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SUMMARY

This study presents a projection for the Canadian economy through the year 2020. Although the primary focus
of this exercise is on the medium-term and the long-term, attention is inevitably drawn to the short-term
outlook. We include, therefore, a revised version of our latest short-term forecast (PEAP Memo 2000-6,
published on June 9") which incorporates information available through July 13"

Although there are indications that growth has slowed somewhat in the second quarter of 2000, we expect a
solid economic performance by the Canadian economy in the near to medium term as investment (particularly
machinery & equipment) spending remains strong and government becomes more expansionary -with federal
and provincial levels increasing spending and cutting taxes. Consumption growth over the near term &
expected to be very strong, due in no small part to increases in transfers from government and tax cuts (and
also to the federal pay equity settlement and the special “tax rebate” in Ontario), but also because wage
increases continue to modestly improve. Since we expect strong consumption and machinery & equipment
investment growth, combined with less robust growth in the U.S. economy, net exports are seen to be
relatively weak. As well, over the near term, we expect a modest reduction in inventory levels from their
recent highs. Overal, therefore, we expect real GDP to grow by 4.4% in 2000, slowing somewhat to 3.3% and
3.4% in 2001 and 2002, respectively.

Given the shift to expansionary fiscal policy in Canada, the current relatively low level of unemployment and
the danger that the recent high energy prices may feed through in to wage demands and prices, we expect that
the Bank of Canada’s bias will be towards tighter monetary policy over the near term, with three ¥4 percentage
point increases in the Bank rate expected from August through the 1% quarter of 2001. The rate remains at this
level for the subsequent year, before easing somewhat. Given the recent jump in the headline CPI inflation
rate, and another expected jump in this rate later this year when both senior levels of government are
anticipated to implement major increases in tobacco taxes, CPI inflation is forecast to remain above 2% for
both calendar year 2000 and 2001, athough the core rate will be considerably lower. Because of relatively
tight monetary policy (tighter than we expect in the U.S. where they do not have specific inflation targets), the
Canadian dollar is expected to appreciate to over $.695 U.S. dollars by the end of 2001.

At the federal government level, even with hillions of dollars of “pre-booking” of spending into the previous
fiscal year, the 1999-2000 public accounts federal surplus could be as high as $8 hillion. We expect both the
federal and aggregate provincial levels of government to run relatively small public account surpluses over the
next few years under pressures to increase spending (particularly for health care) and to implement announced
and expected income tax cuts (both personal and corporate).

In the medium-term the economy is expected to be very close to potential. However, because of the Bank of
Canada’ s expected cautious monetary policy stance over this term, inflation is expected to remain below the
2% target indefinitely. The lower Canadian inflation trgjectory, coupled with somewhat higher U.S. inflation
rates foreseen over the next decade, is consistent with a gradual appreciation of the Canada-U.S. exchange rate.

In the longer term the projection shows growth entering a declining trend together with potential (largely due
to lower population growth), but there are nonetheless small gains made in consumption and real incomes.

The aggregate government sector continues to accumulate surpluses (particularly in the Canada and Quebec
Pension Plans). Aggregate labour productivity averages about 1.6% in the projection. Such a growth rate,
sustained on an annual basis would certainly be an improvement over average labour productivity growth
achieved in the 1990s and 1980s, but would be lower than that achieved in the 1950s and 1960s. We do not
project that the industrial economies (or at least the North American ones) are now undergoing or are about to
undergo a structura shift in which computer and communication technology will lead to permanently higher
long-term productivity growth.
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| Introduction

This study presents a projection for the Canadian economy through the year 2020. The
projection was developed with the University of Toronto's FOCUS macro-econometric model
but it includes important inputs from other sources and depends heavily, especially in the short-

term, on the judgement of the authors.

Although the primary focus of the exercise is on the medium-term and the long-term, attention is
inevitably drawn to the short-term outlook; this is based on a revised version of our recently
released short-term forecast (PEAP Memo #2000-6), updated to reflect data available through
July 13

Section |1 below reviews the various assumptions and exogenous projections that enter into the
national projection. Section Il reviews and summarizes the projection itself. For variables not

presented or for special tabulations PEAP members are invited to contact us directly.

While many of our members have read the following paragraphs before, we fedl it is important
for those unfamiliar with model-based longer-term economic projections to understand how a
projection evolves. The tables and figures presented in this document are developed from three
principal sets of ingredients:

First, there are a host of assumptions that must be made about the future economic environment
outside Canada, about economic policies pursued by the different levels of government, and
about underlying technology and population growth. The most important assumptions will be
discussed further below.

Second, there is the computer ssmulation model of the Canadian economy (FOCUS) that is used
to trandate the assumptions into a numerical "picture’ of the economy in detail (including
output, employment, external trade and deficits). The model contains both accounting
"identities" that express the way the national accounts and other Canadian data "add up", and
"behavioural" equations that embody our best estimate of the way segments of the economy (like
investment or consumption) have performed or behaved in the past.



The third ingredient is the authors own judgement, which is used to coordinate and make
consistent the previous two components. For example, initial assumptions about policy, when
run through the model, may give a result that appears to be politically unsustainable in our
judgement, causing us to change our assumptions. Or a particular model equation may be judged
to be an unreliable guide a some point in the future and be overridden with judgmental
assumptions instead. The economy remains sufficiently mysterious that the development of an

economic projection is as much "art" asit is "science".

There are two additional features of this type of projection that should be noted:

First, the specific numbers generated by the computer model must be considered as only the
median of the range of possibilities that becomes more diffuse the further into the future we
proceed. Despite the apparent precision of the numerical results, they are rough estimates only.

Second, beyond the next few years, the projection can only indicate trends for the future. Reality
will no doubt include future business cycles. The projection can only represent an average
through the ups and downs that will inevitably occur. However, we do assume that the result of
future cycles is likely to be that the economy on average will be below its "full employment” or
potentia level, and this feature is built into our projected longer-term trends.



Il Assumptions and Factors Underlying the PEAP National Projection

This section outlines and discusses the principal assumptions entering the PEAP national
projection. These include assumptions about the economic prospects for the U.S., and about
Canadian fiscal, monetary and exchange-rate policies. Table 2 provides a list of severa of the
numerical assumptions incorporated in the projection.

