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AN ASSESSMENT OF THE IMPACT OF THE FEDERAL BUDGET ON THE CANADIAN ECONOMY

Summary

In the Seventeenth Annual
Review, a Prebudqet Base
Case and a number ot al-
ternatives are precsented.
These projections, which
were developed in August
1980, provide an assess-
ment of many issues that
were the focus of public
discussion during the
late summer and early
fall. At that time, no
information was available
on the economic assump-
tions underlying the
Federal Budget, as set
forth on October 28 by
the Minister of Finance,
or the specific policies
to be included in it.

The Federal Budget and
its underlying economic
assumptions are now
known. The Budget in-
cludes a clear statement
of energy policy as well
as the government's
assumptions about the
economic environment for
the period 1980~1985. As
a result we have extended
the analysis in the
Seventeenth Annual Review
and present the results
in "An Assessement of the
Impact of the Federal
Budget on Canadian
Economy."

The energy statement
which accompanies the
Federal Budget includes
an explicit statement and
data concerning domestic
oil and gas pricing,
ebnReNERa iy, SBELal xeal't i ol .,
expenditure incentives

iv

RE&sumé

Le Dix-septiéme Exposé& annuel
présente un scénario de r&8fé&-
rence pré-budgétaire et un
certain nombre d'autres simu-
lations qui ont &té mises au
point en aolit 1980. Toutes ces
projections ont trait & un
certain nombre de questions qui
faisaient 1'objet de débats
publics &8 la fin de 1'€té et au
début de 1l'automne de cette
année. A ce moment-13, nous
ne savions encore rien des
hypothé&ses &conomiques sur
lesquelles reposeraient les
prévisions budgétaires du
gouvernement fédéral, présen-
téas, le 28, otobre par le
ministre des Finances, ni des
mesures particuli@res que le
Budget devait renfermer.

Nous sommes maintenant fixés
sur ces deux points. Le Budget
comprend une déclaration
précidd Sur La politdigns
énergétique, de méme que les
hypothé&ses du gouvernement
relativement & la conjoncture
&conomique pour les années 1980
a 1985. Armés de ces ren-
seignements, nous avons pour-
suivi l'analyse du Dix-septi&me
Exposé et nous présentons dans
le document dont le titre
apparait ci-haut un scénario
des répercussions possibles du
Budget fé&déral au cours de
cette période.

Le Budget s'accompagne d'un
énoncé sur la politique
&nergétique qui comprend des
données explicites sur les prix
intérieurs du pétrole et du gaz
natuwrel, 3ar Fad 1O TE
frappant 1'énergie, sur les

dépenses visant 3§ stimuler 1la
prospection et la substitution




related to exploration,
and conversion from oil,
and other related items
for the period 1980-1985.
After 1985 there is less
explicit data on taxation
and expenditure programs,
which makes analysis
beyond 1985 less mean-
ingful. I'or this reason
we have not extended our
analysis beyond 1985.

In developing the
analysis of the Federal
Budget, three major sets
of differences are con-
sidered. To trace the
impact that each of these
important differences has

on the Prebudget Base
Case, we have developed

three alternatives.

Thhe fizal altepmative
substitutes the world
pricing assumptions for
crude petroleum used in
the Federal Budget for
our Prebudget Base Case
assumptions. The Federal
Budget assumes higher
rates of growth for world
crude petroleum prices
plied o p I Lhhe
Prebudget Base Case.
This also implies certain
changes to royalties,
subsidies and the oil
export tax, as this first
alternative assumes no
change in the domestic
price of crude petroleum
or natural gas from the
Prebudget Base Case.

In the second alter-
native, we 1include not
only the world pricing
assumptions for crude
petroleum implicit in the
Federal Budget, but also
the assumptions about
domestic o0il and natural

d'autres sources d'énergie au
pétrole, et sur d'autres
8léments connexes, pour les
ann€es 1980 & 1985. Au-deld de
1985, les données sur 1la
fiscalité et les programmes de
dépenses sont moins précises,
ce qui affaiblit la portée de
l'analyse apré&s cette date.
C'est pourquoi nos projections
s'arrétent 3 1985.

Dans notre analyse du Budget,
nous avons examiné trois caté-
gories de différences entre
notre scénario de ré&férence
pré-budgétaire et les
projections 3 moyen terme du
ministére des Finances. Afin
de mesurer l'incidence de
chacune de ces différences sur
le scénario pré-budgétaire,
nous avons effectué trois
simulations.

Dans la premifte simulatiénas
nous avons remplacé 1les
hypothé&ses relatives au prix
mondial du pétrole que renferme
le scénario de référence par
celles gqui sont utilis&es dans
le Budget. La hausse projetée
de ces prix est plus rapide
dans le Budget que celle que
contient notre scénario. Comme
nous avons retenu ici les
hypothé&ses du scénario de
référence 3 1'€gard des prix
intérieurs, il en résulte des
chiffres modifiés pour les
redevances, les subventions et
la taxe sur les exportations de
pétrole.

Dans la deuxiéme simulation,
nous avons tenu compte non
seulement des hypothéses du
Budget fédéral quant au prix
mondial du pétrole brut, mais
aussi de celles qui touchent
aux prix intérieurs du pétrole

et du gaz naturel, aux taxes
sur les ressources énergétiques




gas pricing, energy and
non-energy taxation,
spendingorelated to
exploration incentives,
and the off-o0il con-
version and substitution
incentives. We include a
group of assumptions
associated with the an-
ticipated path for the
consumption of gasoline,
home heating fuel,
meay e & L8 gars "anmd the
ecxports and imports of
crude petroleum and
natural gas volumes that
are related to the
conversion and substitu-
tion incentives. Also
affected are royalties,
subsidies and the oil
export tax, which are
different from the levels
reported both in the
Prebudget Base Case and
in the first alternative.
Not only are the world
pricing assumptions set
at Budget levels as 1in
the first alternative,
but different domestic
pricing assumptions and
paths for exports and
imports are also used in
this second alternative.,

In a third alternative,
we add to the second
alternative revised
assumptions related to
the timing of certain
large energy investment
projects and the profile
for investment spending

in public utilities.

