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Introduction

Good morning. Thank you, Madam Chair and all members of the committee, for inviting
me today to provide an update on Canada’s economic and fiscal situation.

Let me start by saying that my appearance here before the committee today has special
significance for me, and for my government. Tomorrow marks the 10th anniversary of
our government. Ten years ago Canadians invested in us their hopes and aspirations for
a better life—for themselves, for their communities and for Canada. 

I probably don’t have to remind you of the economic situation that we found when
we assumed office. Ten years ago Canada was in the grip of a fiscal crisis. We faced an
annual deficit of $38 billion and a crushing debt burden. Our federal debt equalled
two-thirds of our nation’s total annual economic output and was devouring more than
35 cents of every tax dollar, simply to pay interest. The Wall Street Journal called Canada
“an honorary member of the Third World.” And there was real concern that the
International Monetary Fund (IMF) would have to step in to stabilize our financial situation.

That was then.

Ten years later, through the hard work and sacrifice of Canadians and a commitment
to sound fiscal management, we have turned things around. We have put an end
to 27 years of deficits and we have significantly reduced Canada’s debt. The federal
government has succeeded in keeping the annual inflation rate low—within the target
band of 1 to 3 per cent. We have actively pursued freer and fairer trade. We have made
smart investments in innovation and skills development and in key areas such as health
and poverty reduction. We have renewed our commitment to improving accountability
and transparency in the management of public resources. We have reduced taxes
by $100 billion—the largest personal and corporate tax cuts in Canadian history.

Our ongoing review and reallocation exercise represents the beginning of a culture
change in the public service. We will eliminate programs that don’t work. We will
adjust programs to new realities. We will align our programs to the changing priorities
of Canadians. We will be prudent in our spending. 

There are many reasons that our surplus last year was higher than projected. But one
reason was that our program spending was lower than budgeted. That’s a good sign and
a portent for the future. Prudence, rigour, spending aligned with priorities are part of
this government’s commitment. 

And the result, I think, is clear. Today Canada is among the economic and fiscal
leaders of the Group of Seven (G-7). We have led the United States and the world’s
other largest economies in average growth over the last six years. Our debt-to-GDP
(gross domestic product) ratio is now the second lowest in the G-7, a remarkable
improvement from 10 years ago, when it was the second highest. And we are committed
to keeping this ratio on a permanent downward track. 
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There is no doubt that we had to make some tough choices—and Canadians
supported us in our resolve. In 10 short years Canadians have come together to create an
economy that is entrepreneurial, resilient and capable of handling adversity at home and
abroad—which brings me to the other reason that underscores the special significance
of my appearance here today.

I am presenting this economic update to you in a year that has seen a dramatic series
of unforeseen challenges affect Canadians and our economy. I think we all know the
list: the fires and now floods in British Columbia, mad cow disease (bovine spongiform
encephalopathy or BSE), the severe acute respiratory syndrome (SARS) outbreak,
the August blackout in Ontario and Hurricane Juan on the East coast. 

They all had an impact—on communities, on families and on our daily lives. As a
government, we made the decision that we had to be there for Canadians who were put
at risk—whether it is SARS or BSE or natural disasters. I am proud of that decision.
But add to this weak global growth and the rapid rise in the value of the Canadian dollar,
and I think it is fair to say that by any measure, 2003 has been a tough year for the
Canadian economy.

And yet, our mettle tested, Canadians continue to be optimistic about the prospects
for our economy and, I believe, confident about our future and the future of Canada. 

And the world is taking notice. The Economist magazine recently described Canada as,
and I quote, “rather cool.” The magazine declares that our responsible fiscal management,
combined with “a certain boldness” in our social policy, “points to an increasingly
self-confident country.” And I, for one, agree with this assessment.

Thanks to the determination of Canadians and the economic and fiscal measures
taken over the past 10 years, our country has been able to withstand unforeseen shocks.
And we are in a position today to take advantage of a global recovery that many
economists believe is already underway. 

Work Continues

Madam Chair, part of the story behind the relative strength of our economic position
can be found in the recent efforts our government has made to help strengthen Canada’s
economic and fiscal framework.

As I have often said, sound fiscal management means continually reassessing
government programs against the needs and priorities of Canadians. It means finding
the most cost-effective ways of delivering high-quality services. And it means being
accountable to Canadians by being transparent about how their tax dollars are managed
and ultimately spent. As we set out in the February budget, we have taken significant steps
to meet the demands of sound fiscal management and to improve public confidence.



First, as I mentioned earlier, we have begun the process of making reallocation of
public resources an integral part of the way the federal government operates. To that end,
the Treasury Board is leading a systematic and ongoing examination of all non-statutory
program spending. Last month the President of the Treasury Board announced that this
year the reallocation exercise has secured savings of $1 billion. And this is just the
beginning. Canadians can expect to see even greater savings in the years to come, as the
federal government continues to do a better job at moving resources from lower to higher
priorities. This is not a one-time exercise, and we will get better at it. We will continue
to strengthen our commitment to sound fiscal management by ensuring that reallocation
remains a permanent feature of the way we manage the fiscal affairs of Canadians.

Second, we have taken important steps toward honouring our commitment to create
a new rate-setting mechanism for employment insurance premiums. Consultations on
this issue wrapped up this summer, and our goal now is to bring in legislation next year
to establish a permanent rate-setting regime for 2005 and beyond.

Third, we are continuing our efforts to encourage reform in Canada’s system
of securities regulation to ensure that it promotes competitiveness, innovation and
growth. Last March we established an independent panel of highly respected Canadians
to review this issue. Their report is expected by the end of this month. This report
will provide recommendations that all governments and stakeholders will be asked to
consider to ensure that Canada’s role in global capital markets remains strong.

In other areas of government business, we are pursuing our discussions with provincial
and territorial governments on renewing the equalization and Territorial Formula
Financing programs. As you know, these programs are vital to securing the well-being
of millions of Canadians. Together with the provinces, we are working to improve the
stability, predictability and integrity of equalization funding. We have made real progress
on key issues. Our government will work to complete the renewal process by the end
of March 2004.

Also, last June the Government set out its response to the report prepared by this
committee on bank mergers. In our response, building on the important work of this
committee and the Senate Committee on Banking, Trade and Commerce, we clarified
public interest considerations in reviewing bank merger proposals. We also explored
other significant issues affecting the structure of the financial services industry as a whole.
Public input on these issues is currently being received, and the Government is committed
to delivering a new policy in June 2004.

All of these issues are important public policy matters. As always, they will require
some difficult choices. But as the events of the past year have shown, we must be
prepared to make these decisions to preserve our strong fiscal position, to continue
to build confidence and to confront an increasingly competitive global economy.

Presentation 9
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Global Economic Developments

Let me turn now to the global economic picture. From a global perspective, 2003 has
generally been a disappointing year. World growth remains unbalanced, with domestic
demand in advanced nations outside North America generally quite weak. 

The euro zone, which includes the 12 countries that use the euro currency, has
seen another sluggish year. Germany, Europe’s largest economy, barely saw any economic
growth in 2002, and is not expected to grow at all this year. Most European countries
have large fiscal deficits as well. In the period ahead the significant and protracted
weakness in domestic demand in the euro zone is expected to continue.

Japan has experienced six consecutive quarters of growth, led by strong exports.
However, domestic demand remains weak and consumer spending is essentially flat.

But as always, the country that looms largest on our economic horizon is the
United States. The last two quarters suggest that a robust U.S. economic recovery is
at last unfolding. Economic growth picked up in the second quarter, rising by a
better-than-expected level of 3.3 per cent. In the third quarter it accelerated further to a
very strong 7.2 per cent. Consumer demand and business investment have enjoyed broad-
based strength, supported by fiscal stimulus, continued low interest rates and a weaker
American dollar. Consumer demand has been particularly strong for big-ticket items such
as automobiles and housing. With corporate profits rising in 2003, business investment
appears to be picking up, especially investment in software and equipment. 

In response to the large and persistent U.S. current account deficits, a broad array
of currencies have appreciated against the U.S. dollar this year. These include gains of
11 per cent by the euro, 9 per cent by the yen and 25 per cent by the Australian dollar. 

And while a strong fiscal stimulus is contributing to the acceleration of growth in
the U.S., at the same time the combined deficit of federal and state governments is forecast
to climb to more than 6 per cent of GDP this year. This could adversely affect
market confidence. 

Canadian Economic Developments

Madam Chair, let me now turn to Canada.

As I mentioned earlier in my presentation, recent developments in the Canadian
economy have been dominated by a series of unforeseen challenges. Assessing the
economic impacts of these challenges is not easy. Some evidence of the impacts of SARS
and BSE can be found in a wide range of economic statistics. For example, the number
of visitors to Canada in the second quarter declined by 15 per cent from the first quarter.



The export ban on Canadian beef imposed as a result of the single case of BSE led to a
10-per-cent drop in the output of the slaughtering and meat processing industries between
April and June. The Ontario electrical blackout and its lingering impact were a significant
factor behind a 4.5-per-cent decline in manufacturing shipments and a large decline in real
exports and GDP in August. And we continue to assess the impacts of Hurricane Juan,
that devastated Atlantic communities, and the forest fires and floods that hit Western Canada. 

In addition, the sharp decline in the U.S. dollar has been mirrored by a strong upward
surge in the value of our currency. Since the beginning of 2003 the Canadian dollar has
risen in value by more than 20 per cent against the U.S. dollar. A higher dollar will affect
businesses in Canada, as they adjust to the short-term effect on the profits of exporters and
to lower foreign demand for higher-priced Canadian goods and services.

As a result of these shocks, the Canadian economy stalled in the second quarter.
In the third quarter, which included the August blackout in Ontario, private sector
economists are forecasting a rebound to about 2 per cent real growth. 

Canadian job creation numbers reflect our challenges. After very strong job growth
last year of more than 500,000 new jobs, employment numbers increased by 98,000 in the
first nine months of this year, while the unemployment rate rose slightly to 8 per cent.

At the same time, Canada’s inflation rate has declined more rapidly than most analysts
had predicted earlier this year. The Consumer Price Index (CPI) inflation rate was
2.2 per cent in September. Core inflation, which excludes the most volatile components
of the CPI, was down to 1.7 per cent from over 3 per cent at the beginning of this year. 

Slower economic growth and the rapid decline in the rate of inflation have led the
Bank of Canada to lower its target interest rate by 50 basis points since July. These lower
rates will help support growth going forward.

Consumer and business confidence in the health of Canada’s economy have remained
strong. For example, the latest survey done by the Canadian Federation of Independent
Business (CFIB) says that confidence among its members has recovered most of the
ground lost earlier this year. Furthermore, it also indicates that CFIB members are now
more positive about what they expect over the next 12 months.

Global Economic Outlook

Madam Chair, having reviewed where we are at, I would like to turn to where we are
going, and our assessments of both the global and Canadian economic outlooks.

First, to the global outlook.

The IMF forecasts that the economies of the world’s advanced nations will expand
by 1.8 per cent this year, with growth rising to almost 3 per cent in 2004. Next year’s
forecast represents a significant improvement from the sluggish global economy of
recent years.

In the euro zone, however, the short-term outlook remains quite weak. Growth
of 0.5 per cent is expected in 2003, rising to 1.9 per cent in 2004. 

Presentation 11
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In Japan, after a modest pickup to 2 per cent in 2003, growth is expected to slow to
1.4 per cent next year as that country deals with continued deflation and with persistent
weakness in corporate and financial balance sheets.

In the U.S. the recovery seems to be on a more solid footing. Fiscal stimulus and
low interest rates continue to support U.S. consumer demand. This, along with improved
corporate profitability, will give firms the confidence and the means to invest and create
new jobs. The decline in the value of the U.S. dollar will help fuel their recovery by
making American exports more attractive.

Private sector economists have raised their forecast for U.S. growth in 2003 to
2.7 per cent and have also revised their growth forecast upward to 3.9 per cent for 2004.
A strong U.S. economy is obviously good news for the world economy and for Canada
in particular.

Canadian Economic Outlook

Madam Chair, let me now turn to the economic outlook for Canada.

The Department of Finance regularly surveys a group of private sector economists
to get their views on Canada’s economy. In the most recent survey, conducted in
September, economists lowered their estimate of 2003 GDP growth to 1.9 per cent,
down from the 2.2 per cent they forecast in June and the 3.2 per cent they anticipated
at the time of the February 2003 budget.

However, private sector economists believe that a variety of factors should lead to
an increase in economic growth over the balance of 2003 and through next year. These
factors include continued strong U.S. growth, recent interest rate reductions by the Bank
of Canada and a return to more normal output levels. 

Historically low interest rates will support consumer spending and business investment.
The Conference Board of Canada’s Index of Business Confidence supports this view.
It showed a strong rebound in the third quarter, with a large increase in the proportion
of firms who expected economic conditions to improve in the next six months and who
thought that now was a good time to invest.

Private sector economists now forecast real growth in Canada of 3 per cent in 2004.
This is down from the 3.5-per-cent projection at the time of the February budget.
The economists believe that the trade and other adjustments resulting from the rapid
appreciation of the Canadian dollar will continue into next year. This is the main reason
they have lowered their Canadian growth forecasts, even as they have revised upward
growth estimates in the U.S. 

It is also worth noting that the private sector economists we have surveyed expect
Canadian economic growth to average about 3 per cent for the four years after 2004.
This is largely unchanged from what was anticipated at the time of the February budget.



Reasons for Caution

Madam Chair, I am happy to say that these economic forecasts point to an improving
picture for both the Canadian and global economies. But we must remain prudent. There
are a number of uncertainties that could affect these forecasts in the months ahead. 

First is the sustainability of the U.S. economic recovery. In the short term it depends
upon a return to job growth. Without this, consumer demand could weaken, and
investment would slow as companies lose faith in the durability of the recovery. As well,
the growing U.S. fiscal imbalance will need to be addressed, or the rapidly rising debt
could put upward pressure on world interest rates. 