1.1 TheForeign Environment

The near-term U.S. forecast used in this study is a mixture of elements from recent projections
by Project LINK, information from Consensus Forecasts, and some additional judgement calls of
our own. The longer-term projection is based on Standard and Poor’s DRI U.S. projection,
combined with our own judgement. For details see Tables 2 and 4 and Figures 4 and 5.

In the near-term, the U.S. continues its incredible run to a soft landing, after achieving growth
above 3% in six of the last eight years. With growth in the 1% quarter of 2000 reported at over
5% at an annual rate, real growth is expected to be 4.8% in 2000, before slowing to 3.0% in both
2001 and 2002. (Of course, we have been forecasting this sowdown for some time but there are
indications in the 2'% quarter of 2000 that it may have begun.) Thereafter, real growth slows
somewhat to potential. The U.S. projection shows U.S. inflation (measured by the GDP deflator)
climbing above 2% in 2000 (for the first time since the mid-1990s) and remaining above this
level over the entire projection period, increasing slowly to 2.6% by 2007 and remaining stable
thereafter. The CPI inflation rate is modestly higher throughout the projection period. U.S.
potential growth is estimated to be about 2.5% in the first decade after the turn of the century and
to decline gradually to just about 1.9% at the projection horizon. The U.S. unemployment rate,
which is now well below what most, if not al, economists thought was the natural rate for the
U.S, (with, as noted above, few signs of inflation), is expected to increase slowly over the next
few years before levelling off at 4.6%, roughly 1.6% points below the Canadian rate.

Given the recent signs that the U.S. economy may be slowing somewhat, we now expect the U.S.
Fed to increase its benchmark rate only one more time in 2000 (by one quarter point in the 3¢
guarter).
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Since there will be looser fiscal policy in the U.S. next year, however, we do not expect that the
rates will fall much over the next couple of years from these relatively high red levels. This last
increase should act as the fina tap on the brakes needed to achieve a slowdown such that
inflation does not erupt. The U.S. rea short-term interest rate (the 3- month t-bill rate) is expected
to remain above 3% through well after the turn of the century, then fall gradually to 2.9%
through the projection horizon. We expect rea longer term government bond rates in the U.S.
to remain at roughly 4% throughout the projection period. These real rates - especialy the real
long-term rate - of course will dominate the Canadian interest-rate projection. The long-term
rate reflects the consensus view that world savings will be relatively scarce compared to world
demands for capital in at least the two decades to come.

I1.2 Population and Labour Force Participation

The population and household projections incorporated into the national projection (see Table
1b) are based on a new demographic projection model that we have recently developed,
incorporating the latest population data and immigration targets. This new demographic model
gives us greater flexibility in looking at the impact of changing assumptions on fertility,
immigration and emigration and expected mortality.

The gradual aging of the source population for the labour force will likely have implications for
the evolution of the full-employment unemployment rate; however, for the projection a flat
figure of between 6.0% and 6.5% has been assumed as a rough benchmark. Note that no special
upward adjustment has been made to the equilibrium rate to reflect ‘above normal’ industrial
re-structuring or regional imbalances.

We have made several adjustments to the model's participation rate equations to reflect the
easing or termination of some long-term trends (see Figure 1). We now expect only a
modest recovery in the participation rate of the 15-24 age group, which fell every year
between 1990 and 1997 (from a peak of 68.4% (73.5%) in 1989 to 59.2% (63.5%) in 1997
for females (males)). The participation rate recovery for this age group has been quite
substantial in late 1998 through mid-1999 but choppy since. It may well turn out to be
greater than we have built into our projection but given the developments through much of
the 1990s we have decided to continue to be “prudent”. The recovery levels off by
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2006 to reflect increased returns to education to this group and a greater availability of education
as the numbers of young people decline relative to the size of the education sector. The long
secular rise in the participation rate of females 25-54 is assumed to begin to flatten after the turn
of the century. This participation rate keeps rising through 2009 but more and more slowly as it
nears its maximum value - assumed to be close to ten percentage points below the stable 92%
rate for males 25-54. The participation rate for older males (55 and over) which fell dramatically
over the thirty years through the mid-1990s, reflecting both enhanced early retirement related to
technological adjustments and a gradua rise in the average age of this group, is expected to
remain fairly stable through to the projection horizon. An expected rise in the participation rate
of females 55 and over in the projection reflects the passage into this group of females who have
entered the labour force over the past three decades. Given the participation rate assumptions for
the population ategories presented above, the aggregate participation rate is expected to fall
gradually after 2002 to the projection horizon.



I1.3 Fiscal Policy

Setting fiscal policy in the model requires assumptions on certain spending categories and on a
wide array of tax rates.

On a national income accounts basis, government expenditure can be roughly divided into
current and capital spending, transfers and subsidies to persons and firms, transfers to other
governments, and interest on the public debt. Real current and capital spending finally
contributed positively to growth in 1998 and 1999 after five years of real cuts. Given recent
federal budgets and announcements from various provincial governments, we expect real current
and capital spending to be very strong in the near future, with growth rates of 3.4% in 2000,
4.6% in 2001 and 4.1% in 2002. While these increases may seem large relative to what we have
seen in recent years, there is pent up demand for spending at both the federal and provincial
levels not only on health care but also on humerous other programs that have had to be put on
hold. Real spending is expected to remain robust through 2004 as pressures to increase spending
grow in line with expectations of higher budget surpluses. Growth rates are expected to be more
modest thereafter, but are stronger than we had previoudy forecast with expenditures now
expected to grow at or above GDP growth.

Transfers to persons are largely determined by equations in the model. We assume in most cases
that these spending categories will show their historical response to changes in unemployment,
inflation and population growth (and in the case of Old Age Security payments, the aging of the
population). We have had to adjust the ElI program, however, for the recently announced

increase in maternity leave.

Interest on the debt is handled entirely within the model based on past debt stocks and interest
rates. We have made no adjustments to these relationships.

