Board of the
Canadian Institute of Chartered Accountants.
Since 2002-03 the Public Accounts have been
presented on a full accrual basis of accounting.
Therefore revenues are recognized when they
are earned and obligations when they are incurred.

The System of National Accounts provides an
integrated framework for measuring economic
activity, including the activities of governments.

It is based on international accounting
conventions set out by the United Nations.

As a result, the National Accounts measure

of government financial positions provides a
consistent framework in which comparisons can
be made between the various levels of government
in Canada as well as between countries.
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National Accounts and Public Accounts budget balance
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B Differences in the National Accounts and Public Accounts frameworks reflect:

— Differences related to the universe covered by each system. The Public Accounts
include all departments, agencies, Crown corporations and funds, while the
government sector in the National Accounts is, in the main, a subset of this
universe based on ownership, control and funding criteria.

— Conceptual and definitional difterences related to the scope of each system.
For example, the Public Accounts include revenues related to capital gains, asset
sales and asset revaluations. The National Accounts record assets at market value
and record changes in the values as they occur on the Government’s balance sheet,
but the gains and losses are not recorded in income. On a Public Accounts basis,
they are recorded at the lower of the book or market value.

— Timing difterences related to the recording of various revenues and expenses.
In the Public Accounts, a liability for payments to arm’s-length organizations
such as foundations and trusts is made in the year in which it 1s incurred.

In the National Accounts, no obligation is recorded until the payment
is made to the ultimate recipient.

B Both measures provide important and complementary perspectives on the
Government’s fiscal position. Although the measures differ in their levels,
their trends are broadly similar.
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Table 4.1
Average Private Sector Projection of the Budget Balance
(National Accounts Basis)

Actual
2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 2009-10

(billions of dollars)

Income and outlay account

Income 200.5 208.2 216.2 226.4 236.5 2471 257.9

Outlays 198.2 200.8 207.6 214.7 221.1 2271 233.5

Savings 2.3 7.4 8.7 11.7 15.4 20.0 24.4
Capital and financial account

Capital cost allowance 3.7 3.8 3.8 4.0 4.1 4.2 4.4

Net transfer of capital 1.7 1.8 1.8 1.7 1.7 1.6 1.6

Capital formation -4.1 -4.7 -4.8 -4.9 -5.1 -5.3 -5.4

Total 1.4 0.9 0.8 0.8 0.6 0.6 0.6
Net lending 3.7 8.3 9.5 12.5 16.0 20.7 25.0
Reference

Budget balance

(Public Accounts basis) 9.1 12.8 9.5 11.6 15.2 20.3 25.3

B The National Accounts measure of the budget balance is net lending. This is the
difference between total government income (revenues) and outlays (expenses),
adjusted to reflect current expenses on capital as opposed to charges for depreciation.

B The following pages outline the adjustments required to translate each of the major
revenue and expense components from a National Accounts basis to a Public
Accounts basis.
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Table 4.2
Average Private Sector Projection of Budgetary Revenues
(National Accounts Basis)

Actual
2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 2009-10

(millions of dollars)

Personal income tax 88,938 90,385 96,198 102,516 109,114 116,164 123,453
Corporate income tax 29,942 33,623 34,103 35,110 35,275 35,117 35,269
Non-resident income tax 4,227 4,697 4,790 4,969 5,146 5,307 5,447
Employment insurance premiums 17,878 17,498 17,185 17,488 17,999 18,759 19,450
Goods and services tax 33,313 35,128 36,567 38,209 40,162 42,118 43,887
Customs import duties 2,943 2,840 2,939 3,108 3,243 3,440 3,518
Other excise taxes and duties 10,608 10,980 11,095 11,238 11,418 11,628 11,841
Investment income 7,060 7,201 7,465 7,681 7,905 8,170 8,450
Sales of goods and services

and other? 5,583 5,935 5,954 6,070 6,226 6,400 6,587
Total 200,492 208,236 216,245 226,389 236,489 247,101 257,902

1 Includes transfers from persons and transfers from other levels of government.

B The National Accounts provide a breakdown of revenue similar to that found
in the Public Accounts. In translating these revenues to a Public Accounts basis,
a number of adjustments are required. These include adjustments to reflect:

— More up-to-date data on a Public Accounts basis.

