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Budget 2006—Focusing on Priorities

Introduction

Budget 2006 is about focusing on priorities. It delivers real results
for people in a focused and fiscally responsible way.

As the measures outlined in this plan make clear, this budget
makes federal spending more transparent, accountable and
disciplined, while creating greater opportunity for Canadians,
investing in our families and communities, and making our streets
safer and our borders more secure.

It also delivers more tax relief than the last four federal budgets
combined—putting more than twice as much into tax relief than
new spending.

Budget 2006 also provides a framework for discussion to restore
fiscal balance in Canada, based on fundamental principles all
Canadians can support.

By addressing clear priorities in accountability, opportunity,
families and communities, and security—while laying the foundation
for budgets to come—Budget 2006 charts a new course for building
a better Canada.
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Highlights

Economic Developments and Prospects

v

v

10

The Canadian economy recorded solid growth in 2005, largely
supported by healthy increases in final domestic demand.

Looking ahead, forecasters expect slightly stronger near-term
growth than estimated at the time of the November 2005
Economic and Fiscal Update.

Private sector forecasters have raised their forecasts for gross
domestic product (GDP) inflation in 2006, largely because of
unexpectedly strong growth in commodity prices in late 2005.
As a result, the forecast level of nominal GDP in 2006 and 2007
is now over $20 billion higher than projected at the time of

the Update.

The risks to the Canadian economic outlook remain largely
external, and include uncertainty about commodity prices, the
risk of a sudden correction in U.S. house prices, and the risk
that the Canadian dollar may appreciate further in response to
adjustments to global imbalances.
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Building a Better Canada
Accountability

A core priority of the Government is to improve the accountability
and transparency of government operations to Canadians. The
Federal Accountability Action Plan, released on April 11, introduced
a wide-ranging set of reforms, including establishing the position

of a Parliamentary Budget Officer and a commitment to provide
quarterly updates of the fiscal outlook for the current fiscal year.

Budget 2006 announces a more transparent framework for budget
planning, consisting of the following elements:

v The Government will make decisions in the budget over a
two-year planning horizon. Measures will be introduced when
they are affordable and ready to be implemented.

v The Government will restrain the rate of spending growth.
The Government will introduce a new approach to managing
overall spending to ensure that government programs focus
on results and value for money, and are consistent with
government priorities and responsibilities. The President of the
Treasury Board will identify savings of $1 billion in 2006-07
and 2007-08.

v The Government will plan on reducing the federal debt by
$3 billion annually. The Government is advancing by one year,
to 2013-14, the goal of lowering the debt-to-GDP ratio to
25 per cent.

v The Government will examine the possibility of allocating a
portion of any surplus at year-end larger than $3 billion to the
Canada Pension Plan and Quebec Pension Plan, in order to
make them more equitable for young Canadians and improve
economic competitiveness.

v Financial reporting will be improved, in keeping with
recommendations from the Auditor General of Canada.

11
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Opportunity

v/ This budget proposes comprehensive tax relief for individuals,
valued at almost $20 billion over the next two years—more than
the last four budgets combined.

— As a result, about 655,000 low-income Canadians will be
removed from the tax rolls altogether.

v Overall, this budget delivers more than twice as much tax relief
as new spending.

v The goods and services tax (GST) will be reduced by
1 percentage point as of July 1, 2006.

¢ In addition to reducing the GST, Budget 2006 proposes to
reduce personal income taxes for all taxpayers through:

— The new Canada Employment Credit—a tax credit on
employment income of up to $500, eftective July 1, 2006, to
help working Canadians. The eligible amount will double to
$1,000 as of January 1, 2007.

— A permanent legislated reduction in the lowest tax rate to
15.5 per cent from 16 per cent as of July 1, 2006. The budget
also confirms that the lowest tax rate will be 15 per cent from
January 1, 2005 until June 30, 2006.

— Increases in the basic personal amount—the amount that all
Canadians can earn without paying federal income tax—above

its currently legislated level for 2005, 2006 and 2007.

— As a result of these personal income tax and GST reductions,
families earning between $15,000 and $30,000 a year will be
better oft by almost $300 in 2007. Families earning between
$45,000 and $60,000 will save almost $650.

12
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v To create an environment for jobs and growth, Budget 2006
proposes to make Canada’s tax system more internationally
competitive by:

— Reducing the general corporate income tax rate to 19 per cent
from 21 per cent by 2010.

— Eliminating the corporate surtax for all corporations as of
January 1, 2008.

— Eliminating the federal capital tax as of January 1, 20006,
two years ahead of schedule.

v To support the growth of small business, Budget 2006
proposes to:

— Increase the amount of small business income eligible for
the 12-per-cent tax rate to $400,000 from $300,000 as of
January 1, 2007.

— Reduce the 12-per-cent tax rate applying to qualitying small
business income to 11.5 per cent in 2008 and 11 per cent
in 2009.

v Budget 2006 takes action in support of a more skilled and
educated workforce by proposing;:

— A new tax credit of up to $2,000 for employers who hire
apprentices.

— A new $1,000 grant for first- and second-year apprentices.

— A new $500 tax deduction for tradespeople for costs in excess
of $1,000 for tools they must acquire as a condition of
employment. Also, the $200 limit on the cost of tools eligible
for the 100-per-cent capital cost allowance will be increased
to $500.

— A new tax credit for the cost of textbooks, which will provide
a tax reduction of about $80 per year for a typical full-time
post-secondary student.

— The elimination of the current $3,000 limit on the amount of
scholarship, bursary and fellowship income a post-secondary
student can receive without paying federal income tax.

— Confirming up to $1 billion to provinces and territories to
support urgent investments in post-secondary education
infrastructure.

13
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— Expanded eligibility for Canada Student Loans through a

reduction in the expected parental contribution, starting in
August 2007.

Budget 2006 affirms this government’s strong commitment to
agriculture by providing an additional $2 billion over two years
to the farming sector.

— $1.5 billion will be provided this year. This includes
$500 million for farm support, plus a one-time investment of
$1 billion to assist farmers in the transition to more effective
programming for farm income stabilization and disaster relief.

Budget 2006 provides $400 million over two years to combat
the pine beetle infestation, strengthen the long-term
competitiveness of the forestry sector and support

worker adjustment.

Looking forward, the Government will develop a broad-based
agenda to promote a more competitive, productive Canada.
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Families and Communities

Budget 2006 provides $5.2 billion over two years in increased
support for Canadians and their families.

Canada’s Universal Child Care Plan

v $3.7 billion over two years for the Universal Child Care Benefit
(UCCB), which will provide all families with $100 per month

for each child under age 6. The UCCB will not affect federal
income-tested benefits and will be provided as of July 1, 2006.

v $250 million to support the creation of new child care spaces.
The goal is to create 25,000 additional spaces each year.

Other Family Measures

v A children’s fitness tax credit for up to $500 in eligible fees
for physical fitness programs for each child under age 16.

v Assistance for persons with disabilities will be enhanced by:

— Increasing the maximum annual Child Disability Benefit
(CDB) to $2,300 from $2,044, effective July 2006.

— Extending eligibility for the CDB to middle- and higher-
income families caring for a child who is eligible for the
disability tax credit, effective July 2006.

— Boosting the maximum amount of the refundable medical
expense supplement to $1,000 from $767, effective 2006.

v/ $52 million per year for the Canadian Strategy for
Cancer Control.

v Increasing to $2,000 the maximum amount eligible for the
pension income credit, effective 2006. This will benefit nearly
2.7 million taxpayers with pension income and will remove
approximately 85,000 pensioners from the tax rolls.

15
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Budget 2006 provides almost $3 billion over two years to help
make our communities better places to live.

Immigration Measures
v Reducing the Right of Permanent Residence Fee from $975 to
$490, effective immediately.

v Increasing immigration settlement funding by $307 million and
taking steps towards the establishment of a Canadian agency for
the assessment and recognition of foreign credentials.

Affordable Housing

v Confirming up to $800 million to provinces and territories to
address immediate pressures in atfordable housing.

Aboriginal Communities

v $450 million for improving water supply and housing on reserve,
education outcomes, and socio-economic conditions for
Aboriginal women, children and families.

v Confirming up to $300 million to provinces to address immediate
pressures in off-reserve Aboriginal housing, and up to
$300 million to territories for atfordable housing in the North.

Environment
v A tax credit for the purchase of monthly public transit passes,
effective July 1, 2006.

v Accelerating the capital cost allowance for forestry bioenergy.

Infrastructure

v $5.5 billion over four years for a new Highways and Border
Infrastructure Fund, Canada’s Pacific Gateway Initiative, the
Canada Strategic Infrastructure Fund, the Municipal Rural
Infrastructure Fund and a Public Transit Capital Trust.

16
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Other Measures

v Exempting donations of publicly listed securities to public
charities from capital gains tax, effective immediately.

v Exempting donations of ecologically sensitive land made
under the Ecogift program from capital gains tax, also
effective immediately.

v $50 million to the Canada Council for the Arts.

v Providing temporary solvency funding relief to help re-establish
full funding of federally regulated defined benefit pension
plans in an orderly fashion, with safeguards for promised
pension benefits.

17



"\ The Budget Plan 2006

Security

Budget 2006 provides $1.4 billion over two years to protect
Canadian families and communities, to secure our borders and

to increase our preparedness to address public health threats.

Over the same period, this budget provides $73 million to better
secure our financial system. The Government is also committed to
strengthening Canada’s role in the world by investing an additional
$1.1 billion over two years in Canada’s armed forces and by working
to ensure the effectiveness of international assistance.

Cracking Down on Crime

v $161 million for 1,000 more RCMP officers and federal
prosecutors to focus on such law-enforcement priorities as drugs,
corruption and border security (including gun smuggling).

v $37 million for the RCMP to expand its National Training
Academy (Depot) to accommodate these new officers and build
the capacity to train more officers in the future.

v Set aside funds to expand Canada’s correctional facilities to
house the expected increase in inmates as a result of changes
in sentencing rules.

v $20 million for communities to prevent youth crime with a focus
on guns, gangs and drugs.

v $26 million to give victims a more effective voice in the federal
corrections and justice system, and to give victims greater access
to services (such as travel to appear at parole hearings).

Securing Safe and Open Borders
¢ $101 million to begin arming border officers and eliminating
“work-alone” posts.

v $303 million to implement a border strategy to promote the
movement of low-risk trade and travellers within North America
while protecting Canadians from security threats.

18
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Preparing for Emergencies
v $460 million ($1 billion over five years) to further improve
Canada’s pandemic preparedness.

¢ $19 million per year to Public Safety and Emergency
Preparedness Canada to enhance our capacity to deal with
catastrophes and emergencies.

Transportation Security
¢ $133 million to support Canadian Air Transport Security
Authority operations.

v $95 million for new measures to enhance the security
of passenger rail and urban transit.

Strengthening Canada’s Role in the World

v $1.1 billion ($5.3 billion over five years) to strengthen
the Canadian Forces’ capacity to defend our national sovereignty
and security.

v Up to $320 million in 2005-06 to fight polio, tuberculosis,
malaria and HIV/AIDS and to help low-income countries cope
with natural disasters or sharp rises in commodity prices.

Enhancing Security in the Financial System

v $64 million to enhance Canada’s anti-money laundering and
anti-terrorist financing regime.

¢ $9 million to fund integrated enforcement teams to combat
currency counterfeiting.

19
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Restoring Fiscal Balance in Canada

In Budget 2006, the Government is committing to take immediate
action to restore fiscal balance. This government will address
concerns over fiscal imbalance through:

v Implementation of the 10-Year Plan to Strengthen Health Care.

v A Patient Wait Times Guarantee for medically necessary services,
developed with provincial and territorial governments.

v Certainty for equalization and Territorial Formula Financing
payments for 2006-07 through reliance on more current
economic and fiscal data, as well as one-time adjustments of
$255.4 million to offset declines.

v Additional funding of up to $3.3 billion for provinces and
territories to help address immediate pressures in post-secondary
education, affordable housing (including Northern and oft-
reserve Aboriginal housing) and public transit, contingent on
sufficient funds being available from the 2005-06 surplus.

v A commitment to work with provinces and territories toward
a common securities regulator.

The Government is also committing to further action over the
next year, working toward more open, transparent and collaborative
fiscal relations in Canada. It proposes:

v A principle-based framework on fiscal arrangements, outlined
in the companion document Restoring Fiscal Balance in Canada,
which will lead to:

— A new approach for allocating unplanned federal surpluses.

— Renewed, transparent and principle-based Equalization and
Territorial Formula Financing programs.

— A new approach to long-term and predictable support for
post-secondary education and training.

— A new framework for long-term funding support for
infrastructure programs.

The Government is looking forward to a rich dialogue on fiscal
relations, engaging Canadians, provincial and territorial
governments, academics and experts, concluding with further action
to improve fiscal relations in Canada.

20
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Fiscal Outlook
v For 2005-06, the federal surplus is currently estimated at

$8 billion, based on monthly financial information through
February 2006. The final result will reflect developments in
March and year-end accrual adjustments.

Starting this fiscal year, the Government is planning on achieving
annual debt reduction of $3 billion.

The Government is directing higher than expected surpluses over
the planning period to the priorities of Canadians, largely to
reducing taxes. As a result, revenues as a share of gross domestic
product (GDP) are projected to decline from 16.4 per cent in
2004-05 to 15.5 per cent in 2007-08.

The Government is committed to reducing growth in spending
to a rate that is sustainable. Program expenses as a share of GDP
are projected to decline from 13.7 per cent in 2004-05 to

13.0 per cent in 2007-08.

The debt-to-GDP ratio is projected to fall to 31.7 per cent by
2007-08, on track to meet the new medium-term objective of
reducing the debt-to-GDP ratio to 25 per cent by 2013-14.

21



"\ The Budget Plan 2006

Table 1.1
Summary Statement of Transactions
(Including May 2006 Budget Measures)

Actual’ Estimate Projection
2004-05 2005-06  2006-07  2007-08
(billions of dollars)
Budgetary revenues 211.9 220.9 2271 235.8
Program expenses 176.3 179.2 188.8 196.5
Public debt charges 34.1 33.7 34.8 34.8
Total expenses 210.5 212.9 223.6 231.4
Planned debt reduction 1.5 8.0 3.0 3.0
Remaining surplus 0.6 1.4
Federal debt 494.4 486.4 483.4 480.4
Per cent of GDP
Budgetary revenues 16.4 16.1 15.7 15.5
Program expenses 13.7 13.1 13.0 13.0
Public debt charges 2.6 2.5 2.4 2.3
Total expenses 16.3 15.6 15.4 15.2
Debt reduction 0.1 0.6 0.2 0.2
Federal debt 38.3 35.5 33.3 31.7
Nominal GDP (billions of dollars,
calendar year) 1,290 1,369 1,451 1,517

Note: Totals may not add due to rounding.
1 Revised to reflect the impact of consolidating foundations.

22
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Table 1.2
Budget 2006 New Initiatives
2005-06  2006-07  2007-08  Total
(millions of dollars)
Accountability 57 60 117
Opportunity
Reducing the GST rate to 6 per cent 3,620 5,170 8,690
Other tax relief for all Canadians 4,965 3,640 3,685 12,290
Creating jobs and growing
Canada’s economy 1,405 735 2,140
Promoting education, training and research 575 665 1,240
Support for opportunity in primary
economic sectors 755 1,700 700 3,155
Other actions to support opportunity 3 3 6
Subtotal 5,720 10,843 10,958 27,521
Families and communities
Families
Canada’s Universal Child Care Plan 1,610 2,335 3,945
Other family measures 632 672 1,304
Subtotal 2,242 3,007 5,249
Communities
Immigration measures 251 298 549
Aboriginal communities 150 300 450
Environment 160 240 400
Infrastructure 464 925 1,389
Other community measures 75 85 160
Subtotal 1,100 1,848 2,948
Subtotal 3,342 4,855 8,197
Security
Protecting Canadian families
and communities 193 331 524
Securing our borders 188 216 404
Defence 401 725 1,126
Pandemic preparedness 170 290 460
Financial security 40 33 73
Subtotal 992 1,596 2,588
Equalization and Territorial
Formula Financing 255 255
Expenditure reallocations (1,200) (2,420)  (3,620)
Total net budget 2006 initiatives 5,720 14,290 15,049 35,058

Note: This table does not include initiatives announced before the November 2005 Economic and

Fiscal Update and confirmed by the Government.

23



2

ECONOMIC DEVELOPMENTS
AND PROSPECTS
MM
>

s,
.

e




"\ The Budget Plan 2006

Highlights

v

v

The Canadian economy recorded solid growth in 2005, largely
supported by healthy increases in final domestic demand.

Looking ahead, forecasters expect slightly stronger near-term
growth than estimated at the time of the November 2005
Economic and Fiscal Update.

Private sector forecasters have raised their forecasts for gross
domestic product (GDP) inflation in 2006, largely because of
unexpectedly strong growth in commodity prices in late 2005.
As a result, the forecast level of nominal GDP in 2006 and 2007
is now over $20 billion higher than projected at the time of

the Update.