Finally, we assume that, given the rosy picture of the federal government’s fiscal position, the
pressure to increase transfers to the provinces, particularly for health care, will be impossible to
ignore (nor should it be if a sensible long term plan for health care spending is put forward at the

provincid level), so net transfers from the federa government to other levels of government
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(essentially transfers to provincia governments) will increase through 2000 and thereafter. (The
level of transfers as defined by the national accounts in calendar year 2000 is actually lower than
in 1999 due to some large quarterly movements).

On the revenue side there are the three main areas of corporate, persona and indirect taxes to
consider. (Seethe summary of tax ratesin Table 3.)

Given this year's federal and provincia budgets, it is clear that corporate tax rates will be
reduced substantially over the next few years. We expect that the federal government’s strong
fiscal position will alow it to aggressively implement its announced corporate tax rate cuts over
the next three years, instead of the very gradual “target” outlined in the Budget. At the provincia
level, we have implemented the announced corporate rate cuts. We do not expect either level of
government to go much beyond the rate cuts aready announced.

For persona income taxes, we have implemented the re-introduction of full indexing of the
income tax system (instead of the 3% indexing floor) announced in this year’s federa budget. As
well, we expect that the tax cuts “targets’ announced in the federal budget will be implemented in
a smooth, timely fashion, and that given the solid fiscal position the federa government is in,
further personal income tax cuts will be implemented.

With the success that many of the provincial governments have had in balancing their budgets
coupled with the perception that personal taxes are too high, provincial personal income tax rates
are expected to continue to fall. A number of provinces have announced that by 2001 they will
“de-couple’ their provincial personal income tax rates from the basic federal tax rate, and we
continue to work on the model to implement these changes. As the provincial budgets continue
to improve further rate cuts are possible. Again, it is possible that governments will choose
instead to increase spending on existing programs or other initiatives such as increased
availability of daycare, or will choose to cut other taxes. On the whole, such aternatives would
not greatly alter the overall macro outlook, but they could affect the components of GDP.

The developments in the Employment Insurance (EI) Account affirm what we have incorporated into

our projections for some time: a cushion will be allowed to build up in the account so that rates will
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not have to be raised in a downturn. However with the relatively modest cuts in the rate in 1998,
1999 and 2000 the accumulated surplus in the ElI account has been pushed well beyond any
reasonable cushion and has increased the pressure to implement major reductions or spending
increases in coming years. The government has announced that is will dramatically increase the
duration of maternity leave under the El system by 2001/2002. It has become clear that the
government will reduce EI contribution rates only gradually over the next few years to give itself
more room in other areas (personal tax cuts, higher health spending) and will not reduce the rates
as we think it “should” over the next few years to offset announced CPP increases.* We now
expect the El rate to be cut by only 0.15% points in each of the next few years (rather than the
0.3%-0.4% through 2003 that we believe is warranted). With these cuts the ElI accumulated
surplus is expected (with our employment growth rates) to continue to balloon.

Given the concern surrounding the solvency of the public pension plans, the federal and (a
sufficient majority of the) provincial governments agreed in 1997 that the Canada and Quebec
Pension Plan contribution rates will be increased more aggressively to ramp up to a steady state
rate of 9.9% (employee/employer combined) in 2003 and thereafter. As well, the governments
have loosened the investment rules in effect for these plans so that hopefully a better return will
be generated from the funds. The increased rates coupled with better investment returns
provides a coverage of asset stock to payouts above 4:1 at its peak in 2015 and still well above
3:1 at the projection horizon. This should be sufficient to pay pensions to retiring baby boomers
after 2010.

On the indirect tax side, the GST rate stays at 7% throughout the projection. Given the current
environment, we now expect both the federal and provincial governments to move aggressively
on tobacco taxes, reversing most of the reductions implemented in 1994. We aso expect the
provinces to keep general sales taxes and gasoline taxes stable over the projection period. The
temptation to do something about global warming (or raise some "easy cash™") by raising gasoline
taxes has been offset by the fear of a backlash from raising taxes of any kind (and the current
high level of the price of gasoline). At the local level, property and other indirect taxes are
assumed to increase, but by somewhat less than GDP growth. Local Ontario communities are

1 We do not support the view that rates should be immediately reduced to the “steady state” rate. Rather we think they
should be reduced sufficiently so as to offset the negative impacts of the CPP increases.
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expected to implement some user fees for services, as the provincial government cuts back on
transfers (at least in the short run). It is entirely possible that, instead of (or in conjunction with)
lowering personal income taxes as budget balances improve, the federa and individual
provincial governments will choose to reduce the GST and provincial sales taxes respectively.

1.4 Monetary and Exchange Rate Policies

While the recent runup in CPI headline inflation is clearly due primarily to oil prices, and CPI
inflation will fall naturally even if oil prices do not retreat, we think the recent surge will find its
way partialy into expectations and will raise the underlying inflation rate at which the economy
will reach full employment. Given this, strong recent growth, an unemployment rate near 6%5%,
and at least one speech by the Governor stating that Canada is near full capacity, we now
anticipate that the Bank will raise rates by 25 basis points in step with the U.S. in August, and
again, probably two times - tentatively in late 2000 and early 2001 (we do not expect the U.S. to
be raising rates at that time). These rate increases, especialy the latter two, should be
accompanied by an increase in the pace of nominal Canadian dollar appreciation, which will
further help to dampen growth. The Bank is forecast to reverse two of these increases by 2003,
once the economy absorbs the signa that a demand-driven inflation acceleration will not be
permitted. If the rest of our forecast is correct, the unemployment rate will continue to fall
gradually under this treatment, without new internal inflationary pressures, and the Bank will be
able to claim that it successfully "pushed the envelope" on capacity utilization and inflation
without taking unnecessary charces.

Because of the productivity gains assumed to stem from economic recovery and the continued
adjustment to free trade, and the Bank of Canada's cautious monetary policies, Canadian
inflation is projected to remain well below that of the U.S. over the projection period (except in
2001 when the tobacco tax increases in Canada in late 2000 continue to have an effect). The all-
items CPI inflation rate is expected to be 2.5% in 2000 and 2.3% in 2001 is seen to remain below
2% thereafter. The GDP inflation rate, negative in 1998 and only 1.6% in 1999, is expected to
surge somewhat in 2000 before falling back to historicaly low levels, below 2% from 2002
through to the end of the projection period. The inflation rate is expected to be significantly
lower in Canada than in the U.S.
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The overall orientation of monetary policy, coupled with the accommodation of moderately

higher rates of inflation in the U.S., allows for a gradua appreciation of the CanadaU.S.
exchange rate, which reaches amost $.72 US by 2007 and $.79 US at the projection horizon.