— The presentation of a number of revenue components in the Public Accounts
net of tax expenditures such as the Canada Child Tax Benefit (CCTB) and the
goods and services tax (GST) credit.

— Differences in the definition of the government sector in the two
accounting systems.

— The inclusion of certain revenues in the Public Accounts that are not accounted
for in the National Accounts, such as revenues from asset sales and the impact
of revaluations of financial assets.

B The following section provides a detailed account of these adjustments for each major
source of revenue.
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Translation of National Accounts into Public Accounts

Table 4.3
Average Private Sector Projection of Personal Income Tax Revenues

Actual Actual
2002-03 2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 2009-10

(millions of dollars)

Average private sector—

National Accounts 87,296 88,938 90,385 96,198 102,516 109,114 116,164 123,453
Reclassifications
CCTB -7,879  -8,141 -8,797 -9,325 -9,671 -9,811 -9,917 -10,023
Trust income and other
income tax 1,422 1,248 1,336 1,422 1,515 1,613 1,717 1,825
Interest and penalties -1,483  -1,756 -1,849 -1,955 -2,074 -2,191 -2,309 -2,429
OAS income-tested
repayments -642 -718 -760 -802 -844 -886 -928 -970
Non-resident tax -211 -162 -165 -175 -187 -199 -212 -225
GST employer rebate 116 120 122 130 138 147 157 167
Refundable tax credits -63 -71 -73 =77 -82 -88 -93 -99
Year-to-date collections
experience 3,350 3,665 3,799 4,044 4,305 4,575
Other 3,251 5,437 5,707 6,076 6,485 6,921 7,380 7,873
Net adjustments -5,589  -4,043 -1,128 -1,191 -919 -448 109 694

Average private sector—
Public Accounts 81,707 84,895 89,257 95,056 101,597 108,665 116,273 124,147

B Various reclassifications are required to translate the National Accounts projection
of personal income tax revenues to the accrual Public Accounts projection. The most
important of these is to deduct the value of the CCTB from National Accounts
revenues. In the Public Accounts, personal income tax revenues are presented net
of the CCTB. The CCTB projection is based on forecasts of population growth,
income profiles and the impact of measures to enhance the benefit announced in
past budgets.

B Other reclassifications involved in moving to the Public Accounts definition
of personal income tax revenues include:
— Adding tax revenues related to trust income.

— Deducting interest and penalties, which are counted in non-tax revenues
in the Public Accounts.

— Deducting Old Age Security (OAS) benefit repayments, which are netted against
OAS benefits in the Public Accounts.

— Deducting the non-resident withholding tax imposed on persons, which is shown
separately in the Public Accounts.

— Deducting personal refundable tax credits.
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B These adjustments are generally assumed to grow with National Accounts personal
income tax revenues over the planning period.

B Next, year-to-date collections experience is incorporated to ensure the projection
reflects the most up-to-date information available. Fiscal data through September 2004
suggest that personal income tax receipts will increase by about 5 per cent in 2004—-05.
The private sector projections were increased by $3.4 billion in 200405 to achieve
this growth. In future years, this adjustment is assumed to grow in line with the
personal income tax base. As a result, the growth in personal income tax revenues
in future years is consistent with the growth forecast by the private sector forecasters.

B Other adjustments are largely due to the fact that the latest National Accounts
estimates do not reflect the final year-end fiscal numbers found in the 2003—04
Public Accounts.
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Translation of National Accounts into Public Accounts

Table 4.4
Average Private Sector Projection of Corporate Income Tax Revenues

Actual Actual
2002-03 2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 2009-10

(millions of dollars)

Average private sector—

National Accounts 26,180 29,942 33,623 34,103 35,110 35,275 35,117 35,269
Reclassifications
Interest and penalties 111 -22 -283 -24 -24 -24 -24 -24
Refundable tax credits -355 -686 -770 -781 -804 -808 -804 -808
One-time factors 2,500
Other -3,714  -4,303 -4,804 -4,873 -5,017 -5,040 -5,018 -5,039
Net adjustment -3,958 -2,511  -5598 -5678 -5845 -5873 -5846 -5,872

Average private sector—
Public Accounts 22,222 27,431 28,025 28,426 29,265 29,403 29,270 29,397

B The main reclassifications involved in translating corporate income tax revenues
from a National Accounts to a Public Accounts basis are the deduction of the
corporate refundable tax credits, which are netted against revenues in the Public
Accounts, and the removal of interest and penalties, which are reported as other
non-tax revenues in the Public Accounts. These are projected to grow in line with
corporate income tax collections over the planning period.