Second, private sector economists are of the view that a significant downside risk
to the Canadian outlook is the impact of the appreciation of our dollar on the economy.
Because of the extent and speed of the appreciation of the Canadian dollar, economists
have told me that the impact of the appreciation may be greater than they have predicted.

All this being said, on balance Canada’s economic fundamentals remain sound, and our
economy remains well placed to show sustained growth over the medium term, even in
this somewhat uncertain global environment.

Fiscal Progress Continues

Madam Chair, let us now turn to Canada’s fiscal situation and outlook.

2002–03

First, I would like to deal with the fiscal results for 2002–03 and put them in an
international context.

On October 22, the Government released its audited fiscal results for 2002–03.
These results were presented for the first time on the full accrual basis of accounting.
This is a major achievement and establishes Canada as a world leader in financial
reporting. The Auditor General has strongly endorsed this change, as it presents a more
comprehensive picture of the Government’s financial position.

The surplus for 2002–03, on a full accrual basis of accounting, was $7.0 billion,
marking the sixth consecutive year in which the federal government has been in surplus—
something we have not seen in 50 years.

As a result of these surpluses, the federal debt has been reduced by $52.3 billion over
the past six years. Let’s understand what this means. We are saving $3 billion each year on
interest payments that we can spend on other priorities for Canadians. As a result, for the
first time in 19 years the federal government spent more on direct transfers to Canadians
than we paid for interest on the public debt.

Also, the federal debt-to-GDP ratio has been reduced by nearly 25 percentage points,
from its peak of 68.4 per cent in 1995–96 to its current level of 44.2 per cent. 
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Taking all levels of government together, Canada was the only G-7 country to be
in surplus in 2002. Both the IMF and the Organisation for Economic Co-operation and
Development estimate that Canada will again be the only major industrial country in
surplus this year and next.

Canada’s total public debt burden, as a share of the economy, is now the second
lowest in the G-7, behind only the United Kingdom. This is a remarkable achievement
when you consider that Canada had the second highest public debt burden among
G-7 nations as late as the mid-1990s.

Madam Chair, it is important to note the reason behind the better-than-expected fiscal
results last year. Budgetary revenues, primarily personal income tax revenues, came in
lower than expected. This reflects the weaker-than-expected economy in the first months
of this year. However, this was more than offset by lower-than-anticipated program
expenses. These were principally attributable to one-time factors. But the weakness in
the personal income tax revenues we witnessed toward the end of the 2002–03 fiscal year
will carry forward to the current fiscal year.

2003–04

And the fiscal results to date for the current fiscal year confirm this fact. Fiscal results
for the April to August period of 2003–04 show a cumulative surplus of $1.3 billion.
This is less than half the surplus of $2.8 billion recorded over the same period last year. 

Based on these results and private sector forecasts, our estimated surplus this year has
been lowered to $3.5 billion, down from $4 billion estimated in the February budget.
As you will recall, this $4 billion included $3 billion of Contingency Reserve and
$1 billion of additional economic prudence.

As I mentioned earlier, Canada has been faced this year with a series of unforeseen
challenges that have required the federal government to act. Since the February budget
we have announced $1.2 billion in new spending this year to meet these challenges.
This includes measures to assist those Canadians most affected by SARS and BSE. It also
includes additional spending on our international obligations, including support for the
role our troops are playing in Afghanistan. 

After taking into account the cost of these measures, this leaves us with an estimated
budgetary surplus of $2.3 billion for 2003–04. This means there is $2.3 billion left in what
was a $3-billion Contingency Reserve to ensure that we meet our commitment to
achieve a balanced budget.

Madam Chair, last February the Prime Minister and the provincial premiers and
territorial leaders reached a historic accord on health. As part of this accord, the
Prime Minister agreed to transfer up to an additional $2 billion, provided the federal
surplus was more than the $3-billion Contingency Reserve this fiscal year.
Notwithstanding the conditional nature of this agreement, we now know that many
provinces have already earmarked this money for spending on health care.



As we have seen, the revised fiscal projections suggest that it is unlikely that the federal
government will see a surplus of more than the $3-billion Contingency Reserve this year.
Despite this fact, the Prime Minister has written to the provincial premiers and territorial
leaders today to inform them that, if there is any federal surplus this year, we will provide
up to the first $2 billion of it for health care spending when we close the books. This is an
important decision—one that addresses a top priority for Canadians, while promoting the
spirit of co-operation that is central to the accord on health.

Let me stress again, we will not run a deficit this year. Our commitment to balancing
Canada’s books remains the cornerstone of our fiscal planning. 

Madam Chair, this is a one-time change of policy in regard to the Contingency
Reserve. Reducing Canada’s overall indebtedness continues to be an important priority
for the federal government moving forward. But Canadians expect us to make responsible,
prudent choices when dealing with unforeseen circumstances. We are doing that this year.

2004–05 to 2008–09

I would now like to turn to the medium-term fiscal outlook. But before doing so,
allow me to remind committee members of how these projections were arrived at.

The Department of Finance surveys private sector economists every quarter and uses
their average economic forecasts as the basis for our fiscal planning. For this Update,
four macroeconomic modelling firms used these forecasts to generate fiscal projections for
the next five years.

Over this period, before making any allocation for prudence, the average private
sector projections forecast a surplus of $3.0 billion in both 2004–05 and 2005–06,
$4.0 billion for 2006–07, $6.0 billion for 2007–08 and $9.5 billion for 2008–09.
These figures include the cost of measures announced since the February budget.

Madam Chair, the figures I have just outlined show that in the short term Canada
faces a period of relatively modest fiscal surpluses as we deal with a weaker economic
outlook. These surpluses will allow us to set aside the normal $3-billion Contingency
Reserve every year. However, there will be no additional economic prudence until the
third year of the forecast period. 

The reason for this is quite simple. While private sector economists have substantially
lowered their forecast for economic growth this year and next, they have not changed
their views about the growth prospects over the medium term. This means the loss of
production and income resulting from weaker growth this year and next is not expected
to be made up by stronger growth in the near future. This, in turn, means that national
income—the broadest measure of the Government’s tax base—is expected to be lower
throughout the five-year projection period than the economists anticipated at the time
of the February budget. 

Presentation 15



16 The Economic and Fiscal Update

Madam Chair, I believe this underscores the importance that we must place on our
annual reallocation efforts. These efforts will be crucial if we are to continue to be able to
address the highest priorities of Canadians and respond effectively to unforeseen shocks,
as we have this year. We must strive to restore our normal prudence as soon as possible.
And we must continue to find savings by improving the way the federal government
manages and spends taxpayers’ dollars.

Nevertheless, it should be remembered that without the fiscal discipline of the last
several years, we would be facing a real deficit situation and a return to a growing national
debt—a burden that would continue to weigh even more heavily on future generations.
And over the long term I believe this would pose the single biggest threat to our ability
to spend on the programs that Canadians want and need.

Thankfully, that is not the case today. In fact, our national finances remain in the
black and are forecast to do so in the foreseeable future. We are the only G-7 country in
that position. This Canadian advantage is a direct result of the progress we have made over
the past 10 years to put Canada’s finances back on track and keep them there.

A Decade of Progress

Madam Chair, 10 years ago Canadians elected a new government. They entrusted
us to take the actions that were needed to provide a better future for themselves and
their children.

Together, Canadians have come a long way. We can take great pride in the progress
we have made—progress achieved through the determination, hard work and dedication
of Canadians across our country. 

But to fully appreciate how far we have come as a country, we need to remember
where we were 10 years ago. As I mentioned earlier, 10 years ago our economy was in
crisis. Our government inherited a disastrous economic situation—high unemployment,
low growth, high deficits and low confidence. A decade ago it was virtually impossible
to imagine how our nation might come so far, so fast. 

Who honestly believed that within 10 years we could erase an annual budgetary deficit
of $38 billion, produce six consecutive surpluses and reduce our net debt by more than
$50 billion?

Who thought we would have been able to implement a five-year $100-billion tax cut
plan, amounting to the largest cuts in Canada’s history?

Who thought our corporate tax rates would be lower, on average, today than those in
the United States? This is an important element in attracting new investment to Canada,
which helps create jobs and fuels economic growth.



Who believed that we would be able to commit to substantial increases in the
National Child Benefit, boosting funding for kids by more than $5 billion by 2007 and
helping to reduce the number of Canadian children living in poverty? 

Who would have conceived that we would be able to place the Canada Pension Plan
on a sound financial footing for the next 50 years—thereby guaranteeing that the current
and future generations of working Canadians will be provided with the means to live
in comfort and dignity when they retire?

Who thought we would see record job growth and economic expansion to the point
that today there are 3 million more people working in Canada than in 1993? 

Who would have forecast that, over the past six years, Canada’s GDP per capita,
which represents the best measurement of a nation’s standard of living, would grow by
20 per cent? This is the fastest level of growth in the G-7.

Who would have predicted that we could invest an additional $63 billion to
strengthen our health care system based on accords with the provinces and territories? 

Who dared to think that by now Canada would have seen the largest investment
ever—$13 billion—in research and innovation, turning Canadian universities into world
leaders in the pursuit of knowledge, new ideas and development of cutting-edge
technology?

All that, and much more, Canadians have achieved in 10 short years. Yes, we called
upon Canadians to make sacrifices. And it was painful for people who felt the impact
of cuts as we came to terms with our financial situation. As the then Minister of Industry,
I had to cut my budget by 50 per cent, in the process laying off hundreds of excellent
public servants, many of whom lived in my community here in the national capital.
I know first-hand the sacrifices that people made.

But the bottom line is clear—the Canada that we know today is a very different and
much better place in which to live, work and invest. It is a Canada that is rapidly shedding
the burdens of the past and is poised to take full advantage of the opportunities of
the future. 

Certainly, there are still major issues we must tackle and pressing needs that must be
addressed. Our work is not finished. There remains much to do if we are going to build
a more innovative, more intelligent, more inclusive and more international Canada for
our children and grandchildren.

Still, we can be certain that the fiscal path we are on is the right one. It has taken us
far. And it will take us even further as we build an even better Canada for all Canadians.
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Conclusion

Madam Chair, this has been a year of trial and tribulation. It has tested the resolve of many
Canadians from coast to coast. 

Despite the shocks we have experienced, Canada’s fiscal balance remains intact and
our economy is poised to benefit from the general global upswing in the months ahead.

But balance sheets alone don’t tell the story of Canada in 2003. I believe the real story
is found in the spirit shown by Canadians time and time again this year in the face of crisis.
Through the fires, the floods and the blackout, through SARS and BSE, through the
ongoing challenges found in farming, forestry and fisheries, Canadians have responded
with compassion and resolve. 

It is a spirit born of a newfound confidence and driven by a strong sense of purpose
and a determination to excel. It is the kind of spirit that allowed us to meet the great
economic and fiscal challenges of the last decade. And, Madam Chair, it is the kind of
spirit that will make Canada a model of prosperity and security in the 21st century.

18 The Economic and Fiscal Update



Annex 1

Canadian Economic and Fiscal Progress:
The Last Ten Years1

1 Incorporates data available up to October 28, 2003.
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Highlights

■ The Government has recorded six consecutive
budget surpluses since 1997–98 and has reduced
the federal debt by more than $52 billion. This has
freed up some $3 billion a year in interest savings,
which can now be used for other priorities.
Canada’s fiscal turnaround exceeds that of any
other Group of Seven (G-7) country. As a result,
Canada’s total debt burden moved from being the
second highest in the G-7 in the mid-1990s to the
second lowest. 

■ Thanks to fiscal discipline, the Government was
able to implement the largest tax cut in Canadian
history and to create a growing tax advantage for
Canadian businesses that will foster economic
growth and job creation. Canada’s fiscal
achievement, combined with its low and stable
inflation record, helped to keep interest rates low
and stimulate investment and productivity.

■ To support an increasingly knowledge-intensive
economy, the federal government has made
significant investments in education and skills,
research and development, and
knowledge creation.  

■ Over the last six years Canada has been a G-7
leader in labour productivity growth. Furthermore,
the Canadian economy has created more than
2 million jobs since 1996, the best job creation
record in the G-7, narrowing Canada’s
unemployment gap with the United States
from nearly 5 percentage points in 1996 to
2 percentage points today.



■ A strong economic performance is key to the
sustainability of Canada’s social safety net and
to the ability of governments to invest in
priority areas.

■ The federal government has made significant
investments in Canada’s social programs through
increased cash transfers to the provinces, income
assistance for children in lower-income families,
and initiatives to promote healthy communities.
Canada has also achieved major successes in
putting the “three pillar” retirement income system
on a sustainable financial footing.

■ Improved fundamentals have led to renewed
strength in gross domestic product (GDP) growth
since the second half of the 1990s. After slowing
through the 1970s and 1980s and virtually stalling
in the early 1990s, real GDP per capita rose by
20 per cent over the 1997 to 2002 period.
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■ The 20 years between the mid-1970s and the mid-1990s were characterized by
declining growth rates of real GDP, productivity and real household income. Inflation
soared in the 1970s and 1980s along with a simultaneous rise in the unemployment
rate. Years of chronic government deficits pushed Canada’s debt–to-GDP ratio to
levels well above the G-7 average. 

■ Key reforms in the 1990s created a stable fiscal and monetary climate in Canada.
Large and growing deficits were replaced by sustained surpluses through expenditure
reduction and prudent budget planning. After rising for more than 20 years, Canada’s
total government debt burden was placed on a permanent downward track. Today,
of the G-7 countries, only Canada remains in a surplus position, while only the
United Kingdom has a lower debt burden.