Obvioudly, there is going to continue to be significant volatility in the exchange rate as world
events impact commodity prices and the desire for a “flight to quality”. Although we expect the
nomina exchange rate to appreciate over the term of the projection, as one can see from Figure
2, we do not expect the same for the real exchange rate (the exchange rate adjusted for

differences in the two countries GDP deflators and equal to the actual exchange rate in 1992).
We see the real exchange rate appreciating over the near term in conjunction with the relatively
tight monetary policy in Canada, before depreciating modestly to the projection horizon.

Real short-term interest rates (as measured using the 3 month t-bill rate and the GDP deflator)
are expected to stabilize at around 3.4% over the longer term after rising with the expected Bank
rate increases over the next year. Longterm real rates are expected to remain within a fairly
narrow band throughout the projection period (after 2000 when they fall to only 2.9% due to the
jump in the GDP

Figure2

,Exchq,nge Rate (US$/C$)
~ Real and Nominal
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inflation rate), rising only modestly from an annual average of 4.1% in 1999 to 4.6% in 2003
then falling to 4.4% in 2008 and thereafter.

The long-run projection for the unemployment rate at 6.2% (lower than in past long-term
projections) we view as still somewhat above the long-term equilibrium rate, reflecting some
constant element of dack in the system to resist probable asymmetric upward shocks to the
inflation rate.
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Il The PEAP National Projection - 2000 to 2020
.1 Summary

The basics of the national projection are summarized in Table la (the revised short term
guarterly projection, page ii) and Table 1b (the long term projection, pages iii-v) and Figure 3.
Real GDP - which has grown solidly in the last three years (4.4% in 1997, 3.3% in 1998 and
4.5% in 1999) - is expected to grow robustly by 4.4% in 2000, before moderating somewhat to
3.3% in 2001 (as interest rate increases begin to hite), and 3.4% in 2002.

The unemployment rate, which has falen by over 1 percentage point since the first quarter of
1999, is expected to fal only modestly into 2001 as more people are attracted into the labour
market and growth starts to slow somewhat. By the end of 2001, the unemployment rate is
expected to fall to 6.3%, averaging 6.4% for the year as a whole in 2001 and 6.3% for 2002.
Labour productivity growth is expected to remain solid in 2000 and thereafter, remaining above
1.5% over the entire projection period. GDP price inflation, is expected to rebound somewhat

Figure3
Canada: Main IndiCators_
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(to 2.9%) 2000 due to increased commodity prices and some delayed exchange rate pass-
through. Thisrate is expected to remain well below 2%, however, over the rest of the projection
period.

In the medium-term the economy is expected to be close to full employment, but given the Bank
of Canada’ s cautious monetary policy stance, inflation is expected to remain below the 2% target
indefinitely. Much of the inflation is ssmply imported from the U.S. projection, although some
wage “catchrup” is alowed for as the unemployment rate falls. The lower Canadian inflation
trajectory, coupled with somewhat higher U.S. inflation rates foreseen over the next decade,
leads to a gradual appreciation of the Canada-U.S. exchange rate. Finaly, the long-term trend
projection shows growth rates largely at potential. Real growth declines gradually along with
potential growth, primarily due to declining population growth.

[11.2 Comparison with the U.S. Projection

Projection results for Canada and for the United States are compared in Figures 4 and 5 and
Table 4. One may be surprised to see that Canadian real GDP growth has actualy exceeded
growth in the U.S. for two of the last three years (although in 1998 it was lower by a full

percentage point). In 2000, however, U.S. growth is expected to surge once more, before Canada
finally starts to consistently outperform the American economy due to its higher potential growth
rate. The unemployment rate in Canada is expected to remain well above that in the U.S.

throughout the entire projection period due in some part by more restrictive monetary policy but
also because of definitional differences and more generous social benefits in the Canada that
increase our natural unemployment rate.

The inflation differential between Canada and the U.S. (using the GDP deflator) was about .6%
to .8% through the 1970s and 1980s. However, the severity of the recession in Canada, coupled
with the stop-start recovery, has driven the inflation differential to an average of -0.8% in the
1990s. The projection maintains inflation inCanada well below that in the U.S. for the
projection period due to a cautious Canadian central bank with an explicit inflation target, and
now-entrenched low inflation expectations.
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[11.3 Sourcesof Aggregate Demand

Next we look more closely at the sources of final demand that largely determine the path of GDP
through the projection in the short- and medium-term. Figures 6 and 7 show the evolution of
expenditure shares of GDP while Figure 8 shows income shares. Details on expenditure and
income shares of GDP are given in Table 5.

Investment spending (especially in machinery and equipment) continues to be the main driver of
the recovery, with investment as a share of real GDP reaching a height not achieved since at least
the early 1960s (see Figure 6). If one looks at the shares in nomina terms (Figure 7), lowever,
one can see that investment shares are not outside the historical norm. The share of consumption
has remained much stronger than we had expected over the last couple of years, with little help
from rea persona income growth, as the savings rate has dropped dramatically to compensate.
Interestingly, as deficits and debt have been brought into line and government interest payments
on the debt begin to fall as a share of GDP, this also cuts into personal-income growth although
much of this seems to show up automaticaly in a lower savings rate. Shares of imports and
exports continue their long historical rise - in the present case pushed along by free trade. The
contribution of government has finally begun to stabilize (at historically low levels).

In the short and into the medium to long term the investment share levels off at historically high
levels while the government share slowly begins to climb as healthy fiscal balances coupled with
demands for government programs cause governments to loosen the purse strings. Even with
increases in government transfers and cuts in personal taxes coupled with a bright employment
picture, we do not expect a big improvement in the consumption share since the savings rate is
expected to stabilize and slowly increase over the projection period. The rate of growth in both
exports and imports is expected to level off with imports growing more rapidly due to the high
level of imports in m&e investment and the solid demand for consumer goods coupled with the
slowing of the U.S. economy dampening the demand for exports.