B An adjustment is made for the one-time gain in corporate income tax receipts
from the financial services industry in 2003—04. This gain was related to downward
revaluations of U.S.-dollar-denominated liabilities as a result of the increase in the
value of the Canadian dollar. To reflect the one-time nature of these gains, the starting
point for the private sector projections is adjusted down by $2.5 billion.

B Remaining adjustments reflect the fact that corporate tax liabilities in the National
Accounts are based on a quarterly survey of corporate profits, while in the Public
Accounts they are based on assessed corporate income tax. This adjustment is
projected to grow in line with National Accounts corporate income tax revenues
over the planning period.
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Translation of National Accounts into Public Accounts

Table 4.5
Average Private Sector Projection of Non-Resident Withholding Tax
and Other Income Tax

Actual Actual
2002-03 2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 2009-10

(millions of dollars)

Average private sector—

National Accounts 4,364 4,227 4,697 4,790 4,969 5,146 5,307 5,447
Reclassifications
Trust income and other
income tax -1,422 -1,248 -1,336 -1,422 -1515 -1613 -1,717 -1,825
Non-resident tax 211 162 165 175 187 199 212 225
Other 138 1
Net adjustment -1,073 -1,085 -1,172 -1,247 -1,328 -1,414 -1,506 -1,600

Average private sector—
Public Accounts 3,291 3,142 3,625 3,643 3,641 3,732 3,801 3,847

B The main adjustment involved in translating the non-resident withholding tax from
a National Accounts to a Public Accounts basis is the removal of tax on trust income
included in the National Accounts estimate. This is included in personal income tax
revenues in the Public Accounts. Tax on trust income and other income tax are
projected to grow in line with National Accounts personal income tax revenues.
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Translation of National Accounts into Public Accounts

Table 4.6
Average Private Sector Projection of Goods and Services Tax Revenues
Actual Actual
2002-03 2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 2009-10
(millions of dollars)
Average private sector—
National Accounts 31,607 33,313 35,128 36,567 38,209 40,162 42,118 43,887
Reclassifications
GST credit -3,184 -3,281 -3,361 -3,429 -3,498 -3,569 -3,640 -3,714
GST employer rebate -116 -120 -122 -130 -138 -147 -157 -167
Year-to-date collections
experience -450 -468 -489 -514 -539 -562
Other -59  -1,626 -1,697 -1,767 -1,846 -1,940 -2,035 -2,120
Net adjustments -3,359 -5,027 -5630 -5,794 -5972 -6,171 -6,371 -6,563
Average private sector—
Public Accounts 28,248 28,286 29,498 30,773 32,237 33,991 35,747 37,324

B The key adjustment required to translate GST revenues from a National Accounts

to a Public Accounts basis is the subtraction of the GST credit from National Accounts
revenues. The National Accounts report GST receipts gross of the credit, while

the budgetary presentation in the Public Accounts is net of the credit. The GST

credit is projected on the basis of expected increases in population, income profiles
and benefits.

The average private sector projection of GST revenues is adjusted downward to reflect
GST collections experience in 2004-05. Over the remainder of the projection,
the adjustment grows in line with the consumption base.

Of the remaining adjustments, the most important involves replacing the accrual
adjustment contained in the National Accounts, which is based on a model of taxable
expenditures, with the Public Accounts accrual estimate based on assessed receipts,
rebates and refunds. This adjustment factor is projected to grow in line with
National Accounts GST revenues over the planning period.
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Translation of National Accounts into Public Accounts

Table 4.7
Average Private Sector Projection of Customs Import Duties

Actual Actual
2002-03 2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 2009-10

(millions of dollars)

Average private sector—
National Accounts 3,176 2,943 2,840 2,939 3,108 3,243 3,440 3,518

Adjustment 102 -56 -55 -57 -60 -63 -67 -68

Average private sector—
Public Accounts 3278 2,887 2,785 2,882 3,048 3,180 3,373 3,450

B The estimates of customs import duties are very similar under the two
accounting systems.