■ Monetary policy reform in 1991, when the Bank of Canada and the Government of
Canada agreed to adopt inflation targets, has complemented and strengthened policy
reform elsewhere. The resulting low and stable inflation facilitated long-term planning
and encouraged business investment that ultimately contributed to higher
productivity growth. 
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■ Fiscal and Monetary Progress
– Chronic deficits have become sustained surpluses
– Debt placed on a downward track
– Inflation targeting generated low and stable inflation
– Fiscal and monetary policy credibility led to lower interest rates

■ Policy Progress
– Investments in key social and growth initiatives
– $100-billion tax reduction
– Canada Pension Plan/Quebec Pension Plan put on an actuarially 

sound foundation
– Investments in research and innovation

■ Economic Progress
– Stronger productivity growth supported by investment in human and 

physical capital
– Reduced unemployment and higher job creation
– Renewed growth in the economy and living standards of Canadians

Introduction



■ These macroeconomic reforms supported and enabled important microeconomic
reforms that further fuelled economic growth and job creation, and provided the
resources to allow us to invest in strengthening a society that Canadians value.
The changes involved substantial tax reductions, improved labour market policies,
a sustainable public pension system, reforms to business subsidies and business
framework policies, financial sector reform and reduced barriers to trade. At the same
time, important investments have been made in families and their communities, the
health care system, skills development, and research and innovation.

■ The macroeconomic and microeconomic reforms implemented in Canada, together
with favourable economic conditions, have contributed to higher productivity growth
and a stronger labour market. These developments have led to renewed growth in
Canadian living standards and will continue to raise the quality of life of Canadians.

24 The Economic and Fiscal Update
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Canada’s fiscal progress—six consecutive federal budget surpluses
since 1997–98

■ From the early 1980s to the mid-1990s the federal deficit was stuck at around
$30 billion or more per year. However, with the structural reforms introduced
principally in the 1995 and 1996 budgets, the deficit was eliminated and a surplus
was recorded in 1997–98—the first surplus after 27 consecutive years of deficits. 

■ The federal government has now posted six consecutive annual surpluses since
1997–98. Only once before has this been accomplished—in the period following
World War II (1945–46 to 1951–52).

billions of dollars per cent of GDP

Sources: Public Accounts of Canada and Statistics Canada.
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Federal debt-to-GDP ratio on a downward track

■ As a result of these surpluses, the federal debt (accumulated deficit) has been reduced
by $52.3 billion since 1997–98.

■ The federal debt-to-GDP ratio fell to 44.2 per cent in 2002–03. It has come down
almost 25 percentage points from its peak of 68.4 per cent in 1995–96.

billions of dollars per cent of GDP

Sources: Public Accounts of Canada and Statistics Canada.
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Decline in federal program expenses a major contributor
to fiscal consolidation

■ The federal program expenses-to-GDP ratio has declined significantly, from
15.7 per cent in 1993–94 to 11.5 per cent in 2002–03. This decline is largely
attributable to the expenditure reduction initiatives, announced in the 1995 and
1996 budgets, aimed at eliminating the deficit.

■ The decline in program expenses as a percentage of the economy was the major
contributor to the elimination of the deficit and the emergence of six consecutive
years of budgetary surpluses.

■ Between 1993–94 and 2002–03 program expenses as a share of GDP fell by
4.2 percentage points, while public debt charges as a share of GDP were reduced
by 2.3 percentage points. The resulting 6.5-percentage-point improvement in the
budget balance as a share of GDP was partially offset by a 0.6-percentage-point
reduction in revenues as a share of GDP.

■ In total, the improvement in the budgetary balance as a percentage of GDP
between 1993–94 and 2002–03 was 5.9 percentage points—moving from a deficit
of 5.3 per cent to a surplus of 0.6 per cent. 

per cent of GDP
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Reduction in federal debt means more resources for other priorities

■ The federal debt has been reduced by $52.3 billion over the last six years, resulting
in ongoing savings in public debt charges of about $3 billion annually.

■ In 1995–96 37.6 cents of each revenue dollar went to service the debt.
Today it has dropped to 21 cents.

■ This means that more of each revenue dollar can be used to address the key priorities
of Canadians.

public debt charges as a per cent of revenues

Source: Department of Finance.
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Relative fiscal performance: Canada has maintained fiscal surpluses
despite global slowdown; large deficits in U.S.

■ In 2000–01 both Canada and the United States recorded surpluses. 

■ However, the federal government in the United States posted large deficits in both
2001–02 and 2002–03, and is expected to record another deficit in 2003–04.

■ In contrast, Canada’s fiscal situation remained in surplus in both 2001–02 and
2002–03, and a balanced budget or better is expected in 2003–04.

C$ billions US$ billions

1 Congressional Budget Office, August 2003.
Sources: Canada: Annual Financial Report of the Government of Canada, October 2003;  
U.S.: Department of the Treasury, October 2003.
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Both the federal and provincial-territorial governments have
contributed to the significant improvement in Canada’s fiscal situation 

■ Both the federal and provincial-territorial governments have contributed to turning
Canada’s fiscal situation around.

■ For the federal-provincial-territorial governments as a group, a combined deficit
of nearly $60 billion in 1993–94 turned to surplus in 1998–99 and has remained in
surplus since. 

■ This improved fiscal performance has helped underpin Canada’s solid economic
performance, and allowed the Canadian economy to better withstand the global
shocks that occurred over this period.

billions of dollars

Sources: Federal and provincial-territorial Public Accounts and budgets.
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Canada’s total government fiscal turnaround exceeds that of
any other G-7 country

■ The improvement in Canada’s fiscal performance has exceeded that of the U.S. and
all other G-7 countries over the last 10 years.

■ In 1992 Canada’s total government deficit,1 measured on a National Accounts basis
(the measure commonly used to make comparisons across countries), peaked at
9.1 per cent of GDP, almost double the G-7 average. By 1997, however, significant
fiscal improvements at all levels of government and measures to reform the
Canada Pension Plan and Quebec Pension Plan enabled Canada’s total government
sector to post a surplus, and to remain in surplus each year since.

■ Canada has recorded six consecutive surpluses. The Organisation for Economic
Co-operation and Development (OECD) currently expects that Canada will post a
seventh consecutive total government surplus in 2003, equal to 1.1 per cent of GDP.
The G-7 countries, on average, are expected to post a deficit of 4.4 per cent of GDP.

per cent of GDP

Note: International fiscal comparisons are based on the standardized System of National Accounts data for the total government
sector to take into account differences in accounting methods among countries, which affect the comparability of data,
and differences in financial responsibilities among levels of government within countries.
Sources: OECD Economic Outlook, No. 73 (June 2003), Department of Finance calculations.
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Quebec Pension Plan.
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Canada is the only G-7 country to maintain a financial surplus
despite the global slowdown

■ The strength of Canada’s fiscal and economic position was demonstrated during
the global economic slowdown that began in 2001, when most G-7 countries
experienced considerable pressure on their finances.

■ Indeed, Canada was the only G-7 country to record a surplus in 2002 and is expected
to be the only one to post a total government surplus again this year and next,
according to OECD estimates.

per cent of GDP

Sources: OECD Economic Outlook, No.73 (June 2003), Department of Finance calculations.
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Canada’s debt burden has fallen from second highest to
second lowest among G-7 countries

■ Given the sharp turnaround in Canada’s fiscal situation relative to the other
G-7 countries, it is not surprising that Canada has also achieved the largest decline
in government debt among G-7 countries.

■ Between 1995 and 2002 Canada’s total government sector debt-to-GDP ratio fell by
27.6 percentage points to 40.4 per cent of GDP.

■ As a result, according to the OECD, Canada’s total government debt burden moved
from being the second highest in the G-7 in 1995 to the second lowest in 2003, lower
than that of the U.S. Only the United Kingdom is expected to have a lower total
government sector net debt burden than Canada this year. 

per cent of GDP

1 Adjusted to exclude certain government employee pension liabilities to improve comparability with other countries’ debt measures.  
Sources: OECD Economic Outlook, No. 73 (June 2003), Federal Reserve, Flow of Funds Accounts of the United States
(September 2003), Department of Finance calculations.
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Thanks to fiscal discipline, the Government has delivered
significant tax relief to all Canadians

Federal Five-Year Tax Reduction Plan

2000–01 2001–02 2002–03 2003–04 2004–05 Total 

(billions of dollars)

Personal income tax 6.2 12.7 15.6 18.3 22.3 75.2
Corporate income tax – 0.6 1.9 3.2 4.4 10.1
Employment insurance 1.5 2.5 3.0 3.8 4.4 15.2

Total 7.7 15.9 20.5 25.3 31.1 100.5

Note: Numbers may not add due to rounding.

■ The Government began to deliver broad-based tax relief when the deficit
was eliminated. 

■ In 2000 it introduced a $100-billion Five-Year Tax Reduction Plan—the largest tax
cuts in Canadian history. This plan significantly reduces the tax burden of Canadian
families and individuals.

– About three quarters of the tax relief provided under this plan goes toward reducing
the tax burden of Canadian families and individuals. 

– All tax rates have been reduced and the Canada Child Tax Benefit (CCTB) has
been enhanced. 

– By 2004–05 the plan will have reduced the personal income tax burden by
21 per cent on average. Families with children benefit even more—with average
tax savings of 27 per cent.

– The employment insurance premium rate was reduced from $2.55 in 1999 to $2.10
in 2003. The rate is scheduled to fall to $1.98 in 2004, resulting in ongoing annual
savings to employers and employees.
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■ The 2003 budget built on the Five-Year Tax Reduction Plan and enhanced support
for Canadian families.

– The CCTB has been further enhanced to support families with children.
The maximum annual benefit for a first child under the CCTB will have more
than doubled from $1,520 in 1996 to $3,243 in 2007.

– The 2003 budget also introduced a new Child Disability Benefit for low- and
modest-income families. 

■ As a result of the tax changes introduced since 1997:

– A typical one-earner family of four earning $40,000 will pay $3,238 less in net
federal personal income tax in 2007—a savings of 83 per cent. 

– A typical two-earner family of four earning $60,000 will pay $3,059 less in net
federal personal income tax—a savings of 48 per cent.

– Over 1.5 million Canadians will have been removed from the tax rolls.
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The Government has also been able to create a tax advantage
for Canadian businesses and entrepreneurs 

■ The Five-Year Tax Reduction Plan and Budget 2003 have contributed to a Canadian
tax advantage:

– The Five-Year Tax Reduction Plan reduces the general federal corporate tax rate
from 28 to 21 per cent by 2004. 

– Further to the 2003 budget, the elimination of the federal capital tax over five years
has been legislated. 

– The 2003 budget also introduced a new taxation regime for the resource sector.

■ By 2008 the average Canadian corporate tax rate will be significantly lower than the
average U.S. rate. 

■ The investment climate for entrepreneurs and small businesses has also been improved.

– The Five-Year Tax Reduction Plan reduced the capital gains inclusion rate from
three quarters to one half and introduced a measure that allows individuals to defer
the tax on capital gains from the sale of shares in an eligible small business
corporation where proceeds are reinvested in another eligible small business.  

– The 2003 budget increased the amount of annual income eligible for the
12-per-cent small business rate from $200,000 to $300,000. 

per cent

1 Data for 2003 through 2008 include federal and provincial corporate income and capital tax changes as of September 30, 2003,
that are legislated with a specific timetable for implementation. 
Source: Department of Finance.
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Canada has achieved a consistent record of low and stable inflation… 

■ A new monetary framework has complemented and strengthened reform on the fiscal
front. In 1991 the Bank of Canada and the Government of Canada agreed to adopt an
inflation-targeting regime. The target range was reduced to between 1 and 3 per cent
and was extended several times, most recently in May 2001 to the end of 2006.

■ Over the 1993 to 2002 period average inflation in Canada was 1.8 per cent—one
of the lowest rates among G-7 countries and very close to the mid-point of the target
range of 1 to 3 per cent. 

■ Low and stable inflation has facilitated long-term planning and encouraged business
investment that has ultimately contributed to higher productivity growth. Equally
important, the inflation-control targets have contributed to macroeconomic stability,
preventing a recurrence of the inflationary “boom-and-bust” cycles of the early 1980s
and early 1990s. 

per cent

1 Core Consumer Price Index (CPI) inflation is the all-items CPI excluding the eight most volatile components and the effect 
of changes in indirect taxes on the remaining components, as defined by the Bank of Canada.
Source: Statistics Canada.
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…which, together with fiscal discipline, has contributed to
lower interest rates

■ The credibility of Canada’s monetary policy, complemented by a sharp improvement
in the fiscal situation, increased the Bank of Canada’s flexibility to respond quickly
and decisively to changing economic conditions. 

■ The 1995 budget announced major reductions and restructuring of federal spending.
It established a credible path toward the elimination of the deficit and set the
debt-to-GDP ratio on a clear downward track.

■ By eliminating the deficit and moving to sustained fiscal surpluses after 1997,
Canada improved its international fiscal credibility, leading to reductions in risk
premiums and interest rates.

■ Lower interest rates have in turn reduced the debt burden, while providing strong
support to interest-sensitive sectors such as housing, consumer expenditures and
business investment.

per cent

Source: Statistics Canada.
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Budget surpluses have reduced borrowing in capital markets,
freeing resources for the private sector

Net Borrowings in Capital Markets
1992–93 2001–02 Change

(average)
(billions of dollars)

Government1 +45.1 -10.3 -55.4

Business2 +22.0 +59.1 +37.1

Note: Net borrowings in Canada and abroad.
1 Net issues of total government bonds.
2 Net issues of corporate bonds, equities and trust units. 

Source: Bank of Canada.

■ With the elimination of budget deficits by federal and provincial governments, the
government sector became a net lender in capital markets by 2001–02 after borrowing
heavily in the early 1990s. At that time businesses, crowded out of the market by
the financial needs of governments, borrowed much less for investment purposes. 

■ With the government sector no longer a net borrower on capital markets, a much
larger pool of savings has become available for the private sector to invest in
productive endeavours. 
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Greater access to capital, lower interest rates and an improved fiscal
environment have led to a rebound in business investment

■ Encouraged by greater access to capital, lower and more stable interest rates, and
a strong economic and fiscal environment, growth in business investment rebounded
strongly to an average of 5.7 per cent per year over the 1997 to 2002 period,
compared to 0.3 per cent during the first half of the 1990s.