The projected income shares of GDP show that the share of wages and sdaries, after asmall spike up
in 1998, will remain at over 30-year lows well into the next decade. Corporate profits, after rebounding
from their disastrous 1991 and 1992 GDP shares of |ess than 5%, are expected to continue to be strong,
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climbing to their highest levels in over twenty years and remaining at near forty year highs until
2010 when the share dowly fallsto the projection horizon.

With the large terms of trade shift due to commodity price movements resulting from the
Southeast Asian currency crisis, the improvements we had seen in the current account of the
balance of payments through 1996 were dramatically reversed in 1997 and 1998. However 1999
and the 1% quarter of 2000 saw huge improvements in the current account balance, as
merchandise trade has been very strong (in no small part due to the strength in the U.S.
economy). The strength in merchandise trade, coupled with the reduced capital needs of greatly
improving government fiscal imbalances we feel will continue to outweigh the import needs of
the sustained investment boom. Thus troughout the projection period we show a growing
positive current account balance (see Figure 9).

Moreover, as Canada reduces its net externa debt (both in absolute terms and in relation to the size of
GDP) the 9ze of its net capital service payments relative to GDP a so begins to decline (see Figure 10).
The merchandise surplus which fell to ashare of roughly 2% in 1998 from arecord 5.0% in 1996,
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is expected to hit another peak in 2000 before moderating thereafter (but remaining above 4% of
GDP for the next decade).

[11.4 The Net Saving and Investment Balance

Figures 11 and 12 and Table 6 examine the net saving and investment balances in the projection,
with all figures expressed as shares of GDP. One can see that (see Figure 11) the shares of net
saving have gone through some rather significant swings? Government became a net sink for
savings from the mid-1970s, with another sharp drop in net saving in the 1982 recession. Most
of this drop was recovered by 1988 when another deterioration began, made worse in the 1990-
92 recession. The projection expects that government net dissaving (governments have actually
become net savers by 1997) will be fairly stable through the projection period. The deficit battle
(at al levels of government) has effectively been won and there appears to be little incentive for
governments to run large fiscal surpluses.

Net foreign saving has typically been positive for Canada: that is, the current account has been
negative implying net borrowing from abroad by Canadians or net saving in Canada by
foreigners. In 1981-83, however, there was such a surplus of domestic saving over investment
(largely due to a massive drop in domestic investment - see Figure 12), that Canadians actually
placed some savings abroad, despite massive new dissaving by governments. No such shift in
net foreign saving was seen in the 1990-92 recession, based as it was on an over-valued dollar.
After the recession, however, there was a rapid decline in foreign sving in Canada through
1996. With developments elsewhere in the world and the lack of domestic savings relative to
investment, foreign saving in Canada was roughly 1.8% of GDP in 1998, faling to 0.3% in
1999, turning negative in 2000 and continuing to fall to the projection horizon.

Domesticaly, the private sector had been generating savingsin excess of investment ever since the mid-

2 The National Income and Expenditure accounts (as well as the National Balance Sheets) have been revised to
move federal and provincial government, non-autonomous pension plans to the private sector. This has had the
impact of increasing the level of savingsin the personal sector and increasing the level of dissaving by governments.
For details on the revisions interested readers can go to the Statistics Canada release on the web at
http://www.statcan.ca/english/concepts/pensions.htm.
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Figure 11
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1970s (except for two brief periods) until 1997 when, in tandem with the rapid improvement in
government balances, net domestic savings fell. The private sector is expected to remain a net
dissaver until 2004 as the economy proceeds through investment-led growth. This reduction in
private net saving, and also the reduction in foreign net saving, depend critically of course on the
government sector remaining as a saver in the decades to come.

It is aso worth noting from Figure 12 that the share of total nomina investment (including
housing) in nominal GDP for the next 10-15 years in the projection is not at al out of line with
ratios common in the 1960s and 1970s. The projection’s investment boom, as mentioned earlier,
only becomes extraordinary when compared to history when measured in constant dbllars and
restricted to nonresidentia investment. This reflects, in turn, a much lower than average
inflation in equipment prices (due primarily to price reductions for computing and related
equipment) and a shift away from residential investment with gradually declining population
growth. Measured in nomina dollar terms therefore, there is ample room to finance the
investment surge proj ected.

Figure 13 shows the implications of the history and projection of the current account for
Canada's foreign indebtedness. The figure charts two measures for which the FOCUS model
cannot offer a projection. "Total Net Foreign Indebtedness’ is determined by Statistics Canada
on an annual survey basis. Total net foreign indebtedness includes not only the accumulation of
all past net borrowing (which could be also represented by accumulated current account deficits
from the distant past) but also the retained earnings of foreign-owned firms re-invested in
Canada and major re-valuations of assets based, for example, on earnings, interest rate and
exchange rate changes. As can be seen, the total net foreign indebtedness and the accumulated
current account measure are correlated rather closely until the last several years. In this recent
period the accumulated current account measure (as a share of GDP) has risen significantly, but
total net foreign indebtedness much less so because exchange rate changes and, the recession in
the early 1990s may have caused many foreignowned assets in Canada to be re-valued
downwards.

What the model can project and cdculate is the stock of accumulated current account deficits (or
surpluses) asashare of GDP. Thisfigure has remained roughly stable since 1993 but with the expected
sgnificant current account surpluses in the projection, the stock is seen to fal dramatically throughout
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the projection period. Indeed, according to our projection Canada will start accumulating net
foreign assets beginning in 2010.

[11.5 Aggregate Supply and Potential Growth

Figure 14 plots growth rates of the capital stock and the labour force at full employment. The
population and participationrate projections imply a gradua decline in labour force growth after
the late 1990s. The projected growth in the capital stock (measured as accumulated investment
less depreciation) is actualy higher for the next decade than shown in Figure 14. For purposes of
estimating potential growth, however, our measure of capita-stock growth has been adjusted
downward to reflect the fact that significant investment over the next 10-15 years will be to re-
structure rather than increase the capital base (which would in turn involve scrappage of existing
capital well beyond the normal depreciation rates). Some investment for major energy projects
also may not be as fully productive as average capital accumulation in the past. In Figure 15
labour-force and capital growth are weighted by Cobb-Douglas weights (labour .7 and capital .3)
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with additions of both .5% and 1.0% to represent a range of possibilities for total factor
productivity. The band of potential growth rates thus created can be seen to be roughly
equivalent to actua growth through the mid-1970s and to exceed actua growth from that point
through 1984. Note that in 1990-93 actual growth was well below potential. The years in the
mid-1990s could be characterized as a "start-stop” recovery, which since 1997 has been followed
by a period of recovery to potentia (and therefore of above-potential growth). Over the longer-
term, rea growth essentialy follows a potentia-growth track with growth in total factor
productivity (TFP) of close to 1% per year (about a %2 percentage point higher than we have
projected in the past).