The risks to the Canadian economic outlook remain largely
external, and include uncertainty about commodity prices, the
risk of a sudden correction in U.S. house prices, and the risk
that the Canadian dollar may appreciate further in response to
adjustments to global imbalances.

Note: This chapter incorporates data available up to April 26, 2006. Figures in this chapter
are at annual rates unless otherwise noted.
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Introduction

This chapter reviews recent economic developments and prospects. It establishes
the economic-planning assumptions that underlie the Government’s budget
plan and presents an assessment of risks and uncertainties associated with
the economic outlook.

The Canadian economy recorded solid growth in 2005, largely supported
by healthy increases in final domestic demand. Strong global growth in 2005
and rising demand for Canadian commodities contributed to a mid-year
recovery in exports as the Canadian economy adjusted to past appreciations
of the dollar.

Looking ahead, forecasters expect slightly stronger growth in 2006 than
estimated at the time of the November 2005 Economic and Fiscal Update
due to stronger than anticipated growth in the second half of 2005. The
risks to the Canadian economic outlook remain largely external.

External Environment

Despite continued high oil prices, the global economic expansion maintained
its momentum in 2005 and is expected to remain broadly on track over

the near term. U.S. growth is expected to slow but continue to be strong.
Growth in Japan and Europe is firming, and there is growing optimism that
the improvement is sustainable. Overall, the International Monetary Fund
(IMF) forecasts world real GDP growth (calculated at market exchange
rates) of 3.6 per cent in 2006 and 3.4 per cent in 2007 (Table 2.1).

Table 2.1
Global Outlook for Real GDP Growth

2004 2005 2006 2007

(per cent)

World 4.0 3.4 3.6 3.4
Japan 2.3 2.7 2.8 2.1
China 10.1 9.9 9.5 9.0
Euro area 2.1 1.3 2.0 1.9
United Kingdom 3.1 1.8 2.5 2.7
United States 4.2 3.5 3.4 3.0

1 World real GDP growth is calculated using market exchange rates.
Sources: IMF, World Economic Outlook (April 2006); Blue Chip Economic Indicators (April 2006).
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United States

The U.S. economy slowed temporarily in the final quarter of 2005, as the
end of automobile buyer incentive programs and surging gasoline prices in
the aftermath of Hurricane Katrina took a toll on consumer spending and
net exports weakened. Nevertheless, for 2005 as a whole, U.S. real GDP
growth was a solid 3.5 per cent. Moreover, the economy bounced back
strongly in the first quarter of 2000, reflecting rebounds in consumer
spending, business investment and government spending as well as an
acceleration in exports.

Going forward, U.S. growth is expected to ease during the second half
of the year and into 2007, reflecting higher interest rates and a moderating
housing market. Nevertheless, rising incomes and healthy corporate profits
should help sustain growth in domestic demand, while a pickup in growth
in its trading partners should translate into higher net export growth.
Markets currently expect the Federal Reserve to complete its tightening
cycle by mid-2006. Overall, U.S. private sector forecasters expect U.S. real
GDP growth to average 3.4 per cent in 2006 and then ease to 3.0 per cent
in 2007. The 2007 forecast is 0.2 percentage points lower than at the time
of the November 2005 Economic and Fiscal Update.

Overseas Economies

In Japan, economic activity picked up strongly in late 2005. While Japanese
growth has been supported by strong export growth, the expansion is
increasingly being driven by final domestic demand. The IMF expects
Japan’s recovery to remain firmly on track in 2006, as rising employment,
strong corporate profits and a turnaround in bank credit growth continue
to support domestic demand. Real GDP growth is expected to edge up

to 2.8 per cent in 2006 before easing to 2.1 per cent in 2007.

In China, economic activity remains very strong thanks to high levels
of investment and strong net exports. China recorded growth of about
10 per cent for the third consecutive year in 2005. The pace of expansion
is projected to slow modestly in 2006 and 2007, as the contribution
from external demand moderates and the government acts to slow
investment growth.

The pattern of growth in the euro area has been relatively uneven but

appears generally indicative of a strengthening expansion. Recent monthly
indicators point to healthy activity so far in 2006. The recovery is expected

28
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to strengthen going forward, as last year’s depreciation of the euro and
favourable financing conditions support business investment and external
demand strengthens. Real GDP growth for the euro area is forecast
to average 2.0 per cent in 2006 and 1.9 per cent in 2007, up from

1.3 per cent in 2005.

Economic growth in the United Kingdom slowed to 1.8 per cent in
2005, as a cooling housing market and higher energy prices brought about
a slowdown in consumption. Nonetheless, business investment and export
growth have remained steady, and as the factors that dampened activity in
2005 wane, real GDP growth is forecast to increase to 2.5 per cent in 2006

and 2.7 per cent in 2007.

Canadian Economy

In 2005, real GDP increased 2.9 per cent, the same pace as in 2004.
Final domestic demand remained the engine of growth throughout the year,
particularly consumer spending and business non-residential investment
(Chart 2.1). At the same time, real exports improved, making growth more
balanced. The current expansion is in its 15th year—the second longest in

the postwar period (Chart 2.2).

Chart 2.1
Real GDP Growth
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Chart 2.2
Historical Expansion Length (Period Without Recession)’
quarters
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A recession is defined here as two consecutive quarters of negative growth.
Sources: Statistics Canada; Department of Finance Canada.

Developments in the world economy put upward pressure on the
Canadian dollar in 2005, a continuation of the trend that began in late
2002. Global demand for commodities—particularly from rapid-growth
regions like emerging Asia—has been strong in recent years, boosting global
commodity prices. As a net exporter of commodities, Canada’s currency
tends to rise when commodity prices rise. Global portfolio adjustments have
also put upward pressure on the Canadian dollar in recent years in response
to large and persistent U.S. current account deficits.

On a trade-weighted basis, the Canadian dollar has risen more than any
other major currency since the beginning of 2003 (Chart 2.3). Moreover,
the Canadian economy is more exposed to currency movements than other
major economies, given Canada’s high ratio of total trade to GDPD.

30




v

Economic Developments and Prospects s/

. - -
ot

Chart 2.3
Nominal Effective Exchange Rate of Major Currencies’
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40

30 —

20 —|

[ Change between January 2003 and March 2006
10 —
0

Canadian Euro British Japanese Chinese us.
dollar pound yen renminbi dollar

"The nominal effective exchange rate is an index of a currency’s value relative to a trade-weighted average
of other countries’ currencies.

Source: Department of Finance Canada calculations.

The appreciation of the Canadian dollar has posed a challenge to
Canadian firms that are highly exposed to international trade. Employment
in the manufacturing sector has declined by 173,900 since January 2003,
around the time the dollar began to appreciate. Employment has been
shifting away from manufacturing and into services in virtually all advanced
industrial economies over the past 35 years (Chart 2.4). The previous
weakness of the Canadian dollar masked this trend during the 1990s.

The overall economy has been adjusting well to the challenge posed
by the rising dollar, with employment in all other industries growing by
989,100 since January 2003. The decline in Canadian manufacturing
employment has been accompanied by strong employment growth in
high-wage sectors such as construction, finance, insurance and real estate,
professional and scientific services, and education.

In 2005, the Canadian economy created 254,700 new positions, all
of which were full-time, and 2006 got off to a good start with a total
of 101,500 new jobs in the first quarter (Chart 2.5). With strong job
creation, the unemployment rate fell steadily through 2005 and sat at
6.3 per cent in March 2006, its lowest level since December 1974.
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Chart 2.4
Manufacturing Employment
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Chart 2.5

Employment and the Unemployment Rate
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The strong pace of job creation has supported income growth and real
consumer spending, which grew almost 4 per cent between the fourth
quarters of 2004 and 2005. Durable and semi-durable goods consumption
have been particularly strong. Strong income growth and low mortgage
rates have supported residential investment growth, which grew by more
than 3 per cent in 2005.

Strong domestic demand, the recovery in exports and higher commodity
prices have helped maintain robust corporate profit growth. In the fourth
quarter of 2005, corporate profits were more than 13 per cent above their
level one year earlier. Total corporate profits in Canada now stand at
14.6 per cent of GDP, the highest level on record (Chart 2.6).

Reduced costs of imported machinery and equipment (M&E) stemming
from the stronger Canadian dollar have helped to support strong growth
in investment. Real investment in M&E was 10.7 per cent higher in the
fourth quarter of 2005 than one year earlier.

Engineering construction in the oil and gas sector has been stimulated
by higher energy prices and profits, contributing to a strengthening in
non-residential construction. Investment in the oil and gas sector is at its
highest share of GDP in 15 years.

Chart 2.6
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After growing an average of only 0.3 per cent per year in 2003 and 2004,
productivity growth rebounded in 2005, growing at a rate similar to the
2.1 per cent recorded over the 1997-2002 period.

While Consumer Price Index (CPI) inflation increased following energy
price increases last fall, it subsided toward the end of 2005 as energy prices
eased. In March, total CPI inflation was 2.2 per cent (year over year), with
core inflation at 1.7 per cent. Core inflation has remained stable and below
the 2-per-cent mid-point of the inflation target range for over two years.
Later this year, the Government of Canada and the Bank of Canada will
announce a new inflation target agreement.

The Bank of Canada has raised interest rates by 150 basis points since
September 2005, reflecting its view that the Canadian economy is operating
at, or just above, its production capacity and its expectation that the
economy will continue to grow at a healthy pace in 2006 and 2007.

Private Sector Economic Forecasts

The Department of Finance Canada surveys 18 private sector economic
forecasters on a quarterly basis regarding their outlook for the Canadian
economy. This survey forms the basis for economic assumptions that
underlie the fiscal projections for the budget. In addition, the Minister
of Finance meets with a group of private sector economists to discuss
Canada’s economic outlook and the risks and uncertainties associated
with the outlook.

The economic forecasts reported here reflect the survey of private sector
forecasters conducted by the Department in March following the release
of the 2005 fourth-quarter National Income and Expenditure Accounts
by Statistics Canada on February 28.

Canadian real GDP growth over the second half of 2005 was slightly
stronger than private sector forecasters had anticipated at the time of the
November 2005 Economic and Fiscal Update, leading forecasters to revise
up their outlook for 2006 slightly from 2.9 per cent to 3.0 per cent.
Forecasters now expect the economy to grow by 2.7 per cent in 2007,
down from 3.1 per cent in the Update. The moderation in growth in 2007
likely reflects revisions to private sector forecasters’ views about U.S.
economic growth as well as upward revisions to their outlook for the
Canada-U.S. exchange rate over the same period.
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Private sector forecasters have raised their forecasts for GDP inflation
in 2006 largely because of unexpectedly strong growth in commodity prices
in late 2005. Forecasters now expect GDP inflation of 2.9 per cent in 20006,
up from 2.2 per cent in the November Update. Forecasters have revised
their outlook for GDP inflation in 2007 to 1.8 per cent from 1.6 per cent
in November.

As a result, the outlook for nominal GDP growth in 2006 has been
revised up from 5.2 per cent in the November Update to 6.0 per cent.
The upward revision to GDP inflation in 2007 almost entirely offsets the
downward revision to real GDP growth in the year, resulting in nominal
GDP growth of 4.6 per cent, which is only marginally lower than projected
at the time of the Update (4.7 per cent). The forecast level of nominal
GDP in 2006 and 2007 is now over $20 billion higher than projected
at the time of the Update (Chart 2.7). Compared to the 2005 budget,
the nominal GDP forecast is $29 billion higher in 2006 and $25 billion
higher in 2007, after adjusting for historical revisions.

Chart 2.7
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In the November Update, private sector forecasters expected a gradual
pace of monetary tightening, resulting in short-term interest rates averaging
3.4 per cent in 2006 and 4.1 per cent in 2007. The current private sector
outlook reflects an accelerated pace of tightening with short-term rates
averaging 4.0 per cent in 2006. However, no further monetary tightening
is anticipated in 2007 as short-term interest rates are expected to average
4.1 per cent in 2007, unchanged from the Update.

The outlook for long-term interest rates has also been revised since
the Update. Interest rates on 10-year government bonds are expected to
average 4.4 per cent in 2006, unchanged from those expected at the time
of the Update. However, for 2007, long-term rates are expected to average
4.5 per cent, approximately 60 basis points lower than levels anticipated
in the Update, reflecting lower expectations of U.S. long-term rates.

Private sector forecasters expect the labour market in Canada to remain
healthy. The unemployment rate is forecast to average 6.6 per cent in
2006 and 2007, lower than the 6.8 per cent forecast over the same period
in the Update. Forecasters have raised their outlook for employment
growth in 2006 from 1.3 per cent in the Update to 1.5 per cent.
Employment growth is expected to slow somewhat from this strong pace
to 1.2 per cent in 2007, slightly lower than anticipated at the time of
the Update (1.4 per cent).
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Evolution of the Average Private Sector Forecast for Key Indicators

2005

2006

2007

Real GDP growth
February 2005 budget
November 2005 Economic and Fiscal Update
May 2006 budget

GDP inflation
February 2005 budget
November 2005 Economic and Fiscal Update
May 2006 budget

Nominal GDP growth
February 2005 budget
November 2005 Economic and Fiscal Update
May 2006 budget

Nominal GDP level (billions of dollars)
February 2005 budget’
November 2005 Economic and Fiscal Update
May 2006 budget

3-month treasury bill rate
February 2005 budget
November 2005 Economic and Fiscal Update
May 2006 budget

10-year government bond rate
February 2005 budget
November 2005 Economic and Fiscal Update
May 2006 budget

Unemployment rate
February 2005 budget
November 2005 Economic and Fiscal Update
May 2006 budget

Employment growth
February 2005 budget
November 2005 Economic and Fiscal Update
May 2006 budget

Addendum:

U.S. real GDP growth
February 2005 budget
November 2005 Economic and Fiscal Update
May 2006 budget

2.9
2.8
2.9

1,354
1,358
1,369

2.7
2.7
2.7

—_
INFARN

3.6
3.5
3.5

1,422
1,429
1,451

3.4

3.4

(per cent, unless otherwise indicated)

1,492
1,496
1,517

4.5
41
41

1 Nominal GDP levels have been adjusted to reflect May 2005 revisions to Canada’s National Income

and Expenditure Accounts.

Sources: December 2004, September 2005 and March 2006 Department of Finance Canada surveys

of private sector forecasters. U.S. real GDP growth: January 2005, October 2005 and April 2006 Blue Chip

Economic Indicators.
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Risks to the Economic Outlook

The risks to the Canadian outlook remain largely external. They are
uncertainty about commodity prices, the risk of a sharp correction in U.S.
house prices, and the risk that the Canadian dollar may appreciate further
in response to adjustments to global imbalances. There is also a concern
about the potential economic impacts of an influenza pandemic.

Commodity Prices

Prices for many commodities remain high and volatile. Strong demand
growth, particularly in developing Asian economies, combined with tight
supply conditions, has led to significantly higher prices of energy commodities
and industrial metals in recent years. From late 2002 to the first quarter of
2006, crude oil prices rose almost 120 per cent. Natural gas prices are up
over 80 per cent over the same period, despite a recent sharp decline. Prices
for key Canadian industrial metals saw even stronger gains, with price increases
for copper, nickel, zinc and aluminum averaging almost 150 per cent.

Higher commodity prices boost incomes and ultimately lead to higher
investment, employment and output in the commodity sector.

Higher commodity prices also tend to boost the Canadian dollar, which
can dampen growth in manufacturing and other export-oriented industries.
Further, higher prices for oil and natural gas translate directly into reduced
purchasing power of consumers both domestically and in our trading partners,
reducing growth in real consumer spending and exports. Strong demand
and limited capacity mean that there is a near-term risk of further oil and
natural gas price increases, which would pose a downside risk to near-term
real GDP growth in Canada and the United States. Oil prices also remain
vulnerable to geopolitical developments.
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At the same time, energy and industrial metals prices remain well above
historical trend levels, in real terms. For example, real crude oil prices
are currently over 2.5 times their average level over the last six decades
(Chart 2.8), while real natural gas prices are nearly four times their
historical average over the same period. Similarly, real industrial metals
prices are likely also above historical trend levels. While private sector
forecasters expect some declines in both energy and non-energy commodity
prices, there is a risk that they could decline more than expected. This would
mean lower-than-expected nominal GDP over the medium term.

Chart 2.8
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U.S. House Prices

Real U.S. house prices have increased at a rapid rate in the past few years
(Chart 2.9). While recent price gains have been less pronounced than those
recorded in other countries such as the United Kingdom and Australia,
their duration and size have far surpassed that of previous U.S. housing
booms. House prices have increased significantly in Canada as well,
although the rise has been less pronounced than in the U.S. and has partly
reflected a recovery from depressed levels in the mid-1990s.

The strength in U.S. house prices has provided an important boost to
economic activity in recent years. Rising house prices have stimulated
housing construction and boosted employment in housing-related
industries. Households’ willingness and ability to spend accumulated
housing wealth—through equity withdrawals and mortgage refinancing—
have been a major contributor to the growth in consumer expenditures.

Chart 2.9
Real House Prices
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U.S. housing market indicators are already showing signs of cooling,
owing to rising interest rates in the U.S., as monetary policy aims to
gradually slow domestic demand to avoid an overheating economy.