B The main adjustment required to move from a National Accounts basis to a Public
Accounts basis is to replace Statistics Canada’s accrual adjustment related to the timing
of receipts with the assessment-based accrual estimates contained in the Public
Accounts. This adjustment is assumed to grow in line with National Accounts customs
import duties over the planning period.
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Translation of National Accounts into Public Accounts

Table 4.8
Average Private Sector Projection of Other Excise Taxes and Duties

Actual Actual
2002-03 2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 2009-10

(millions of dollars)

Average private sector—
National Accounts 10,293 10,608 10,930 11,095 11,238 11,418 11,628 11,841

Adjustment 462 416 -440  -4B4  -471 461 -449 441

Average private sector—
Public Accounts 9,831 10,192 10,490 10,631 10,767 10,957 11,179 11,400

B The two key components of other excise taxes and duties are tobacco taxes
and motive fuel taxes. The estimates of these tax bases are similar in the
two accounting systems.

B The adjustment in translating other excise taxes and duties from a National Accounts
to a Public Accounts basis largely reflects the exclusion of an accrual adjustment made
in the Public Accounts accrual figures to reflect underlying taxes assessed.
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Translation of National Accounts into Public Accounts

Table 4.9

Average Private Sector Projection of Employment Insurance Premium Revenues

Actual

Actual

2002-03 2003-04

2004-05 2005-06 2006-07 2007-08 2008-09 2009-10

Average private sector—

(millions of dollars)

National Accounts 18,260 17,878 17,498 17,135 17,488 17,999 18,759 19,450
Reclassifications
Federal government

as employer -373 -355 -331 -331 -337 -347 -362 -375

Other -17 23 23 23 23 23 23 23

Net adjustments -390 -332 -308 -308 -314 -324 -339 -352
Average private sector—

Public Accounts 17,870 17,546 17,190 16,827 17,174 17,675 18,420 19,098

B Translating employment insurance (EI) premium revenues from a National Accounts
to a Public Accounts basis involves removing the premiums paid by the federal
government as an employer from the National Accounts estimate, as they are netted

out of both revenues and expenses on a Public Accounts basis.
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Translation of National Accounts into Public Accounts

Table 4.10
Average Private Sector Projection of Net Crown Corporation Revenues,
Foreign Exchange Revenues, and Return on Investments

Actual Actual
2002-03 2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 2009-10

(millions of dollars)

Average private sector—

National Accounts 6,922 7,060 7,201 7,465 7,681 7,905 8,170 8,450
Reclassifications
Agencies, funds and
foundations -694 -695 -698 -718 -739 -760 -782 -805
Interest on overdue accounts  -150 -127 -128 -131 -135 -139 -143 -147
Royalties -500 -553 -568 -579 -594 -610 -626 -642
Revaluations and
net gains/losses 289 264 -590
Crown corporations 1,375 2,266 1,859 1,314 1,356 1,401 1,448 1,499
Other 236 -835 -1,372 -1,175 -899 -735 -716 -685
Net adjustments 556 320 -1,497 -1,290 -1,011 -843 -819 -780

Average private sector—
Public Accounts 7,478 7,380 5,704 6,175 6,670 7,062 7,351 7,670

B The National Accounts concept of return on investments is considerably different
than the Public Accounts concept. The key difterences between the two are

highlighted here.

— First, the National Accounts include the interest earnings of a number of entities
that are not considered part of the Government of Canada for the purpose of the
Public Accounts, including interest earnings of trusts and foundations set up as
third parties.

— Second, royalties are included on a National Accounts basis as a return on the rental
of an asset, while on a Public Accounts basis royalties are included in sales of goods
and services.

— Third, revaluations (largely foreign exchange-related revaluations) and gains and
losses on sales are not included in current income on a National Accounts basis but
are included on a Public Accounts basis.

— Fourth, the National Accounts do not include the unremitted profits of enterprise
Crown corporations in current income, but these are included on a Public
Accounts basis.