We compare the three
CANDIDE Model 2.0 alter-
natives which assess the
medium-term impact of the
Federal Budget with the
Department of Finance
medium-term projections
and with the Prebudget
Base Case. Our point of

vi

et aux taxes générales, aux
dépenses visant 3 stimuler la
prospection, et aux mesures
visant |4 faveriser Is
remplacement du pétrole par
d'autres sources d'énergie.
Cette simulation renferme aussi
un ensemble d'hypothé&ses
relatives & 1'évolution future
de la consommation de pétrole,
de mazout et de gaz naturel,
ainsi que des exportations et
des importations de pétrole ct
de gaz naturel gui sont liées
aux mesures d'encouragement &
la conversion et &8 la substi-
tution. Ici encore, ces
hypothé&ses influent sur les
redevances, les subventions et
la taxe sur les exportations de
pétrole, qui différent toutes
des niveaux enregistré&s tant
dans notre scénario pré-
budgétaire que dans la premiére
simulation. Dans cette
deuxiéme projection, en plus
d'utiliser les hypothé&ses du
Budget 8 1'égard du prix
mondial du pétrole, nous
modifions celles qui ont trait
= L0 ol o b e - o (S 2 (= D g - T= o
1'évolution des exportations et
des importations.

Dans la troisiéme simulation,
nous avons ajouté & la deuxiéme
des hypothéses révisées quant 3
1'échancier de certains grands
projets d'investissement dans
le secteur &nergétique et &
celui des dépenses consacrées
aux services d'utilité
publique.

Nous comparons ensuite ces
trois simulations obtenues &
1'aide du modéle CANDIDE 2.0,
gui mesurent les répercussions
a moyen terme du Budget fé&dé-
ral, avec les projections &
moyen terme du minist&re des
Finances et avec notre scénario
de référence pré-budgétaire.
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exercise is the Economic
Council of Canada's
Prebudget Base Case as
described in Chapter 2 of
the Seventeenth Annual
Review. In order to
assess the differences
that exist between the
Prebudget Base Case and
the Department of
Finance's medium-term
Ero & @Lion, WEileh
includes not only an
assessment of the
economic outlook but
also, impliciB%liy, the
impact of the Federal
Budget, it is important
to examine each
alternative carefully.

In Table 1 we report the
results obtained from
th i's-ImalyWae fort
selected economic
indicators. Four of the
projections in Table 1
are derived from CANDIDE
Model 2.0, the remaining
projection being that of
the Department of
Finance. The reasons for
the differences between
the Department of Finance
ERgeCEion (and Suir
Prebudget Base Case are
now evident. The largest
difference in the growth
rate in real Gross
National Expenditure in
1980 is associated with
differences in
assumptions related to
energy investment and
espgEi alil'y  EHO e
associated with public
utilities. The Federal
Budget impact reduces the
CANDIDE Model 2.0 growth
¥ e 'tre Giemy,  1L9R8NORS £ oim

Le point de départ de cette
comparaison est le scénario tel
que décrit dans le chapitre 2
du Dix-septiéme Exposé. Afin
de mieux mesurer les diffé-
rences entre le scénario pré-
budgétaire et les projections
du ministére des Finances =--
lesquelles comportent non
seulement une présentation des
perspectives économiques mais
aussi, implicitement, une
€valuation de l'impact du
budget f&déral --, il importe
d'examiner soigneusement
chacune des simulations.

Au tableau 1 figurent les
résultats de notre analyse &
1'égard de certains indicateurs
&conomiques. Dans chaque cas,
les quatre premiéres projec-
tions sont dérivées du modeéle
CANDIDE 2.0, tandis que 1la
cinquiéme est celle du minis-
tére des Finances. La lecture
du tableau permet de voir
clairement les raisons des
écarts entre les projections du
ministére des Finances et notre
scénario de référence. L'écart
le plus important 3 1'&gard de
la croissance de la dépense
nationale brute réelle en 1980
provient des différences entre
les hypothéses relatives aux
investissements énergétiques,
notamment dans le cas des
services d'utilité publique.
Le Budget a pour effet d'abais-
ser le taux de croissance
indiqué par le modéle CANDIDE
2,0 de -0,4 &8 -0,6 % en 1980.
Si l'on incorpore les projec-
tions du Budget relativement &
l'investissement énergétique,
ce chiffre descend 3 -1,1 % et
se rapproche ainsi de 1la
projection du ministére des
Finances (-1,0 %).
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-0.4 per cent to -0.6 per
cent. Using the Budget
projections for energy

investment further lowers
ehve gl eolw B HATEEE e o
-1.1 per cent. This 1is
close to the Department
of Finance projection of
-1.0 per cent.

The differences in 1981
are also clear. S
imposition of the Federal
Budget assumptions
without the alternative
energy investment
assumptions reduces the
CANDIDE Model 2.0 growth
rate from 1.4 per cent to
1.1 per cent. Adding the
alternative energy
investment assumptions of
the Department of Finance
further reduces the
grbwth cafie £0 %,,5 Per
cent. This compares with
the Department of Finance
protjsckidn of 1.0 per
cent for real growth in
1981. For the remainder
of the decade, the
Department of Finance
projection shows higher
growth rates on average
than either of the Budget
assessment calculations
derived from CANDIDE
Model 2.0. Let us now
toem Eo the® rAte of
inflation.