U.S. house price growth is expected to gradually slow from its recent fast
pace, contributing to the weaker 2007 growth outlook predicted by private
sector forecasters. A more abrupt adjustment in house prices would imply
weaker consumer spending growth than expected. A slower U.S. economy
would have negative implications for the Canadian economy as well.

Resolution of Global Imbalances

Global imbalances continued to widen in 2005 (Chart 2.10). The U.S.
current account deficit grew to 6.4 per cent of U.S. GDP and almost
2 per cent of world GDP, matched by growing surpluses in China, oil-
exporting countries and Germany. Current account surpluses remained
large in Japan and the rest of emerging Asia as well.

Chart 2.10
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The widening of global imbalances in recent years reflects changes in
saving and investment in the U.S. and the rest of the world. In China and
(to a lesser extent) the rest of emerging Asia, active currency management
has boosted saving and has led to a massive accumulation of foreign
reserves. Surging oil prices since 2002 have boosted saving in oil-exporting
economies, such as those in the Organization of the Petroleum Exporting
Countries (OPEC), Russia and Norway. Investment as a share of GDP in
the rest of the world has fallen, reflecting economic weakness in Germany
and Japan and continued low investment in emerging Asia (excluding
China) since the Asian financial crisis of 1997-98. The combination of
rising saving and weak investment in the rest of the world has helped push
global long-term interest rates down.

Low long-term interest rates have boosted house prices and
consumption in the U.S., which has in turn pushed the personal savings
rate down. At the same time, the federal budget has shifted from surpluses
to large deficits. In this environment, the fall in the U.S. dollar since the
beginning of 2002 has not been sufficient to reduce imbalances.

Greater currency flexibility in emerging Asia, stronger overseas growth
and a reduction in the U.S. fiscal deficit would all help to correct global
imbalances. However, there is a risk that the main channel of adjustment
could be a further depreciation of the U.S. dollar against floating currencies
such as the Canadian dollar.

Influenza Pandemic

Since January 2004, widespread outbreaks of the H5N1 influenza virus

in birds have been associated with around 200 human cases and more than
100 deaths in Asia. Most human cases have been linked to direct contact
with infected poultry. There is a concern that H5N1 could mutate or mix
with an existing human influenza virus to create a new strain that would be
easily transmissible among humans and to which humans would have no
immunity. Such a strain could cause a pandemic.

While there is currently no indication that H5N1 is becoming

transmissible, a pandemic at some future date could have economic
consequences.
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A severe pandemic like that of 1918 would likely lead to a brief but
noticeable reduction in GDP growth as a result of higher worker
absenteeism and reduced spending in some sectors. Some expenditures
would, however, be reallocated across sectors, lessening the impact on total
GDP. Growth could be expected to rebound sharply immediately following
the pandemic as absenteeism returns to normal levels and spending occurs
that had been delayed because of the pandemic. A mild pandemic like those
of 1957 and 1968 would likely have very small economic impacts.
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The Economic Impacts of Past Influenza Pandemics and SARS

The 1918 Pandemic

The 1918 influenza pandemic was far more severe than any other on
record. About 20 per cent of Americans fell ill between September 1918
and January 1919, with about half the cases occurring in October. About
0.5 per cent of the U.S. population died, mostly from pneumonia complications.
Mortality was concentrated among persons aged 20 to 40. The increase in
mortality in the province of Ontario was similar to that in the United States
in 1918.

Declines in U.S. industrial production in the fall of 1918 suggest that the
pandemic reduced annual 1918 U.S. GDP by up to 0.5 per cent. Small
impacts are apparent in passenger rail and transit use. Retail sales, external
trade, financial markets and bankruptcies appear to have been unaffected.
Similar data are not available for Canada for this period.

The 1957 and 1968 Pandemics

The 1957 pandemic struck North America in the fall of 1957, with about
half the cases occurring in October. About 35 per cent of the population
fell il and about 0.04 per cent died, with deaths concentrated among the
very young and very old. The 1968 pandemic reached North America in
December. It was the mildest of the three pandemics in the 20th century,
with population mortality of 0.02 per cent.

The 1957 pandemic pushed the Canadian illness absenteeism rate up
by 3.1 percentage points in October 1957. Both the 1957 and 1968
pandemics had very small impacts on the Canadian economy.

SARS

Severe acute respiratory syndrome (SARS) was an atypical pneumonia

that appeared in Southeast Asia in late 2002 and early 2003 and spread

to a number of other countries in the spring. The World Health Organization
estimates that 8,096 people were infected, of whom 774 died. Canada was
the most affected non-Asian country with 251 cases and 43 deaths, most
of these in Toronto.

SARS had a significant impact on air travel to affected locations. Hong Kong
and Singapore were particularly vulnerable owing to the importance of tourism
to their economies. Air travel reductions stemming from SARS and the start
of the second Gulf War caused Hong Kong and Singapore GDP to contract
in the second quarter of 2003. Goods trade and retail sales were largely
unaffected. Reduced air travel also affected Canada, with negative impacts
on the accommodation industry, particularly in Toronto. Travel and
accommodation impacts reduced Canadian annual GDP by about

0.03 per cent in 2003.
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Introduction

Canadians have chosen change, and Budget 2006 reflects that direction.
Canadians deserve a government that treats their tax dollars with respect.
A government that puts people first. A government that is accountable for
its actions, is fiscally responsible and keeps its word. It is time to turn

a new leaf.

Canada’s new government has a focused, responsible agenda to build

a better Canada. It will clean up government, provide real support to
hard-working Canadians and their families, restore fiscal balance within
the Canadian federation and strengthen Canada’s role in the world.

Budget 2006 proposes the necessary measures to implement

the Government’s commitment to its five key priorities and associated
platform commitments for Canadians. It contains proposals that would:

Fund measures set out in the Federal Accountability Action Plan
to strengthen the accountability, oversight and transparency of
government operations.

Ensure that all Canadians receive tax relief, starting with reducing the
goods and services tax by 1 percentage point on July 1, 2006. It
proposes further general tax relief by introducing the new Canada
Employment Credit, reducing the lowest tax rate and increasing the basic
personal amount.

Support the child care choices of families through the new Universal
Child Care Benefit and the creation of new child care spaces.

Protect Canadian families by tackling crime, strengthening the justice
system and increasing Canada’s capacity to defend its national security
and sovereignty.

Work with provinces and territories to establish a Patient Wait Times
Guarantee, and lay out a principled framework to restore fiscal balance
in Canada.

This chapter outlines initiatives to implement these key commitments and

other related measures. By focusing on priorities, this budget will help
create opportunities for all Canadians.
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Highlights

A core priority of the Government is to improve the accountability
and transparency of government operations to Canadians. The
Federal Accountability Action Plan, released on April 11, introduced
a wide-ranging set of reforms, including establishing the position of
a Parliamentary Budget Officer and a commitment to provide
quarterly updates of the fiscal outlook for the current fiscal year.

Budget 2006 announces a more transparent framework for budget

planning, consisting of the following elements:

v
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The Government will make decisions in the budget over a
two-year planning horizon. Measures will be introduced when
they are affordable and ready to be implemented.

The Government will restrain the rate of spending growth.
The Government will introduce a new approach to managing
overall spending to ensure that government programs focus

on results and value for money, and are consistent with
government priorities and responsibilities. The President of the
Treasury Board will identify savings of $1 billion in 2006-07
and 2007-08.

The Government will plan on reducing the federal debt by

$3 billion annually. The Government is advancing by one year,
to 2013-14, the goal of lowering the debt-to-GDP ratio to
25 per cent.

The Government will examine the possibility of allocating a
portion of any surplus at year-end larger than $3 billion to the
Canada Pension Plan and Quebec Pension Plan, in order to
make them more equitable for young Canadians and improve
economic competitiveness.

Financial reporting will be improved, in keeping with
recommendations from the Auditor General of Canada.



Building a Better Canada

Accountability {7

-

Introduction

Accountability is the foundation of good government. A strong accountability
regime assures Parliament and Canadians that the Government of Canada

is using public resources efficiently and effectively. A central element of
accountability is transparency. Full and clear information on programs and
operations allows citizens and Parliament to hold the Government
accountable for its actions and results.

Transparency is also vital for the effective participation of citizens and
organizations in developing public policy, which helps to ensure better
decisions and better policies and programs for Canadians.

Improving public accountability and transparency is the first core priority
of the Government. The proposed Federal Accountability Act was the first
piece of legislation brought forward to Parliament by the Government. The
Federal Accountability Action Plan represents a comprehensive blueprint for
a more accountable, open and ethical government.

Building on these initiatives, Budget 2006 proposes an approach to fiscal
planning and managing taxpayer dollars that will improve transparency and
strengthen accountability.

Core Priority: Federal Accountability Action Plan

Through the Federal Accountability Action Plan released on April 11, 2006,
the Government proposed a broad-ranging set of reforms to strengthen
accountability, transparency and oversight in government operations. The
proposed Action Plan would:

¢ Ban institutional and large personal donations to political parties.

e Ensure that positions of public trust cannot be used as stepping stones
to private lobbying.

* Provide real protection for whistleblowers who show courage in coming
forward to do what is right.

e Establish within the Library of Parliament the position of Parliamentary
Budget Officer with a mandate to provide objective analysis on the state
of the nation’s finances and trends in the national economy, to conduct
economic and fiscal research, and to estimate the financial cost of
budgetary proposals under consideration in either the House of
Commons or the Senate.
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e Require updates of the fiscal outlook for the current fiscal year on a
quarterly basis.

e Strengthen the capacity and independence of Officers of Parliament,
including the Auditor General of Canada, to hold the Government
to account.

¢ Strengthen auditing and accountability within departments by clarifying
the managerial responsibilities of deputy heads within the framework of
ministerial responsibility, and by bolstering the internal audit function
within departments and Crown corporations.

* Increase the transparency of appointments, contracts and auditing within

government and Crown corporations.

These measures will cost $164 million over the next two years.

Going forward, the Government will streamline its management policies

and consult with stakeholders on reducing barriers that inhibit access to
government. It will:

® Review its procurement and financial management policies to identify
where they could be streamlined.

* Repeal policies and regulations where they inhibit the eftectiveness of
public service employees, while always maintaining a focus on promotin
accountability and good management.

g

Table 3.1
Accountability
2006-07 2007-08 Total
(millions of dollars)
Federal Accountability Action Plan 57 60 117
Internal audit’ 16 31 47
Total 73 91 164

1 Funding included in the initiatives announced before the Update and confirmed by the Government (Table 4.2).
The net new cost of accountability measures is $57 million in 2006-07 and $60 million in 2007-08.
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Improving Fiscal Transparency
and Financial Management

Budget 2006 proposes a more transparent budget framework, which
will include:

* A new approach to budget planning.

e Actions to limit spending growth and better manage expenditures.
e A commitment to reducing the federal debt.

e A proposal for allocating unplanned surpluses.

* Reforms to the Government’s financial reporting.

A New Approach to Budget Planning
and Fiscal Forecasting

Since the federal deficit was eliminated in 1997-98, budget surpluses have
frequently been higher than projected. This has eroded the credibility of the
budget process and limited the scope for parliamentarians and Canadians to
debate alternative uses of surplus funds. A new approach is required. The
Government will plan on achieving an annual debt reduction of $3 billion.
The former practice of adjusting the budget projections for economic
prudence is discontinued. In order to incorporate objective assumptions,
the budget projections will continue to be based on the average forecast

of private sector economists.

While in some key areas it is appropriate to signal the Government’s
medium- to longer-term fiscal intentions (e.g. defence and infrastructure),
in general it is important that the focus of the planning period be on the
near term, where uncertainties are fewer and the Government can
reasonably be held to account for its fiscal plan. For this reason,
the economic and fiscal projections of the budget are presented over
a two-year time horizon.

Limiting Spending Growth Through
Improved Expenditure Management

Over the past five years, total program spending has grown by an average
of 8.2 per cent annually. In 2004-05 growth in spending reached

14 .4 per cent. This growth is neither sustainable nor desirable. The
Government is committed to restraining the rate of growth of spending to a
more sustainable level. This will require a focused approach to implementing
the Government’s priorities.
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Reflecting the Government’s focus on its priorities for this budget, it will
not proceed with about $7 billion in spending proposals over five years
announced in the November 2005 Economic and Fiscal Update.

More broadly, the Government needs a new ongoing approach to
managing overall spending to ensure that all government programs are
effective and efficient, are focused on results, provide value for taxpayers’
money and are aligned with the Government’s priorities and responsibilities.

To that end, the Government is launching a review of its expenditure
management system. Led by the President of the Treasury Board, this
review will report on a new approach by the fall.

The new expenditure management system will respect the following
principles:
* Government programs should focus on results and value for money.
e Government programs must be consistent with federal responsibilities.
* Programs that no longer serve the purpose for which they were created

should be eliminated.

By applying these principles, the Government will ensure that growth
in program spending is sustainable and that the federation works better
tor all Canadians.

To begin to put spending on a more sustainable track, the President

of the Treasury Board will identify savings of $1 billion for 2006-07 and
2007-08 and provide a progress report by the fall.
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Chart 3.1
Federal Debt-to-GDP Projections (Accumulated Deficit)
(Public Accounts Basis)
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A Commitment to Reduce Canada’s Debt Burden

The Government is committed to keep the federal debt-to-GDP ratio on
a downward track.

While Canada’s federal debt burden has been reduced significantly over
the last decade, it is still too high. As a percentage of GDP, federal debt stood
at 38.3 per cent in 2004-05, well above the ratio of the mid-1970s, when
large deficits began to emerge. It is also about double the combined debt
burden of provincial and territorial governments.

Lowering the debt burden reduces Canada’s exposure to fluctuations in
global interest rates and reduces the share of each revenue dollar that goes
to service the debt. It also helps Canada prepare for the fiscal challenges of
population aging. Population aging will slow government revenue growth
and put pressure on government expenditure programs such as health care
and pension benefits. These fiscal pressures provide a strong rationale for
additional debt reduction over the next decade.

In the 2004 budget, the previous government set the objective of

reducing the debt-to-GDP ratio to 25 per cent by 2014-15. Having taken
stock of the current financial situation, and in keeping with Canada’s new
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government’s commitment to fiscal discipline, Budget 2006 advances this
commitment by one year with a new objective of reducing the debt-to-
GDP ratio to 25 per cent by 2013-14.

The Government will achieve this commitment by planning on annual
debt reduction of $3 billion. Reducing the federal debt-to-GDP ratio
to 25 per cent will mean that approximately 12 cents of every revenue
dollar would go to servicing the debt in 2013-14, compared to more than
16 cents in 2004-05.

Allocating Unplanned Surpluses

Recognizing that surpluses in excess of $3 billion may arise, the Government is
open to considering options to allocating unplanned surpluses. In particular,
the Government is proposing to discuss with provinces and territories the
possibility of introducing legislation authorizing the allocation of a portion
of unanticipated surpluses at fiscal year-end to the Canada Pension Plan
(CPP) and Quebec Pension Plan (QPP). This would allow the unplanned
surpluses to be used for the future benefit of Canadians.

Sharing unanticipated surpluses with the CPP/QPP would have three
main benefits.

e First, by contributing to a well-functioning federal-provincial program, it
would help further progress already achieved in building a cooperative,
effective federation. The CPP/QPP is a key pillar of Canada’s retirement
income system, providing a significant part of the income of Canada’s
seniors. Reforms undertaken as part of the 1997 federal-provincial
agreement have put the Plan on a sustainable footing for at least the
next 75 years and have contributed to making Canada one of the few
industrialized nations to have an affordable and sustainable
pension system.

¢ Second, the proposal would improve intergenerational equity. While the
1997 reform agreement helped address some of the intergenerational
unfairness that had built up in the CPP, current young workers are still
paying a much higher contribution rate (9.9 per cent) than that paid by
past generations for the same benefits. For example, a Canadian born
in 1990 will earn a real rate of return of 2.1 percent on his or her CPP
investment, compared to a real rate of return of 6.2 per cent for someone
born in 1940. By committing to direct a portion of federal unplanned
surpluses to the CPP/QPP, the Government could help to lower future
contribution rates and thus further improve intergenerational equity in
the Plan.
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e Third, over the medium term, by lowering the contribution burden
on future generations of workers, the proposal would encourage
participation in the Canadian labour market and enhance the
competitiveness of the Canadian economy.

Reforms to Government Financial Reporting

Informed public discussion of fiscal issues requires up-to-date knowledge
of Canada’s fiscal position. In the Federal Accountability Action Plan, the
Government committed to update government fiscal forecasts for the
current fiscal year on a quarterly basis. This responds to parliamentarians’
desire for more frequent access to up-to-date fiscal forecasts.

Quarterly updates of the fiscal outlook for the current fiscal year will now
be provided as follows:

Table 3.2
Schedule of Updates of the Fiscal Outlook for the Current Fiscal Year
Covering results Months covered Release date for

Update document up to the end of in quarter update document
June Fiscal Monitor Quarter 1 April to June August
Fall Economic and

Fiscal Update Quarter 2 July to September October/November
Budget Quarter 3 October to December  February/March
March Fiscal Monitor Quarter 4 January to March May

Consistent with recommendations made by the Auditor General, the
Government is taking action in Budget 2006 to improve the transparency
of its financial information.