■ The increase in business investment, in turn, provided the foundation for job creation,
productivity growth and a stronger economy. 

■ The recovery in business investment was led by rapid growth in real machinery and
equipment (M&E) spending. Higher investment in information and communications
technologies (ICT) was an important source of this recent growth. The share of
ICT investment in total business investment doubled between 1981 and 2002.

■ Investment in M&E, particularly ICT, frequently embodies new technologies and,
as such, is an important element in productivity gains in the long run.

ICT2 Investment
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Since balancing the budget, the federal government has invested
substantial resources in research and development (R&D)
and knowledge creation

■ Between 1998–99 and 2004–05 the Government increased funding on R&D and
innovation by a cumulative total of $12.7 billion.

■ Major investments have included:

– The creation of the Canada Foundation for Innovation to support leading-edge
research equipment and facilities.

– The creation of the Canadian Institutes of Health Research, and the provision
of substantial new resources to it and the other federal research granting councils.

– The creation of the Canada Research Chairs Program to help universities attract
and retain high-quality researchers. 

– The introduction of an ongoing program to support the indirect costs of federally
sponsored research at universities, colleges and research hospitals. 

– Additional investment in Industry Canada, Technology Partnerships Canada
and the National Research Council to encourage R&D, and in the Business
Development Bank of Canada for venture capital to help knowledge-based
companies grow and prosper.

– Significant funding for programs aimed at connecting Canadians to sources of
information and knowledge, including SchoolNet, the Community Access Program
and Government On-Line. 

■ Canada’s scientific research and experimental development (SR&ED) tax incentive
program to promote spending on R&D is available to every industrial sector and
is one of the most advantageous R&D tax systems in the industrialized world.

Innovation and R&D Initiatives

✓ Canada Foundation for Innovation and Genome Canada

✓ Canadian Institutes of Health Research

✓ Federal granting councils

✓ Indirect costs of research

✓ 2,000 Canada Research Chairs

✓ National Research Council: Industrial Research Assistance Program, regional
innovation centres and Technology Partnerships Canada

✓ Investments in the Business Development Bank of Canada in support of
venture capital

✓ Connecting Canadians through SchoolNet, the Community Access Program,
Government On-Line and other initiatives
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In response to these federal initiatives, both universities and business
have engaged more actively in R&D

■ Supported by a stronger foundation for growth and government support for research
and development, the growth rate of real R&D investment has improved since 1997. 

■ Overall, real R&D expenditures have grown from $12.0 billion in 1997 to
$15.9 billion in 2002. The number of full-time equivalent R&D researchers also
increased to more than 90,000 in 1999 from fewer than 70,000 in the early 1990s. 

■ Furthermore, a growing proportion of R&D is now performed by the business sector
and universities. Business enterprises also made the largest contribution to the growth
in the number of R&D researchers over the past two decades.

■ Increased R&D spending is generating innovative new products, services and
technologies and providing Canadians with leading-edge skills.
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Canada has become the most open economy in the G-7

■ Between 1990 and 2002 Canada’s exposure to foreign trade increased more than
any other G-7 country. Indeed, as a share of the economy, Canada exported more
than 40 per cent of its goods and services in 2002, making it the most open of all
G-7 economies.

■ Canada has a long history of successfully embracing global markets. In 1989 Canada
signed the Canada–U.S. Free Trade Agreement with the United States. 

■ In 1994 the Canada–U.S. Free Trade Agreement was expanded to include Mexico,
creating the North American Free Trade Agreement. 

■ Since the implementation of the Canada–U.S. Free Trade Agreement, Canadian
exports to the U.S. as a share of GDP have increased from 19.1 per cent in 1988
to 33.1 per cent in 2002.

■ This expansion of trade has not only promoted employment and growth, but has also
increased Canadians’ access to products from around the world and improved the
allocation of resources, which in turn has contributed to progress in improving growth
in productivity and living standards.

Source: International Monetary Fund, World Economic Outlook, September 2003.
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Canada’s increased economic competitiveness and improved
fiscal position have contributed to a current account surplus
and a sharp reduction in net foreign debt

■ Canada’s improved business competitiveness in recent years can also be seen in our
current account balance, which has gone from large deficits through the 1980s and
most of the 1990s to large surpluses today, despite the U.S. economic slowdown. 

■ As a result, Canada’s net foreign debt1 as a per cent of GDP fell from 44 per cent
in the early 1990s to 16 per cent in 2002—the lowest level in more than 50 years.
This means that more of the income that Canadians earn is staying in Canada. 

■ Canada’s net foreign debt is now below that of the U.S. for the first time ever.
With continuing budgetary and current account surpluses expected in Canada, and
continuing deficits anticipated in the U.S., Canada’s net foreign indebtedness should
continue to fall and the gap vis-à-vis the U.S. continue to widen.
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1 Net foreign debt is the sum of all financial liabilities to foreigners of Canadian firms, governments and households,
net of all foreign assets of Canadian firms, governments and households. 
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Improved fundamentals have supported a more productive economy…

■ Fiscal and monetary credibility, the embracing of global markets by Canadian business
and improved investment have contributed to a rebound in labour productivity
growth since 1997. 

■ Labour productivity growth in Canada, particularly in the business sector, had slowed
markedly in the 20 years following the mid-1970s. Measured as real GDP per hour
worked, labour productivity growth in the Canadian economy rose from an average
of 1.2 per cent per year over the 1990 to 1996 period to 2.1 per cent per year over
the 1997 to 2002 period, surpassing the rate recorded during the 1970s. 

per cent, average annual growth, real GDP per hour worked

Sources: Statistics Canada and Department of Finance calculations.
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…making Canada a leader in productivity growth

■ The sharp improvement in labour productivity growth in the late 1990s has made
Canada a G-7 leader in this area over the last six years. Over the 1997 to 2002 period
Canada’s growth in real GDP per worker was the same as in the U.S.—a sharp
improvement from the 1980 to 1996 period. 

■ However, a sizeable gap still exists between the level of productivity performance
in Canada and the U.S. In 2002 real GDP per worker in Canada is estimated at
78.2 per cent of the U.S. level.1

Labour Productivity Growth in G-7 Countries, 1997–2002

Labour Productivity Growth in G-7 Countries, 1980–1996

Sources: OECD Economic Outlook, No. 73 (June 2003), Statistics Canada, Bureau of Economic Analysis,  
Bureau of Labor Statistics.
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Most of the improvement in productivity growth over the late 1990s
occurred in ICT-intensive industries

Labour Productivity Growth in Canada by ICT Intensity
1990–1996 1997–2000 Change

(per cent, average annual growth)

Private sector1 1.1 1.7 0.6
ICT-intensive industries 1.9 3.2 1.3
Non-ICT-intensive industries 0.5 0.5 0.0

of which:
Manufacturing 2.7 1.8 -0.9

ICT-intensive industries 4.7 8.6 3.9
Non-ICT-intensive industries 2.6 1.1 -1.5

Services 0.7 1.6 0.9
ICT-intensive industries 1.7 3.0 1.3
Non-ICT-intensive industries -0.5 -0.7 -0.2

Note: Labour productivity here is measured as real GDP at basic prices per worker. 
Intensive users of ICT include ICT manufacturing (computer and electronic products), business services
(professional, scientific, technical and administrative services), information services, wholesale trade, retail trade, finance,
insurance and real estate.

1 Total economy minus public administration.

Sources: Statistics Canada and Department of Finance calculations.

■ The increase in productivity growth in Canada appears to have been focused primarily
in industries that intensively use information and communications technologies.
This is true in both the manufacturing and services sectors of the economy.

■ In fact, within the private sector, only ICT-intensive industries experienced a pickup
in labour productivity growth over the 1997 to 2000 period.
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Increased productivity growth has gone hand-in-hand
with faster job creation…

■ Along with business investment and productivity growth, job creation slowed during
the 20 years following the mid-1970s. In particular, Canada experienced a more severe
decline in employment than the U.S. during the recessions of the early 1980s and
early 1990s. 

■ However, with the recovery in investment and productivity, employment growth
has rebounded strongly since 1997, reflecting improved economic and policy
fundamentals. Following average growth of 0.5 per cent per year over the 1990 to
1996 period, employment increased by 2.3 per cent per year on average over the 1997
to 2002 period, exceeding the growth rates in other G-7 economies. Today there are
3 million more people working in Canada than in 1993.

■ Most of the newly created jobs were full time, with job gains in most sectors of
the economy and in all regions of Canada. All age groups benefited from the strong
growth in job creation, including youths and adults over the age of 55—two groups
that often face difficulties finding employment.
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…with the Canadian participation rate moving above that in the U.S.

■ Healthy job growth has increased Canadians’ confidence regarding labour market
prospects, leading to a strong rise in the share of the working-age population that
is either working or actively looking for work—the participation rate—since 1997. 

■ In September 2003 the Canadian participation rate reached 67.6 per cent, up
substantially from a low of 64.5 per cent in 1996, and has surpassed that of the U.S.
since the middle of 2002. 

■ The rebound in employment growth and in the participation rate since 1997 was
especially evident among youths and older workers—the two groups particularly
hard hit by the economic weakness of the early 1990s.
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Despite the large increase in the participation rate,
the unemployment rate has fallen, narrowing Canada’s
unemployment rate gap with the U.S.

■ Despite a strong rise in the participation rate, the Canadian unemployment rate fell
from nearly 10 per cent in late 1996 to 8 per cent in September 2003, narrowing the
Canada–U.S. unemployment rate gap from close to 5 percentage points to about
2 percentage points. If the Canadian unemployment rate were measured according
to the U.S. definition, the gap would be 1.1 percentage points.

■ Strong employment gains in Canada have raised the proportion of the working-age
population holding a job—the employment rate—since 1997, bringing it to a level
similar to that in the U.S. for the first time since 1982. 

■ A healthy labour market since 1997 has generated strong income gains, bolstered
consumer confidence and supported domestic demand in Canada.
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Canadians are becoming more skilled, supporting an increasingly
knowledge-intensive economy

■ Technology use, innovation and human capital are all interconnected. A knowledge-
based economy requires a well-educated and skilled workforce able to make the most
of a changing economic environment.

■ The share of the population with university or college education has increased
markedly. Reflecting the rapid shift towards more knowledge-intensive jobs in all
sectors of the economy, most of the new job openings in the 1990s were concentrated
in sectors requiring a post-secondary degree or diploma, such as health, natural and
applied sciences, social sciences, business and finance. In contrast, job opportunities
have deteriorated for those with less than a high school diploma.
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The Government has made new investments to help Canadians
acquire new skills at all stages of life…

■ To compete internationally and to provide a better standard of living for its citizens,
the Government has invested to make its workforce increasingly well-educated,
adaptable and skilled. 

■ In 1998 it introduced the Canadian Opportunities Strategy to better assist Canadians
in accessing knowledge and skills. As part of the Strategy, the Government introduced
the Canada Millennium Scholarships and the Canada Education Savings Grant to help
students fund their education and to encourage and assist families in saving for their
children’s higher education.

■ Building on the Strategy, the Government has made further investments to
encourage the acquisition of skills and learning by Canadians. For example,
the education tax credit was extended to better support lifelong learning, while
the creation of the Canada Graduate Scholarships and improvements to the
Canada Student Loans Program help broaden access to post-secondary education
and graduate studies. 

Skills-Related Initiatives

The Government has invested in a wide range of initiatives to directly support and
encourage Canadians in acquiring the skills needed to be successful in the
knowledge-based economy, including:

✓ Canada Millennium Scholarships

✓ Canada Graduate Scholarships

✓ Canada Study Grants for students with dependants

✓ Improvements to the Canada Student Loans Program

✓ Increased support for the National Literacy Secretariat

✓ Canada Education Savings Grant and registered education savings plans

✓ Enhanced education tax credit

✓ Tax relief for interest on student loans

✓ Tax-free registered retirement savings plan withdrawals for lifelong learning
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…and to support lower-income Canadian families and their children

■ Only through integrated and complementary economic and social progress will
Canada achieve its goal of strong and sustainable living standards growth along with
a better quality of life for all Canadians. Since 1997 the Government has invested in
measures in support of low- and modest-income families with children to improve
the chance that Canadian children will grow up to be healthy, contributing members
of society. 

■ These measures, when combined with strong economic growth and job creation,
are essential to reducing poverty and ensuring that families have the resources
they need to care for their children. 

Social Initiatives

The Government has made significant investments in support of Canadian families
and their children, including:

✓ The introduction of the Canada Child Tax Benefit and subsequent enhancements

✓ An investment of $2.2 billion over five years under the Early Childhood Development
Agreement to expand early childhood development programs

✓ Additional support to enhance the early childhood development of First Nations
children

✓ $900 million over five years to provincial and territorial governments to improve
access to quality regulated early child care services

✓ Extended tax assistance for persons with disabilities and their families, including
a new Child Disability Benefit

✓ Enhancement of employment insurance maternity and parental benefits
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Income assistance for children in lower-income families ensures
that the benefits of economic growth are shared among all Canadians

■ A balanced budget and renewed economic growth have provided the resources to
make new investments in key areas of social policy. The Government has acted to
ensure that the benefits of strong economic growth are shared among all Canadians.

■ A key element of the Government’s agenda has been to combine good social
policy with good economic policy. For example, the National Child Benefit (NCB)
initiative reduces financial disincentives to leave social assistance by protecting
child-related benefits and services when parents leave social assistance to enter the
workforce, thereby increasing the rewards from work and reducing child poverty. 

■ Currently the Canada Child Tax Benefit (CCTB) provides over $8.4 billion in
assistance to low- and middle-income families with children. With the enrichments
to the NCB supplement announced in the 2003 budget, assistance under the CCTB
is projected to reach over $10 billion in 2007, an increase of over 100 per cent
since 1996. 