Aggregate labour productivity averages about 1.6% in this projection. Such a growth rate,
sustained on an annual basis, would certainly be an improvement over average labour
productivity growth achieved in the 1990s and 1980s, but would be lower than that achieved in
the 1950s and 1960s. It is also lower than the 2+% annual growth recently recorded for the U.S.
and that is forecast by some observers to continue well into the future.

In our projection, Canada achieves a higher growth of labour productivity in the next two
decades, compared to the last two, because of higher capital accumulation (the share of non
residential investment in GDP is projected to remain quite high) and because the economy is
running at close to full capacity on a sustained basis - unlike in the 1980s and 1990s. Over the
next three years productivity growth is somewhat higher (averaging 1.8%) as the benefits of
computers and communications technology continue to be realized. ~However, we do not
project that the industrial economies (or at least the North American ones) are now undergoing
or are about to undergo a structural shift in which computer and communication technology
will lead to permanently higher long-term productivity growth. Our view is that the recent
surge in U.S. productivity growth is due partly to measurement issues (e.g., treating software
as investment, not as a business expense), partly to the U.S. being a producer of computers and
semiconductors (sectors which have shown huge productivity growth - again possibly a
measurement issue- , but in which Canada is not a magjor participant) and partly to the U.S.
being recently above full employment, which has caused a cyclical but temporary boost to
productivity there. If this is the case, then U.S. productivity growth will soon shift back to
‘good’ from ‘extraordinary’ levels and Canada will be able to sustain ‘good’ productivity
numbers as well - i.e. better performance than that realized over the last two decades.



[11.6 Inflation: Wages and Prices

As shown in Figure 16, the recession of the early 1990s and the subsequent very slow recovery
has kept CPI inflation below the mid-point of the Bank of Canada’s target range for some time.
The recent runup in CPI headline inflation, as mentioned earlier, is due primarily to oil prices
and is expected to dissipate (after the impact of expected tobacco tax increases). We do expect
the Bank to remain quite cautious so while we see the long term unemployment rate at a rate
somewhat below past projections we do not expect to get to this lower rate much more rapidly
than we previously expected. Consequently the inflation rate, with little wage cost pressure but
with some pass through of past devaluations and continued profit margin rebuilding, will remain
well below the rate established in the U.S (2.5%-3.0%) and the Bank's expected targets (2%).

Real wages (Figure 17) are expected to show modest strength over the next few years but remain
below productivity growth through 2003. As the labour market continues to tighten somewhat
we do expect to see real wage growth in line with productivity growth over the longer term.

Figure 16
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Figure 17

Real Wage Gai-i'_ts and
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The average cumulative inflation rate in the projection for both the GDP deflator and the CPI
from 1996 through 2020 is well below 2%. Based on real and nomina government bonds
maturing in 2021 and 2026 a very rough estimate of the average compound inflation rate
expected by financial markets over the next 30 years can be obtained. Based on data to mid-July
2000, this rate is now roughly 1.5% (vs 2.0% seen in November 1999, 1.3% seen in March 1999,
1.25% seen in September 1998, 1.5% seen in March 1998, 2.4% seen in June 1997 and 4.2%
seen in January 1995).

[11.7 The Government Sector

We now turn to a more detailed examination of the government sector, beginning with the
federal government.
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[11.7.a TheFederal Government

Figures 18 through 21 and Tables 7 and 8 show detailed expenditure, revenue, budget balance
and debt projections for the federal government. Federal spending on current and capital goods
and services (see Figure 18) is expected to grow roughly in line with GDP throughout the
projection. Transfers to persons (including ElI payments) continue to fall from their 1991-92
recesson peak just as they did after the 1981-82 recession. Transfers to other levels of
government (primarily the provinces) jumped in 1999 due to unexpectedly high equalization
payments and the injection of cash into heath care. Over the near term funding pressures at
lower levels of government combined with increasing fiscal good health at the federa level
should lead to irresistible pressures for further increasing transfers. Finaly, interest on the
federal debt as a share of GDP is expected to fall throughout the rest of the projection period as
the debt comes to be increasingly re-financed at lower interest rates, and as the ratio of debt to
GDP continues to fall.

Figure 19 shows the major federal revenue categories as shares of GDP. The personal-tax share
continues to decline as full indexation of the tax system and announced and expected further tax
cuts kick in.® Federal indirect taxes are fairly stable over the projection period even with the
expected tobacco tax increase, as the indirect-tax base is not expected to grow faster than GDP.
This is because neither investment nor exports are subject to federal indirect taxes under the
GST. Finadly, the share of corporate tax revenue is projected to continue to grow over the near
term as corporate profits continue to be strong. As the announced tax cuts kick in, however, and
as corporate profit growth slows somewhat, corporate tax revenues return to the levels seen in
the early 1980s.

The projection for the federa government budget balance is shown in Figure 20. The federa budget
balance as aratio to GDP continues its rapid improvement. The nationa accounts budget balance has
now been positive for three years (1997-1999, and as announced in recent federa budgets, the federd
budget baance on a public accounts basis is in surplus). We had previoudy assumed that nationa
accounts surplusesin our projection would be sufficient to produce aroughly $5-10 hillion surplus on

3 Due to revisions noted in footnote 2, pension contributions are no longer considered as federal government tax
revenue and the underlying National Accounts budget surplus drops. Instead, personal income of persons rises, but
so does the personal savings rate.
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apublic accounts basis. Given recent evidence, we now fedl that there appears to be little desire
to run surpluses much above $4.5 to $6 billion on a public accounts basis over the longer term
(although in 1999-2000 it now appears, even with billions of dollars of “pre-booking” of

government spending and transfers the public accounts surplus could hit $8 billion).