Some important dif-
ferences between the
Department of Finance
plEe laiat i 'omn Famd . tie
CANDIDE Model 2.0
projections are revealed
in the rate of inflation.
On average, during the
per ied 1381 - K98ss the

X

Les différences pour 1l'année
1981 sont &galement évidentes.
Si 1'on applique les hypothéses
du Budget sans incorporer
d'autres options touchant aux
investissements &nergé&tiques,
le taux de croissance de
1'économie obtenu & 1'aide du
modéle CANDIDE 2.0 passe de 1,4
a l,1 8. Si 1'on incorpore les
hypothé&ses du ministére des
Finances touchant aux inves-
tissements énergétiques, le
taux de croissance s'en trouve
de nouveau réduit, cette fois a
0,5 %. Ce chiffre se compare &
la projection de 1 % avancée
par le minist&re des Finances.
Pour le reste de la décennie,
les projections du ministére
indiquent des taux plus E&levés,
en moyenne, que ceux dque
produit le modé&le CANDIDE 2.0 &
1'égard des répercussions du
Budget. Voyons donc maintenant
les résultats quant au taux
d'inflation.

On constate, ici aussi, d'im-
portantes différences entre les
projections du ministére des
Finances et celles du modé&le
CANDIDE 2.0. En moyenne, le
taux d'inflation différe
d'environ 1,0 point de pour-
centage par année de 1981 3
1985 entre les deux séries de
projections. Pour 1981, les
simulations du modéle CANDIDE
2.0 incorporant les disposi-
tions budgétaires donnent un
taux d'inflation supérieur &
11,0 8. Le chiffre projeté par
le ministé&re des Finances est
10,2 %.




rate of inflation differs
by approximately 1.0 per-
centage point per year.
HE o, AWIRRRwA EBUNT digyats
projections with CANDIDE
Model 2.0 show a rate of
inflation above 11.0 per
cent. This compares with
the Department of Finance
projection of 10.2 per
cent.

The general impact of the
Federal Budget appears to
be one which increases
the rate of unemployment.
The Prebudget Base Case
suggests an unemployment
rate of 8.0 per cent for
1981, but our Budget
alternatives show the
unemployment rate lying
between 8.2 per cent and
8.6 per cent. This
compares with Finance's
projection of 8.7 per
cent for 1981. However,
our Budget projections
using CANDIDE Model 2.0
show a more rapid decline
in the unemployment rate
t h apm  (Ghat forf  t he
Department of Finance.
But, by 1985, CANDIDE
M opdte! e 2 NOESSBL I dl igf et
projections show higher
unemployment rates than
in the Prebudget Base
Case.

The impact on the current
account balance and the
exchange rate as we move
from the Prebudget Base
Case to the Budget impact
assessment cases 1is
interesting. By 1984 the
differences between the
Department of Finance
projection and our Budget
assessment cases are
small, compared with
those generated by the
Prebudget Base Case.

L'effet général du Budget
fédéral semble étre de faire
croitre le taux de chémage.
Notre scénario pré&-budgétaire
situe ce dernier 3 8,0 % en
1981, mais nos nouvelles
simulations post-budgétaires le
font varier de 8,2 & 8,6 &,
tandis qu'il atteint 8,7 % dans
la projection du ministé@re des
Finances. Si nos simulations
post-budgétaires projettent une
diminution plus rapide du taux
de chdbmage que celle du
minist@re des Finances, ce taux
n'‘en est pas moins supérieur,
en Y983, @bcaldl qil dunfigElE
notre scénario pré-budgétaire
pour cette année-1la.

Le passage de notre scénario
pré-budg8taire & nos nouvelles
projections a, sur le soide
couEain t et sihvEREL el Sl Sdie
change, des répercussions gqui
nous paraissent intéressantes
de noter. Ainsi, vers 1984,
1'écart entre notre projection
post-budgétaire et celle du
ministére des Finances est
faible, comparativement aux
résultats de notre scénario
pré-budgétaire. L'analyse du
ministére des Finances donne un
dollar légérement mieux coté
que dans nos projections
post-budgétaires. i1l Eads
rappeler que 1'évolution du
solde courant dans nos
nouvelles projections est
influencée par la tendance
présumée des importations de
pétrole brut. Du reste, nous
avons posé€ 3 cet &€gard une
hypothése identique & celle qui
sert aux projections du
ministére des Finances.



The Department of Finance

assessment implies a
slightly stronger dollar
than our Budget assess-
ment alternatives. We
must remember that the
pakir Eor the current
account balance in our
Budget assessment cases
is influenced by the
assumed path for imports
of crude petroleum. 1In
fact, we have used the
same assumed path as that
of the Department of
Finance medium-term
projections.

The impact tHTt the
Federal Budget will have
on the federal deficit is
aleae interesting.
Although Finance's
medium-term projection
figures are for fiscal
years, 'the improved
position of the federal
government as a result of
the Federal Budget is
suBbstantiated in ouw
Budget impact assessment
cases.

This exercise must be

interpreted with a great
degl oL wautioen. We

ourselves have been
careful to break the
assessment into three
important steps. However,
there are still a number
of critical assumptions
which must not _be

_____ The most
critical is the assumed
path for crude petroleum
imports and the implied
siube Bt ifon" ofé: natural
gas for domestic fuel oil
1 ny JEieks idien-tiaal Svand
commercial use. This has
an important bearing on
the outcome for both the
current account balance
and the federal deficit.

e

Les effets que le Budget aura
sur le déficit fé&déral pré-
sentent &galement un certain
intérét. Les projections du
ministére des Finances, qui
portent sur les années fi-
nanciéres, prévoient une
amélioration du solde fé&déral
causée par le Budget, et ce
résultat se trouve confirmé
dans nos simulations.

Il faut toutefois interpréter
tous ces résultats _avec
beaucoup de prudence et c'est
pourquoi nous avons nous-mémes
pris soin de répartir 1'analyse
en trois étapes. Il reste en
effet un certain nombre d'hy-
pothéses critiques qu'il ne
faut pas oubliler. La plus
importante a trait & 1'évo-
lution future des importations
de pétrole brut et au rempla-
cement du mazout canadien par
le gaz naturel dans les sec-
teurs résidentiel et commer-
cial. Ce facteur a une grande
incidence sur le solde courant
de la balance des paiements et
sur le déficit fé&déral. Si
d'autres ressources &nergé-
tiques ne viennent pas rem-

placer le pétrole d'origine




I1f #hi'® idport wmd
domestic substitution
away from oil does not
o¢cur, lmport subsidy
payments will not decline
and the current account
balance will not improve.
This will imply less
appreciation in the
exchange rate, which in
turn will imply upward
pressure on the inflation
rate. If §he 1RMPOTE
compensation charge is
increased to offset the
need for higher sub-
sidies, this will also
lead to higher rates of
inflation.