— Fifth, other estimates reduce the projected growth in the Public Accounts estimate
in 2004-05, reflecting the impact of the forecast decline in short-term interest rates
on the return on the Government’s assets. This impact is diminished over time,
consistent with the expected increase in U.S. short-term interest rates and ongoing
growth in the stock of Canada Student Loans.
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Translation of National Accounts into Public Accounts

Table 4.11
Average Private Sector Projection of Sales of Goods and Services
and Other Non-Tax Revenues

Actual Actual
2002-03 2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 2009-10

(millions of dollars)

Average private sector—

National Accounts 5377 5583 5935 5954 6,070 6,226 6,400 6,587
Reclassifications
External revenue netted
against expenditures -3,020 -3,076 -3,141 -3,151 -3,212 -3,295 -3,387 -3,486
Interest and penalties 1,781 1,974 2,078 2,196 2,328 2,458 2,590 2,722
Petro-Canada - - 2,562 - - - - -
Royalties 500 553 716 715 739 946 903 918
Youth Allowance Recovery -518 -595 -590 -611 -647 -687 -728 -781
Subtotal -1,257  -1,144 1,626 -851 -791 -578 -622 -627
Other -213 10 11 11 11 11 11 12
Net adjustments -1,470  -1,134 1,636 -840 -781 -567 -610 -615

Average private sector—
Public Accounts 3,907 4,449 7,571 5,114 5,289 5,659 5,789 5972

B In the Public Accounts, departmental revenues that are levied for specific services,
such as contract costs of policing services in provinces, are netted against expenses,
whereas in the National Accounts they are presented on a gross basis.

B Interest and penalties related to overdue taxes must be added as these are included
in other non-tax revenues in the Public Accounts, but classified with their respective
revenues in the National Accounts. These revenues are forecast to grow with either
the corresponding tax base or tax revenues.

B In addition, revenues from the sale of the Government’s remaining shares
in Petro-Canada are not included in the National Accounts and thus must be

added in 2004-05.

B Royalties are added to the National Accounts estimate as these are included in the
Public Accounts sales.

B The Youth Allowance Recovery (YAR) must be deducted from the National
Accounts revenues as the YAR 1is presented on a net basis in the Public Accounts.
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Table 4.12
Average Private Sector Projection of Federal Government Expenses
(National Accounts Basis)

Actual
2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 2009-10

(millions of dollars)

Federal government expenses

Goods and services 49,585 52,494 54,678 55,778 57,5603 59,304 61,146
Current transfers
To persons
OAS benefits 27,277 28,211 29,333 30,483 31,727 33,133 34,615
El benefits 13,483 13,311 13,478 13,912 14,347 15,063 15,650
CCTB 8,141 8,797 9,325 9,671 9,811 9,917 10,023
GST credit 3,281 3,361 3,429 3,498 3,569 3,640 3,714
Other 11,436 12,538 13,483 14,031 14,462 14,876 15,345
To business 4,732 4,193 4,287 4,442 4,547 4,617 4,697
To non-residents 3,324 3,590 3,877 4,187 4,522 4,884 5,275

To other levels of government
Federal transfer support
for health and other

social programs 22,678 21,394 21,956 23,435 24,848 25,853 26,946
Equalization 10,104 9,865 9,510 9,510 9,510 9,510 9,510

Other 9,482 9,576 9,458 9,769 9,888 10,104 10,351

Interest on public debt 34,640 33,469 34,765 35945 36,345 36,153 36,195
Total outlays 198,163 200,799 207,580 214,660 221,078 227,054 233,467

B The National Accounts concept of total outlays corresponds to the Public Accounts
expenses, including public debt charges. The National Accounts include all major
transfers to persons, such as OAS and EI benefits, as well as other transfers to persons,
such as programs supporting research and students and transfers to Aboriginal peoples
and organizations. The National Accounts also include the CCTB and the GST credit
as transfers to persons.

B Transfers to other levels of government, including transfers in support of health care
and equalization, are part of National Accounts total outlays. Other transfers to other
levels of government include transfers in support of labour training and infrastructure.

