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The Federal Accountability Act mandates the Parliamentary Budget Officer (PBO) to provide 
independent analysis to the Senate and House of Commons on the state of the nation’s 
finances, government estimates and trends in the national economy.  
 
In meeting the commitments of this mandate, the following provides the PBO’s first Economic 
and Fiscal Assessment, which describes: 
 

• The economic situation and outlook in Canada; 
• How these economic developments may impact the Government of Canada’s fiscal 

situation going forward; 
• Short-term policy considerations and fundamental long-term policy challenges. 
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Executive Summary 
 
 
The purpose of this document is to provide analysis for Parliamentarians to enhance public 
dialogue and deliberations on key economic and fiscal policy issues — issues that are critically 
important in the current context of a weakening global economy and highly uncertain outlook. 
 
The PBO’s key findings are as follows: 
 

1. The ongoing international financial crisis has heightened uncertainty in financial markets and 
the global economy. Worldwide economic growth has slowed abruptly and a global recession 
is expected.  
 
2. Reflecting weaker global economic prospects, tighter domestic credit conditions and a 
deterioration in business and consumer confidence, private sector forecasters have 
significantly downgraded the near-term outlook for the Canadian economy.  
 
3. The weaker Canadian economic outlook, in turn, poses a risk for the Government to achieve 
its stated short-term and medium-term fiscal targets.  Assuming no major fiscal policy changes, 
the downgraded economic outlook suggests the Government would record modest and 
temporary deficits in the near term.  
 
4. There is a range of policy approaches to address these complex economic and financial 
developments. Each policy option entails tradeoffs. A key challenge for policymakers is to 
address short-term pressures while maintaining a longer-term vision, enacting policies that are 
fiscally sustainable and address the fundamental long-term challenges. 
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Overview of the PBO’s Economic and Fiscal Assessment 
 
1. Prospects for the global economy have deteriorated significantly  
 

- The global economic and financial situation has sharply deteriorated due to the spreading 
impacts of the collapse in the sub-prime mortgage market in the U.S. and ensuing financial 
market turmoil. 

- The resulting credit tightening and increased uncertainty, stock market losses, and 
declines in consumer and business confidence have sharply reduced growth prospects 
around the world, especially in the advanced economies. 

- The IMF projects real global GDP growth of only 2.2% in 2009. 
- Canada’s largest trading partner, the U.S., is expected to endure a protracted period of 

economic weakness.  
- These economic and financial developments have led to unprecedented policy responses.  

For example, some major financial institutions have been partially nationalized, central 
banks have aggressively lowered interest rates and large-scale fiscal stimulus packages 
have been announced, or are currently being implemented. 

 
2. Canada’s recent economic performance has weakened and the outlook has deteriorated 
 
As an open economy trading in world product and capital markets, the Canadian economy is highly 
exposed to global economic and financial developments.  The external factors that supported 
growth in the Canadian economy in recent years have since reversed course.  The bursting of the 
U.S. housing bubble and ensuing financial market turmoil have combined with slowing growth in 
emerging-market economies whose robust growth helped fuel historic increases in commodity 
prices.  
 
Recent Economic Performance 
Canadian real GDP has essentially stagnated since the third quarter of last year, largely reflecting 
weakness in exports.  Until recently, however, the impact on Canadian incomes was softened by 
the extra purchasing power generated by the rise in commodity prices. Commodity prices have 
dropped sharply in recent months and a number of indicators now point to a period of weak growth 
in Canada: 
 

- The stock market has declined substantially from its historic peak. 
- Credit conditions have tightened reflecting the global financial market turmoil.   
- The housing market has cooled, despite the fact that the Canadian market was less 

exposed to sub-prime mortgages and speculative investments. 
- Consumer and business confidence have fallen sharply and employment gains have 

moderated. 
 

Canadian Economic Outlook 
As the IMF has noted, the use of a wide range of private sector macroeconomic forecasts is a key 
strength of the Government’s fiscal forecasting process. Consequently, the office of the PBO 
conducted a survey of private sector forecasts to assess and quantify Canada’s economic 
prospects over the next five years.   
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Real GDP Growth: In the PBO’s survey average forecast, the near-term real (inflation-adjusted) 
GDP growth outlook has been revised down significantly since the budget to 0.6% in 2008 and 
0.5% in 2009 (from 1.7% and 2.4% respectively in Budget 2008). Growth in 2010-2012, however, 
is expected to be slightly higher than in the budget as the economy partially rebounds from this 
weakness.  
 