None of the outcomes for
growth in real Gross
National Expenditure in
1981 are encouraging.
They range from 0.5 per
cent to 1.1 per cent.
The recovery in 1982 and
1983 is not spectacular.
In the long run, the
federal deficit declines,
approaching near balance
by 1983, with a combined
fe@éprl=preovincial
surplus materializing in
the period 1984-1985.
Most of this surplus
remains in the provincial
sector. It appears that
surpluses will continue
to emerge in the
provincial sector,
stemming primarily from
0il rents accruing to the
three Western provinces.

If, by the end of the
period, the federal
deficit is reduced to
near balance, what then
might be the effect on
the composition of
savings? Table 2
contains the deviation of

the Budget alternative
from the Prebudget Base

s

canadienne et &trang@re, les
subventions & l'importation ne
diminueront pas et le compte
courant ne s'améliorera pas.
1l en r@ aull8 % UN9
appréciation moindre du dollar
canadien et, par suite, une
reprise des pressions d la
hausse sur le taux d'inflation.
Si l'on augmente les frais des
indemnisations pétroliéres pour
financer les subventions
supplémentaires qui seront
nécessaires, cette hausse aura
aussi pour effet de faire
grimper le taux d'inflation.

Les calculs n'ont pas produit
de résultats encourageants pour
ce qui est de la croissance de
la dépense nationale brute
réelle en 1981, puisque les
chiffres oscillent de 0,5 &
1,1 %. Pour 1982 et 19835 la
reprise ne paralt pas dewvoir
étre spectaculaire. A plus
long terme, le déficit fé&déral
diminue, pour se rapprocher de
l1'équilibre en 1983, et 1le
solde combiné du fédéral et des
provinces affiche un excédent
en 1984-1985. Cet excédent
reste d'ailleurs plus important
a 1'échelon provincial gréce,
surtout, aux rentes pé&troliéres
accumulées par les trois
provinces de 1'Ouest.

Si le déficit f&dé&ral est
effectivement abaiss& & pré&s de
z8ro & la fin de la période de
projection, quelle influence ce
facteur aura—t=Htl EsLineie
composition de l'épargne ? Le
tableau 2 pré&sente l1l'écart gui
sépare nos projections
post-budgétaires de notre
scénario pré-budgétaire & cet
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Case for the composition
of savings for the period
1981-1985., Initially, the
federal proportion
increases at the expense
of the provinces and the
business sector. By the
1984-1985 period, the
foreign sector is also
making a substantial
contribution. Thus, one
of the hidden impacts of
the Federal Budget 1s its
compositional effect on
savings. It will have a
tendency to reduce the
percentage of savings
accruing to provincial
governments, the
corporate sector, and the
personal sector, and at
the same time to decrease
the proportion of dis-
savings or increase the
proportion of savings
accruing to the federal
sector.

The reader might wish to
review Chapters 2 and 3 of
the Council's Seventeenth
Annual Review. In Chapter
3 we discuss two
alternative approaches
which the federal
government might consider
to reduce its deficit.
One of these approaches
deals with a number of
initiatives that among
other things include:
l) a blended pricing
scheme; 2) a natural gas
g rporBtrtaxs and

3) increased corporate
taxation. We called this

the oil-based deficit
reduction alternative.

In Chapter 3 we indicate
that the cil-based
JRE gif"raduction
alternative should only

be considered in joint
consultation with the

Xiv

égard. Dans les premi&res
années, la part fé&dé&rale
augmente aux dépens de celles
des provinces et du secteur des
entreprises. Vers 1984-1985,
le secteur extérieur apporte
lui aussi une contribution
importante. C'est donc dire
que, parmi les effets latents
du Budget fédéral, il faut
compter son incidence sur la
composition de 1l'épargne. Les
mesures qu'il renferme auront
tendance &8 réduire la propor-
tion de l'épargne aux mains des
gouvernements provinciaux, des
entreprises et des personnes
et, en méme temps, 3 diminuer
la proportion de la désé&pargne
ou encore d accroitre la part
de l'épargne fé&dérale.

Nous invitons le lecteur & se
reporter aux chapitres 2 et 3
du Dix-septi@dme Exposé du
Conseil. Le chapitre 3
présente deux formules que le
gouvernement f&déral pourrait
mettre en oeuvre pour réduire
son déficit. L'une d'elles
comprend un certain nombre
d'initiatives dont, notamment,
un régime de prix mixtes, une
taxe 3 l'exportation du gaz
naturel et une augmentation de
1'impdt sur les revenus des
sociétés. Il s'agit donc d'une
stratégie qui vise 3 abaisser
le d6ficit au moyen des
redevances tirées du pétrole.

Dans le chapitre 3, nous
signalons que cette option ne
devrait €tre considérée que
dans le cadre d'une action
concertée avec les provinces,
en particulier velldaE Smi
produisent du pétrole. Nous



provinces, especially the
oil producing provinces.
However, 1mn &thita
alternative we did not
include a different path
for crude petroleum and
natural gas consumption,
nor for import substi-
fution or for the in-
centives away from crude
petroleum. As a result,
the alternative 1in
Chapter 3 of the Review
s devoid 05 the
balance-of-payments and
exchange rate effects
observed in the Federal
Budget impact assessment
alternatives. However,
the compositional shifts
in savings from the
corporate sector, from
the provincial sector and
from the personal sector
were observed and
highlighted.