B DBusiness subsidies, transfers to non-residents and interest on the public debt are also
part of National Accounts total outlays.
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Translation of National Accounts into Public Accounts

Table 4.13
Average Private Sector Projection of Elderly Benefits

Actual Actual
2002-03 2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 2009-10

(millions of dollars)

Average private sector—
National Accounts 25,955 27,277 28,211 29,333 30,483 31,727 33,133 34,615

Reclassifications
Payments to non-residents 330 343 352 362 372 382 391 401
Income-tested repayments -642 -718 -760 -802 -844 -886 -928 -970

Subtotal -312 -375 -409 -440 -472 -504 -537 -569
Other 49
Net difference -263 -375 -409 -440 -472 -504 -537 -569

Average private sector—
Public Accounts 25,692 26,902 27,802 28,893 30,011 31,222 32,596 34,046

B Translating elderly benefits from a National Accounts to a Public Accounts basis
involves adding OAS payments to non-residents to the National Accounts estimates.
In the National Accounts these are treated as transfers to non-residents.

B The impact of income testing OAS payments for pensioners with an individual net
income above $59,790, which is done through the tax system at tax filing time,
is not included in total OAS payments on a National Accounts basis. This impact
is reflected in a reduction of personal income taxes on a National Accounts basis.
On a Public Accounts basis, OAS payments are reported net of the impact of
income testing.
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Translation of National Accounts into Public Accounts

Table 4.14
Average Private Sector Projection of Employment Insurance Benefits

Actual Actual
2002-03 2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 2009-10

(millions of dollars)

Average private sector—

National Accounts 12,830 13,483 13,311 13,478 13,912 14,347 15,063 15,650
Reclassifications

Employment benefits and

support measures 855 749 873 884 912 941 988 1,026

El transfers to provinces 893 894 895 906 935 965 1,013 1,052

1,648 1,528 1,668 1,690 1,744 1,800 1,891 1,961

Other -82 -67 -67 -67 -70 -72 -75 -78

Net adjustments 1,666 1,575 1,701 1,703 1,777 1,834 1,925 2,000

Average private sector—
Public Accounts 14,496 15,058 15,012 15201 15,689 16,182 16,988 17,650

B Translating employment benefits from a National Accounts basis to a Public Accounts
basis requires the following two adjustments.

— The National Accounts estimate includes only those employment benefit and
support measures (EBSMs) that the System of National Accounts considers to
be direct transfers to persons, which represent about one-third of total EBSM
spending. In the National Accounts the other two-thirds of the cost of EBSMs is
attributed to the respective recipients (e.g., businesses, other levels of government),
while all EBSM spending is included in the Public Accounts estimate.

— The cost of transfers to provinces funded out of the EI program are included as
transfers to provinces in the National Accounts. These need to be included in
translating to a Public Accounts basis.
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Translation of National Accounts into Public Accounts

Table 4.15
Average Private Sector Projection of Federal Transfer Support for Health
and Other Social Programs

Actual Actual
2002-03 2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 2009-10

(millions of dollars)

Average private sector—
National Accounts 16,252 22,678 21,394 21,956 23,435 24,848 25,853 26,946

Reclassifications
Alternative Payments for

Standing Programs 2,321 2,700 2,668 2,765 2,929 3,111 3,296 3,635

Accrual adjustments

Medical Equipment

Trust Fund 1,500 -1,500
2002-03 CHST supplement 2,500 -2,484
2003-04 CHST supplement 1,393 -1,393
Public Health and
Immunization Trust 400 -400
Subtotal 4,000 -2,191 -1,793
Other 27 -446 -219 4 36 91 101 69
Net adjustments 4,848 63 656 2,769 2,965 3,202 3,397 3,604
Average private sector—
Public Accounts 22,600 22,741 22,050 24,725 26,400 28,050 29,250 30,550

H F

or 2002-03 and 2003—04 transfers to other levels of government on a National

Accounts basis include the Canada Health and Social Transter (CHST) as well as
transfers to the Medical Equipment Trust Fund and the Public Health and

Immunization Trust. Starting in 2004—05 the new Canada Health Transfer and
Canada Social Transfer replace the CHST.

B In order to move from the National Accounts projection to the Public Accounts
projection, the following adjustments must be made:

Amounts for Alternative Payments for Standing Programs must be added
to the National Accounts projection, since the National Accounts nets this amount
oft of the CHST.

Numerous timing adjustments are required since the National Accounts record
the expenditures when the payments are actually made to the trust funds, whereas
the Public Accounts record when the liability for these amounts is incurred. These
timing differences between the accounts arise due to payments made for the
Medical Equipment Trust Fund, CHST supplements and the Public Health and
Immunization Trust.