First, the revenues and expenses of a number of organizations will now
be included in the Government’s financial statements. These include:
¢ Canada Foundation for Innovation.
¢ Canada Millennium Scholarship Foundation.
¢ Sustainable Development Technology Canada.

e Aboriginal Healing Foundation.
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These foundations will continue to operate as they have since their
creation. The Government will retain the use of foundations as an
important policy tool on the same governance principles. The
independence, financial stability and focused expertise of foundations allow
them to address specific challenges in a highly effective manner. Foundations
have become important vehicles for implementing policy, particularly in areas
such as research and development, where expert knowledge, third-party
partnerships and peer review are especially important. With this change in
accounting policy, the Government’s financial statements of prior periods
will be restated, resulting in an estimated cumulative $5.5-billion decrease
in the size of the federal debt as at March 31, 2005.

Second, budgeted revenues and expenses will now be presented on a gross
basis. Previous budgets were presented on a net basis, whereby certain
disbursements were netted against budgetary revenues and certain revenues
were netted against expenses. On a gross basis, all disbursements are
included in program expenses and all revenues are included as part of
budgetary revenues. The move to a gross basis brings the presentation of
the budget forecast in line with the presentation of annual audited results
reported in the Public Accounts of Canadun.

Presenting forecast results on a gross basis increases the level of estimated
spending and revenues by $13.8 billion each in 2005-06, or about
1 percentage point of GDP. Notably, the Canada Child Tax Benefit, an
income-tested benefit that was previously netted against personal income tax
revenues, will now be presented as an expenditure. As these changes affect
both budgetary revenues and program expenses by the same amount, they
have no impact on the budgetary balance.

These changes will be reflected in the monthly Fiscal Monitor starting in
2006-07. Annex 2 contains a more detailed discussion of these changes.
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This budget proposes comprehensive tax relief for individuals,
valued at almost $20 billion over the next two years—more than
the last four budgets combined.

— As a result, about 655,000 low-income Canadians will be
removed from the tax rolls altogether.

Overall, this budget delivers more than twice as much tax relief
as new spending.

The goods and services tax (GST) will be reduced by
1 percentage point as of July 1, 2006.

In addition to reducing the GST, Budget 2006 proposes to
reduce personal income taxes for all taxpayers through:

— The new Canada Employment Credit—a tax credit on
employment income of up to $500, effective July 1, 2006, to
help working Canadians. The eligible amount will double to
$1,000 as of January 1, 2007.

— A permanent legislated reduction in the lowest tax rate to
15.5 per cent from 16 per cent as of July 1, 2006. The budget
also confirms that the lowest tax rate will be 15 per cent from
January 1, 2005 until June 30, 2006.

— Increases in the basic personal amount—the amount that all
Canadians can earn without paying federal income tax—above
its currently legislated level for 2005, 2006 and 2007.

— As a result of these personal income tax and GST reductions,
families earning between $15,000 and $30,000 a year will be
better off by almost $300 in 2007. Families earning between
$45,000 and $60,000 will save almost $650.

To create an environment for jobs and growth, Budget 2006

proposes to make Canada’s tax system more internationally

competitive by:

— Reducing the general corporate income tax rate to 19 per cent
from 21 per cent by 2010.

— Eliminating the corporate surtax for all corporations as of
January 1, 2008.

— Eliminating the federal capital tax as of January 1, 2006,
two years ahead of schedule.
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v To support the growth of small business, Budget 2006
proposes to:

— Increase the amount of small business income eligible for the
12-per-cent tax rate to $400,000 from $300,000 as of
January 1, 2007.

— Reduce the 12-per-cent tax rate applying to qualifying small
business income to 11.5 per cent in 2008 and 11 per cent
in 2009.

v Budget 2006 takes action in support of a more skilled and
educated workforce by proposing:

— A new tax credit of up to $2,000 for employers who hire
apprentices.

— A new $1,000 grant for first- and second-year apprentices.

— A new $500 tax deduction for tradespeople for costs in excess
of $1,000 for tools they must acquire as a condition of
employment. Also, the $200 limit on the cost of tools eligible
for the 100-per-cent capital cost allowance will be increased

to $500.

— A new tax credit for the cost of textbooks, which will provide
a tax reduction of about $80 per year for a typical full-time
post-secondary student.

— The elimination of the current $3,000 limit on the amount of
scholarship, bursary and fellowship income a post-secondary
student can receive without paying federal income tax.

— Contfirming up to $1 billion to provinces and territories to
support urgent investments in post-secondary education
infrastructure.

— Expanded eligibility for Canada Student Loans through a
reduction in the expected parental contribution, starting in
August 2007.
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Budget 2006 affirms this government’s strong commitment to
agriculture by providing an additional $2 billion over two years
to the farming sector.

— $1.5 billion will be provided this year. This includes
$500 million for farm support, plus a one-time investment of
$1 billion to assist farmers in the transition to more effective
programming for farm income stabilization and disaster relief.

Budget 2006 provides $400 million over two years to combat
the pine beetle infestation, strengthen the long-term
competitiveness of the forestry sector and support

worker adjustment.

Looking forward, the Government will develop a broad-based
agenda to promote a more competitive, productive Canada.
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Introduction

Canada has long been a destination for people from all over the world in
search of a better life for themselves and their families. In recent years,
however, Canadians have been increasingly concerned that our children
and grandchildren may not enjoy the same opportunities that we have had.

Canada’s new government believes in creating new opportunities
for Canadians wherever they live. That is why Budget 2006 takes action
to help families and individuals as well as businesses by lowering taxes,
rewarding effort and making Canada a better place in which to do business.

A first priority is to return money to Canadians by reducing the GST
and to propose other significant tax relief and investments that will create
jobs and boost Canada’s economy by improving incentives to work, save
and invest.

This approach will increase disposable incomes and create new
opportunities for all Canadians. It sets Canada on a new course toward

further actions in the future.

Details on all tax measures are set out in Annex 3.
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Core Priority: Tax Relief for All Canadians

This government believes that Canadians pay too much tax. It believes
they should have greater opportunity to reap the rewards of joining

the workforce and, once in the labour market, to keep more of their
hard-earned tax dollars, so that they can invest in the things that matter
most to them and their families.

Budget 2006 proposals will leave significantly more money in the
pockets of Canadians. It delivers greater benefits, especially for middle-
income families, than anticipated under tax measures proposed in 2005.
With these measures, the Government is not only keeping its word to
Canadians on the GST, but also going much further in delivering
immediate, real, and continuing results for people across the country. This
budget provides almost $20 billion in tax relief for individuals over the next
two years—more than the last four budgets combined. The tax measures in
this budget will remove some 655,000 people from the income tax rolls.

The Government’s tax plan includes:

e Reducing the GST by 1 percentage point, as of July 1, 2006. This is a
tax reduction for all Canadians, including those whose incomes are too
low to pay any income tax. It provides immediate tax relief starting
July 1, 2006. The GST will be reduced by a further percentage point
in a future budget.

* Legislating a permanent reduction in the lowest personal income tax rate
from 16 per cent to 15.5 per cent effective July 1, 2006, and confirming
that the rate will be 15 per cent from January 1, 2005 to June 30, 2006.
This rate currently applies to taxable incomes under $36,378 and is
generally used to calculate tax credits.

e Introducing the Canada Employment Credit—a new tax credit on
employment income of up to $500 effective July 1, 2006, to recognize
employees’ work expenses for things such as home computers, uniforms
and supplies, and doubling the amount of eligible employment income to
$1,000 effective January 1, 2007, and beyond.

* Increasing the basic personal amount—the amount that all Canadians can

earn without paying federal income tax—above its currently legislated
level for 2005, 2006 and 2007.

¢ Introducing new and enriched support and tax relief for Canadian
families working hard to raise their children, as well as pensioners,
students and Canadians who regularly use public transit.
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* Reducing taxes for businesses to create an environment for jobs and
growth and make Canada’s tax system more internationally competitive.

In total, this budget will provide more than $26 billion in tax relief over
the period 2005-06 to 2007-08. Of this, over 90 per cent will
go to individuals.

Chart 3.2
Distribution of Tax Relief, 2005-06 to 2007-08

Business tax?

8%
Personal tax’
59%

Total Relief: $26.2 billion

"Includes the Right of Permanent Residence Fee and the repeal of the excise tax on jewellery.
2Includes measures to support Canadian vintners and small brewers.
3Includes the adjustment to tobacco and alcohol excise levies.

Table 3.3
Tax Relief Provided by Budget 2006
2005-06 2006-07 2007-08 Total

(billions of dollars) (per cent)
GST! 35 5.2 8.7 33
Personal tax? 5.0 5.3 5.2 15.5 59
Business tax> 1.1 0.9 2.0 8
Total 5.0 9.9 1.3 26.2 100

1 Includes the adjustment to tobacco and alcohol excise levies.
2 Includes Right of Permanent Residence Fee and the repeal of the excise tax on jewellery.
3 Includes measures to support Canadian vintners and small brewers.
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Reducing the GST Rate to 6 Per Cent

Budget 2006 proposes to reduce the rate of the GST to 6 per cent from
7 per cent effective July 1, 2006. The 1-point rate reduction will also
apply to the federal portion of the harmonized sales tax (HST) in

New Brunswick, Nova Scotia, and Newfoundland and Labrador.

This measure delivers on a key commitment of Canada’s new
government. It will put money in the pockets of Canadians every time
they buy something for themselves, their families or their home. It will
especially benefit younger families who are buying and furnishing their
first new home.

This is by far the single largest initiative in this budget. For consumers,
savings from the GST reduction will amount to approximately $3.5 billion
in 2006-07 and about $5.2 billion in 2007-08. To provide relief to low-
and modest-income Canadians, Budget 2006 proposes to maintain the
GST credit at current levels even though the GST rate will be reduced. It
also proposes to retain the existing GST/HST rebate rates for new housing
and purchases made by public sector bodies. This will ensure that a new
home or residential rental property purchase, and purchases by public sector
entities, will continue to benefit from the same level of GST relief as is
currently available.

Reducing the GST to 6 Per Cent—Examples of Tax Savings
e A family purchasing a new $200,000 home will save $1,280 in GST.

e A family buying $20,000 in new furnishings for that new home will save
$200 in GST.

e A family spending $30,000 on a new car will save $300 in GST.

Note: The GST saving of $1,280, resulting from the GST rate reduction to 6 per cent, takes into
account the GST New Housing Rebate, which is equal to 36 per cent of the gross GST payable
on the price of a new home valued at less than $350,000.

The July 1, 2006, implementation date was chosen to ease the
administrative transition for Canadian businesses. It will provide businesses
with sufficient advance notice to modify their cash registers and other
systems, and the date coincides with GST filing periods, not only for
monthly filers but also smaller businesses that file quarterly.
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More Money in Canadians’ Pockets

Budget 2006 will leave significantly more money in families’ pockets—
money they can save, put towards a new home or invest in things that
matter to them.

On average, families earning between $15,000 and $30,000 per year will be
almost $300 better off in 2007, while families earning between $45,000

and $60,000 per year will be aimost $650 better off. These families will
benefit from:

e Paying less GST.
e Claiming the new Canada Employment Credit.

e Farning more income before they have to start paying federal
income tax.

e Paying less tax on each dollar of income up to $36,378.

Broad-Based Tax Relief for Individuals,
by Family Income Group'

Income 2006 2007
(dollars)
Less than 15,000 -51 -96
15,000 - 30,000 -199 -298
30,000 - 45,000 -367 -509
45,000 - 60,000 -459 -643
60,000 - 80,000 -562 -797
80,000 -100,000 -682 -990
100,000 - 150,000 -795 -1,228
Over 150,000 -1,151 -1,987

1 Tax savings beyond measures already legislated in the Income Tax Act.

Individuals may also qualify for additional relief from targeted tax relief
measures proposed in this budget, such as an increased pension income
tax credit, a new tools deduction for tradespeople, and a new credit for
Canadians from all walks of life who are regular users of public transit.

This relief is not some distant promise. The measures will start in 2006,
will reach full effect by the start of 2007, and will be ongoing.
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To assist taxpayers in the transition to the new, lower GST rate, specific
rules have been developed for transactions that occur close to, or straddle,
the July 1, 2006, implementation date. These rules will provide clarity and
certainty to consumers, businesses and administrative agencies such as
the Canada Revenue Agency and the Canada Border Services Agency. The
rules will cover, for example, purchases of new homes that straddle the
July 1, 2006, implementation date. Further details on the application of
these rules are set out in Annex 3.

Budget 2006 proposes to adjust federal excise levies on tobacco and
alcohol products to substantially maintain the overall current federal tax
burden on these products. These adjustments will take effect July 1, 2006,
and will apply to inventories of tobacco products held at the end of
June 30, 2006.

Going forward, the Government remains committed to reducing the
GST by a further point in a future budget. In addition, the Government is
committed to working with remaining provinces that want to enhance their
economic competitiveness and productivity by harmonizing their retail sales
taxes with the GST.

Competitiveness and Efficiency of the Canadian Economic
Union: Furthering Provincial Sales Tax Harmonization

Harmonized sales taxes are now in place in Newfoundland and Labrador,
Nova Scotia and New Brunswick. Quebec administers a provincial
value-added tax, as well as collecting the GST on behalf of the federal
government. However, separate provincial retail sales taxes continue to
be collected in five provinces. The existence of provincial retail sales
taxes substantially increases the effective tax rate on investment by taxing
business capital goods and intermediate materials, thereby impairing the
competitiveness of our tax system. Having to comply with different sales
tax systems also greatly increases the complexity and the cost of doing
business. The Government invites all provinces that have not yet done so
to engage in discussions on the harmonization of their provincial retail
sales taxes with the federal GST.
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Delivering Broad-Based Personal
Income Tax Relief

Raising the Basic Personal Amount and
Reducing the Bottom Personal Tax Rate

Reducing the GST will deliver tax relief to all Canadians, including those
who do not earn enough to pay personal income tax. Budget 2006
proposes legislative amendments that will provide additional tax relief
for individuals by:

¢ Increasing the basic personal amount—the amount that an individual can
earn without paying federal income tax—so that it grows each year and
remains above currently legislated levels for 2005, 2006, and 2007. This
includes preserving the $500 increase scheduled for 2005. The basic
personal amount will continue to grow with indexation in addition to a
permanent $100 increase in 2007.

® Permanently reducing the lowest personal income tax rate from
16 per cent to 15.5 per cent effective July 1, 2006, and confirming that
the rate will be 15 per cent from January 1, 2005 to June 30, 2006.
This rate currently applies to taxable incomes under $36,378 and is
generally used to calculate tax credits.

Together, these measures will provide personal income tax relief of
almost $2.8 billion in 2006-07 and $1.9 billion in 2007-08.

Introducing the Canada Employment Credit

Working Canadians are the foundation of Canada’s economic growth.
However, choosing to work also means additional costs—costs for
everything from uniforms and safety gear, to home computers and
various supplies.

For some, particularly low-income Canadians, these additional costs
may impose a barrier to joining the workforce. For others, work-related
employment expenses are another factor that limits the rewards of their
hard work.

In recognition of this, Budget 2006 proposes to introduce the Canada
Employment Credit, a new employment expense tax credit for employees’
work expenses. A credit on employment income of up to $500 will be
provided, effective July 1, 2006. The amount of employment income
eligible for the credit will rise to $1,000 eftective January 1, 2007.
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The credit will significantly increase the amount of income that
Canadians can earn without paying federal income tax—to almost $10,000
by 2007. It will make work more attractive, particularly for lower-income
workers. It will also put employees on a more equal footing with the self-
employed, in terms of the tax recognition they receive for the expenses
they incur to earn income.

This measure is expected to reduce the taxes paid by working Canadians
by $890 million in 2006-07 and $1.8 billion in 2007-08.

Competitiveness and Efficiency of the Canadian
Economic Union: Improving Work Incentives
for Low-Income Canadians

Many low-income Canadians, particularly social assistance recipients, face
significant financial barriers to paid employment and, for them, taking a job
can mean being financially worse off. As illustrated in the chart below, a
typical single parent who takes a low-income job can lose about 80 cents of
each dollar earned to taxes and reduced income support. He or she could
also lose in-kind benefits such as subsidized housing and prescription drugs,
and will probably incur new work-related expenses. This situation is often
referred to as the “welfare wall.”

Progress has been made in lowering the welfare wall in recent years,
notably for families with children, through the federal-provincial-territorial
National Child Benefit initiative. However, significant work disincentives
remain. Both the Organisation for Economic Co-operation and
Development (OECD) and the International Monetary Fund have
identified improving work incentives for low-income individuals as a priority
for Canada. The November 2005 Economic and Fiscal Update proposed to
introduce an earned income tax credit called the Working Income Tax
Benefit (WITB) to improve incentives to work for low-income Canadians.
This government will push this idea forward to enable more low-income
Canadians to become self-reliant. Reducing barriers to paid employment is
essential to fostering opportunities and economic growth. In this context,
the Government of Canada will identify, in consultation with provinces and
territories, potential measures to improve incentives to work for low-income
Canadians, including through an earned income tax credit such as a WITB.
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Chart 3.3
Net Federal and Provincial Income Taxes Paid by Low- and
Middle-Income Families (Single Parent With One Child)

(dollars) Effective marginal tax rate (per cent)
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1. “Net income tax” refers to taxes less benefits (including social assistance). Effective marginal tax rates
represent the reduction in benefits, and increase in taxes, for each additional dollar earned. For example,
someone moving from $0 to $10,000 in earnings would lose 78% of every additional dollar earned.