In Chapter 3 we also pre-
sented an alternative
which did not assume
joint action between the
provinces and the federal
government to reduce the
federal deficit, but
instead assumed unila-
teral action by the
federal government. n
particular, this second
alternative excluded the
blended pricing scheme as
an option, but included
our Prebudget Base Case
assumption on oil
Exiabng It also
included much higher
direct taxation by the
federal government on all
Canadians. In Chapter 3
we indicated that the
alternative which assumes
jeint action between the
provinces and the federal
government in reducing
the federal deficit was
more attractive from the
point of view of its

XV

n'y avons cependant pas
incorporé d'hypothéses
différentes & l1'€gard de la
consommation de pétrole brut et
de gaz naturel, de la ré&duction
des importations de pétrole
brut et des mesures visant a
encourager le remplacement du
pétrole par d'autres formes
d'énergie. C'est pourquoi le
scénario présenté au chapitre 3
ne rend pas compte de 1l'évolu-
tion de la balance des paie-
ments et du taux de change,
contrairement 3 nos simulations
post-budgétaires. Nous y avons
cependant souligné 1'importance
relative moindre de 1'é&pargne
des provinces, des personnes et
des sociétés.

Dans ce méme chapitre de
1'Exposé&, nous avons aussi
présenté un scénario ne
prévoyant aucune concertation
entre les provinces et 1le
gouvernement f&dé€ral en vue de
réduire le déficit de ce
dernier, mais plutdt une action
unilatérale de la part
d'Ottawa. Cette deuxi@me
simulation exclut notamment
l'option du prix mixte, mais
elle renferme l'hypothése
relative au prix du pétrole
servant & notre scénario de
référence pré-budgétaire. Elle
prévoit &galement que tous les
Canadiens devront payer des
impbts fé€déraux directs
beaucoup plus &levé&s. Nous
faisons en outre valoir que le
scénario reposant sur une
action conjointe des provinces
et du gouvernement f&d&ral a
des effets plus positifs, du
point de vue de la production
et des emplois, gue celui de
l'action unilatérale.




effect on output and jobs
than the unilateral
action case.

The federal Budget does
more than what was
suggested in the o0il-=-
based deficit reduction
alternative reported in
Chapter 3. 0f the
SCeventeenth Annual
Review. It introduces
elaborate incentives
supported by spending in
the” ariea ©f ecapital
assistance and subsidies
for substitution away
Lrom oil, import sub-
stitution, and increased
use of natiral gas in
commercial, industrial,
and residential use,
along with exploration
gnd Canadian ownership
incentives. If we had to
point to those places
where the Federal Budget,
éither in impact or in
assumptions, is optimis-
tic, we would have to
include the ones con-
cetning the domestiec
substitution of natural
gas for crude petroleum
and the associated import
substitution away from
crude petroleum which the
Budget projections imply.
Although incentives for
substitution have been
offered not only by way
of higher prices (market
induced substitution) but
also by way of subsidies
and capital assistance
(non-market induced sub-
stitution), these assump-
tions may not, in fact,
be the actual cutcome.
Furthermore the composi-
tional shift in savings
that we observe in our
calculations and that we
observed in the oil-based
deficit reduction alter-
native reported in

xvi

Le Budget fédéral va plus loin
gque notre scé&nario de la
réduction du dé&ficit au moyen
des redevances pétrolié&res. Il
présente en effet des mesures
d'incitation trds &laborées,
appuyées par des dépenses
d'immobilisations et des
subventions pour la substitu-
tion du pétrole canadien par
d'autres sources d'énergie, le
remplacement partiel du pétrole
importé et le recours accru au
gaz naturel dans les secteurs
commercial, industriel et
résidentiel, ainsi que des
mesures visant 3 encourager les
travaux de prospection et &
favoriser un accroissement du
contrble canadien sur les
ressources é&nergétiques. S'il
nous fallait indiquer sur quels
points le Budget se montre
optimiste, soit & l1l'é&gard de
ses répercussions &ventuelles
ou de ses hypothéses, il fau-
drait mentionner les programmes
visant la substitution du gaz
naturel au pétrole brut et la
réduction des importations de
pétrole. Mais, bien qu'on ait
visé 3 stimuler cette substi-
tution par le truchement de
prix plus &levés (substitution
suscitée par le marché&) et par
des subventions et une aide
financiére directes (substi-
tution non suscitée par 1le
marché), il demeure possible
que ces hypothé&ses ne se
concrétisent pas. En outre,
1'évolution de la composition
de l1'épargne qui se dégage de
nos calculs et que nous notons
dans le scé&nario de 1la
réduction du déficit au moyen
des redevances pétrolidres,
dont il est question dans le
chapitre 3 de 1'Exposé&, fait
présentement l'objet de dé&bats
publics. TI1 faud¥a™ siEvellEas
attentivement l'incidence que
ce transfert d'épargne pourrait
avoir sur l'investissement.



Chapter 3 of the Review
is currently under public
discussion. The impact
that thils &§Bi1lt in
savings will have on
investment is an area to
watch carefully.

If the off o0il substitu-
tion and import substi-
tution does not occur as
assumed in the Federal
Budget and reduced in-
vestment spending results
from the shift of savings
(away from producers to
the federal sector), we
may find a situation
where domestic supply is
reduced and domestic

imported crude petroleum.

We need only remember
that in the mid-1970s the
oil import subsidy
programme was introduced
under the assumption that
the OPEC price shock of
late 1973 was a once-
in-lifetime event. From
this point of view, the
programme appeared to be
the best way to absorb
the impact of the shock
on Canadian incomes over
the medium run as
domestic crude petroleum
prices adjusted upwards.
As it turned out, this
was not the case. We
must be careful that we
do not make the same
mistake with respect to
domestic substitution,
import substitution, and
the impact that the
Budget could have on the
compositicn of savings
and thus, on the level of
investment.