■ In 1996 the CCTB provided maximum annual benefits of $2,753 for a family with
two children, of which one was under 7 years of age. By 2007 maximum annual
benefits are projected to increase to $6,511 per family. 
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New social investment has promoted healthier, vibrant communities

■ To improve and sustain economic growth in Canada and to ensure the well-being
of Canadians, our cities and communities must be vibrant and competitive. 

■ All governments must participate in building and strengthening our communities to
ensure robust local economies that are well managed, with safe neighbourhoods,
modern infrastructure and a productive labour force. 

■ In support of this objective, the Government has made significant investments to
promote healthy communities. For example, in Budgets 2001 and 2003, the
Government invested $1 billion on affordable housing over six years to reduce
problems of affordability and supply of rental housing, particularly in major urban
centres. In Budget 2003 the Government also announced a 10-year $3-billion
investment in municipal and strategic infrastructure. This brings the Government’s
total investment in infrastructure since 1994 to $12 billion. For First Nations on
reserves, the Government provides funding for basic services such as education,
social services and infrastructure.

Strong Communities

To help strengthen safe communities and encourage cultural diversity and strong local
economies, the Government has made a number of important, strategic investments,
including:

✓ Affordable housing agreements with provinces and territories

✓ The National Homelessness Initiative

✓ Housing renovation programs

✓ Infrastructure support, including $3 billion in Budget 2003

✓ Measures to strengthen Aboriginal communities
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The federal government has made significant reinvestments
in Canada’s health care system through cash transfers
to the provinces and territories

■ Canada’s publicly funded health care system plays an important role in building
the society Canadians value. It is vital to our quality of life and exemplifies
complementary economic and social policies. In this context, it helps provide Canada
with the distinct economic advantage of a healthy, productive workforce.

■ Transfers to the provinces and territories in support of health and social programs
constitute a significant share of federal program spending. 

■ Since balancing the budget in 1997–98 the federal government has increased funding
to the provinces and territories. Cash transfers supporting health and other social
services, over $20 billion today, are set to double over 10 years, from $15.5 billion
in 2000–01 to $31.5 billion in 2010–11. 

■ In addition, tax transfers will continue to be an important element of the growing
and predictable support provided to the provinces and territories. The tax transfer
is approximately $17 billion this year and will continue to grow in line with
the economy.

billions of dollars

Sources: Department of Finance; Canadian Institute for Health Information, National Health Expenditure Trends, 1975–2002.
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Through sound economic and fiscal management, the “three pillars”
of Canada’s retirement income system have been placed on a
solid footing

■ Canada’s retirement income system is based on three pillars:

– The federal government-funded Old Age Security and Guaranteed Income
Supplement (OAS/GIS) programs provide a basic, minimum guarantee for seniors.

– The Canada Pension Plan and the Quebec Pension Plan (CPP/QPP), funded
through payroll contributions, ensure a basic level of earnings replacement in
retirement for all working Canadians.

– Private tax-assisted retirement savings in registered retirement savings plans
(RRSPs) and registered pension plans (RPPs) help and encourage Canadians
to save for retirement to supplement their public pensions. 

■ By balancing the budget and putting the debt-to-GDP ratio on a downward track
and through continued prudent budget planning, the Government has ensured
the stability of the first pillar of the retirement income system. 

■ The 1997 CPP/QPP reforms placed the second pillar on a solid financial footing,
and it is now actuarially sound for the next 50 years. Canada is one of the very
few countries in the world with an actuarially balanced public pension plan.

■ Finally, having secured the first two pillars, the Government has moved to strengthen
the third pillar by increasing the RPP and RRSP limits and indexing them.

Distribution of Benefits Between Each Pillar  
of the Retirement Income System, 1999
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Integrated and complementary economic and social progress
has fuelled growth in GDP and living standards

■ The result of improved fundamentals—fiscal, monetary and microeconomic—
has been renewed strength in GDP growth since the second half of the 1990s.

■ During the 1990–1991 recession, Canada was particularly hard hit and recovered far
more slowly that the U.S. In contrast, Canada not only avoided the recession that hit
the U.S. economy during 2001, but was able to outperform most other countries in
the face of global weakness and uncertainty. As a result, Canada led the G-7 in growth
in each of the last three years.

■ Canada’s success in raising productivity and in creating more and better jobs for
Canadians has led to a strong rebound in standard of living growth since 1997, which
is the goal of Canada’s economic policy.

■ After slowing through the 1970s and 1980s and having virtually stalled in the early
1990s, real GDP per capita, the widely used measure of living standards, rose by
3.1 per cent per year on average over the 1997 to 2002 period, surpassing the rate
observed in the 1970s.

■ This means that Canada’s real GDP per capita, or standard of living, has increased
20 per cent over the past six years.

58 The Economic and Fiscal Update

per cent, average annual growth of real GDP per capita

Source: Statistics Canada.
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Annex 2

Canada’s Recent Economic
Developments and Outlook1

1 Incorporates data available up to October 28, 2003.
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Highlights

■ The global economic recovery has been uneven
in 2003 but is expected to accelerate through the
remainder of this year and next year, with the U.S.
economy leading the way.

■ Canadian growth has been dampened this year by
severe acute respiratory syndrome (SARS), a single
case of mad cow disease, the Ontario electricity
blackout, massive forest fires in B.C. and the rapid
appreciation of the dollar. 

■ The Canadian labour market has not been immune
to these shocks. After a very strong performance in
2002, employment growth slowed in 2003.
Nonetheless, a total of 98,200 new jobs have
been created since the beginning of this year.

■ Private sector economists expect stronger U.S.
growth and low Canadian interest rates to support
a recovery in Canadian growth over the balance of
this year and into 2004. For 2003 they now expect
real gross domestic product (GDP) growth of
1.9 per cent, down sharply from the 3.2 per cent
they forecast at the time of the 2003 budget. They
forecast 3-per-cent real growth in 2004, down from
the 3.5 per cent forecast in the 2003 budget.  

■ Private sector economists believe that the extent
and the speed of the appreciation of the Canadian
dollar, as well as the uncertainty about future
levels of the dollar, represent downside risks to
their short-term Canadian growth forecast.
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The global economic recovery has been uneven but is expected
to pick up speed in the second half of this year and next year… 

■ Following the global economic slowdown in 2001, the recovery in the world
economy has been relatively modest and uneven. The International Monetary Fund
(IMF) is projecting an upturn in global activity in the second half of this year, with
real GDP growth for the year averaging 3.2 per cent.

■ With reduced geopolitical uncertainties, monetary and fiscal policy stimulus in several
countries, and a projected decline in oil prices, global growth is projected to strengthen
to 4.1 per cent in 2004, led by the United States and developing and transition
economies. The IMF forecasts that euro area growth will be only 1.9 per cent in 2004
and Japanese growth will be even weaker. Indeed, while recent data suggesting
a stronger performance have led to a more optimistic outlook for growth in Japan
in 2003, ongoing deflation and structural problems, including banking and corporate
sector weakness, will continue to constrain domestic demand and real GDP growth
in 2004.  

per cent

Source: International Monetary Fund, World Economic Outlook, September 2003.
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…with the U.S. economy leading the way 

■ Following the recession in 2001 U.S. real GDP growth has been uneven. This
reflects geopolitical uncertainties preceding the war in Iraq, accounting scandals and
the lingering effects of the bursting of the stock market bubble. 

■ However, monetary and fiscal stimulus and a weaker U.S. dollar have contributed
to a strengthening U.S. recovery. The U.S. economy grew a solid 3.3 per cent in the
second quarter of 2003 and is estimated to have accelerated much further in the
third quarter, aided by a pickup in consumer spending and business investment
in equipment and software. 

■ Accommodative monetary and fiscal policies are expected to continue to support
economic activity next year. Private sector forecasters expect growth to average about
4 per cent in 2004. 

■ The sustainability of the U.S. recovery depends on the economy delivering sustained
job growth and a rebound in business investment. If not, consumer demand could
weaken and investment could slow as companies lose faith in the durability of
the recovery. 

■ Over the medium term the main risk is the large U.S. fiscal deficit, which, if not
corrected, could put upward pressure on interest rates.  

per cent, period to period at annual rates

Source: Blue Chip Economic Indicators, October 2003.
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But the U.S. economy has been running large current account deficits,
which have recently led to a realignment of world currencies 

■ The United States has been running current account deficits for over a decade.
Since 2000 the current account deficit has averaged more than 4 per cent of GDP
per year.

■ This has led to a steady increase in U.S. net foreign debt as a share of GDP, rising
from about 5 per cent in 1993 to about 23 per cent in 2002.

■ The depreciation of the U.S. dollar against a broad array of currencies in 2002 and
2003 is a key factor in the adjustment process required to correct global imbalances.
Since the beginning of 2002 the U.S. dollar has fallen by more than 10 per cent
against a broad basket of currencies. In particular, it has fallen by about 24 per cent
against the euro, 27 per cent against the Australian dollar, 17 per cent against the yen
and 18 per cent against the Canadian dollar. 

per cent of GDP per cent of GDP

1 First half of 2003. 
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Canadian domestic demand growth has remained healthy;
however, a series of shocks contributed to the stalling of
GDP growth in the second quarter 

■ Although Canadian real GDP growth slowed through 2002 and into 2003, final
domestic demand growth remained robust. 

■ Solid consumer spending and residential investment growth have been important
contributing factors to continued domestic demand growth. 

■ Notwithstanding solid domestic demand, the combined impact of SARS, bovine
spongiform encephalopathy (BSE or mad cow disease) and the rapid appreciation
of the Canadian dollar contributed to the stalling of real GDP growth in the
second quarter of 2003. 

per cent, period to period at annual rates

Real GDP and Final Domestic Demand Growth

Real GDP
Final domestic demand

-1

0

1

2

3

4

5

6

2002
Q1

2002
Q2

2002
Q3

2002
Q4

2003
Q1

2003
Q2



66 The Economic and Fiscal Update

The Canadian economy was hit by a number of shocks
in the second and third quarters of 2003

■ SARS hit travel-related industries, including accommodation and air transportation
services. Real exports of travel services dropped almost 14 per cent (quarterly rate)
in the second quarter of 2003 as SARS led to a sharp decline in foreign visitors
to Canada. 

■ The export ban imposed as a result of a single case of BSE led to a 10-per-cent drop in
the output of the slaughtering and meat processing industries between April and June. 

■ The electricity blackout in August in Ontario crippled much of the province’s
manufacturing sector for several days. The blackout and its lingering impact
were significant factors behind a 4.5-per-cent decline in manufacturing shipments
and a 5-per-cent decline in real exports in August. 

■ Massive forest fires in British Columbia affected the lumber industry in the interior
of B.C., and Nova Scotia was recently battered by Hurricane Juan. 
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The Canadian dollar appreciated rapidly this year

■ Another factor impacting growth in the Canadian economy this year and next is the
rapid appreciation of the Canadian dollar vis-à-vis the U.S. dollar. The 17-per-cent
appreciation of the Canadian dollar in the first half of this year is the largest on record
over a six-month period. The Canadian dollar has continued to appreciate and is now
about 21 per cent above its level at the beginning of the year.

■ The rapid appreciation of the Canadian dollar reflects the general weakness of the
U.S. dollar against all major currencies as well as increases in some commodity prices.

■ A significant rise in the value of our currency reduces the profits of exporters
and lowers foreign demand for Canadian goods and services. It also leads Canadians
to substitute cheaper imported goods for domestically produced goods. This means
there will be trade balance adjustments in response to this significant appreciation of
the Canadian dollar.
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Monetary and fiscal policy credibility has enabled the Bank of Canada
to respond to shocks as needed

■ In the first half of 2003, in response to above-target inflation and concerns about rising
inflation expectations, the Bank of Canada increased its key policy rate (the target
for the overnight rate) on two occasions by a total of 50 basis points to 3.25 per cent. 

■ In July and then again in September, the Bank of Canada subsequently lowered its
key policy rate back to 2.75 per cent, citing faster-than-expected declines in inflation
and inflation expectations, as well as negative effects from SARS, BSE and the
appreciation of the Canadian dollar. 

■ Low interest rates should help offset the impact of recent shocks. 
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Low interest rates have supported household spending, which
has been the main contributor to GDP growth

■ Supported by historically low interest rates and high consumer confidence, household
spending has been the main contributor to GDP growth since the beginning of 2002. 

■ Over this period real household spending has grown 4.2 per cent on average,
reflecting increases in all categories of consumer spending, particularly those that
are more sensitive to interest rates.

per cent, period to period at annual rates
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In particular, housing activity has been a major driver
of Canadian domestic demand growth 

■ A key element of healthy household spending growth has been sustained growth
in residential investment. 

■ Residential investment in the second quarter of 2003 was 8 per cent higher than a year
earlier. Housing starts and renovation expenditures have both contributed to the
strength in residential investment. At the current pace of 219,000 new units for 2003,
housing starts are at their highest level since 1988. 

■ Improved housing affordability, reflecting low mortgage rates and rising incomes,
has contributed to strong housing demand. 
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Business investment is gradually recovering

■ Business investment declined in 2002. After this negative growth last year, both
machinery and equipment and non-residential construction showed positive growth
in the first half of 2003. 

■ Healthy corporate profits, low interest rates, a strengthening external environment
and sustained gains in the stock market should support healthy investment growth
in the coming quarters. 

■ Indeed, according to the revised 2003 survey of private and public investment
intentions released by Statistics Canada in July, total investment is expected to increase
by 4 per cent in 2003. 

per cent, period to period at annual rates 
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Stronger U.S. growth is supporting Canadian exports in the face
of the dampening effect of the Canadian dollar appreciation

■ Real exports fell in the fourth quarter of 2002 and first quarter of 2003, reflecting
weaker U.S. demand, partly driven by Iraq-related uncertainties that led U.S.
businesses to adopt a wait-and-see approach to the potential conflict.