2. Figures are based on a weighted average of eight provinces: Alberta, B.C., Manitoba, Newfoundland and
Labrador, New Brunswick, Nova Scotia, Quebec and Saskatchewan. Social assistance benefit levels and
reduction rates vary significantly across provinces. No earnings exemptions have been applied.

Source: Department of Finance Canada.

Creating Jobs and Growing Canada’s Economy

Lower taxes for businesses are essential if Canada is to remain competitive.
They will encourage the investment necessary to create jobs and ultimately
improve the living standards of Canadians. Capital investment—for
example, in new machinery and more efficient technology—makes workers
more productive and, in so doing, leads to economic growth, more jobs
and higher wages. In an increasingly globalized economy where investment
capital is highly mobile, a competitive business tax system is crucial.
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To make Canada’s tax system more competitive, Budget 2006 sets out a
significant business tax relief plan that will:

® Reduce the general corporate income tax rate from 21 per cent to
19 per cent by January 1, 2010.

e Eliminate the corporate surtax for all corporations in 2008.1

¢ Eliminate the federal capital tax as of January 1, 2006, two years ahead
of schedule.

These corporate tax reductions will allow Canada to regain the solid
statutory tax rate advantage that it had vis-a-vis the U.S. before the 2004
U.S. tax changes. The tax reductions proposed in this budget will allow
Canada to regain an advantage of 5.1 percentage points for manufacturing
income in 2010, making us a more attractive destination for investment.

Chart 3.4
Corporate Statutory Tax Rates in Canada and the U.S.—
Manufacturing Income'’

per cent
42
Before U.S. tax cuts With U.S. tax cuts With proposed

20 U.S. rate Canadian tax cuts
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38 proposed rates I

3.0 I I__
36 2.0
5.1
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32 — v
30
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' Combined average federal-provincial and federal-state income tax rates for manufacturing income, including
capital tax equivalents. The Canadian federal income tax rate for manufacturing and processing (M&P) income
is the same as the general rate, while some provinces have a reduced income tax rate on M&P income.

T The elimination of the corporate surtax in 2008 for small and medium-sized businesses

has already been legislated.
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However, a statutory tax rate advantage is not enough. Other aspects of
the business tax system also affect investment decisions. The overall impact
of the business tax system on investment can be measured by the marginal
effective tax rate (METR). Using this measure, Canada does not currently
have an advantage over the U.S. By 2010, when the measures proposed in
this budget are in place, Canada’s METR will be, overall, slightly lower
than that of the U.S.

Chart 3.5
Overall Tax Burden on New Investment in 2010
with Proposed Corporate Income Tax Reduction (METRs)

per cent
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" Average federal and provincial/state corporate income taxes.

Provinces also have an important role to play in improving business tax
competitiveness. Recognizing this, many provinces have taken steps to
reduce or eliminate their capital taxes. However, some provinces continue
to impose retail sales taxes on capital expenditures. Complete elimination of
capital taxes and the elimination of provincial retail sales taxes on business
inputs by all provinces would significantly improve Canada’s chances in the
international competition for investment, resulting in more jobs and
growth. The Government invites provinces to consider accelerating the
elimination of these taxes, which impair productivity in Canada.
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Table 3.4

Provincial Capital Taxes'

Alberta No capital tax
British Columbia No capital tax
Newfoundland and Labrador No capital tax
Prince Edward Island No capital tax
Saskatchewan Elimination in 2008
New Brunswick Elimination in 2009
Nova Scotia Elimination in 2009
Ontario Elimination in 20122
Manitoba Plans to reduce 3
Quebec Being reduced *

1 General capital taxes only (i.e. does not include capital taxes on financial institutions).

2 Ontario announced its intention to accelerate the elimination of its capital tax to 2010 should the fiscal
position of the province permit.

3 Manitoba announced its intention to reduce its capital tax if balanced budget requirements are met.

4 Quebec announced the gradual reduction of its capital tax from 0.6 per cent in 2005 to 0.29 per cent
in 2009.

Even with tax reductions proposed in this budget in place, Canada will
remain under pressure to improve the competitiveness of its tax system.
International trends are to lower business tax rates (Chart 3.6). Many other
countries—including small countries with open economies and generous
social benefits systems like Finland, Sweden and the Netherlands—have
more competitive corporate tax systems than Canada.
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Chart 3.6

International Trends in Statutory Corporate Income Tax Rates,
1997-2010"23
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"Figures for Canada and the U.S. include capital taxes.

2Post-2005 includes Budget 2006 proposed tax reductions for Canada and legislated tax reductions
in other countries.

3Small, open economies are: Australia, Austria, Denmark, Finland, Ireland, Netherlands, Norway,
Sweden and Switzerland.

This trend is expected to continue, maintaining pressure on Canada
to keep our tax system competitive in order to encourage investment and
support a more productive economy that improves opportunity for all
Canadians. Budget 2006 establishes a clear commitment to improve the
international competitiveness of Canada’s corporate tax system, beginning
with establishing a meaningful overall METR advantage over the
United States. The measures proposed in this budget are major steps
toward this goal.

Reducing Taxes for Small Businesses

Small businesses create jobs and are the backbone of our country’s
economy. An important way that Canada’s federal income tax system
supports the growth of small businesses is through a lower tax rate on
the first $300,000 of qualifying income earned by a Canadian-controlled
private corporation. This helps these small businesses to retain more of
their earnings for reinvestment and expansion, thereby helping to create
jobs and promote economic growth in Canada.
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To further encourage small business growth in Canada, Budget 2006
proposes to:

® Increase the amount of small business income eligible for the reduced
federal tax rate to $400,000 from the current limit of $300,000, as of
January 1, 2007.

* Reduce the current 12-per-cent income tax rate applying to qualifying
small business income to 11.5 per cent in 2008 and 11 per cent in 2009.

It is estimated that these changes will reduce government revenues by
$10 million in 2006—07 and $80 million in 2007-08.

Improving the Tax Treatment of Capital Gains for Fishers

When individual fishers sell or transfer their fishing assets, they are not
currently eligible for the $500,000 lifetime capital gains exemption (LCGE)
that is available for farm property and small business shares. Further, they
cannot defer tax on transfers of fishing assets during their lifetime to their
children or grandchildren.

Budget 2006 proposes to allow individual fishers to transfer fishing
property (including fishing licences or shares of a fishing corporation) to
their children without triggering a tax liability at the time of transfer.
This budget also proposes to extend the $500,000 LCGE to fishers.

These measures, which will apply to dispositions occurring on or after
May 2, 2006, will provide relief to fishers when they sell or transfer their
property, allowing them to benefit from the same capital gains tax treatment
as farmers. These measures could benefit over 40,000 Canadian fishers.

The estimated cost of these measures is $60 million in each of 2006-07
and 2007-08.

Repealing the Excise Tax On Jewellery

Budget 2006 proposes to repeal the excise tax on jewellery effective
May 2, 2006.

Originally conceived as a tax on luxury goods, this characterization is no
longer valid. Jewellery is available at all price levels and is purchased by a
wide range of Canadian households. Repeal of the excise tax will recognize
this and ensure that the Canadian jewellery industry is able to compete on a
fair and equitable basis with other retail and manufacturing businesses in
Canada. It will also serve to reduce the compliance burden on the jewellery
industry, a particular benefit to small businesses.
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It is estimated that this measure will reduce federal revenues by
$45 million in 2006—07 and $35 million in 2007-08.

Reducing Excise Duties for Canadian Vintners
and Small Brewers

Budget 2006 proposes to support the Canadian wine industry by providing
excise duty relief to wines made from 100-per-cent Canadian-grown
product. Excise duty reductions for small brewers are also proposed. These
measures will help the competitiveness of small and medium-sized vintners
and brewers.

To provide the time necessary for administrative transition, these
measures will be effective July 1, 2006. Further details on the application
of these provisions are set out in Annex 3.

It is estimated that these measures will reduce federal revenues by
$15 million in 2006-07 and $20 million in 2007-08.

Eliminating the Double Taxation
of Large Corporation Dividends

Income earned at the corporate level is subject to both corporate income
tax and, on distribution as dividends to individuals, personal income tax.
The personal income tax system provides relief from this “double taxation”
through the gross-up and the dividend tax credit system. This system
generally works well when corporate income tax is paid at the small business
rate. When income is taxed at the large business rate, the system does not
provide sufficient relief for taxes paid at the corporate level, and an

element of double taxation remains.

Budget 2006 proposes to eliminate the double taxation of dividends
from large corporations at the federal level. This tax reduction will
encourage savings, investment and economic growth, and will make the
total personal and corporate income tax on earnings distributed as dividends
more comparable to the income tax paid on interest payments and income
trust distributions.
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The Taxation of Dividend Income

The personal income tax system, through the gross-up and dividend tax
credit (DTC), currently provides recognition for corporate taxes paid based
on a 20-per-cent combined federal-provincial rate, which is intended to
approximate the small business tax rate. The existing gross-up is

25 per cent, and the existing federal DTC is 137 per cent of the grossed-up
amount. Because the federal-provincial corporate income tax rate is higher
than 20 per cent for large corporations, the personal and corporate income
tax on earnings they distribute as dividends can be higher than that paid on
interest payments and income trust distributions.

Generally, dividends paid after 2005 by large Canadian corporations will
be eligible for an enhanced gross-up and DTC. Specifically, shareholders
will include 145 per cent of the eligible dividend amount in income (that is,
a 45 per-cent gross-up), and the federal DTC with respect to eligible
dividends will be approximately 19 per cent of that grossed-up amount,
reflecting the 19-per-cent general corporate tax rate that will apply
beginning in 2010.

Table 3.5
Eliminating Double Taxation of Dividends
Dividends paid by Interest and
large corporations taxable distributions
Previous New of income trusts
(dollars)
A. Income 100 100 100
B. Corporate income tax’ 32 32 0
C. Amount distributed to investor 68 68 100
D. Amount included in income 85 99 100
E. Personal income tax (46%?2 of D) 39 46 46
F. Dividend tax credit (17) (32)3 0
G. Net personal income tax 22 14 46
H. Total tax paid (B + G) 54 46 46

" The combined average federal-provincial corporate income tax rate in 2010.
2 The average top federal-provincial personal income tax rate.

3 Assumes that the provinces and territories increase their dividend tax credits for eligible dividends
to equal their general corporate income tax rates.
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It is estimated that this change will reduce government revenues by
$375 million in 2006-07 and $310 million in 2007-08.

Extending the Mineral Exploration Tax Credit
for Flow-Through Share Investors

In October 2000, a 15-per-cent tax credit was introduced to help
moderate the impact of a global downturn in mineral exploration on
mining communities by promoting exploration. This tax incentive,
available to individuals investing in flow-through shares used to finance
exploration, expired on December 31, 2005.

Budget 2006 proposes to reintroduce the credit for the period from
May 2, 2006 until March 31, 2007. The one-year “look-back” rule will
allow funds raised with the benefit of the credit in 2007, for example, to
be spent on eligible exploration activity up until the end of 2008. Although
market conditions for exploration are now strong, reintroduction of the
credit for a limited period will solidify recent exploration gains and help
establish a strong base from which to move forward.

The net fiscal cost of this extension is estimated at $65 million over the
next two fiscal years.

Modifying the Minimum Tax
on Financial Institutions

The federal government currently levies a capital tax on financial institutions
at a rate of 1 per cent on taxable capital employed in Canada between

$200 million and $300 million, and at a rate of 1.25 per cent on taxable
capital employed in Canada in excess of $300 million. This tax is a
minimum tax and, as such, a financial institution can reduce its federal
capital tax payable by the amount of federal income tax it pays.

In addition to accelerating the elimination of the federal capital tax,
the Government is proposing to modify the minimum tax on financial
institutions to reflect the growth of financial institutions since the tax was
introduced. This budget proposes that, effective July 1, 2006, a single tax
rate of 1.25 per cent apply on taxable capital employed in Canada over
$1 billion.

It is estimated that this change will reduce government revenues by
$15 million in 2006-07 and $30 million in 2007-08.
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Extending the Carry-Forward Period for Non-Capital
Losses and Investment Tax Credits

The income tax system allows firms to carry over losses in order to reduce
the impact of fluctuations in income from year to year on tax liability.
Similarly, unused investment tax credits (ITCs) can be carried over to other
years so as to preserve the incentive effect of the credits for businesses that
are not profitable. Currently, firms can carry their non-capital losses and
ITCs backward up to three years and forward up to 10 years. However, in
some cases businesses are not able to use up these losses and ITCs within
the current carry-over period—this is particularly true for start-ups and
research-intensive firms.

Budget 2006 proposes to extend the carry-forward period for non-capital
losses and unused ITCs to 20 years, increasing the likelihood that firms will
be able to apply these losses and ITCs against future tax liabilities. The
measure is proposed to apply to losses incurred and credits earned in
taxation years that end after 2005.

This measure will have no fiscal impact in 2006-07 or 2007-08.

Promoting Education, Training and Research

In today’s knowledge-based economy, a more educated and skilled labour
force is key to Canada’s competitiveness in the world. Government
investments in education and training are therefore critical to productivity
and economic growth. Budget 2006 proposes that federal support for
education and training be increased significantly.

Introducing a New Apprenticeship Job Creation Tax Credit

The difficulty Canadian employers have in finding skilled tradespeople is
becoming an impediment to economic growth. Meanwhile, many young
Canadians find themselves stuck in low-paying work, and are either not
encouraged to consider the trades or unable to do so because of
financial barriers.

To encourage employers to hire new apprentices, Budget 2006 proposes
a new Apprenticeship Job Creation Tax Credit, effective May 2, 2006. As a
result, eligible employers will receive a tax credit equal to 10 per cent of the
wages paid to qualifying apprentices in the first two years of their contract,
to a maximum credit of $2,000 per apprentice per year.

It is estimated that this measure will reduce federal revenues by
$190 million in 2006—07 and $200 million in 2007-08.
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Introducing a New $1,000 Apprenticeship Grant

In addition to current federal support provided to apprentices through the
Employment Insurance program, a new Apprenticeship Incentive Grant
program will be established effective January 1, 2007. The program will
provide a cash grant of $1,000 per year to apprentices in the first two years
of an apprenticeship program in one of the Red Seal trades and other
economically strategic apprenticeship programs. This grant will be
included in computing the income of the recipient for tax purposes.

The Government of Canada will be consulting with provinces and
territories, employers and unions to best determine which other
apprenticeship programs will be included in the program. Their views
will also be sought concerning how to deliver the grant. This grant for
apprentices, together with the proposed tax credit for employers, will
provide a strong incentive for more young Canadians to pursue
apprenticeships and hence meet the future need for skilled tradespeople
that is crucial to the sustained growth of the economy. The cost of this
new Apprenticeship Incentive Grant program, under the auspices of the
Minister of Human Resources and Social Development, is estimated to
be $125 million over 2006-07 and 2007-08.

It is estimated that about 100,000 apprentices will benefit as a result
of the new grant and tax credit.

Recognizing Tradespeople’s Tool Expenses

Many employed tradespeople must provide their own tools as a condition
of employment. The lack of tax recognition for the cost of these tools
may contribute to the difficulties employers experience in finding

skilled tradespeople.

The new Canada Employment Credit will provide relief on the first
$1,000 of employment income, in recognition of expenses incurred by
employees. Budget 2006 proposes a new deduction of up to $500 to
tradespeople for the cost of tools in excess of $1,000 that they must
acquire as a condition of employment.
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Example

A tradesperson earning $60,000 with $1,500 in tools expenses in 2007

will be able to claim the new Canada Employment Credit on $1,000 and
deduct $500 under the new tools deduction. The two measures will reduce
federal income taxes by $265.

The tools deduction and the Canada Employment Credit together will
provide tax relief to about 700,000 employed tradespeople.

Budget 2006 also proposes to increase to $500 from $200 the limit on
the cost of tools eligible for the 100-per-cent capital cost deduction. This
measure will provide tax relief and reduce red tape for self-employed
tradespeople and small businesses.

These measures will be effective for tools acquired on or after
May 2, 2006. It is estimated that these measures will reduce federal
revenues by $75 million in 2006-07 and $80 million in 2007-08.

Introducing a New Textbook Tax Credit

A new non-refundable tax credit will be put in place eftective for 2006 and
subsequent taxation years to provide better tax recognition for the cost of
textbooks for students. The textbook tax credit amount will be $65 for each
month of full-time post-secondary study and $20 for each month of part-
time post-secondary study. A full-time student enrolled for eight months
will qualify for a textbook tax credit amount of $520 for the year—
representing a tax reduction of about $80. The measure will provide
benefits to about 1.9 million post-secondary students. Eligibility rules

will be the same as those for the education tax credit.