Differences may also arise between these series because the latest National
Accounts do not reflect the final year-end fiscal numbers found in the 2003—-04
Public Accounts.
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Translation of National Accounts into Public Accounts

Table 4.16
Average Private Sector Projection of Fiscal Transfers
Actual Actual
2002-03 2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 2009-10
(millions of dollars)
Average private sector—
National Accounts 10,484 10,104 9,865 9,510 9,510 9,510 9,510 9,510
Reclassifications
Territorial Formula Financing 1,504 1,792 1,800 1,800 1,800 1,800 1,800 1,800
Statutory subsidies 31 32 32 32 32 32 32 32
Youth Allowance Recovery -518 -595 -590 -611 -647 -687 -728 -781
Subtotal 1,017 1,229 1,242 1,221 1,185 1,145 1,104 1,051
Accrual adjustments
Provision for valuation -1,401  -2,009 -355
Other 266 27
Net adjustments -118 -753 8387 1,221 1,185 1,145 1,104 1,051
Average private sector—
Public Accounts 10,366 9,351 10,752 10,731 10,695 10,655 10,614 10,561

B Fiscal transfers on a National Accounts basis consist of equalization. To translate
this to the Public Accounts basis requires adding amounts for Territorial Formula

Financing, Youth Allowance Recoveries and statutory subsidies.

B Accrual adjustments are required since the National Accounts reflect equalization cash

payments, whereas the Public Accounts reflect equalization entitlements.

B Other adjustments reflect the fact that the National Accounts do not include the final

year-end fiscal numbers.



108 The Economic and Fiscal Update

Translation of National Accounts into Public Accounts

Table 4.17
Average Private Sector Projection of Direct Program Spending

Actual Actual
2002-03 2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 2009-10

(millions of dollars)

Other program spending
Current expenses on goods
and services 46,206 49,585 52,494 54,678 55,778 57,503 59,304 61,146
Other programs
Other transfers to persons 11,284 11,436 12,538 13,484 14,031 14,462 14,877 15,345
Subsidies 3,501 4,732 4198 4,287 4,442 4547 4,617 4,697
Transfers to non-residents 3,052 3,324 3590 3,877 4,187 4522 4,884 5275
Other transfers to other levels
of government 8,466 9,482 9,576 9,458 9,769 9,888 10,104 10,351
Spending included in the capital
and financial account

Capital cost allowance -3,654 -3,718 -3,757 -3,832 -3,954 -4,078 -4,228 -4,368

Net transfer of capital -1,5610 -1,743 -1,785 -1,756 -1,717 -1,677 -1,636 -1,593

Capital formation 3,604 4,106 4,665 4,786 4,915 5123 5,259 5,400
National Accounts—other

program spending 70,949 77,204 81,513 84,982 87,450 90,289 93,181 96,254

Reclassifications and other
adjustments
Elderly payments to non-residents -330 -344 -352 -362 -372 -382 -391 -401
Employment support benefits ~ -1,748 -1,643 -1,770 -1,764 -1,763 -1,769 -1,769 -1,769
Federal government

El contributions -373 -355 -331 -331 -337 -347 -362 -375
Veterans’ benefits -1,636 -1,708 -1,681 -1,715 -1,749 -1,784 -1,820 -1,856
Territorial Formula Financing -1,5117 -1,702 -1,800 -1,800 -1,800 -1,800 -1,800 -1,800
Statutory subsidies -31 -32 -32 -32 -32 -32 -32 -32
External revenue netted

against expenditures -3,020 -3,076 -3,141 -3,151 -3,212 -3,295 -3,387 -3,486
Consolidated Crown

corporation expenses -1,557  -1,201  -1,237 -1,274 -1,312 -1,352 -1,392 -1,434
Refundable tax credits -418 -757 -843 -858 -886 -896 -898 -907
Bad debt expense 1,563 2,525 2,677 2,766 2,985 3,136 3,145 3,207
Federal employee pensions 1,215 2,014 2,365 2,767 3,162 3,928 4,114 4,133
Amortization of tangible capital

assets 3,341 3,502 3,670 3,757 4,031 4,224 4,427 4,540
Non-financial capital acquisition -3,604 -4,106 -4,665 -4,786 -4,915 -5123 -5259 -5400
Other -80 -318 -763 -964 0 0 0 0

