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FY2011-12 Highlights Canadian Federal Budget

e For Canada’s federal government, fiscal 2010-11 (FY11) and FY12 represent a window of opportunity
for significant fiscal repair with stronger growth emerging and interest rates remaining at historically
low levels. Ottawa now expects a $40% billion shortfall for FY11, an improvement of almost $5 billion
from its October 2010 estimate. Narrowing the deficit by $9-$11 billion in each of the following four
years virtually eliminates the red ink by FY15, and a $4 billion surplus is forecast for FY16.
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e The rise in federal net debt, from a low of 29% of GDP in FY09, is capped at just over 34% in FY12,
and then is forecast to decline to just below 30% by FY16. More substantial is the forecast $10
billion rise in the debt service to $39%: billion by FY 15, though relative to revenues, the interest
burden is largely unchanged from FY10 at just over 13¢ of each revenue dollar.

e  After Strategic Reviews from 2007 to 2010 on sequential portions of the government’s operations
yielding $1.4 billion of savings for FY12, Budget 2011 proposes a comprehensive review over the
next year covering $80 billion of direct program spending with a 5% or $4 billion saving objective
by FY15. All else equal, even partial success suggests black ink a year earlier in FY15. Ottawa
continues to maintain that it will balance its books with no tax increases, while maintaining the
scheduled growth of its major transfers to individuals and other levels of government.

e In the near-term, from its fiscal improvement, the government is extending several of its stimulus
measures, upping spending across a broad range of areas from targeted industry aid, to the
environment, to seniors. As well, personal income tax relief largely through a range of tax credits,
net of another round of tax loophole closures, will total about $300 million in FY12.

e Federal gross bond issuance is forecast to rebound from $96 billion in FY11 back to $102 billion in
FY12, and a new medium-term debt strategy will increase the focus on 2-, 3-, and 5-year issuance.

e The Budget, by staying on track, is likely to have little market impact. Nevertheless, Ottawa’s
current ability to offer further support to the economy and Canadians while reducing its red ink will
be perceived as a major advantage relative to most other developed nations.
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* FY15: $0.3 billion deficit. Source: Finance Canada.

Fiscal Pulse is available on: www.scotiabank.com, Bloomberg at SCOE and Reuters at SM1C
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Overview

Current Revenue Support
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Program Spending Edges Higher
O The federal government no longer projects a program
spending decline after the two years of stimulus.
However, these outlays are expected to be virtually flat
in both FY11 and FY12. For the five years to FY 16,
annual growth in program expenditures is expected to The Federal Debt Burden
average just 1.6%. 50 - - 70
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Ottawa’s Economic Action Plan
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The centre-piece of the environmental
initiatives is $400 million for FY12 for the
ecOENERGY Retrofit-Homes program.
Other initiatives address longstanding
concerns such as protecting the Great Lakes
and monitoring initiatives.

A range of measures to boost personal
income and support communities are
introduced such as a $300 million increase in
the Guaranteed Income Supplement for
Seniors; new tax credits for family
caregivers, volunteer firefighters and
children’s Arts, and forgiveness of a portion
of federal student loans for doctors and
nurses willing to practice in underserved
communities.

Federal Revenues and
Program Spending
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Source: Finance Canada.
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Tax Fairness — Closing Tax Loopholes

a

Measures in this Budget to close tax loopholes are expected to ~ Fiscal Balances*
raise revenues by $240 million in FY12 and by about $1 billion
in FY14. Anti-avoidance rules for Registered Retirement Savings
Plans and Registered Retirement Income Funds, patterned on
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similar rules for Tax-Free Savings Accounts, are expected to 27
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Germany

raise federal revenues by $100 million annually, addressing self-
dealing arrangements and prohibiting withdrawals without tax.

Other tax loophole closures include requiring partnership income .
to be accrued, not deferred, in a parent company’s year-end, and
a package of measures to limit abuse of charitable donations
incentives. For oil sands projects’ intangible capital expenses,
deduction rates will be lowered to the rates applicable for
conventional oil & gas.
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* General government basis. Source: IMF.