XL il

Si la substitution du pétrole
par d'autres sources d'énergie
et la réduction des importa-
tions ne se produisent pas, et
si le transfert de 1'épargne
des producteurs vers le secteur
féd&ral se traduit par une
baisse des investissements,
nous pourrions connaitre une
situation dans laquelle 1'offre
intérieure serait réduite et la
demande inté&rieure inchangée,
ce qui contribueralt d accrol-
tre davantage notre dépendance

pétrole.

Est-il besoin de rappeler qu'au
milieu des années 70, le pro-
gramme de subventions aux
importations de pétrole avait
&€té mis en place parce qu'on
croyait que l'explosion des
prix de 1'OPEP & la fin de 1973
ne se reproduirait jamais
plus ? Dans une telle perspec-
tive, ce programme semblait le
meilleur moyen d'absorber &
moyen terme les répercussions
de ce choc sur les revenus des
Canadiens, & mesure que les
prix du pétrole canadien s'ac-
croitraient aussi. Malheureu-
sement, les choses se sont
passées autrement. Il ne fau-
drait donc pas faire la méme
erreur en ¢&e gui coOncern® . e
substitution du pétrole cana-
dien, la réduction du pétrole
importé et les effets que
pourrait exercer le Budget sur
la composition de l1'épargne, et
donc sur le niveau de
l'investissement.
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This paper contains an analysis of the October 28, 1980 Federal
Budget. Results are reported that are obtained using CANDIDE
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~ Budget Papers, Department of Finance Canada, October 28,
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- The Medium-Term Prospects for the Canadian Economy, 1980-1985,

Department of Finance Canada, October, 1980

- The National Energy Program, 1980, Energy Mines and Resources

Canada

- Seventeenth Annual Review: A Climate of Uncertainty,

Economic Council of Canada, December, 1980

- Canada, The Medium Term Performance and Issues, Background

Document to the Seventeenth Annual Review, Economic Council of

Canada, December, 1980.



Introduction

In the background document to the Seventeenth Annual Review,l
a Prebudget Base Case and 26 alternatives are presented. This
research formed the basis of Chapters 2 and 3 of the Economic

Council's Seventeenth Annual Review: A Climate of

Uncertainty.2 These alternatives deal with: (1) the impact

of the external environment; (2) an assessment of Canadian
economic potential; (3) the impact of selected domestic energy
investment projects; (4) risks on the side of inflation; (5) the
domestic o0il pricing issue; (6) the impact of savings incentives
and de-indexation of personal income taxes; (7) the impact of
business investment incentives; and (8) an examination of certain

policy initiatives that might reduce the federal deficit.

The Prebudget Base Case and alternatives were developed in
August 1980. The range of alternatives considered provides an
assessment of many items which were the focus of public
discussion during the late summer and early fall. At that time,
no information was available on the economic assumptions
underlying the Federal Budget as set forth on October 28 by the

Minister of Finance or on the specific policies to be included in

ity.

The Federal Budget is now known. Included in it are a clear
statement of energy policy and the assumptions underlying the

economic environment for the period 1980-85. In this



document we extend the analysis of the Seventeenth Annual Review
to include an analysis of the impact of the Federal Budget during
that period. This document is a factual examination of theA
impact of the Federal Budget as interpreted by CANDIDE Model

2.0'

The energy statement which accompanies the Federal Budget
includes explicit data concerning domestic oil and gas pricing,
energy taxation, expenditure incentives related to exploration,
expenditure incentives related to conversion from 0il, and other
related items for the period 1980-85. After 1985 there is less
explicit data on taxation and expenditure programs, which makes
analysis beyond that point less meaningful. For this reason we

have not extended our analysis beyond 1985.

In developing the analysis of the Federal Budget, three major
sets of differences are considered. First, the assumption for
the path of the world price of crude petroleum from 1980 to 1985
differs in the Federal Budget from that underlying the Prebudget
Base Case. Second, the path for domestic 0il and natural gas
prices, the associated taxes on energy, and the recycling of
these tax revenues for purposes of exploration, conyersion, and
substitution are different from the Prebudget Base Case. Third,
the timing and magnitude of certain large energy projects and the
path for investment by public utilities differ from the Prebudget

Base Case assumptions.




To trace the impact that each of these important differences
has on the Prebudget Base Case, we have developed three
alternatives. The first substitutes the world pricing
assumptions for crude petroleum used in the Federal Budget for
our Prebudget Base Case assumptions. The Federal Budget assumes
higher rates of growth for world crude petroleum prices than
those in the Prebudget Base Case. This also implies certain
changes to royalties, subsidies, and the o0il export tax, as this
first alternative assumes no change in the domestic price of

crude petroleum or natural gas from the Prebudget Base Case.

In the second alternative, we include not only the Budget's
world pricing assumptions for crude petroleum but also its
assumptions about domestic o0il and natural gas pricing,
energy and non-energy taxation, and spending related to
exploration incentives, as well as the off-o0il conversion and
substitution incentives. We include a group of assumptions
associated with the anticipated path for the consumption of
gasoline, home heating fuel, natural gas, and the exports and
imports of crude petroleum and natural gas volumes that are
related to the conversion and substitution incentives. Also
affected are royalties, subsidies, and the o0il export tax, which
are different from the levels reported both in the Prebudget Base

Case and in the first alternative.



In a third alternative, we add to the second alternative
revised assumptions related to the timing of certain large energy
investment projects and the profile for investment spending in

public utilities.

We divide this document as follows. Section 1 gives a brief
outline of the Prebudget Base Case assumptions and analysis of
the major impacts. Section 2 compares the Budget assumptions for
the world price of crude petroleum with our Prebudget Base Case
assumptions, including the implied changes in subsidy payments
and royalties. Section 3 discusses the impact of these
assumption changes on the Prebudget Base Case. In discussing the
impacts we concentrate on a selected group of indicators. These
include the rate of growth for GNE, the rate of growth for the
CPI, the unemployment rate, the trade balance, the exchange rate,
the federal government deficit, and the provincial government
surplus. Section 4 gives a detailed account of assumption
changes related to the wellhead and city gate prices for natural
gas and crude petroleum, along with an explicit summary of all
taxation and expenditure adjustments required in the Prebudget
Base Case to implement the Federal Budget. Section 5 discusses
the impact of these changes on the first alternative reported in
Section 3. This gives the impact of the Federal Budget per se.