It is estimated that this measure will reduce federal revenues by
$135 million in 2006-07 and $125 million in 2007-08.

Exempting All Post-Secondary Education Scholarship
and Bursary Income From Tax

Post-secondary students need to be supported for their hard work in
pursuit of academic excellence. Currently, the first $3,000 in scholarship,
fellowship and bursary income received by a post-secondary student is not
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taxed. Budget 2006 proposes to fully exempt these sources of income
from tax, effective for the 2006 and subsequent taxation years. This
measure will help foster academic excellence by providing tax relief to
more than 100,000 post-secondary students.

It is estimated that this measure will reduce federal revenues by
$50 million in 2006-07 and $45 million in 2007-08.

Example

Dwight is a full-time student in Ontario, completing a Ph.D. in Electrical
Engineering. He received a $15,000 scholarship and also earned an
additional $10,000 in 2007 by working as a teaching assistant.

As a result of the full exemption on scholarship and bursary income,
and the introduction of the new textbook tax credit, he will save $675
in federal income tax.

Investing in Post-Secondary Education Infrastructure

In order to help provinces and territories provide high-quality post-
secondary education, the Government is providing a one-time payment of
$1 billion, to be paid into a third-party trust, contingent on sufficient funds
from the 2005-06 surplus in excess of $2 billion. The Post-Secondary
Education Infrastructure Trust will support critical and urgent investments
to promote innovation and accessibility, particularly investments that

will enhance universities’ and colleges’ infrastructure and equipment

(e.g. modernizing classrooms and laboratories; updating training
equipment), as well as related institutional services (e.g. enhancing library
and distance-learning technologies).

Pending confirmation in the fall of the Government of Canada’s final
financial results for 2005-06, funding will be distributed on a per capita
basis to provinces and territories and notionally allocated over two years.
More details can be found in the section entitled “Restoring Fiscal Balance
in Canada”.
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Improving the Canada Student Loans Program

Currently, post-secondary students from middle-income families may

be eligible for full or partial Canada Student Loans, depending on their
needs assessment and the number of siblings attending post-secondary
education. The Government of Canada is committed to making it easier
for these families to send their children to college or university. By
expanding eligibility for Canada Student Loans through a reduction in
the parental contribution that is expected from them, the Government
will provide enhanced direct assistance where it is needed most—in the
hands of students.

It is estimated that such an improvement would enable an additional
30,000 students from families with incomes in the $65,000 to $140,000
range to gain access to student assistance. It would also enable 25,000
current student borrowers to increase the amount of the loans they receive.

Design and implementation of the measure will be done in consultation
with the provinces with a view to taking effect in the loan year beginning
August 2007. To this end, Budget 2006 sets aside $15 million for 2007-08
and $20 million per year thereafter.

Investing in Research and Development

Scientific research and technological development are essential for higher
productivity and a rising standard of living. The Government of Canada’s
support through the Indirect Costs of Research program and the three
federal granting councils, as well as investments in leading-edge equipment
and facilities through the Canada Foundation for Innovation, contributes
to the training of highly skilled graduates, as well as to new discoveries
that strengthen health care and help companies seize new business
opportunities. These investments are significant, with the Indirect Costs
of Research program receiving $260 million per year, and core funding
for the three granting councils totalling close to $1.6 billion per year.
The Government has also provided $3.65 billion to date to the Canada
Foundation for Innovation in support of research infrastructure.

Building on these resources, Budget 2006 provides an additional
$100 million per year as follows:
® $40 million per year for the Indirect Costs of Research program.

* $20 million per year for the Leaders Opportunity Fund of the Canada
Foundation for Innovation.

84



Building a Better Canada
Opportunity 47,

-

e $17 million per year for the Canadian Institutes of Health Research.

* $17 million per year for the Natural Sciences and Engineering Research
Council of Canada.

® $6 million per year for the Social Sciences and Humanities Research
Council of Canada.

Over the coming year, the Minister of Industry will be developing a
science and technology strategy, in collaboration with the Minister of
Finance, that will encompass the broad range of government support for
research, including knowledge infrastructure. The Government will also
undertake a review of the accountability and value for money of the
granting councils’ activities.

Support for Opportunity in
Primary Economic Sectors

Improving Farm Support Programs

Our farmers feed Canadians and the world, and in doing so provide a
strong economic foundation for our rural communities. Over the past years,
Canadian farmers have shown their continued resilience in facing challenges
such as animal disease, bad weather and difficult market conditions, which
have impaired their ability to make a decent livelihood from agriculture. In
support of our farmers and farming communities, one of this government’s
first actions in February 2006 was to disburse, on an accelerated basis,
payments under the $755-million Grains and Oilseeds Payment Program.

This government has committed to provide an additional $500 million
per year for farm support and to work with farmers and other partners
towards securing a more prosperous future for this sector. This budget
delivers on the commitment to new funding, but goes further and
announces an additional one-time investment of $1 billion in 2006-07
to assist farmers in the transition to new programming.

The Government has committed to replace the Canadian Agricultural
Income Stabilization (CAIS) program with more effective programming for
farm income stabilization and disaster relief. The Government is consulting
with producers and the provinces and territories to replace CAIS with new
programming cost-shared on a 60:40 basis between the federal and
provincial-territorial governments. In an immediate move towards more
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effective programming, the Government will provide one-time funding to
shift the inventory valuation method under CAIS to make the program
more responsive, and put in place deeper loss coverage, cost-shared with
provinces and territories. In support of improved disaster coverage, the
Government will also implement a Cover Crop Protection Program to help
farmers deal with the damage caused by flooding of their fields.

In support of the future competitiveness and prosperity of the industry,
the Government will invest in ongoing measures, including the
enhancement of cash advance programming, new investments in biomass
science and funding in support of a biofuels strategy, and new programming
to support the agri-food industry in developing new market opportunities.
In recognition of their unique challenge, the Government will also put in
place measures to help low-income farm families.

In total, Budget 2006 provides an incremental $1.5 billion for the farm
sector in the current fiscal year.

Assisting the Forestry Industry

Along with firms in other natural resource sectors, companies across Canada
in the forestry sector recognize that they must become more efficient and
productive through restructuring and new capital investments to boost
productivity. The forestry sector has faced a range of challenges in recent
years, from the softwood lumber dispute with the United States to the
ongoing mountain pine beetle infestation in British Columbia. In this
budget, the Government is meeting its commitment to help combat the
pine beetle infestation, strengthen the long-term competitiveness of

the industry, and support worker adjustment, with an investment of

$400 million over the next two years.

The impact of the long-running softwood lumber dispute has been felt
most acutely by Canada’s forestry industry, but its negative effects have
begun to cast a shadow over the broader Canada—-U.S. trading relationship.
Ending this dispute has therefore been a key priority of Canadian industry,
provinces and this federal government. Working with the United States, this
government has achieved an agreement-in-principle to bring an end to this
dispute, terminate the cycle of litigation, secure U.S. market access for
Canadian producers, and return stability to an industry weakened by
more than 20 years of trade action.
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Facilitating Labour Market Adjustment

Canada benefits from a skilled and adaptable workforce that is able to
respond to changing circumstances that are a natural result of a dynamic,
growing economy. In support of this adjustment, the Government of
Canada focuses its labour market policies and programs on providing
workers with the skills they need to adapt to these changes. However,
older workers sometimes face particular challenges in adapting to changing
labour market circumstances. To that end, the Government will conduct,
in partnership with provinces and territories, a feasibility study to evaluate
current and potential measures to address the challenges faced by displaced
older workers, including the need for improved training and enhanced
income support, such as early retirement benefits.

Other Actions to Support Opportunity

Assisting Communities Affected
by the Mackenzie Gas Project

The Mackenzie Gas Project—a proposed $7.5-billion natural gas field and
pipeline development in the Northwest Territories—is currently engaged in
public hearings; a regulatory decision is expected next year and natural gas
could begin to flow as early as 2011. This unique basin-opening project is
already impacting the economy of the Northwest Territories and, over the
next 20 years, has the potential to transform the business and employment
prospects of Northerners and Aboriginal communities.

A project of this scale in the Northwest Territories will create social
and economic pressures on Northern communities directly impacted by
the construction and operation of the pipeline. In order to mitigate the
negative socio-economic costs of the project, and in light of the significant
tederal royalty revenues to be generated by the project, the Government of
Canada will establish a $500-million fund. Over the next 10 years, this fund
will be used to support initiatives from local communities to mitigate any
negative socio-economic effects arising from the Mackenzie Gas Project.
Funding will be linked to project milestones and is conditional on the
project moving forward.

87



"\ The Budget Plan 2006

5

Completing the 2006 Review of
Financial Institutions Statutes

The financial sector is a key industry of the Canadian economy. It employs
600,000 people in good, well-paying jobs, many in the Greater Toronto
Area, and represents 6 per cent of Canada’s gross domestic product. The
Government is committed to ensuring that the regulations governing this
sector are current and effective.

The Government will publish a white paper on the 2006 review of
financial institutions statutes this spring, with legislation to be tabled in
Parliament this fall. To provide Parliament with sufficient time to consider
this important legislation, the Government will extend the sunset date for
the financial institutions statutes by six months, from October 24, 2006
to April 24, 2007.

Fostering Competition in the
Mortgage Insurance Market

The Government currently promotes mortgage financing through a
program that provides a government guarantee for companies that insure
mortgage loans. This program has contributed to a competitive mortgage
insurance market and more affordable housing for Canadians.

The Government is confirming arrangements that would allow new
players entering the mortgage insurance market to gain access to that
facility, and is also increasing the amount of business that can be covered
under the Government’s authority from $100 billion to $200 billion in
order to keep pace with the increase in housing prices and the growth in
the mortgage market. These changes will result in greater choice and
innovation in the market for mortgage insurance, benefiting consumers
and promoting home ownership.

Reducing the Paperwork Burden
on Small Business

Small business provides much of the dynamism and entrepreneurial drive
in our economy. When small business people have time and resources to
devote to their firms, more jobs are created and our economy prospers. It
is the responsibility of government to ensure that regulations are designed
efficiently, so that the goals of regulation are met at the least cost to our
entrepreneurs. According to a recent study by the Canadian Federation of
Independent Business, the annual cost for business to comply with
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regulations is at least $33 billion. Reducing this cost is a priority. Possible
options are currently being studied by the joint private sector—public sector
Advisory Committee on Paperwork Burden Reduction.

One promising project is the BizPaLL (Business Permits and Licences)
initiative, which brings together federal, provincial-territorial and municipal
governments to streamline and harmonize permit and licence requirements.
In jurisdictions where BizPaL is established—such as in Kamloops, British
Columbia, where it was launched in April 2006—a business person wanting,
for example, to start a restaurant will be able to get a customized list of all
permits and licences required from all orders of government and the
sequence in which they are required. Budget 2006 provides $6 million over
two years to accelerate expansion of the BizPaL initiative.

Looking Forward: A More Competitive,
Productive Canada

The global economy is in the midst of a profound restructuring. The rapid
emergence of China and India as major economic powers, the development
of global supply chains and the continued integration of global capital
markets are collectively creating both tremendous opportunities and major
challenges for Canadians and Canadian business.

Canada starts from an enviable position. It is one of the wealthiest
countries in the world—a position built on the creativity and drive of
Canadians, a rich natural resource base, the vision of Canadian researchers,
and the dynamism of Canadian business. Canada’s current economic
prospects are strong, with unemployment at its lowest rate in over 30 years,
record personal income, and business profitability at an all-time high.

Yet as many Canadians know, these impressive figures mask deeper,
difficult adjustments. For example, more than half of current Canadian jobs
did not exist in 1997, demonstrating the degree of change constantly
occurring in the economy. New immigrants, Aboriginal people and persons
with disabilities remain under-represented in our workforce. Canada’s
manufacturing sector is under pressure, losing more than 8 per cent of its
jobs over the past 3/ years. In fact, as markets globalize, all sectors—
primary, manufacturing and services—will face increasing competitive
pressures from both emerging market countries and fast-moving
industrialized economies.
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Another structural change that will affect Canada in coming decades is
population aging. Canada has benefited over recent years from more and
more of its population being in the workforce. This will not continue. From
around 2010, the trend share of Canada’s population in the workforce will
begin to decline as increasing numbers of baby boomers retire. And
demographic change will not only affect our economic potential, but it
will also exert pressures on public pension and health care expenditures.

Part of the response to these dynamics must be to increase Canadian
productivity, which lags behind that of the United States and most other
major economies. Improving productivity is not an end in itself. It will help
all Canadians realize their full potential, lead to more and better jobs, and
provide the resources to build a better Canada. Higher productivity will
raise the standard of living of Canadians and will help governments to
invest in the priorities of Canadians including health care, education,
security and communities.

The Government highlighted this imperative in the Speech from
the Throne:

“Qver the course of its mandate... the Government will work
diligently to build a record of results. It will promote a more
competitive, more productive Canadian economy.”

Speech from the Throne, April 4, 2006

This budget proposes a number of significant, initial measures to build
a more competitive, productive Canada. In particular, the budget:

¢ Strengthens Canada’s fiscal position by:
— Improving accountability.

— Restraining the growth of program spending and implementing
changes necessary to ensure that programs are effective, efficient and
focused on results, provide value for taxpayers’ money and are aligned
with the Government’s priorities.

— Planning for annual debt reduction of $3 billion.
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Improves incentives for Canadians to enter and stay in
the workforce, by proposing significant, broad-based tax
reductions, including:

— A new $1,000 Canada Employment Credit.

— A permanent reduction in the lowest tax rate to 15.5 per cent
from 16 per cent.

— Increases in the basic personal amount.
Reduces taxes on small businesses by:
— Lowering the small business income tax rate.

— Increasing the amount of small business income eligible for the
reduced federal tax rate.

Creates an environment for jobs and growth by increasing the
statutory tax rate advantage for Canadian businesses over American
businesses by:

— Accelerating the elimination the federal capital tax.
— Reducing the general corporate income tax rate.
— Eliminating the corporate surtax.

Commits to achieving a meaningful marginal effective tax rate
advantage for Canada over the U.S., so that the overall burden of
business taxes on investments in Canada is lower than in the U.S.

Supports competitiveness in the primary sector through measures for
agriculture and the forestry industry, two sectors that are experiencing
extraordinary difficulties.

Makes major investments in infrastructure, including border
infrastructure to further integrate the North American market.

Provides significant support for education and training by:

— Improving tax assistance for education.

Investing in post-secondary infrastructure.

Improving the Canada Student Loans Program.

Proposing a new tax credit and a new grant for apprentices.

Investing in research and development.
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* Provides increased support for immigrant settlement and foreign
credential recognition.

* Proposes concrete discussions with provinces towards a more
collaborative management of the federation and the creation of a
stronger economic union.

The Government will pursue a broad approach over the coming year—
building on the targeted measures proposed in this budget—to develop
a strong, results-focused agenda to promote a more competitive,
productive Canada for the benefit of all Canadians.
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Table 3.6
Opportunity—Tax Relief and Investments
2005-06 2006-07 2007-08 Total
(millions of dollars)

Tax Relief for all Canadians
Reducing the GST rate to 6% 3,520 5,170 8,690
Reducing the bottom personal income tax rate 3,225 1,670 1,370 6,265
Increasing the basic personal amount 1,740 1,080 500 3,320
Recognizing the employment expenses

of working Canadians 890 1,815 2,705
Subtotal 4,965 7,160 8,855 20,980
Creating Jobs and Growing
Canada’s Economy
Accelerating the elimination of the federal capital tax 795 225 1,020
Reducing taxes for small businesses 10 80 90
Improving the tax treatment of capital gains for fishers 60 60 120
Repealing the excise tax on jewellery 45 35 80
Reducing excise duties for Canadian

vintners and small brewers 15 20 35
Eliminating the double taxation of large

corporation dividends 375 310 685
Extending the mineral exploration tax credit

for flow-through share investors? 90 -25 65
Modifying the minimum tax on financial institutions 15 30 45
Subtotal 1,405 735 2,140
Promoting Education, Training and Research
Introducing a new apprenticeship job creation tax credit 190 200 390
Introducing a new $1,000 apprenticeship grant 25 100 125
Recognizing tradespeople’s tool expenses 75 80 155
Introducing a new textbook tax credit 135 125 260
Exempting all PSE scholarship and bursary

income from tax 50 45 95
Improving the Canada Student Loans program 15 15
Investing in research and development 100 100 200
Subtotal 575 665 1,240
Support for Opportunity in Primary

Economic Sectors
Improving farm support programs 755 1,500 500 2,755
Assisting the forestry industry 200 200 400
Subtotal 755 1,700 700 3,155
Other Actions to Support Opportunity
Assisting communities affected by

the Mackenzie Gas Project® 60 60 120
BizPal 3 3 6
Subtotal 63 63 126
Total 5720 10,908 11,018 27,641

" Includes adjustments to tobacco and alcohol excise levies.
2 Negative amounts increase government revenues.
3 Funding included in the initiatives announced before the Update and confirmed by t

he Government

(Table 4.2). The net new cost of Opportunity measures is $10,843 million in 2006-07 and $10,958 million

in 2007-08.
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Highlights

Budget 2006 provides $5.2 billion over two years in increased
support for Canadians and their families.