■ Although a stronger U.S. economy boosted exports in the second quarter,
merchandise exports weakened over the summer. The strong appreciation of the
Canadian dollar and the blackout in August were likely key factors. 

■ Since the beginning of 2003 real import growth has averaged 4.7 per cent, reflecting
strong domestic demand in Canada and a possible shift from domestically produced
goods to imported goods in response to a stronger dollar.
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Despite global weakness, Canada’s current account remains in surplus
and its net foreign debt has declined

■ Despite weakness in external demand over the past two years, Canada’s current
account balance has remained positive. 

■ In fact, Canada’s current account has now been in surplus for 16 consecutive quarters,
averaging over 2 per cent of GDP. 

■ As a result, Canada’s net foreign debt as a share of GDP has continued to decline
in recent years. Indeed, Canada’s foreign debt ratio was 19 per cent in the first half
of this year, close to its lowest level in 50 years.

■ The decline in net foreign debt means that more of the income that Canadians earn
is staying in Canada.

■ These developments stand in sharp contrast to the U.S., whose current account and
net foreign debt positions have both deteriorated.
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After a very strong performance in 2002, employment growth
in Canada slowed this year as shocks hit the economy

■ In 2002 the Canadian economy created 560,200 jobs. This strong labour market
performance was an important contributor to domestic demand.

■ However, the Canadian labour market has not been immune to recent shocks to the
Canadian economy. As a result, job gains have been uneven so far in 2003. A total
of 98,200 new jobs have been created since the beginning of the year.

■ Slower job creation, combined with participation rates that have remained at record
high levels, has caused the unemployment rate to rise to 8 per cent in recent months.

■ Although less robust than in 2002, the Canadian labour market continues to show
strength relative to the U.S. labour market. In contrast with Canada’s job gains,
the U.S. economy has lost 336,000 jobs since the beginning of this year. 
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Employment gains have been reflected in the continued growth
of real disposable income of Canadians 

■ Since 1996 real personal disposable income per capita has increased 13 per cent. 

■ This progress has continued since the beginning of 2001 despite a U.S. recession and
subsequent uneven recovery, and shocks to the Canadian economy. The positive
performance of recent years in the midst of global economic uncertainty reflects
the resilience of the Canadian economy.
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In spite of a recent series of shocks, consumer confidence
remains historically high 

■ Strong economic and policy fundamentals and low interest rates, which have helped
to keep employment levels high and incomes rising, contributed to keeping consumer
confidence relatively steady despite recent shocks to the Canadian economy.

■ Consumer confidence in Canada, although lower than its very robust values in the
summer of 2002, remains high by historical standards. This should help to underpin
the expected strengthening in economic activity in the remainder of this year and
into next year. 
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Corporate profits also remain at a historically high level,
boding well for investment  

■ Despite a slight decline in the second quarter of 2003, corporate profit levels remain
quite healthy in Canada. Combined with economic recoveries in both Canada
and the U.S., the current level of corporate profits bodes well for future investment
growth in Canada.

■ Reflecting this, the Conference Board of Canada’s Index of Business Confidence
rebounded strongly in the third quarter of 2003, with a large increase in the
proportion of firms expecting economic conditions to improve in the next six months. 

■ The latest survey by the Canadian Federation of Independent Business also found
that confidence among its members has recovered most of the ground lost earlier this
year in the wake of the multiple shocks that hit the Canadian economy. Furthermore,
the survey indicated that its members were more positive than a few months ago about
what they expected over the next 12 months.

Conference Board of Canada’s Index of Business Confidence
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Low borrowing costs should continue to support economic
activity in Canada

One-Year Mortgage Rate and Prime Business Rate
Savings on interest payments since January 2001 on a one-year $100,000 
mortgage and a $250,000 business loan 

One-year Prime
mortgage rate business rate

Rate—January 2001 7.70 7.50
Rate—October 22, 2003 4.55 4.50

Change in rate -3.15 -3.00

Monthly payment—January 2001 $744.16 $1,562.50
Monthly payment—October 22, 2003 $556.26 $937.50
Change in monthly payment -$187.90 -$625.00

Change in annual payment -$2,254.80 -$7,500.00

■ Interest rates remain near historically low levels, providing strong support for
household spending and business investment.

■ The one-year mortgage rate and prime business rate are currently 4.55 per cent and
4.50 per cent. These rates are 315 basis points and 300 basis points lower than their
levels at the beginning of 2001. 

■ Households now save about $2,250 per year on a new or renegotiated one-year
mortgage of $100,000 relative to what they would have paid at the beginning of 2001.

■ For their part, businesses now save $7,500 per year on a $250,000 business loan
relative to what they would have paid at the beginning of 2001.
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Forecasters expect economic growth in Canada to strengthen
through the latter part of this year and into 2004

■ The Department of Finance recently conducted its regular survey of 20 Canadian
private sector economists, which is the basis for the five-year status quo fiscal
projections provided in Annex 3. 

■ Taking into account the impacts of the stronger Canadian dollar, SARS, BSE, the
blackout and forest fires, private sector economists expect modest GDP growth this
year. They expect growth of 2 per cent in the third quarter and about 31⁄2 per cent
in the fourth quarter of this year.

■ For 2004 the private sector forecasters expect quarterly growth of slightly above 3 per cent.
The private sector economists noted that their forecast pace and pattern of growth
in 2004 could be impacted by adjustments resulting from the rapid appreciation of
the dollar.

■ The rebound in growth is supported by continued strong U.S. growth, recent interest
rate reductions by the Bank of Canada and a return to more normal levels of output
as the negative impacts of recent shocks unwind.  

per cent, period to period at annual rates

Sources:  Statistics Canada; Department of Finance survey of private sector forecasters, September 2003.
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Reflecting recent shocks to the economy, growth in Canada this year
and next is expected to be weaker than projected in the 2003 budget  

■ On an average annual basis, private sector economists expect real GDP growth
of 1.9 per cent this year, down sharply from the 3.2-per-cent growth they forecast
at the time of the 2003 budget. For 2004 they forecast 3-per-cent growth, again
down from the 3.5 per cent forecast in the 2003 budget. With real GDP levels
lower this year and beyond, this will have ongoing negative impacts on
government revenues.

■ Canada ranked first in real GDP growth among Group of Seven (G-7) countries
in 2002, and the IMF expects Canada to rank third in 2003 and second to the U.S.
in 2004. The IMF expects Canadian growth to be lower than in the U.S. in part
because of the rapid appreciation of the Canadian dollar and the smaller degree of
excess capacity in Canada than in the United States.
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■ Compared to the February 2003 budget, private sector forecasters expect higher GDP
inflation in 2003, at 3.3 per cent. However, GDP inflation is projected to slow to
below 2 per cent in 2004.

■ Reflecting the slower forecast real GDP growth in 2003, private sector forecasters
expect short- and long-term interest rates to be lower in both 2003 and 2004 than
anticipated at the time of the February 2003 budget.

■ The Canadian outlook has several risks. Principal among these is uncertainty about the
outlook for growth in the U.S. and the extent of the adjustment from the appreciation
of the Canadian dollar. Private sector economists view the risks to the U.S. outlook as
balanced, meaning that growth in the U.S. could be higher or lower with similar
probabilities. However, they believe that the extent and the speed of the appreciation
of the Canadian dollar, as well as the uncertainty about future levels of the dollar,
represent downside risks to their short-term Canadian outlook for growth.



Evolution of the Average Private Sector Forecast for Canada
2003 2004

(per cent, unless otherwise indicated)
Real GDP growth
February 2003 budget 3.2 3.5
November 2003 update 1.9 3.0
Difference (percentage points) -1.3 -0.5

GDP inflation
February 2003 budget 2.2 1.9
November 2003 update 3.3 1.4
Difference (percentage points) 1.1 -0.5

Nominal GDP growth
February 2003 budget 5.4 5.4
November 2003 update 5.3 4.4
Difference (percentage points) -0.1 -1.0

Employment growth
February 2003 budget 2.1 1.8
November 2003 update 1.9 1.3
Difference (percentage points) -0.2 -0.5

Unemployment rate
February 2003 budget 7.3 7.0
November 2003 update 7.7 7.7
Difference (percentage points) 0.4 0.7

3-month Treasury bill rate
February 2003 budget 3.3 4.5
November 2003 update 2.9 2.9
Difference (percentage points) -0.4 -1.6

10-year government bond rate
February 2003 budget 5.4 5.9
November 2003 update 4.8 5.0
Difference (percentage points) -0.6 -0.9

Sources: December 2002 and September 2003 Department of Finance surveys of private sector forecasters.
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Annex 3

Private Sector Five-Year Economic
and Fiscal Projections



Private Sector Five-Year Economic and Fiscal Projections 85

Highlights

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

■ However, because of the greater degree of
uncertainty associated with longer-term
projections, budget decisions are made on a
rolling two-year horizon.

■ In order to arrive at an estimate of the fiscal
surplus for planning purposes, the average fiscal
surplus projections are typically adjusted to
include prudence:

– an annual Contingency Reserve to guard against
unforeseen developments. If it is not needed,
this reserve goes to pay down the debt; and

– economic prudence to provide further assurance
against going back into deficit.

■ Prudence is an essential element of budget
planning. The purpose of prudence is to protect the
annual balanced budget target against economic
shocks and other unexpected developments. For
example, in 2001 the unforeseen circumstances
of both the global economic slowdown and
the terrorist attacks of September 11th created
exceptional fiscal pressures. As a result, the
prudence absorbed the adverse fiscal impact of
these developments and allowed the Government
to meet its fiscal targets. 



■ In this update, the downward revisions to economic
growth, and the resulting impact on budgetary
revenues, will again require that some of the
prudence established in the February 2003 budget
be used to protect the balanced budget target.

■ Based on the fiscal results for the first five months
of 2003–04, and after accounting for the fiscal
impact of the policy initiatives announced since
the February 2003 budget, the surplus for
2003–04 is estimated at $2.3 billion. This amount
has been allocated to the Contingency Reserve.

■ Based on the average of the four private sector
economic forecasting firms and including the fiscal
impact of the policy measures announced since the
February 2003 budget, but before any allocation
for prudence, the surplus is forecast at $3.0 billion
in both 2004–05 and 2005–06, $4.0 billion in
2006–07, $6.0 billion in 2007–08 and $9.5 billion
in 2008–09. For the period to 2008–09 these
surpluses are allocated to the $3 billion Contingency
Reserve and an element of economic prudence.
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Approach to budget planning

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

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

– Each fall the Department of Finance conducts extensive consultations with an
economic advisory group, which includes the chief economists of Canada’s major
chartered banks and leading economic forecasting firms. 

■ The second step involves using these economic assumptions to develop status quo
fiscal projections for the regular fall Economic and Fiscal Update.

– Since 1999, for the fall update, major private sector economic forecasting firms
develop detailed fiscal projections, on a National Accounts basis, based on tax and
spending policies in place at that time, using the average of the private sector
economic forecasts. 

– These forecasts are then translated into Public Accounts projections, in consultation
with the private sector economic forecasting firms, and presented in the fall
Economic and Fiscal Update for budget-planning purposes. For the current fiscal
year, year-to-date fiscal results are used to estimate the potential outcome, while
forecasts for the next five years are based on the average of the fiscal projections
provided by the four economic forecasting firms.

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

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

– An annual Contingency Reserve is set aside to guard against unforeseen
circumstances. If not needed, it reduces the federal debt (accumulated deficit).

– An extra degree of economic prudence may be built in to provide further assurance
against falling back into deficit.

■ The Contingency Reserve is normally set at $3 billion annually, while the economic
prudence is set at $1 billion in the first year of the five-year planning horizon, rising
to $4.0 billion by year five.
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■ The Contingency Reserve and economic prudence are used to absorb the fiscal impact
of short- and longer-term economic and other shocks. They provide a buffer to
protect the annual balanced budget target, to avoid having to undo previous budget
initiatives, and to avoid going back into deficit. 

■ It is the view of the private sector economic advisory group that for the purposes of
public debate on policy options, a five-year time horizon is appropriate.

■ However, it is also the view of the private sector economic advisory group that great
caution is warranted in the use of long-term projections as a basis for budget decisions.
Therefore, budget decisions continue to be made on a rolling two-year horizon. 

■ This prudent approach to budget planning has allowed the federal government to
record six consecutive fiscal surpluses. In 2002 Canada was the only country among
the Group of Seven (G-7) countries to record a budgetary surplus. 
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Assumptions underlying average private sector fiscal projections

Table 3.1
Average of Private Sector Economic Forecasts: September 2003 Survey

2003 2004 2005 2006–2008

(per cent)

Real GDP growth 1.9 3.0 3.2 3.0
GDP inflation 3.3 1.4 1.9 1.8
Nominal GDP growth 5.3 4.4 5.3 4.9 
3-month Treasury bill rate 2.9 2.9 4.1 4.6
10-year Government of Canada bond rate 4.8 5.0 5.4 5.7

(percentage points)

Change from the February 2003 budget
Real GDP growth -1.3 -0.5 0.2 0.11

Note: Based on a survey conducted by the Department of Finance in mid-September.
The number of respondents declines from 18 in 2003 to 6 in 2008.

1 Annual average.

■ The average private sector forecast of real gross domestic product (GDP) growth
is 1.9 per cent in 2003, 3.0 per cent in 2004 and 3.2 per cent in 2005. The average
growth forecast over the 2006 to 2008 period is 3.0 per cent. 

– GDP inflation is expected to be 3.3 per cent in 2003, but then decline significantly
to 1.4 per cent in 2004 and average around 1.8 per cent to 2008. 

– As a result, nominal GDP growth is estimated at 5.3 per cent in 2003. However,
it is forecast to slow to 4.4 per cent in 2004 before rebounding to 5.3 per cent in
2005. Over the 2006 to 2008 period nominal GDP growth is forecast to average
4.9 per cent. 