Section 6 indicates explicitly the differences in assumptions

associated with energy investment, both in timing and magnitude,



including differences in public utilities investment. In

Section 7 we discuss in detail the impact that these changes have
on the second alternative reported in Section 5. Section 8
summarizes our findings and compares our results with those
outlined by the Department of Finance in the medium-term

prospects document included among the Budget Papers.3




SECTION 1

THE PREBUDGET BASE CASE EXTERNAL ENVIRONMENT, ENERGY, AND
DOMESTIC POLICY ASSUMPTIONS

Before dealing with the impact of the Federal Budget in detail,
we review the assumptions underlying the Prebudget Base Case
projection that will be used for purposes of comparison when the
Federal Budget alternatives are developed and discussed in later
sections. These assumptions can be divided into three broad
classes: those directly associated with the external environment
(the United States and other OECD countries); those closely
related to domestic energy pricing and energy investment; and

those related to domestic fiscal and monetary policy.

Table 1 includes the major indicators that summarize the
anticipated performance of the U.S. and other OECD economies for
the period 1980-85. Most apparent is the weak performance we
anticipate for the OECD, and in particular for the United States,
in 1980. This poor performance continues in 1981, with only a
weak recovery. In the United States, we anticipate the
unemployment rate will rise to 8.4 per cent and then follow a
path close to 7 per cent as we move to the mid point of the
decade. Inflation rates will be close to 14 per cent in 1980 and
average above 8.5 per cent for the remainder of the period.

U.S. interest rates are anticipated to follow a downward trend
from current levels, averaging close to 9.0 per cent by the

middle of the decade.



O N N ~ O
.
N MmO~ O

S86T

‘0861 ‘3Isnbny ‘ssjewrisy epeue) JO TIdUNO) oTwouodyg ¢

‘0861 ‘aIsnbny jo se ‘*ed ‘ejydreperiyd

‘$93e100SSY HUTISED3104 D1IIBWOUODZ UOIIEUM JO SUOTID3[01d BTQRTIRAP IBO3IE] z

9*tig L8 6°8
T i vl 611
a518 z°8 T°01
| 2 4 &S 6°S
0,56 LT 98

P86T €861 2861

Hcoﬂuow.no.um ase)

01
v's
& Tl
L0
S°0

1861

086T

‘0861 IsnBNY ‘0*Z TOPOW 4QIANYD T

(2bueyp ua)d asd) N@D ¢ - @d1ad TeuoI3RUASIU]
gunatoaisqg spnajd

(abuey)y jus) 194) uotTiIonpoad Telarsnpug
¢89723Un0) B¥ERIBAD

(12431 uUd) 13d) 33y 3ILIAIIUI WIdL-330YS
(13A37 3uUa) a84q) juawlotdwaupn
(sbueyp 3Jue) a94) 1dD
(abueyp 3jua) aad) uorjzonNpoad TRIAISHPU]
(8bueyp 3uad aad) aNo Teey

2893e3g peatun

(9buey)y jua) a3g) uOTIONpOad TPTAISNPUT
godo

oseg 312bpngaiag - suoridunssy IUBWUOCITAUZ TRUAAING

1 erqey



This performance is extremely poor for both the United States
and other OECD countries. The recovery period (1981-82) for the
United States is nothing like that experienced after the downturn
of 1974-75. Whereas real growth in the United States during 1976
approached 7.0 per cent, we do not see this occurring during the
period 1981-84. Worse still, the weak sectors in the
U.S. economy are those that are very important for Canadian

exports: automobiles, farm machinery, steel, and lumber.

After a substantial adjustment in 1980, the international price

of crude petroleum in the Prebudget Base Case tracks a rate of
increase that is near 10.0 per cent per annum during 1981-85.
Thus, the annual rate of increase in international oil prices is
expected to be 1.0 to 1.5 percentage points higher than that of

Canadian domestic prices.

In our Prebudget Base Case projection, after incorporating the
most recent adjustments to the domestic oil price as of August
1980, we made the assumption that the domestic price of crude
petroleum would not be governed by pre-July 1980 agreements
between the federal government, the producing provinces, and the
produccers. We assumed that the domestic price of crude petroleum
would advance at the rate of $4.00 per barrel per year from 1981
onward, but that the existing revenue splits as of August 1980
between the producing provinces, the producers, and the federal
government would be maintained. We also assumed maintenance of

the federal oil import subsidy programme.



Table 2

Prebudget Large-Scale Energy Investment Project Phasing

1

Project

Syncrude Extended

Alsands

QO + M Pipeline

Alaska Highway Gas Pipeline
Cold Lake

East Coast Gas Pipeline

Phase In

1980
1981
1981
1981
1982
1988

Peak

Period

1981-82
1984-85
1982
1983-84
1986-87
1990

Phase Out

1988
1987
1984
1987
1990
1993

1 Economic Council of Canada Estimates

Table 3

Prebudget Domestic Policy Assumptions, August 19801

0Oil Pricing

Tax Policy

Spending Policy

Monetary Policy

$4 per barrel per year (.85 natural gas
price parity) with existing revenue
splits between producing provinces,
producers and federal government main-
tained. Federal oil import subsidy

programme maintained.

held at $1.75 ceiling,

Syncrude levy

All policies presently in place are

unchanged.

Government restraint with 1.5 per cent
per year real growth in goods and
services. All indexed transfers
maintained. Established programme
financing renegotiated in 1981-82 along
Equalization payments
and tax point agreements maintained.

existing lines.

Canadian interest rates follow
U.S. rates as decade unfolds.

Money

supply growth targets in the 5 to 9 per
cent range (average 8 per cent).