Canada’s Universal Child Care Plan

v $3.7 billion over two years for the Universal Child Care Benefit
(UCCB), which will provide all families with $100 per month
for each child under age 6. The UCCB will not affect federal
income-tested benefits and will be provided as of July 1, 2006.

v $250 million to support the creation of new child care spaces.
The goal is to create 25,000 additional spaces each year.

Other Family Measures

v A children’s fitness tax credit for up to $500 in eligible fees
for physical fitness programs for each child under age 16.

v Assistance for persons with disabilities will be enhanced by:

— Increasing the maximum annual Child Disability Benetit
(CDB) to $2,300 from $2,044, effective July 2006.

— Extending eligibility for the CDB to middle- and higher-
income families caring for a child who is eligible for the
disability tax credit, etfective July 2006.

— Boosting the maximum amount of the refundable medical
expense supplement to $1,000 from $767, effective 2006.

v $52 million per year for the Canadian Strategy for Cancer
Control.

v Increasing to $2,000 the maximum amount eligible for the
pension income credit, effective 2006. This will benefit nearly
2.7 million taxpayers with pension income and will remove
approximately 85,000 pensioners from the tax rolls.
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Budget 2006 provides almost $3 billion over two years to help make
our communities better places to live.

Immigration Measures

v Reducing the Right of Permanent Residence Fee from $975 to
$490, effective immediately.

v Increasing immigration settlement funding by $307 million and
taking steps towards the establishment of a Canadian agency for
the assessment and recognition of foreign credentials.

Affordable Housing

v Confirming up to $800 million to provinces and territories to
address immediate pressures in atfordable housing.

Aboriginal Communities

v $450 million for improving water supply and housing on reserve,
education outcomes, and socio-economic conditions for
Aboriginal women, children and families.

v Confirming up to $300 million to provinces to address immediate
pressures in off-reserve Aboriginal housing, and up to
$300 million to territories for affordable housing in the North.

Environment

v A tax credit for the purchase of monthly public transit passes,
effective July 1, 2006.

v Accelerating the capital cost allowance for forestry bioenergy.

Infrastructure

v $5.5 billion over four years for a new Highways and Border
Infrastructure Fund, Canada’s Pacific Gateway Initiative, the
Canada Strategic Infrastructure Fund, the Municipal Rural
Infrastructure Fund and a Public Transit Capital Trust.
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Other Measures

v Exempting donations of publicly listed securities to public
charities from capital gains tax, effective immediately.

v Exempting donations of ecologically sensitive land made under
the Ecogift program from capital gains tax, also effective
immediately.

¢/ $50 million to the Canada Council for the Arts.
v Providing temporary solvency funding relief to help re-establish
tull funding of federally regulated defined benefit pension

plans in an orderly fashion, with safeguards for promised
pension benefits.
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Introduction

The Government recognizes the important contribution families

and communities make to the country’s well-being, and is committed
to meeting the needs and interests of families and building stronger
communities.

Families

Strong families are the cornerstone of a sound and prosperous society and
are key to ensuring a bright future for Canada.

However, Canadian families are changing and face many new challenges.
Work arrangements for both men and women are more complex and varied
than ever before. In particular, families with young children must strike a
difficult balance between work and family life. Families are also concerned
about income security for their elders and having timely access to health
care when they need it.

In response, government programs and policies must evolve in order to
provide more choice and flexibility to individuals and families in a way that
reflects their different needs and circumstances.

Core Priority: Providing Choice in Child Care

One of the most important investments governments can make is to
support families as they raise their children. That is why Budget 2006
announces the kind of investments that will make a real difference to
parents, by providing more choice in child care for families with

young children. As a result of these budget measures, total direct federal
support to families will be approximately $11.7 billion for the 2006-07
benefit year, with the vast majority of benefits directed to low- and
middle-income families.

Budget 2006 proposes to introduce the new Universal Child Care
Benefit (UCCB), to provide all families with $100 per month for each child
under age 06, effective July 1, 2006. Through the proposed UCCB, parents
will be able to choose the child care option that best suits their families’
needs—whether that means formal child care, informal care through
neighbours or relatives, or a parent staying at home.
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Amounts received under the UCCB will be taxable in the hands of the
lower-income spouse.

All families with a child under the age of 6 will be eligible:

e Families who receive the Canada Child Tax Benefit (CCTB) will receive
the UCCB automatically.

¢ Families who do not receive the CCTB will be able to apply for the
UCCB by submitting a completed CCTB application form to the
Canada Revenue Agency.

Budget 2006 proposes that amounts received under the UCCB not
reduce benefits paid under the CCTB and the goods and services tax credit.
The UCCB will also not be considered income for the purposes of federal
income-tested programs delivered outside of the income tax system, such as
the Guaranteed Income Supplement, the Canada Education Savings Grant,
the Canada Learning Bond and Employment Insurance.

In addition, the UCCB will not reduce the amount that can be claimed
under the child care expense deduction, which recognizes the out-of-pocket
child care costs incurred by families.

With the creation of the UCCB, Budget 2006 proposes to phase out the
existing CCTB under-7 supplement as of June 30, 2006, for children under
the age of 6. The current under-7 supplement will remain in place until
June 30, 2007, for children who turn 6 before that date. This two-stage
phase-out will ensure that once the UCCB is in place, all families currently
receiving the supplement will be at least as well off as they were under
the current system, and that most families will receive significantly
more benefits.

The UCCB will substantially increase federal assistance for children by
providing direct federal support to approximately 1.5 million families and
over 2 million children. Direct federal benefits to families with children will
be provided through the UCCB and two components of the CCTB: the
base benefit, which is targeted to low- and middle-income families, and
the National Child Benefit (NCB) supplement, which provides additional
assistance to low-income families.
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Table 3.7

Direct Federal Support to Families With Children,

2006-07 Benefit Year'

Family NCB CCTB base

net Income supplement benefit? uccas Total

(billions of dollars)

Below $50,000 3.6 4.0 1.2 8.8
$50,000 - $100,000 0 1.5 0.9 2.4
Over $100,000 0 0.1 0.4 0.5
Total 3.6 5.6 2.5 1.7

1 Benefit year from July 1, 2006 to June 30, 2007.

2 The amounts shown in respect of the CCTB base benefit reflect the proposed phase-out of the CCTB
under-7 supplement.

3 Does not include savings from rolling the CCTB under-7 supplement into the UCCB.

Chart 3.7 shows net direct federal benefits received by a typical
two-earner family with two children at different income levels from
the UCCB, the CCTB base benefit and the NCB supplement:

e A family with an income of $20,000 will receive over $7,300
in net benefits.

e A family with an income of $50,000 will receive over $2,800
in net benefits.

e A family with an income of $100,000 will receive over $800
in net benefits.
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Chart 3.7

Net Direct Federal Benefits, 2006-07 Benefit Year
Typical Two-Earner Ontario Couple With Children Aged 4 and 10

net benefits received (dollars)
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Family income (dollars)

"The UCCB is shown net of federal and provincial income tax.

The UCCB will be universal and it will provide direct financial
support to low-income families with young children without increasing
the disincentives to work that arise due to the income-tested nature of
some benefits.

The introduction of the UCCB and elimination of the CCTB under-7
supplement will have a federal cost of about $1.6 billion in 2006-07 and
$2.1 billion in 2007-08.
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Supporting the Creation of
New Child Care Spaces

The availability of quality child care is a challenge for many working
parents—a challenge the Government aims to address in cooperation
with provinces and territories, employers and community non-profit
organizations.

To support the creation of child care spaces, this budget sets aside
$250 million per year, beginning in 2007-08. The Government will consult
to ensure that assistance is effective in creating additional child care spaces,
responsive to the needs of parents and administered in an efficient and
accountable manner. Key issues for these consultations will include:

e Different delivery approaches that could be used to provide support,
such as grants or tax credits and how to best deliver assistance
to tax-exempt organizations.

® The unique needs of small businesses and rural communities, as well
as large businesses and cities.

e The types of start-up and equipment costs associated with creating child
care spaces through new facilities or the expansion of existing facilities
that should be eligible for the assistance.

Further information on the consultation process will be provided
following the budget.

Finally, consistent with the provisions of the existing Early Learning and
Child Care (ELCC) agreements with provinces, which allow for their
termination upon one year’s notice by either party, the Government
indicated in February 2006 that it is phasing out the agreements at the end
of March 2007. The Government will provide $650 million in 2006-07 to
all provinces and territories, to be distributed on an equal per capita basis.
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Promoting Physical Fitness Among Children

Studies show that regular physical activity has many positive effects on
children, including healthier growth and development and improved
physical fitness. At the same time, the escalating costs of organized sports
makes it difficult for many parents to afford these activities.

To promote physical fitness among children, Budget 2006 proposes to
introduce a children’s fitness tax credit, effective January 1, 2007. The
credit will be provided on up to $500 of eligible fees for programs of
physical activity for each child under age 16. In the coming months, the
Government will establish a small group of experts in health and physical
fitness to provide advice on the programs of physical activity that should
be eligible for the credit.

It is estimated that this measure will reduce federal revenues by
$40 million in 2006-07 and $160 million in 2007-08.

Hosting International Sport Events

The Government is committed to developing a new policy to guide decisions
on hosting international amateur sport events in Canada. Hosting
international sporting events has significant social, cultural and economic
benefits. A new hosting policy framework will assist governments and the
sports community to plan ahead and systematically maximize these benefits.

Enhancing Assistance for Persons With Disabilities

In April 2003, the Technical Advisory Committee on Tax Measures for
Persons with Disabilities was established to provide advice on how to
address issues related to tax measures for persons with disabilities.

The committee released its final report, Disability Tax Fairness, in
December 2004. It made 25 policy and administrative recommendations
focusing on three key areas:

¢ Eligibility criteria for the disability tax credit (DTC), including
extending eligibility for the credit and recommendations to improve
its administration.
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e Recognition of expenses incurred to pursue employment or education,
including the creation and expansion of a disability supports deduction
and an increase in the maximum amount of the refundable medical
expense supplement.

® Measures for caregivers and children with disabilities, including an
increase in the maximum Child Disability Benefit.

This government endorses the work of this committee. Budget 2006
therefore proposes to fully implement their policy recommendations and go
beyond by:

® Increasing the maximum annual Child Disability Benefit (CDB) to
$2,300 from $2,044 eftective July 2006. The CDB is a supplement
of the CCTB payable in respect of children in low- and modest-income
families who meet the eligibility criteria for the DTC.

¢ Extending eligibility for the CDB to middle- and higher-income families
caring for a DTC-eligible child, including virtually all families that are
currently eligible for the CCTB base benefit, effective July 2006.

* Increasing the maximum amount of the refundable medical expense
supplement (RMES) to $1,000 from $767 for the 2006 taxation year.
The RMES improves work incentives for Canadians with disabilities by
helping to offset the loss of coverage for medical and disability-related
expenses under social assistance when recipients move into the
labour force.

Enhancements to the CDB will increase the benefits paid to all families
currently receiving the CDB, and will extend eligibility for the CDB to over
95 per cent of families caring for children with severe disabilities. It is
estimated that these enhancements will provide benefits of $35 million in
2006-07 and $45 million in 2007-08.

Increasing the maximum amount of the RMES will provide benefits
of $15 million in 2006-07 and $10 million in 2007-08 for Canadians
with disabilities.

An important consideration for parents and grandparents of a child
with severe disabilities is how best to ensure the financial security of their
child, when they are no longer able to provide support. The Minister of
Finance will appoint a small group of experts to examine ways to help
parents save for the long-term financial security of a child with severe
disabilities, and provide their recommendations to the Minister within
six months.
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Canadian Strategy for Cancer Control

Cancer is a major health issue for Canadians. Every year, hundreds of
thousands of Canadians are diagnosed with or die of cancer. It affects not
only those with cancer, but also their families, friends and colleagues.

As well, this disease affects all Canadians in terms of the economy and
communities, and in increased health care costs.

This budget provides $52 million per year to the Public Health Agency
of Canada and Health Canada to allow them to work with partners towards
implementing the Canadian Strategy for Cancer Control. The Canadian
Strategy for Cancer Control was developed by non-governmental cancer
organizations in collaboration with the federal government, provinces
and territories.

This investment will help improve screening, prevention and research
activities, and enhance coordination among the federal government, cancer
advocacy groups, and the provinces and territories.

Pensions—Providing Greater Tax Relief
to Pensioners

A deduction for the first $1,000 in eligible pension income was introduced
in 1975. The deduction was converted to a non-refundable credit in the
1987 tax reform. The maximum amount of pension income that can be
claimed under this measure has been left unchanged at $1,000 since

its introduction.

To provide greater tax assistance to those who have saved for their
retirement, Budget 2006 proposes to increase to $2,000 the maximum
amount of eligible pension income that can be claimed under the pension
income credit, effective for the 2006 and subsequent taxation years. This
measure will benefit nearly 2.7 million taxpayers receiving eligible pension
income—providing up to $155 per pensioner—and will remove
approximately 85,000 pensioners from the tax rolls.

It is estimated that this measure will reduce federal revenues by
$490 million in 2006-07 and $405 million in 2007-08.

106



Building a Better Canada
Families and Communities 47,

-
P

Pensions—Private Defined Benefit Plans

Canada has a diversified retirement income system based on a mix

of public and private pensions. The two public pension pillars (Old Age
Security/Guaranteed Income Supplement and the Canada and Quebec
Pension Plans) of Canada’s three-pillar retirement income system ensure a
minimum level of income in retirement for Canadian seniors. The third
pillar, tax-deferred private retirement savings, includes registered retirement
savings plans and registered pension plans. These plans provide Canadians
with incentives to save for retirement and help bridge the gap between
public pension benefits and their retirement income goals.

Most pension plans are either defined contribution (DC) or defined
benefit (DB) plans. Under DC plans, plan sponsors and, in most cases, the
employees, make contributions to an account for each member. Benefits
are based on the contributions plus any investment income, expenses,
gains and losses. Under DB pension plans, employers and employees make
contributions but the level of promised benefits is not a function of
investment income. Instead, employers promise to deliver benefits based
on the employee’s earnings and years of service, providing a predictable
retirement income.

While private pension plans are voluntary, they must generally be registered,
either federally or provincially. One of the main purposes of regulation is
to set out standards for funding and investment of pension plans to ensure
that the rights and interests of pension plan members, retirees and their
beneficiaries are protected. In particular, regulation is intended to ensure
that pension plan assets are sufficient to meet pension plan obligations.

In May 2005, the Department of Finance Canada released the
consultation paper, Strengthening the Legisiative and Regulatory Framework
for Defined Benefit Pension Plans Registered Under the Pension Benefits
Standards Act, 1985 to consult on means to enhance benefit security and
the viability of DB pension plans. The Department received a broad range
of views from stakeholders including plan sponsors, labour representatives,
retirees, actuaries and individual Canadians, with many submissions
suggesting that there are structural issues affecting the security and viability
of DB pension plans. Other jurisdictions also share these challenges.
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In the context of these consultations, stakeholders also stressed that the
funding status of private DB pension plans is a key immediate issue affecting
many workers, retirees and pension plan sponsors. The decline in long-term
interest rates has increased pension liabilities and led to significant solvency
deficits for many plans. A solvency deficit is the amount by which a pension
plan’s liabilities exceed its assets, using certain actuarial calculations. Recent
changes in actuarial standards have further increased the estimated pension
plan liabilities and correspondingly added to pension deficits. Last year, the
Office of the Superintendent of Financial Institutions (OSFI) estimated
that as of June 30, 2005, 72 per cent of federally regulated DB pension
plans had a solvency deficit. OSFI’s estimates revealed that federally
regulated DB pension plans were 91 per cent funded, on average, as at
June 30, 2005, compared to 100 per cent as at December 31, 2004.

The Pension Benefits Standards Act, 1985 and the Pension Benefits
Standards Regulations, 1985 require solvency deficits to be funded over
five years. Many plan sponsors, while committed to funding their plans,
have raised the concern that the recent large funding requirements are
driving excessive cash flow away from expenditures that could enhance
productivity and competitiveness and benefit the economy more generally.
Some financially vulnerable companies say these obligations are creating
significant financial stress and could affect their ongoing viability.
Ultimately, such challenges may weaken pension plans and benefit security.

The Government will propose four temporary measures to provide
solvency funding reliet in response to these ditficult circumstances. This will
help re-establish full funding of federally regulated DB pension plans in an
orderly fashion while providing safeguards for promised pension benefits.
The options include:

¢ Consolidate solvency payment schedules: Plan sponsors will be permitted
to consolidate solvency payment schedules and amortize the entire
solvency deficit existing over a single, new, five-year period. This will have
the effect of smoothing outstanding solvency payment obligations
through five equal payments over the next five years.

e Extend the solvency funding payment to 10 years with buy-in: Plan
sponsors will be permitted to extend the period for making solvency
funding payments to 10 years from 5 years, subject to a condition of
buy-in by plan members and retirees. Plan sponsors will be required to
demonstrate that plan members are fully informed and that no more than
one-third of current plan members or retirees object to the change.
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¢ Extend the solvency funding payment to 10 years with letters of credit:
Plan sponsors will be permitted to extend the period for making solvency
funding payments to 10 years when the difference between the 5-year
and 10-year level of payments is secured by a letter of credit. This will
reduce payments for sponsors while protecting pension benefits.