Financial Services

a

A framework for demutualizing federally regulated property and casualty mutual insurance companies
will be developed. The government will formalize existing mortgage insurance arrangements with
private insurers and Canada Mortgage and Housing Corporation, including rules for government-backed
insured mortgages. In addition to financial literacy initiatives, consumer protection measures will be
developed for network-branded prepaid cards, and unsolicited credit card cheques will be banned.

Outlook

a

This year’s Budget marks a transition from stimulus to restraint. It is a difficult transition, as indicated by
the continuation of several measures to ensure continued positive economic momentum and job creation.
Yet with many advanced economies facing an unprecedented build-up in debt, the Canadian federal
government remains in an advantageous position.

Ottawa’s challenge is to stay the course on eliminating its deficit. In November 2006, Ottawa introduced
Advantage Canada, a longer-term economic strategy to meet the challenges of a rapidly changing world.
With some of the expensive aspects of this strategy largely accomplished, such as corporate tax reform,
some key aspects of this strategy remain, such as expanding Canada’s participation in global trade and
investment. However, the success of this economic strategy, given pressures such as the expanding
Seniors cohort, fundamentally depends on the government consolidating its services and eventually
returning to debt reduction.
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Debt Management Strategy

Ottawa’s financial requirements follow a path somewhat different from the declining budget deficit. After
surging to a record $90 billion in FY09 given the cash needs of the Extraordinary Financing Framework,
Ottawa’s financial requirements are expected to decline to $34 billion by FY12 and $15 billion by FY13.
Loans and investments related to Crown corporations will diminish and, on the purchases of insured
mortgage pools under the Insured Mortgage Purchase Program, repayments of principal are beginning. In
FY 14, with these repayments peaking at $44 billion, Ottawa expects a $35 billion financial source. In FY15
and FY16, a financial source is still forecast, but at much more modest levels.

To enhance the government’s liquidity, over the next three years the government will borrow $35 billion
which, if the government’s market access is disrupted, would cover one month of its net projected cash flow,
consistent with the proposed Basel 11 liquidity coverage rules for banks. With the borrowing matched by a
corresponding increase in interest-bearing assets, this transaction does not affect Ottawa’s budget balance or
its net debt.

A new medium-term debt strategy, while maintaining all current
funding instruments, will focus more on 2-, 3- and 5-year maturities Gross Bond Issuance*
given modeling results indicating that over a range of scenarios, a

greater weighting of short- and medium-term bonds will improve the ~ 100  $P1rs 1l
cost-risk structure of the federal debt. Over the coming decade, in this

transition to a smoother maturity profile that is expected to reduce 80 r -
exposure to debt rollover risk, the share of bonds with original terms

of 10 years or more is expected to hold steady at about 40%. The 60

proportion of debt, net of financial assets, maturing or requiring

repricing will fluctuate between 31% and 37%. 40

Gross bond issuance, slipping to an estimated $96 billion in FY11, 20

will rebound to $102 billion in FY12, raising marketable bonds

outstanding to $462 billion at year-end. Quarterly auctions will be 0 ‘ ‘ ‘ ‘
kept for each maturity except 30-year bonds, with Q2 of FY12 FYOO 03 06 09  12f
skipped. Benchmark target sizes for 2- and 3-year bonds will increase * Includes Real Return Bonds.

to $8-$12 billion, and $10-$13 billion for 5-year bonds. Sizes for 10- Source: Finance Canada.

and 30-year bonds will be unchanged at $10-$14 billion and $12-$15 Surging Two- and Three-
billion. Real Return Bond (RRB) issuance will be maintained Year Bond Issuance
unchanged. 601 s bilions 9 [ 00
Four new maturity dates — the first of February, May, August and %01 >0
November — are planned, impacting the size of maturities and coupon | %oftotal issuance, 0
payments on June 1 and December 1 as early as FY14. The 2-year RHS

sector will shift to the four new dates, 3-year will shift to February and  3q | 30
August, 5-year will move back to its traditional March and September

dates and the 30-year sector will shift to December, alternating years 20| 2 20
with RRB maturities. To decrease large maturities on certain dates,

bond buybacks on a switch and cash basis will rise from $5 billion in 10 10
FY11 to $8 billion in FY12. o o
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Treasury bills outstanding, after an estimated $16 billion drop in

FY11, are expected to fall $15 billion in FY12 to $145 billion. Source: Finance Canada.
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