Net adjustments -8,189 -7,201 -7,903 -7,747 -6,202 -5,491 -5,424 -5,581

Public Accounts—direct
program spending 62,760 70,003 73,611 77,235 81,248 84,799 87,758 90,673
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Direct program spending in the National Accounts consists of federal government
expenses on goods and services, other transfers to persons and other transfers to other
levels of government, as well as transfers to business and non-residents (see Table 4.12
for details). Also included are components for capital to put other program spending
on a consistent basis with the concept of net lending.

A number of adjustments are needed to reflect difterences in the universe of programs
included in the National Accounts and the Public Accounts.

Payments of elderly benefits and EI employment support benefits to non-residents
are deducted from the National Accounts estimates because these are included in
the Public Accounts estimates of OAS benefits and EI benefits respectively.

The federal government’s payment of EI premiums as an employer are deducted
from the National Accounts estimates.

Veterans’ benefits are deducted from the National Accounts estimate of direct
program spending because, on a Public Accounts basis, the cost of providing
veterans’ benefits is accounted for as an interest charge on the liability.

Spending on Territorial Formula Financing and statutory subsidies is deducted from
the National Accounts estimate as these are included in transfers to other levels of
government on a Public Accounts basis.

Departmental revenues that are levied for specific services are deducted from
the National Accounts estimate because these are netted against expenses in the
Public Accounts.

The expenditures of Crown corporations in the National Accounts are also
presented on a gross basis. Therefore an adjustment 1s required in translating these
to the Public Accounts, in which the expenses of consolidated Crown corporation
expenses are presented net of revenues generated by these corporations.

The value of refundable tax credits is deducted from the National Accounts estimate
of direct program spending, as these are netted against the applicable tax revenues in
the Public Accounts.

An amount must also be added to the National Accounts estimate to reflect the
liability recognized in the Public Accounts for debt in arrears that the Government
does not expect to collect.

An adjustment is required to align the estimate of the federal public sector pensions
included in the National Accounts with the actual cost of the pensions recorded in
the Public Accounts.

Similarly, an adjustment is required to account for differences in the depreciation
costs included in the two accounting systems, which stem from differences in
estimates of the capital stock of the federal government.

Other adjustments arise in large measure because the latest National Accounts
do not reflect the final year-end fiscal numbers found in the 2003—04 Public
Accounts and the estimate of direct program spending for 200405 and 2005-06
in the 2004 budget.



110

The Economic and Fiscal Update

Table 4.18

Average Private Sector Projection of Public Debt Charges

Actual

Actual

2002-03 2003-04

2004-05 2005-06 2006-07 2007-08 2008-09 2009-10

Average private sector—

(millions of dollars)

National Accounts 36,296 34,640 33,469 34,765 35,945 36,345 36,153 36,195
Reclassifications
Capital lease obligations 146 156 140 140 140 140 140 140
Servicing cost and costs of
issuing new borrowings 119 91 117 117 117 117 117 117
Timing of payments/accrual
adjustments
Pension interest adjustment -1,687 -1,519 -1,659 -1,678 -1,801 -1,930 -2,074 -2,087
Other employee and
veterans’ benefits 2,240 2,309 2,408 2,451 2,483 2,513 2,542 2,604
Other 156 92 92 92 92 92 92 92
Net adjustments 974 1,129 1,198 1,122 1,031 932 817 866
Average private sector—
Public Accounts 37,270 35,769 34,667 35,887 36,976 37,277 36,970 37,061

B Two major accrual adjustments are made to the National Accounts in order

to reconcile the two projections:

— First, the National Accounts estimate of interest on pension liabilities is adjusted to
incorporate returns on pension fund assets and the interest on the average actuarial

obligation.

— Second, the National Accounts record payments for employee benefits,
post-employment benefits and veterans’ pensions in other program spending,
whereas for the Public Accounts, public debt charges include the interest on

liabilities for these programs.

B Other adjustments arise between these series because the latest National Accounts
do not reflect the final year-end fiscal numbers found in the 2003—04 Public Accounts.
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