Figure 21 shows past and projected ratios of the federal debt to GDP, where the debt is defined
as the accumulation of national income accounts (NIA) deficits. The federal debt/GDP ratio*
peaked in 1996 (at 68.7%), falling rapidly since to 58.5% in 1999. This measure then diminishes
significantly under the assumed settings for expenditure and taxation. At the projection horizon
it is back to alevel comparable to that of the economy in the late 1970s.

* The revisions to the National Accounts and National Balance Sheets mean that the debt (and government balance)
numbers on a national and public accounts are much more comparable than they were previously. As aresult, the
national accounts peak debt/gdp ratio (1996) has been revised upward by over 13 percentage points.



 Figure21
- s a Percent of GDP
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[11.7.b The Provincial Government (including Hospitals) Sector; Municipalities

Figures 22 through 25 and Tables 9 and 10 show detailed expenditure, revenue, budget balance
and debt projections for the provincia governments in aggregate. Since the fiscal fate of the
provinces is intimately connected with that of the municipalities, a summary of their expenditure
and revenue shares of GDP is presented in Table 11 with detailed levels and rates of change in
Tables 12 and 13. Current and capital spending at the local level is compared with provincial
and federal current and capital spending in Figure 26, while Figure 27 shows local government
taxes (largely property taxes) in relation to federal and provincial income taxes and CPP/QPP
contributions.

On the provincid expenditure side, current and capital spending by provinces (now including the
hospital sector) rose by over 4 % of GDP from the mid-1960s through 1980, and then another 1% point
in the recession in the early 1980s. With the recovery of the 1980s, this share was dmost back to its
1980 level by 1989 but increased sharply (over 2% points) when GDP began to fal in the recent
recesson. With significant current and capita spending restraint (particularly in Ontario) and with the
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Figure22

Provincial Expenditure- ltems:
Percent of GDP
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recovery of GDP growth, the share of this spending to GDP has fallen dramatically in recent
years. But with the strong fiscal balances in most provinces, and pressure to spend on health care
and, in the short term, education, this share is expected to begin to recover in 2001, increasing
through the projection horizon.

Provincial transfers to persons are expected to continue to fall as a share of GDP due to the
improving economy and continued restraints on the generosity of some provincial programs. Net
transfers to other levels of government as a share of GDP are expected show improvement for
the provincial governments as increased transfers to local governments are offset by expected
higher transfers from the federal government for health care. As can be seen from Table 11 and
Figure 26, local government current spending is assumed to be restrained in line with provincial
spending, reducing its share of GDP as the recovery proceeds.

Finaly, interest on the debt as a share of GDP is expected to continue its downward path after peaking
in 1995 reflecting the improvements in provincia balances. The runup in debt payments was not as
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severe as it was for the federal government in the 1980s, because the deficits were brought under
control earlier and nominal interest rates are not nearly as high.

Provincia revenues (Figure 23) show that personal taxes as a percent of GDP will fall over the
projection period with personal income tax rates being reduced as budget balances continue to
improve. One should note however that personal taxes as a share of GDP at the provincial level
do not fall as much in absolute terms as they do at the federal level. Spending pressures are
greater at the provincia level and the federal government is now cutting taxes quite
aggressively. Indirect taxes (including the expected increases in tobacco taxes) remain at a more
than thirty year high, however, as a percent of GDP in the near term before only gradually
falling to the projection horizon. Corporate taxes remain a small part of provincial government
revenues but have recovered in relation to GDP at the same time that corporate profits have. As
a the federal level the share of corporate tax revenues will fall with tax rate cuts and
moderating corporate profits. Finally, local taxes must figure in the provincial calculations as
the provinces are ultimately responsible for the local governments' fiscal health. As can be seen
in Figure 27, local taxes as a share of GDP have been falling since hitting a peak in 1992.

o o Figure2s
s Provincial Revenue ltems:
Percant Percent‘__q_f_GDP |
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We see this continuing until after the turn of the century when the rate will stabilize at just over
3% (a low level judged in relation to the rates experienced over the last thirty-five years, but
roughly comparable to the levels seen in the late 1970s through the late 1980s) through to the
projection horizon.

The impact of these estimates and assumptions, combined with the expected economic recovery,
yield the budget balance path of Figure 24. Many of the provincial governments have solved
their deficit problems, while the rest have announced plans to do so, thus the provinces as a
whole ran a solid national accounts budget surplusin 1999. We have assumed that the provinces
will run balances on a national accounts basis that yield a modest surplus on a public accounts
basis throughout the projection period. The resulting debt/GDP ratio for the provinces is shown
in Figure 25°: the National Accounts debt/GDP ratio level is aready ona downward path and
declinesto alevel at the projection horizon last seen in the early 1970s.

Figure 24 o
‘Total Provincial Budget Balance
as Percent of GDP
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> With this long term projection we have moved to the National Balance Sheet definition of the provincial
government debt. This number is much lower than the estimate previously used.



Figure 25

" Provincial Debt
as Percent of GDP
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Figure 26

Curent & Capital Spending by Level of -
~ Government (as Percent of GDP)




Figure 27

Government Revenue ltems:
Percent of GDP
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[11.7.c The Government Sector Combined

We conclude this section by examining the budget balance and debt situation of the consolidated
government sector, which includes the Canada and Quebec Pension Plans as well as all levels of
government and hospitals. We have assumed that the municipal sector will run a National

Accounts “balanced budget” throughout the projection period. In the model, the provincial
governments, through their transfers to these levels of government, are ultimately responsible for
attaining this fiscal objective.

As noted under our fiscal assumptions, the Canada and Quebec pension plans, as a result of the
1997 federa-provincial agreement, will increase their contribution rates to build up their
surpluses to meet the pension requirements of retiring baby boomers. Figure 27 shows federal
and provincia personal taxes together with the pension plan contributions. As can be seen,
while there is room for the federal and provincial governments to reduce taxes, these tax cuts
will be partidly offset as pension plan contributions "ramp up" to their steady state level of
contributions (reached in 2003).