Nominal GDP: Nominal GDP measures economic activity at current prices, making it a better 
indicator of the overall tax base from which the Government collects its revenue.  For 2008, despite 
weaker-than-expected real GDP growth, surging commodity prices during the first half of this year 
should leave nominal GDP higher than expected at the time of the budget.  In 2009, however, the 
slowing economy and weaker price pressures are expected to lower nominal growth significantly 
below the budget forecast. Considerable uncertainty surrounds the 2009 nominal GDP forecast, 
reflecting differing views on the depth of the slowdown, the timing and strength of the recovery, and 
the impact of commodity prices on GDP inflation in Canada.  For 2010 and beyond, nominal GDP 
growth is closer to the budget forecast, as the economy is expected to partially rebound from 
slower growth in the earlier years.  Overall, however, the level of nominal GDP remains $45 billion 
lower, on average, in these years relative to the budget. 
 
Interest Rates: Interest rates impact how much the Government spends on interest charges for its 
borrowing. Short-term rates are expected to be significantly lower than forecast in the budget due 
to an aggressive easing by the Bank of Canada, which has cut its policy interest rate in half to 
2.25%. 
 
Unemployment: To date, the Canadian labour market has performed slightly stronger than 
expected at the time of the budget. For 2009 and the duration of the forecast horizon, however, the 
slowing economy is expected to result in a weaker labour market with unemployment rising above 
that forecast in Budget 2008. The unemployment rate is expected to peak at 6.9% in 2009 vs. 6.4% 
in the budget. This implies higher government spending on Employment Insurance benefits. 
 
To put the PBO survey results into historical context, we compare the forecast range for real GDP 
growth to past slowdowns and recessions.  The outlook for real GDP based on the PBO survey 
average forecast is similar to 2001.  At that time, the U.S. experienced a recession which coincided 
with a distinct economic slowdown in Canada.  The forecast based on the PBO survey low forecast 
features a slightly more protracted slowdown.  However, neither of these forecasts call for 
downturns that are as severe as the recessions Canadians experienced in the early 1980s and 
1990s. 
 
Risks to the Economic Outlook 
The economic outlook based on the average of private sector forecasts provides a reasonable 
basis for fiscal planning.  That said, the outlook for the Canadian economy is highly uncertain and 
depends crucially on developments in the global economy and global financial markets.   
 
The key downside risks to the economic outlook based on the average of private sector forecasts 
are external and stem from the possibility of a more severe downturn in the U.S. economy and 
protracted weakness in emerging-market economies. There are, however, some upside risks 
including the possibility that the global financial crisis is resolved more smoothly and sooner than 
expected, which would help improve consumer and business confidence and boost equity markets. 
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Despite the downward revisions to the economic outlook since Budget 2008, the balance of risks 
remains tilted to the downside. 
 
3. Given the weaker economic outlook, and assuming no major fiscal policy changes, 
modest near-term budget deficits are projected 
 
To assess the potential impacts of the weaker economic outlook on federal finances, the PBO has 
constructed a fiscal projection based on a scenario using the PBO survey average of economic 
forecasts, described above.  Further, to help assess the potential fiscal impacts of risks to this 
economic outlook, the PBO survey’s low and high forecasts are used for illustrative purposes.   
 
To be clear, the PBO’s projection is not an ‘alternative forecast’ (i.e., the PBO’s view of the most 
likely outcome) of the Government’s fiscal position.  Rather, the goal of the exercise is to enhance 
both Parliamentarians’ and Canadians’ understanding and raise issues for discussion by assessing 
the potential fiscal impacts of the downgraded economic outlook and potential risks, absent any 
major fiscal policy changes.1 
 
Fiscal Situation and Projection Results 
The budget balance for the first five months of the fiscal year is the lowest in recent years, largely 
attributable to previous policy decisions as opposed to weakened economic conditions. While the 
year-to-date fiscal results, as well as all of our projection scenarios, suggest a modest surplus in 
2008-09, it will be some time before the implications for revenues of the recent financial market 
turmoil are known. As a result, a deficit for this fiscal year is a distinct possibility. 
 
Looking forward, assuming status quo fiscal policy, the downgraded economic outlook translates 
into a deterioration in the budgetary balance, putting the Government’s stated fiscal targets and 
objectives at risk.  In the PBO survey average scenario, modest deficits are projected in the near-
term of $3.9 billion in 2009-10 and $1.4 billion in 2010-11 with a return to modest surpluses in 
2011-12 ($1.6 billion) and 2012-13 ($3.0 billion). As a share of the economy, however, the peak 
deficit in the PBO survey average scenario is negligible at 0.2% of GDP in 2009-10.  The 
cumulative budgetary balance over the projection period is a surplus of $3.4 billion. 
 