■ Short-term interest rates are expected to average 2.9 per cent in both 2003 and 2004,
before rising to 4.1 per cent in 2005 and averaging 4.6 per cent over the medium
term. Private sector forecasters project a gradual rise in longer-term interest rates
between 2003 and 2008.

■ Compared to the February 2003 budget, the real GDP growth forecasts have been
lowered by 1.3 percentage points in 2003 and by 0.5 percentage points in 2004.
However, the private sector economists do not expect that the Canadian economy
will grow significantly above its potential growth rate over the medium term. As a
result, the lower growth in 2003 and 2004 is not recovered in future years, and
nominal income—the broadest measure of the Government’s tax base—is forecast
to be lower throughout the five-year projection period. 
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Planning assumptions used to develop five-year fiscal projections

■ Based on these economic forecasts, four private sector forecasting firms derived
projections of the major components of the federal budgetary balance on a National
Accounts basis. These projections were then converted to a Public Accounts basis, on
a full accrual basis of accounting, by the Department of Finance. The projections are
based on the following assumptions.

– The projections include the impact of the policy initiatives announced in previous
budgets. More specifically, they include the impact of the $100-billion Five-Year
Tax Reduction Plan as set out in the October 2000 Economic Statement and
Budget Update, as well as the further tax relief measures provided in the 2003 budget.
They include the impact of the health care agreements reached by first ministers
in 2000 and 2003, which will increase cash transfers to the provinces and territories
by 7.3 per cent annually on average over the 2000–01 to 2010–11 period. As
agreed under the 2003 First Ministers’ Accord on Health Care Renewal, the federal
government is prepared to put up to an additional $2 billion into health for the
provinces at the end of the fiscal year if the Minister of Finance determines during
the month of January that there will be a sufficient surplus above the normal
Contingency Reserve to permit such an investment. These projections do not
include a provision for this investment. 

– In the 2003 budget the Government set the employment insurance (EI) premium
rate for 2004 at $1.98 (employee rate per $100 of insurable earnings), down from
$2.10 for 2003. Based on the private sector economic forecasts used in the 2003
budget, it was estimated that the rate of $1.98 would generate premium revenues
sufficient to cover projected program costs. The four forecasting firms were asked
to set forecast premiums equal to their projected program costs on an annual basis
for 2005 to 2008. 

– In the February 2003 budget the Government indicated that it would make
reallocation from lower to higher priorities an integral part of the way it manages
and that the Treasury Board would lead a systematic and ongoing examination of
non-statutory government spending. These savings would be ongoing. As part of
this commitment, the Government announced that it would reallocate a permanent
$1 billion from existing spending beginning in 2003–04. The President of the
Treasury Board announced in early October that the savings for 2003–04 have been
secured. These projections assume that savings of $1 billion per year will be secured
over the period 2004–05 to 2008–09 as well.  

– The projections of public debt charges assume that the Contingency Reserve is not
required and is applied each year to reducing the federal debt.
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2002–03 fiscal outcome

■ On a full accrual basis of accounting, there was a budgetary surplus of $7.0 billion in
2002–03. This marks the sixth consecutive year the federal budget has been in surplus.
Taken together, federal debt has been reduced by $52.3 billion over the last six years.

■ The federal debt-to-GDP ratio is now 44.2 per cent, down sharply from its peak
of 68.4 per cent in 1995–96. Market debt—the debt issued on credit markets—as
a percentage of GDP has declined to 38.1 per cent from the peak of 57.0 per cent
in 1996–97. 

■ Budgetary revenues increased only 3.4 per cent in 2002–03. As a result, the
revenue-to-GDP ratio declined to 15.4 per cent. This reflects both the impact of
the Five-Year Tax Reduction Plan and the weaker economy. 

■ Program expenses increased by 6.6 per cent in 2002–03. As a percentage of GDP,
they were 11.5 per cent, up from 11.3 per cent in 2001–02 but well below the level
of 15.7 per cent in 1993–94.

■ Public debt charges declined by $2.4 billion to $37.3 billion in 2002–03. As a
percentage of revenues, they were 21 per cent in 2002–03. In contrast, in 1997–98,
the first year the federal budget was balanced and the Government began repaying
debt, public debt charges were $43.1 billion and over 28 per cent of revenues.

billions of dollars per cent of GDP

Sources: Public Accounts of Canada and Statistics Canada.
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Fiscal outcome for 2002–03 reflects weakening economy
and one-time factors affecting program expenses

Table 3.2
Financial Highlights for 2002–03: Comparison to February 2003 Budget

(billions of dollars)

February 2003 budget projected surplus 3.0

Changes1

Budgetary revenues -1.2
Program expenses 5.2
Public debt charges -0.1

Net change 4.0

Outcome for 2002–03 7.0

Note: Numbers may not add due to rounding.

1 A positive number implies an improvement in the budgetary balance.
A negative number implies a deterioration in the budgetary balance.

■ The budgetary surplus for 2002–03 of $7.0 billion reflected lower-than-expected
budgetary revenues due to weaker economic growth, but this was more than offset
by lower-than-expected program expenses.

■ Budgetary revenues were $1.2 billion lower than estimated in the February 2003
budget. The lower revenues in 2002–03 were attributable to much weaker-than-
expected personal income tax revenues. Personal income tax revenues were
$2.5 billion lower than expected, reflecting weaker-than-expected economic growth
at the beginning of 2003. This lower-than-expected outcome for personal income tax
revenues has carried forward into 2003–04, as witnessed by the fiscal results for the
first five months of 2003–04.

■ Program expenses were $5.2 billion lower due in large part to one-time factors,
including adjustments to allowances for loans, revisions to accrual adjustments and
data revisions which affected prior-year estimates of entitlements under the
equalization program. 
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Status quo fiscal projections
Outlook for 2003–04 to 2008–09

Table 3.3
Surpluses for Purposes of Fiscal Planning

Actual Estimate

2002–03 2003–04 2004–05 2005–06 2006–07 2007–08 2008–09

(billions of dollars)

Average of private sector
fiscal projections 7.0 3.5 3.2 3.2 4.3 6.4 9.7

■ The weakness in economic growth in 2003 is reflected in the fiscal results for the
first five months of 2003–04. The surplus for the April to August 2003 period was
$1.3 billion, down $1.5 billion from the same period in 2002. 

– The lower surplus to date primarily reflects the impact on revenues of the weakness
in economic activity in 2003, largely due to a number of domestic shocks.

– Based on the above, the potential surplus for 2003–04 on a status quo basis is
estimated at $3.5 billion. 

■ The fiscal surplus for the next five years is derived from the average of the private
sector fiscal projections.

■ The average of the four forecasting firms’ fiscal projections, converted to a
Public Accounts basis but prior to adjusting for the new policy initiatives, or any
allocation for the Contingency Reserve and economic prudence, results in a fiscal
surplus of $3.2 billion in both 2004–05 and 2005–06, $4.3 billion in 2006–07,
$6.4 billion in 2007–08 and $9.7 billion in 2008–09. 

■ The relatively small surpluses are attributable to the slower-than-expected economic
growth for 2003 and 2004, which have negatively affected federal revenues.
Moreover, as the private sector economists do not expect that the Canadian economy
will grow significantly above its potential growth rate over the medium term, this
means that the weaker growth in the short term is not expected to be made up by
stronger growth in the future. As a result, nominal income—the broadest measure of
the Government’s tax base—is expected to be lower throughout the entire five-year
projection period. 
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Fiscal impact of policy initiatives since the 2003 budget

Table 3.4
Initiatives Announced Since the February 2003 Budget

2003–04 2004–05 2005–06 2006–07 2007–08 2008–09

(millions of dollars)
National Defence mission costs 193.0 15.0
Other international initiatives 27.3 12.6 3.7 3.7 3.7 3.7
Severe acute respiratory 
syndrome (SARS)

Offer to Ontario 150.0
SARS challenges 100.0
Other 110.0

Bovine spongiform encephalopathy 
(mad cow disease) 440.0

Cod assistance package 49.8 15.8
Airline industry 15.0
Employment insurance changes 17.0 29.2 18.8 18.8 18.8 18.8
Hamilton Commonwealth Games 3.7 15.0 21.0 40.0 47.0 28.0
Canadian Television Fund 12.5 -12.5
World aquatics sports event 4.0 8.5
Whitehorse Canada Games 1.5 5.2 5.2 1.1
Drug strategy 20.0 41.3 59.0 59.8 59.9 59.9
Political financing 10.1 35.3 18.1 18.1 18.1 35.3
Aboriginal self-government 13.9 23.7 58.6 58.6
VIA Rail 45.0 56.0 190.0 206.0
Other 11.4 4.0 3.4 3.4 3.4 3.4

Total 1,161.3 209.9 207.6 358.6 415.5 207.7

■ Since the February 2003 budget the Government has announced a number of initiatives,
primarily to respond to unexpected developments during 2003. These include:

– Incremental funding to National Defence to support Canada’s international
commitments.

– Funding in the fight against severe acute respiratory syndrome, including
$250 million to help the province of Ontario in recognition of its extraordinary
effort to protect public health. 

– Assistance to help the Canadian cattle and beef industry to offset the impact of
border closures following the discovery of a single cow with bovine spongiform
encephalopathy (mad cow disease).

– Assistance to help fishers and fish plant workers affected by the closure of the
cod fisheries.

– Incremental funding for sports and cultural initiatives, the drug strategy, Aboriginal
self-government, VIA Rail and political financing.

■ The fiscal cost of these initiatives amount to $1.2 billion in 2003–04, $0.2 billion in
2004–05, rising to $0.4 billion in 2006–07. 
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Average of private sector projections of the fiscal surplus

Table 3.5
Surpluses for Purposes of Fiscal Planning

Estimate

2003–04 2004–05 2005–06 2006–07 2007–08 2008–09

(billions of dollars)

Average of private sector
fiscal projections 3.5 3.2 3.2 4.3 6.4 9.7

Initiatives announced since 
the February 2003 budget 1.2 0.2 0.2 0.4 0.4 0.2

Average of private sector 
projections adjusted 
for policy initiatives 2.3 3.0 3.0 4.0 6.0 9.5

Allocation for prudence
Contingency Reserve 2.3 3.0 3.0 3.0 3.0 3.0
Economic prudence 1.0 3.0 4.0

Surplus for planning purposes 0.0 0.0 0.0 0.0 0.0 2.5

Note: Numbers may not add due to rounding.

■ Table 3.5 first adjusts the projections of the fiscal surplus to include the impact
of policy decisions since the February 2003 budget.

– As a result, the surplus is reduced to $2.3 billion in 2003–04, $3.0 billion in both
2004–05 and 2005–06, $4.0 billion in 2006–07, $6.0 billion in 2007–08 and
$9.5 billion in 2008–09.

■ Second, the projections are adjusted to take into account the Contingency Reserve
and some allocation for economic prudence. 

– For 2003–04 the Contingency Reserve is $2.3 billion, equal to the average
private sector surplus, adjusted for initiatives since the February 2003 budget. 

– For 2004–05 and beyond, the Contingency Reserve is set at its normal level of
$3 billion per year. 

– The economic prudence is $1.0 billion in 2006–07, $3.0 billion in 2007–08 and
$4.0 billion in 2008–09. 
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Average of private sector fiscal projections

Table 3.6
Summary Statement of Transactions

Actual Estimate

2002–03 2003–04 2004–05 2005–06 2006–07 2007–08 2008–09

(billions of dollars)

Budgetary transactions
Budgetary revenues 177.6 180.5 186.3 195.5 204.4 213.9 224.6
Total expenses

Program expenses -133.3 -142.1 -147.1 -155.3 -162.6 -170.4 -177.9
Public debt charges -37.3 -36.2 -36.2 -37.2 -37.8 -37.6 -37.2

Total expenses -170.6 -178.2 -183.3 -192.5 -200.3 -207.9 -215.1

Budgetary surplus 7.0 2.3 3.0 3.0 4.0 6.0 9.5

Prudence
Contingency Reserve 2.3 3.0 3.0 3.0 3.0 3.0
Economic prudence 1.0 3.0 4.0

Total 2.3 3.0 3.0 4.0 6.0 7.0

Planning surplus 7.0 0.0 0.0 0.0 0.0 0.0 2.5

Non-budgetary transactions
Pension and other 
accounts 0.4 -0.6 -1.4 2.6 2.5 2.2 2.0

Capital investing activities -4.8 -4.8 -4.9 -5.1 -5.4 -5.7 -6.0
Other investing activities 0.8 -1.4 -1.5 -1.3 -1.2 -1.2 -1.2
Other activities 4.2 1.0 5.7 5.9 6.0 6.2 6.2

Total 0.6 -5.8 -2.1 2.0 1.9 1.6 1.0

Financial source/requirement 7.6 -5.8 -2.1 2.0 1.9 1.6 3.5

Per cent of GDP
Budgetary revenues 15.4 14.8 14.7 14.6 14.6 14.5 14.6
Program expenses 11.5 11.7 11.6 11.6 11.6 11.6 11.5
Public debt charges 3.2 3.0 2.9 2.8 2.7 2.6 2.4
Total expenses 14.8 14.7 14.4 14.4 14.3 14.1 13.9
Planning surplus 0.6 0.0 0.0 0.0 0.0 0.0 0.2
Federal debt

Assuming balanced 
budget 44.2 42.0 40.2 38.2 36.4 34.7 33.1

Assuming Contingency 
Reserve applied to 
debt reduction 44.2 41.8 39.8 37.6 35.5 33.5 31.5

Note: Numbers may not add due to rounding.
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■ Table 3.6 sets out the details of the fiscal projections to 2008–09 based on the
September 2003 survey of private sector economic projections. 

■ The budgetary balance is presented on a full accrual basis of accounting, recording
government liabilities and assets when they are incurred or acquired, regardless
of when the cash payment or receipt is made. In contrast, the financial
source/requirement measures the difference between cash coming in to the
Government and cash going out. It differs from the budgetary balance as it includes
the cash source/requirement resulting from the Government’s investing activities
through its acquisition of capital assets and loans, investments and advances, as well as
from operating transactions, primarily through the federal employees’ pension accounts
and foreign exchange accounts. These transactions are recorded as non-budgetary
transactions. 