¢ Extend the solvency funding payment period to 10 years for agent federal
Crown corporations: Agent federal Crown corporations will be permitted
to extend the period for making solvency funding payments to 10 years
subject to terms and conditions that will ensure a level playing field.

The temporary funding relief would only be available to plan sponsors
whose funding payments are up-to-date and only available for the first
valuation report filed with OSFI before 2008. The detailed funding relief
measures and terms and conditions for their application will be set out in
draft regulations that will be pre-published for comment shortly in Part I
of the Canada Gazette.

The Government will continue to monitor DB pension plans, analyze the
submissions from the consultation, and consider further action as necessary.

Communities

Canada’s economic success rests on the strength of its communities.
The Government of Canada is dedicated to making Canadian communities
a better place to work, to learn and to grow.

Budget 2006 will help immigrants join in the economic life of their new
communities by reducing the Right of Permanent Residence Fee, providing
more resources for settlement and integration, and supporting steps to
ensure that skilled immigrants are able to work in their field of expertise.

The Government is working to improve communities by promoting
affordable housing and investing in housing for Aboriginal people living off
reserve and in the territories, where housing pressures are particularly acute.

The Government will consult with Aboriginal leaders and provinces and

territories to develop a new approach to meet the targets agreed upon at
the fall 2005 First Ministers meeting with national Aboriginal leaders.
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Increased federal support for infrastructure will also contribute to the
economic vitality of communities by helping to ensure that citizens have
access to safe and reliable water systems, that goods can be transferred
efficiently to markets, and that traffic congestion is reduced, contributing to
an improved environment. Additional investments to encourage the use of
public transit will further help communities improve their quality of life.

Finally, enhanced tax assistance for charitable giving will help build a
stronger sense of community across the country.

Helping Immigrants Get Started

Canada has a long tradition of welcoming immigrants. The Government
recognizes the importance of ensuring that newcomers have every possible
opportunity to realize their dreams for the future.

The Right of Permanent Residence Fee

This budget delivers on the Government’s commitment to reduce the
Right of Permanent Residence Fee to help immigrants and their families
with the costs of starting a new life in Canada. The fee will be reduced from
its current level of $975 to $490 effective on May 2, 2006. In addition,

the Government will provide partial refunds to those who have already paid
the $975 fee but have not been granted permanent resident status or have
not yet arrived in Canada. The cost of this initiative in foregone revenue

is $224 million over two years.

Settlement and Integration

Newcomers to Canada often face challenges integrating into a new country,
community and labour market. Settlement and integration programs that
provide services such as language instruction and employment-related
support help immigrants overcome the stresses of moving to a new country.
In keeping with the Government’s commitment to provide additional
resources for settlement and integration, this budget provides $307 million
over two years, over and above investments provided in recent budgets,

to enhance programs and services in all provinces and territories (except
Quebec, which receives funding through a separate immigration
agreement). This additional investment will allow immigrants to adapt
quickly and successfully and have every opportunity to contribute to the
economy and society.
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Foreign Credential Recognition

Many immigrants to Canada, though well-educated and highly skilled, still
face barriers in obtaining recognition of their qualifications, training and
experience. In this budget, the Government is moving forward on its
commitment to create an agency to ensure foreign-trained immigrants meet
Canadian standards, while getting those who are trained and ready to work
in their fields of expertise into the workforce more quickly.

Under the leadership of the Minister of Human Resources and Social
Development, consultations with the provinces and territories and other
stakeholders are underway on the mandate, structure and governance of
the agency, and the Government will proceed on the basis of the advice
received. To facilitate the consultation process and to take the first steps
toward the establishment of a Canadian agency for assessment and recognition
of credentials, this budget sets aside $18 million over two years.

Increasing the Supply of Affordable Housing

In order to help provinces and territories address short-term pressures

with regard to the supply of affordable housing, the Government is
providing a one-time payment of $800 million, to be paid into a third-party
trust, contingent on sufficient funds from the 2005-06 surplus in excess of
$2 billion. The Affordable Housing Trust will support investments to
increase the supply of affordable housing, including transitional and
supportive housing.

Pending confirmation in fall 2006 of the Government of Canada’s
financial results for 2005-06, funding will be distributed on an equal per
capita basis among provinces and territories, and notionally allocated over
three years. More details can be found in the section entitled “Restoring
Fiscal Balance in Canada”.

Helping Aboriginal Communities
A New Approach

Government of Canada spending on programs directed towards Aboriginal
people, including claims, has increased to $9.1 billion in 2005-06 from
$7 .4 billion in 2000-01, an average annual increase of 4.3 per cent. While
federal programs targeted to Aboriginal Canadians have reduced disparities
between Aboriginal people and other Canadians, unacceptable gaps remain.
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Federal Spending on Aboriginal People

The Government spends approximately $9.1 billion! each year to fund
programs directed towards Aboriginal people.

¢ Indian and Northern Affairs Canada provides about $6.1 billion, of which
about 80 per cent is for basic, province-type services for First Nations on
reserve (e.g. education, social services, income assistance), where the
Government has primary responsibility.

¢ Fifteen other federal departments and agencies, the largest of which is
Health Canada, also provide about $3.0 billion for a wide variety of
programs for First Nations on reserve, Inuit, Métis and off-reserve
Aboriginal people.

e Qver the last five years spending has grown by about 4.3 per cent or
$350 million per year.

1 Sources: 2005-2006 Estimates: Report on Plans and Priorities; Indian and Northern Affairs Canada.

The Government is committed to meeting the targets agreed upon at the
fall 2005 First Ministers meeting with national Aboriginal leaders. The way
forward will require a joint commitment by all parties to deal with the root
causes and structural issues causing these socio-economic gaps.

The Government will work with Aboriginal leaders and provinces and
territories to develop a new approach with workable solutions to meet
the established targets. Strong accountability and governance structures
will be essential to ensure concrete improvements in outcomes and to ensure
programs are effective. This budget provides $150 million in 2006-07 and
$300 million in 2007-08 for the following priority areas:

Education: Although Aboriginal students have made significant gains
in educational attainment over the past two decades, the Government is
committed to improving Aboriginal education outcomes as this is key
to eliminating the socio-economic gap.

Women, Children and Families: The Government recognizes the
pivotal roles that Aboriginal women play within their families and their

communities and in improving socio-economic outcomes.

Water and Housing: Aboriginal Canadians living on reserve suffer from
a severe housing shortage and a backlog in the renovation of current units.
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Many do not have access to clean and safe drinking water. To properly
address these fundamental needs, it is essential to consider innovative
solutions that could help address this chronic situation over the
longer term.

Details concerning initiatives will be provided by the Minister of Indian
Aftairs and Northern Development in the coming months.

Addressing the Legacy of Residential Schools

The Government is committed to honouring the Agreement-in-Principle
reached on November 20, 2005, with the legal counsel for former Indian
residential school students, the churches, the Assembly of First Nations
and other Aboriginal organizations.

In anticipation of a final agreement, $2.2 billion has been set aside for
the common experience payments and for other programmatic elements
such as healing and commemoration. In addition, provision has been made
in anticipation of an improved Independent Assessment Process to address
claims of serious abuse in the Indian residential school system, which would
replace the current Dispute Resolution Framework. Compensation through
the Independent Assessment Process would in all cases be paid by the
Government following validation by an independent adjudicator.

The Government believes that this financial recognition of the often
negative impact of the residential school experience, buttressed by support
programs and compensation for those who suffered harm, will help former
students to build a better future for themselves and their families in
communities across Canada. Programs and activities devoted to truth
and reconciliation and commemoration of the residential school experience
should lead to a broader understanding among all Canadians of the impacts
of the Indian residential school system.

Off-Reserve Aboriginal Housing

In order to help provinces address short-term pressures with regard to the
housing needs of Aboriginal Canadians living off reserve, the Government
is providing a one-time payment of $300 million, to be paid into a third-
party trust, contingent on sufficient funds from the 2005-06 surplus in
excess of $2 billion. The Oft-Reserve Aboriginal Housing Trust will
support investments to increase the supply of rental housing and enhance
home ownership opportunities for Aboriginal Canadians living off reserve.
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Pending confirmation in fall 2006 of the Government of Canada’s
financial results for 2005-06, funding will be distributed to provinces based
on their share of the Aboriginal population living off reserve and notionally
allocated over three years.

Affordable Housing in the Territories

The pressures on housing in the territories, where many Aboriginal
Canadians live, are particularly acute. In order to help the territories address
short-term affordable housing pressures, the Government is providing a
one-time payment of $300 million, to be paid into a third-party trust,
contingent on sufficient funds from the 2005-06 surplus in excess of

$2 billion. The Northern Housing Trust will support investments to
increase the supply of affordable housing, including rental, transitional

and supportive housing in the territories.

Pending confirmation in fall 2006 of the Government of Canada’s
financial results for 2005-06, funding will be notionally allocated over
three years and distributed among the three territories as follows:
$50 million each for the Yukon, the Northwest Territories and Nunavut,
plus an additional $150 million for urgent needs in Nunavut.

More details on the two trusts can be found in the section entitled
“Restoring Fiscal Balance in Canada.”

In total, Budget 2006 confirms funding of over $3 billion in support of
Aboriginal Canadians.

Aboriginal Communities

A new approach: priorities $450 million
e Education
e \Women, children and families
e Water and housing

Addressing the legacy of residential schools $2,200 million
Off-reserve Aboriginal housing $300 million
Affordable housing in the territories $300 million
Total $3,250 million
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Environment

The Government is committed to taking actions that will lead to a cleaner,
healthier environment. Beginning this year, by making major investments in
public transit infrastructure and by providing incentives to encourage its
use, concrete actions will be taken that improve the environment and
improve the lives of Canadians.

Public Transit—Support to Provinces and Territories

Public transit plays an important role in easing traffic congestion in
urban areas, reducing carbon dioxide and other emissions, and making
communities more livable.

The Government will provide $1.3 billion in support of public transit
capital investments.

The Government will accelerate investments in public transit
infrastructure, by making $400 million available to provinces and
territories. To date, nine agreements have been finalized with provinces
and territories regarding this funding, with the balance to be concluded
in coming months.

The Government will also provide a one-time payment of $900 million
to provinces and territories to be paid into a third-party trust, contingent
on sufficient funds being available from the 2005-06 surplus in excess of
$2 billion. The Public Transit Capital Trust will support capital investments
in public transit infrastructure including rapid transit, transit buses,
intelligent transportation systems and other investments including high
occupancy vehicle and bicycle lanes.

Pending confirmation in fall 2006 of the Government of Canada’s
financial results for 2005-06, funding will be notionally allocated over three
years and distributed to provinces and territories on an equal per capita
basis. More details on the trust can be found in the section entitled
“Restoring Fiscal Balance in Canada”.

The Government expects that provinces and territories will take transit
ridership in the municipalities into account when the funds are disbursed.
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Table 3.8
Federal Funding for Public Transit

Transit payment Public Transit

(Bill C-66) Capital Trust Total
(millions of dollars)

Newfoundland and Labrador 6.5 141 20.6
Prince Edward Island 1.7 3.8 55
Nova Scotia 1.7 25.8 37.5
New Brunswick 9.4 20.7 30.1
Quebec 94.4 210.8 305.1
Ontario 155.2 351.5 506.8
Manitoba 14.7 32.6 47.2
Saskatchewan 12.5 27.2 39.6
Alberta 40.1 91.3 131.5
British Columbia 52.5 119.3 171.8
Yukon 0.4 0.9 1.3
Northwest Territories 0.5 1.2 1.7
Nunavut 0.4 0.8 1.2
Total 400 900 1,300

Note: Totals may not add due to rounding.

Public Transit—A Tax Credit for Individuals

This government wants to encourage individuals to use public transit.
Increasing public transit use will ease traffic congestion in our urban areas
and improve the environment.

Budget 2006 proposes a tax credit on the purchase cost of monthly
public transit passes, or passes of a longer duration, effective July 1, 2006.
This measure will encourage public transit use by providing $150 million
in 2006-07 and $220 million in 2007-08 in benefits to approximately
2 million Canadians who make a sustained commitment to use this
environmentally friendly mode of transportation. An individual who
purchases passes costing $80 per month throughout the year will receive
up to about $150 in federal tax relief for the year. All transit users,
including commuters, students and seniors, will qualify. The effectiveness
of this measure will depend on transit authorities continuing to work to
boost ridership through quality service and low fares.
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Accelerating Capital Cost Allowance
for Forestry Bioenergy

The tax system currently provides accelerated capital cost allowance for
investments in energy generation equipment that uses renewable energy or
uses fossil fuel efficiently. The budget proposes to implement the previously
announced incentive for cogeneration systems in the pulp and paper
industry that produce both thermal energy and electricity using a biomass
residue from the pulping process referred to as “black liquor.” This measure
will encourage additional investment in technology that reduces emissions
of greenhouse gases and air pollutants, while helping to improve the
international competitiveness of Canadian mills.

It is estimated that this measure will reduce federal revenues by
$10 million in 2006-07 and $20 million in 2007-08.

Infrastructure

Canada needs to remain competitive and productive while sustaining the
quality of life of Canadians. The Government recognizes that world-class
infrastructure, such as an efficient transportation network and safe and
reliable water systems, is key to meeting these objectives. As illustrated by
the measures in this budget, the federal government is committed to
providing stable and reliable funding to provinces, territories and
municipalities to help them meet their infrastructure needs. In doing so,
the Government will maximize value for taxpayers’ money by supporting
infrastructure projects that adhere to best practices, by not funding

cost overruns and by requiring fund recipients to be accountable to
Canadian taxpayers.

New Highways and Border Infrastructure Fund
and Canada’s Pacific Gateway Initiative

Canada’s core national highway system is a very important national asset.
For example, in terms of value, about 63 per cent of Canada-United States
trade in goods was moved by truck in 2003. Also, individual Canadians,
whether they live in urban or rural areas, depend on major highways for
many of their travel needs. Additional investments in highways will result
in a more efficient and safer system.
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The provinces and territories are responsible for the bulk of Canada’s
core national highway system. To help the provinces and territories meet
system needs, this budget provides a total of $2.4 billion over the next
five years for a new Highways and Border Infrastructure Fund. A key
objective of the new Fund will be to cost-share with provinces and
territories improvements to the core national highway system, including
the Trans-Canada Highway.

Canada’s trade with the rest of the world flows through “gateways”
(e.g. major land border crossings and ports) where transportation networks
converge to connect centres of economic activity. To capitalize on this
advantage, this budget announces the Government’s intention to invest a
total of $591 million over the next eight years in Canada’s Pacific gateway.
While some of the funding will also be directed towards related measures
such as maintaining secure and efficient border services, most of it will go
towards infrastructure improvements such as bridge and road upgrades and
railway grade crossing projects.

In recent years, the $600-million Border Infrastructure Fund has
committed funding towards infrastructure improvements at Canada’s
border crossings with the United States, including Windsor, Sarnia,

Fort Erie and St. Stephen. The new Highways and Border Infrastructure
Fund will provide funding for future federal investments in infrastructure
improvements that support Canada’s major gateways, including border
crossings with the United States.

Renewal of the Canada Strategic
Infrastructure Fund

The Canada Strategic Infrastructure Fund has been making key strategic
investments in all regions of Canada in projects such as highways, urban
transit, sewage treatment and flood mitigation. These much-needed
investments have been made in cooperation with the provinces and
territories, municipalities and the private sector. In recognition of its
importance, this budget provides an additional $2 billion for the Canada
Strategic Infrastructure Fund. This will allow the Government to fund
new projects.
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Renewal of the Municipal Rural Infrastructure Fund

Through tripartite initiatives such as the Infrastructure Canada Program
and, more recently, the Municipal Rural Infrastructure Fund, the
Government has helped municipalities in all parts of Canada undertake
thousands of infrastructure improvement projects. Many of these projects
have consisted of improvements to water and wastewater distribution and
treatment infrastructure. To ensure that such assistance is maintained at
current levels, this budget provides an additional $2.2 billion over five years
to the Municipal Rural Infrastructure Fund. This will allow this fund to
support further improvements to municipal infrastructure, such as the
Evergreen Commons at the Don Valley Brick Works in Toronto.

Unprecedented Federal Support for Infrastructure

Table 3.9
Canada’s New Government Infrastructure Initiatives

2006-07 2007-08 2008-09 2009-10 Total
(millions of dollars)

New funding for infrastructure
initiatives/agreements

Highways and Border

Infrastructure Fund 245 340 480 610 1,675
Canada’s Pacific

Gateway Initiative 19 72 92 56 239
Canada Strategic

Infrastructure Fund - 181 429 570 1,180
Municipal Rural

Infrastructure Fund 200 332 450 550 1,632
Public Transit Capital Trust" 300 300 300 - 900

Existing infrastructure
agreements? 1,467 1,197 741 470 3,875

Other funding for cities
and communities

Increase to 100% of

the GST/HST rebate 625 650 685 720 2,680
Gas tax rev