The PBO survey low scenario provides potential fiscal impacts from a more protracted economic 
slowdown and commodity price correction.  In this low scenario, deficits peak at roughly $14 billion 
(0.9% of GDP) in the next fiscal year and persist for the duration of the projection horizon, 
averaging 0.8% of GDP.  Under the more optimistic PBO survey high scenario, the Government’s 
budget balance is projected to be in line with Budget 2008 in the near term and somewhat higher 
thereafter.  Overall, given that the economic risks remain on the downside, our judgement is that 
the lower range of the budget projections represents a more likely range of possible outcomes. 
 
In general, these projection results suggest the downgraded economic outlook will likely 
compromise the Government’s ability to achieve its stated short-term and medium-term fiscal 

                                                
1 Our starting point takes account of recent economic developments and year-to-date fiscal results. To better perform 
this exercise the PBO required the detailed dataset used to produce the Budget 2008 economic and fiscal forecast.  
Our request to the Department of Finance for this information was denied.   
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targets of balancing the budget each year, and lowering the debt-to-GDP ratio to 25% by 2011-12, 
respectively. 
 
That said, although modest deficits arise in the PBO survey average scenario, the budget balance 
is projected to return to modest surplus in 2011-12, while the medium-term debt-to-GDP target is 
achieved in 2012-13, only one year later than planned. 

 
4. How might the Government respond to the current downturn? 
 
Faced with the expected economic downturn, there are essentially three broad policy approaches 
the Government may adopt: 
 

1) No discretionary fiscal policy response. In the current context, this means the Government 
would, as it has done thus far, focus its efforts on stabilizing the financial markets and 
introduce no major discretionary fiscal stimulus. This approach is based on the 
conventional view that easing monetary policy together with automatic fiscal stabilizers 
(i.e., reductions in tax collections and increases in government spending that happen 
automatically when incomes fall and unemployment rises) can reduce the impact of the 
economic slowdown and shorten its duration.  However, in the current context some argue 
the risk of this approach is that there is limited scope for additional stimulus from monetary 
policy, given the already low level for the Bank of Canada’s policy interest rate of 2.25% 
and the substantial uncertainty in financial markets. 

   
2) Strict adherence to balanced budgeting.  The Government may choose to take measures 

to balance the budget. This could involve selling government assets but is more likely to 
require a reduction in government spending, an increase in taxes, or a combination of the 
two.  A risk of this approach is that this contractionary fiscal policy response could prolong 
or exacerbate the economic slowdown. 

 
3) Increase spending or reduce taxes to stimulate the economy in the short run. This 

approach aims to alleviate the difficulties of reduced incomes and higher unemployment in 
the short run, and may provide policymakers some additional ‘insurance’ if the slowdown 
were expected to be particularly severe. Any discretionary fiscal stimulus measures would 
likely impact the short-run timing of activity in the Canadian economy, but could also 
impact economic activity in the long run — either positively or negatively — if, for example, 
the measures alter the incentives to create jobs, or save and invest. This approach would 
likely further weaken the Government’s fiscal position in the short run, and if deficits were 
to persist, may pass the costs of today’s policy actions onto future generations.  Therefore, 
any discretionary fiscal response should be: timely; temporary; and targeted.  Respecting 
these principles ensures that any new fiscal measures would be cost-effective and fiscally 
sustainable. 
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5. Issues for Parliamentarians 
 
Parliamentarians may wish to raise a number of issues with the Government in the context of the 
2008 Economic and Fiscal Update and the 2009 pre-budget deliberations. 
 
 
Monitoring and Reporting to Parliament  
 
The need to improve economic and fiscal monitoring and reporting to Parliament and Canadians.  
This may include strengthening the Department of Finance’s quarterly reports with respect to the 
coverage and assessment of global, national and regional economic indicators and the potential 
implications for Canadians and the Government’s finances.   
 
Prudent Fiscal Policy 
 
The need to review or re-affirm (where necessary) current fiscal targets and objectives in light of 
the current cyclical weakness including: the annual balanced budget target; the medium-term 25% 
debt-to-GDP by 2011-12 target; and the program spending growth target. 
 
The need to ensure that the short-term fiscal policy stance of the Government is consistent with 
effective stabilization policy (i.e., that fiscal actions will not be taken to increase economic 
weakness) and will complement monetary policy to strengthen the economy. 
 
Addressing Fundamental Long-term Policy Challenges 
 
Notwithstanding the short-term policy challenges regarding financial stability and the economic 
slowdown, there is a need to examine and address key long-term policy challenges, which include: 

- The economic and fiscal implications of Canada’s aging population; 
- The negative consequences for our standard of living as a result of Canada’s low 

productivity growth; 
- The need to reduce greenhouse gas emissions and further promote environmental 

sustainability; 
- The need to facilitate appropriate adjustment in key sectors of the economy; and 
- The need to address rising regional and family income inequality.  
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