– There was a financial source of $7.6 billion in 2002–03, primarily attributable to
the budgetary surplus of $7.0 billion.

– With projected budgetary balances, there is a projected financial requirement of
$5.8 billion in 2003–04 and $2.1 billion in 2004–05, unchanged from the estimates
at the time of the February 2003 budget. The requirement in 2003–04 reflects
the cash transfers to the trust funds established in the February 2003 budget for
the Canada Health and Social Transfer supplement of $2.5 billion and the
Diagnostic/Medical Equipment Fund of $1.5 billion. The liabilities for these trust
transfers were established in 2002–03 and affected the budgetary balance in that
year. The proposed transfer of the Government’s holdings in the Canada Pension
Plan to the Canada Pension Plan Investment Board also impacts the financial
requirements for 2003–04 and 2004–05. The Government will fund these cash
requirements without raising new debt.

– In the absence of the special factors noted above, financial sources are projected for
2005–06 and beyond. 

■ The revenue-to-GDP ratio was 15.4 per cent in 2002–03, down significantly from
17.0 per cent in 2000–01, primarily reflecting the impact of tax reduction measures.
It is expected to decline to 14.8 per cent in 2003–04 and to 14.7 per cent in 2004–05,
reflecting weaker economic growth and the impact of the Five-Year Tax Reduction
Plan. The revenue ratio drops to 14.6 per cent in 2005–06, reflecting the tax
reductions announced in the February 2003 budget, and remains relatively
stable thereafter. 

■ The program expenses-to-GDP ratio was 11.5 per cent in 2002–03, well below
the level of 15.7 per cent in 1993–94. It is projected to increase slightly in 2003–04,
as some of the factors that reduced expenses in 2002–03 do not carry forward into
2003–04.  It is projected to remain relatively stable thereafter. 

■ The federal debt-to-GDP ratio (accumulated deficit) stood at 44.2 per cent in
2002–03, down from its peak of 68.4 per cent in 1995–96. Assuming no incremental
debt reduction, it would fall to about 33 per cent by 2008–09. If the Contingency
Reserve is not needed and is used to reduce federal debt, the federal debt-to-GDP
ratio would decline to 31.5 per cent in 2008–09. 
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Average private sector projections of budgetary revenues

Table 3.7
Average Private Sector Projections of Budgetary Revenues

Actual Estimate

2002–03 2003–04 2004–05 2005–06 2006–07 2007–08 2008–09

(millions of dollars)

Tax revenues
Income tax

Personal income tax 81,707 83,440 86,025 91,105 96,200 102,375 109,530
Corporate income tax 22,222 23,450 24,755 26,095 26,855 26,990 26,860
Other income tax 3,291 3,315 3,455 3,585 3,710 3,825 3,895

Total income tax 107,220 110,205 114,235 120,785 126,765 133,191 140,285

Excise taxes/duties
Goods and services tax 28,248 29,260 31,170 32,865 34,585 36,425 38,475
Customs import duties 3,221 3,130 3,440 3,915 4,225 4,445 4,710
Energy taxes 2,496 2,525 2,585 2,650 2,700 2,735 2,775
Other excise 
taxes/duties 6,971 6,920 7,080 7,235 7,380 7,550 7,815

Air Travellers Security 
Charge 421 375 395 415 430 445 460

Total 41,357 42,210 44,670 47,080 49,320 51,600 54,235

Total tax revenues 148,577 152,415 158,905 167,865 176,085 184,790 194,520

Employment insurance 
premium revenues 17,870 17,500 17,135 16,965 17,420 18,035 18,730

Other revenues 11,115 10,575 10,250 10,700 10,850 11,100 11,330

Total budgetary revenues 177,562 180,490 186,290 195,530 204,355 213,925 224,580

Per cent of GDP
Personal income tax 7.1 6.9 6.8 6.8 6.9 7.0 7.1
Corporate income tax 1.9 1.9 1.9 2.0 1.9 1.8 1.7
Goods and services tax 2.4 2.4 2.5 2.5 2.5 2.5 2.5
Other excise 1.1 1.1 1.1 1.1 1.0 1.0 1.0
Tax revenues 12.9 12.5 12.5 12.6 12.5 12.6 12.6

Employment insurance 
premium revenues 1.5 1.4 1.3 1.3 1.2 1.2 1.2

Non-tax revenues 1.0 0.9 0.8 0.8 0.8 0.8 0.7

Total 15.4 14.8 14.7 14.6 14.6 14.5 14.6

Note: Numbers may not add due to rounding.
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■ Budgetary revenues are projected to increase by only 1.6 per cent in 2003–04,
primarily reflecting the weakness in the economy in 2003. Beyond 2003–04,
the average of the private sector forecasts for revenue growth is broadly in line
with the growth in nominal GDP, with variations largely due to the impact of tax
reductions announced as part of the $100-billion Five-Year Tax Reduction Plan
and in the 2003 budget. 

■ Personal income tax—the largest component of budgetary revenues—declines as
a percentage of GDP to 2005–06, reflecting both the impact of the $100-billion
Five-Year Tax Reduction Plan, which matures in 2004–05, and weakness in
economic growth. Thereafter it increases slightly as a percentage of GDP, reflecting
the progressivity of the income tax system.

■ Corporate income tax revenues grow broadly in line with the growth in the economy
to 2005–06, despite reductions in the general rate to 21 per cent from 28 per cent in
2000. Beyond 2005–06 they grow somewhat slower than the growth in nominal
GDP, in part reflecting the impact of the tax reductions implemented in the
February 2003 budget.

■ Excise taxes and duties are expected to increase by only 2.1 per cent in 2003–04,
following an increase of 11.4 per cent in 2002–03. The 2002–03 results were affected
by the introduction of the Air Travellers Security Charge, tobacco tax increases and
a strong increase in goods and services tax revenues. The slower pace expected for
2003–04 reflects the weakening in consumer demand. Thereafter they are expected
to pick up somewhat and grow broadly in line with the growth in nominal GDP.

■ The annual decline in EI premium revenues to 2004–05 reflects the impact of
lower EI premium rates. Under current legislation, rates decline from $2.20 in 2002
(employee rate per $100 of insurable earnings) to $1.98 in 2004. Over the period
2005–06 to 2008–09 EI premium revenues are assumed to match EI program costs.

■ Other revenues include revenues from enterprise Crown corporations, foreign
exchange revenues, return on investments and sales of goods and services.
These revenue sources are extremely volatile, determined in large part by changes
in the value of the Canadian dollar and net gains/losses from enterprise Crown
corporations. For planning purposes, they are assumed to grow slower than the
growth in the economy. 
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■ A more revealing picture of movements in tax revenue can be obtained by examining
the “revenue ratio”—total federal revenues in relation to the total income in the
economy (or GDP). 

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

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

■ The revenue ratio is projected to decline from 17.0 per cent in 2000–01 to 14.6 by
2008–09—a level not seen since the early 1960s. 
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Average private sector projections of program expenses

Table 3.8
Average Private Sector Projections of Program Expenses

Actual Estimate

2002–03 2003–04 2004–05 2005–06 2006–07 2007–08 2008–09

(millions of dollars)

Major transfers to persons
Elderly benefits 25,692 27,015 27,940 28,975 30,120 31,355 32,740
Employment insurance 
benefits 14,496 15,450 15,495 15,630 16,040 16,560 17,210

Total 40,188 42,465 43,434 44,605 46,160 47,916 49,950

Major transfers to other 
levels of government

Federal transfers in 
support of health  
and other programs 22,600 20,300 21,900 24,500 26,100 27,700 28,900

Fiscal arrangements 10,366 11,025 12,130 12,740 13,335 13,950 14,590
Alternative Payments 
for Standing Programs -2,321 -2,440 -2,550 -2,685 -2,820 -2,955 -3,100

Total 30,645 28,885 31,480 34,555 36,615 38,695 40,390

Other program expenses 62,490 70,700 72,150 76,150 79,800 83,750 87,550

Total program expenses 133,323 142,050 147,064 155,310 162,575 170,361 177,890

Per cent of GDP
Major transfers to persons

Elderly benefits 2.2 2.2 2.2 2.2 2.1 2.1 2.1
Employment insurance 
benefits 1.3 1.3 1.2 1.2 1.1 1.1 1.1

Total 3.5 3.5 3.4 3.3 3.3 3.3 3.2

Major transfers to other 
levels of government

Federal transfers in 
support of health 
and other programs 2.0 1.7 1.7 1.8 1.9 1.9 1.9

Fiscal arrangements 0.9 0.9 1.0 1.0 1.0 0.9 0.9
Alternative Payments 
for Standing Programs -0.2 -0.2 -0.2 -0.2 -0.2 -0.2 -0.2

Total 2.7 2.4 2.5 2.6 2.6 2.6 2.6

Other program expenses 5.4 5.8 5.7 5.7 5.7 5.7 5.7

Total program expenses 11.5 11.7 11.6 11.6 11.6 11.6 11.5

Note: Numbers may not add due to rounding.
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Average private sector projections of program expenses

■ The projections of program expenses in Table 3.8 include the impact of the health
care agreements reached in September 2000 and February 2003, as well as initiatives
announced in the February 2003 budget. They also include initiatives announced
since the 2003 budget, which are shown in Table 3.4. 

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

■ Program expenses are expected to increase by 6.5 per cent, or $8.7 billion, in
2003–04, with most of the increase due to higher other program expenses, reflecting
in part the impact of initiatives announced in the February 2003 budget, including
incremental funding for National Defence, affordable housing, infrastructure, research
and innovation, and climate change, as well as the initiatives announced since the
2003 budget. Thereafter, based on the average of the projections provided by the
four forecasting firms, total program expenses are estimated to increase broadly in line
with the increase in nominal GDP.

■ Major transfers to persons, consisting of elderly benefits and EI benefits, are expected
to increase by $2.3 billion in 2003–04. The growth in elderly benefits is largely
determined by the growth in the elderly population and average benefits, which are
fully indexed to quarterly changes in consumer prices. The growth in EI benefits
reflects the lagged impact of the economic slowdown and increases in average benefits. 

■ Cash entitlements to other levels of government in 2002–03 include one-time funding
totalling $4.0 billion, of which $2.5 billion was for the Canada Health and Social
Transfer cash supplement and $1.5 billion for the Diagnostic/Medical Equipment
Fund. The inclusion of these one-time transfers accounts for the drop in cash
entitlements in 2003–04. Cash transfers in support of health and other social programs
reflect the planned levels for total cash entitlements to 2008–09 as set out in the
February 2003 budget. Fiscal arrangements include equalization entitlements,
transfers to the territories, statutory subsidies and recoveries under the
Youth Allowance Recovery Program. Renewal of the equalization program is
currently under discussion with the provinces. Until a new five-year legislated
program is enacted, it is assumed for planning purposes that equalization entitlements
will grow in line with nominal GDP.

■ Other program expenses are projected to grow by 13 per cent in 2003–04. This
increase is attributable to the impact of one-time adjustments, which lowered spending
in this component in 2002–03, and the impact of the February 2003 budget initiatives,
which came into effect in 2003–04. Thereafter this component is projected to grow
in line with the growth in nominal GDP. 
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Program expenses-to-GDP ratio continues to decline

■ Program expenses as a per cent of GDP, on a status quo basis, are expected to increase
slightly, from 11.5 per cent in 2002–03 to 11.7 per cent in 2003–04.

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

■ Since 1996–97 the ratio has been relatively stable and is expected to remain so over
the outlook period.
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Sensitivity of the fiscal outlook to economic shocks

Table 3.9
Estimated Change in Fiscal Position

Year 1 Year 2

(billions of dollars)

1-per-cent decrease in real GDP growth
Revenue impact -1.9 -1.9
Expenses impact 0.6 0.7

Deterioration in fiscal balance -2.5 -2.6

1-per-cent decrease in GDP inflation
Revenue impact -1.9 -1.8
Expenses impact -0.5 -0.5

Deterioration in fiscal balance -1.4 -1.3

100-basis-point decrease in interest rates
Revenue impact -0.4 -0.5
Expenses impact -1.2 -1.8

Improvement in fiscal balance 0.8 1.3

■ The fiscal projections are extremely sensitive to changes in economic assumptions—
particularly to changes in real economic (GDP) growth, inflation and interest rates.
To ensure that such developments do not adversely affect the achievement of the
Government’s balanced budget target, the Government follows a prudent approach
to budget planning, as described earlier in this annex.

■ A decrease in the growth of real GDP (through equal reductions in employment and
productivity) would lead to lower federal government revenues through a contraction
in various tax bases, and an increase in expenses, primarily due to higher EI benefits.
Using standard sensitivity analysis, a 1-per-cent decrease in real GDP for one year
would lower the budgetary balance by $2.5 billion in the first year and by $2.6 billion
in the second year. 

■ A 1-per-cent reduction in the growth in nominal GDP resulting solely from a
one-year decline in the rate of GDP inflation would lower the budgetary balance
by $1.4 billion in the first year and $1.3 billion in year two. Most of the impact
would be on budgetary revenues, as wages and profits would be lower, as well as the
price of goods and services subject to sales and excise taxes. The impact on expenses
would be largely reflected in those programs that are indexed to inflation, such as
elderly benefit payments. 
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■ A sustained 100-basis-point decline in all interest rates would improve the budgetary
balance by $0.8 billion in the first year, rising to $1.3 billion in year two. This
improvement comes solely from the reduction in public debt charges, which would
reduce overall budgetary expenses by $1.2 billion in the first year and $1.8 billion
in year two, as longer-term debt matures and is refinanced at the lower rates.
Moderating this impact are somewhat lower interest earnings on the Government’s
interest-bearing assets, which are recorded as part of other revenues. 
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