Finally, Figure 28 plots both federal and total government debt/GDP ratios. Each debt is
calculated on an accumulated National Accounts budget balance basis. Because the Local and
Pension Plan levels of government have typically run surpluses (often quite large surplusesin the
case of the Penson Plans) the accumulated National Accounts debt of the nonfedera
government levels has been much smaller than the National Accounts federal debt. This position
has unwound in the face of recent provincia deficits and the disappearance of the Pension Plan
surpluses. Total government National Accounts debt (see Figure 28 and Table 14) hit its peak of
87.6% of GDP in 1996, but has since declined to 76.0% in 1999, and is expected to continue to
fall throughout the projection period as government and pension plan surpluses build up.®

Figure 28

) Government Debt
" Percent - asaPercentof GDP
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% In our debt measures for the federal, provincia and consolidated government accounts we have used accumul ated
NIA measures as these are the most easily calculated within the model and, in our view, give the best picture of
government debts in relation to GDP and other NIA income measures. With the most recent National Account
revisions the differences between the national accounts and public accounts are now relatively small. Note that all
of the debt measures so far mentioned are gross debts. No attempt has been made in any of these calculations to
value the stocks of government assets (which include port facilities, airports, highways and hospitals).
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Focus Model - Institute for Policy Analysis

CANADA: Base Projection - July 13, 2000

Total Gov't Balance, Debt, Revenue and Expend Shares of GOP (Per Cent)

2012 2013 2014 2015. 2016 2017 2018 2019 2020

201

Total Govt Surplus/Deficit (NIA)

1.7 1.7 1.6 1.6 1.5 1.5 1.5 1.4 1.3

1.8

21.5 19.0 16.7 14.6 12.5 10.6 8.8 7.1 5.5

241

public Sector (HIA) Debt/GDP
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1. Maor Developments Over the Past
Decade Which Are Key to the Future

Reducing inflation (and inflation
expectations

— 1-3% is now entrenched

— 25-30 year expected inflation = 2% or less

Putting our fiscal house(s) in order:

— Deficits have generally been replaced by
surpluses

— CPP has been put on amore sustainable basis

— Public debt still a problem but now under
control

NAFTA and reduction in trade barriers



2. Current Developments of Note

e Tax reductions/tax reform: corporate
and capital gainstax cuts

« Growth of the “new economy”
[U.S]

* |mproving prospects for the global
economy [particularly the
developing economies and
economies in transition]



3. Basic Assumptions Underlying Our
Projection

e Demographics
e U.S. Economy
* Policy Variables



3.1 Demographics

Population growth gradually slows.

— Avg 0.9% over the next decade, declining to
0.7% in 2010-2020

Aging Population
— Pop > 15 growth faster than total population
until 2020

— Overdl participation rate for adult population
declines

L abour force growth will decline from
1.5% at the beginning to 0.3% inthelast 5
years

Declining LF growth alone will reduce
future agg potential growth by about 0.8%



3.2 US Economy Assumptions

Real Growth: ‘US soft landing’

US growth gradually converging to
2% per year at end [conservative] of
decade and beyond

US inflation moderate (2.6% but
above Canadian rate)

US real interest rates moderate
— 3% at short end
— 4% at long end



3.3 Policy Assumptions

Monetary Policy continuesto target 1-3%
Core CPI

Fiscal Policy: government spending will
grow slower than GDP through 2012, and
then grow in line with GDP after that

Taxes. we assume smooth implementation
of Budget 2000

Federal government will target surplus of
about 6B NA, 3B PA basis

Future tax cuts — (direct taxes on persons
(El & PIT) (Provincia similar)



3.4 Other

NAIRU 6% (long term)
(safety margin 6.2%)

Productivity growth
labour productivity 1.6 %
MFP = 1%

Note these are about 0.2% higher than last
year

No policy ‘surprises
eg. Quebec ‘yes' or adoption of
US currency

No major external shocks

eg. US stock price collapse, or another
energy crisis



4. Nature of the Long Term Projection

* Projection, rather than “forecast” except
for short term

e Convergence towards “full” employment
and to the potential growth path

e EXxcept for short term, projected aggregate
output is driven by the supply side

— Labour Force Growth
— Capital formation
— Productivity growth




5. Results: Key Macro Indicators

Real growth: above potential 2000-2002
then converging to potential growth

Potential growth gradually slowsasa
result of slower LF growth and gradual
decline of the capital stock

Potential, currently about 3% slows, to
about 2% after 2010

Unemployment declines to 6.2% by 2003,
then is steady

| nflation stabilizes at 1.8% for the CPl and
1.6 for the GDP deflator (M& E prices)



6. Results: Exchange Rate &
Interest Rates

« Slight real depreciation coupled with
gradual nominal appreciation
relative to $US [differencein
Inflation rates]

o Interest rates. T bills stabilize at
5.0%, long term bonds at 6%

« Both are about %2 point lower than
US [but note that real rates are
almost %2 point higher in Canadal



/. Results: Composition of Demand

o Continued growth of trade shares,
but at a more modest pace

e Rea investment shareremains at its
peak



8. Results: Saving, Investment and
Foreign Balances

Government sector I1s a net source of
funds over the projection

Net private domestic saving exceeds
Investment after 2005

Canada becomes a net provider of
fundsto R.O.W.

Canada’ s current net foreign
|ndebtedness bal ance should become
a net asset balance after 2010



O. Fiscal Results:

o Persistent surpluses

e Declining Debt/GDP ratios [federal
Debt/GDP ratio 1srestored to the
evel of thelate 1970s




9.1 How Would These Results be
Altered When We Incorporate More
Recent Data?

e Near term growth will be stronger
and near term inflation higher

o Growth of exports, imports, and
M& E stronger

e But longer term patterns won't
change much



10. New Economy |ssues

e The U.S. debate
 Relevance for Canada

 What isthe upside potential if the
(reasonable) optimists are correct?

Labour Productivity if Canada Follows US
Jorgenson & Stiron 1.8
Oliner & Stichel 1.6

Gordon 1.9 [of which0.5is
‘cyclical’]



11. What are the Mg or Downside
Risks?

Even higher oil prices

US asset price bubble bursts (instead
of gently deflating)

Unsustainable US current account
deficits

Renewed inflationary pressures