1 Economic Council of Canada Estimates




- 10 -

Table 2 summarizes the major o0il sands and energy pipeline

investment projects now underway, or anticipated during the
period 1980-90, the effects of which are built into the Pre-
budget Base Case. Table 3 summarizes the domestic policy

assumptions underlying the Prebudget Base Case projection.

This is only a broad outline of a very detailed set of
assumptions that has been incorporated into the Prebudget Base
Case calculation. A more detailed discussion is found in the

background document to the Seventeenth Annual Review.



SUMMARY

= [ =

OF THE PREBUDGET BASE CASE PROJECTION

The Prebudget Base Case projection points to the many problems &

that we

currently face in an unchanged domestic policy

environment with a lacklustre world outlook situation. 1In

summary, the major areas of concern which emerge from a close

examination of Table 4 are as follows:

Real growth in 1980 is extremely weak with an
unspectacular recovery period in 1981-1983. There
are only 2 years during the period where growth is
near potential.

We anticipate that inflation in 1980 will be close to the
double-digit range, with high rates continuing through
1981. We expect the long-term trend to track in the
range of 8.0 to 9.0 per cent.

Unemployment rates remain above 7 per cent
until 1982. They then drift towards 6.5 per
cent.

Continued decline in the rate of growth of real
wages through 1982, and only a modest recovery
thereafter.

Nominal wage growth in the 8.0 to 10.0 per cent
range in 1981-83, with a long-run trend close to
10 per cent.

Decline in the personal saving rate from the

current high level of above 10 per cent, in part

due to the erosion of personal saving incentives caused
by inflation.

An increased percentage of output devoted to

investment dominated by many large energy projects that
are assumed to begin construction in the early part
of the decade.

Continued federal deficits and provincial
surpluses.

Continued current account deficits.
Poor performance in the rate of.growth of output per

manhour, in part due to the cyclical adjustment currently
underway in the economies of our trading partners.
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SECTION 2

PREBUDGET BASE CASE WITH BUDGET WORLD PRICE - ASSUMPTIONS

We first set out the assumptions in the Budget Papers for the
international price of crude petroleum, the related changes in
the prices of natural gas and fuel products, and compare these
with the Prebudget Base Case assumptions. The Federal Budget
assumes a higher rate of growth for the international price of

crude petroleum than that used in the Prebudget Base Case.

The Finance Department document, The Medium~-Term Prospects for

the Canadian Economy, 1980-1985, which outlines Canadian

medium-term prospects underlying the Budget projections, assumes
that international crude oil prices will increase further in
early 1981 as the result of continued unrest and hostilities in
the Middle East. Thereafter, this price is assumed to rise by

2 per cent per year in real terms. This is higher than the 1.0

to 1.5 per cent increase assumed in the Prebudget Base Case.

The implications of these assumptions for the path of
international crude petroleum prices are computed for the three
export deflators associated with crude petroleum, natural gas,
and fuel products, and the two import deflators associated with
crude petroleum and fuel products in CANDIDE Model 2.0. The

percentage change from the Prebudget Base Case in these deflators

is recorded in Table 5.
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As a result of the faster rate of growth of international crude
petroleum prices, there is an increase in 0il import subsidy
payments to finance subsidies on imported oil and to finance
subsidies paid to the o0il sands producers, assuring them a

guaranteed price for their product.

This higher international crude petroleum price also implies a
change in o0il export tax revenues which, by the end of the
period, have increased by 270 million dollars. Although the
domestic pricing assumptions in this first alternative are the
same as in the Prebudget Base Case, there is a small change in
provincial royalties resulting from higher revenues from natural

gas exports. These assumption changes are also part of this

alternative.
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SECTION 3

THE IMPACT ON THE PREBUDGET BASE CASE OF THE BUDGET
INTERNATIONAL PRICE

Table 6 describes the impact of this higher international oil
price on selected economic indicators. The most interesting
impact is the increase from the Prebudget Base Case in the growth
rate of real GNE of between 0.1 and 0.2 percentage points during
the 1980-85 period. This is partly due to the terms-of-trade
effect. For instance, in 1983 the terms of trade -- the ratio
of export prices of goods and services to import prices of goods
and services -- rise from 1.072 in the Prebudget Base Case to
1.0823 in this alternative. For 1985, this ratio changes from

1.074 to 1.081, indicating real income gains to Canadians.

The components of the functional distribution of income that
are most affected are profits, dividends and investment-type
income. By the end of the period, corporate profits have risen
by $5.9 billion, while real personal disposable income
(components of which are dividends and investment-type income)

has risen by $1.0 billion.

Because of the increase in profits in this alternative, the
ratio of corporate profits to net national income has increased
from 16.3 to 17.5 per cent by 1985, and the share of the wage
bill in net national income has dropped from 70.1 to 69.3 per
cent. However, the wage bill itself is some $2.0 billion higher
by the end of the period, refliecting a marginal increase in real
wages. There are only marginal changes in the consumer price

incGex.
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The major impacts of the increase in the international price of
crude petroleum and related energy forms are on the federal
deficit and the current account balance. By 1985 the federal
deficit has risen from $12.5 to $15.6 billion. This first
alternative contains the Prebudget Base Case domestic 0il pricing
assumption of an annual increase of $4 per barrel and a
continuation of the federal oil import subsidy programme. Higher
oil import subsidy payments, resulting from a wider gap between
domestic and international prices, cause a deterioration in the
federal position that is not outweighed by the revenue gains from
the additional activity effects arising from the terms-of-trade
gains. There is only a marginal increase in the provincial
surplus that results from additional royalty payments on natural

gas exports, plus the activity effect from the terms- of-trade

gains.

The current account balance exhibits a mixed response. In the
early part of the period there is slight improvement, but by 1985
it deteriorates from a deficit of $11.1 billion to a deficit of
$12.0 billion. This results from increased payments for crude
petroleum imports which offset the increased gains from exports
of other energy sources. The exchange rate deteriorates

marginally - by four tenths of a cent by 1985.
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Due to the deterioration of the federal deficit, the stock of
federal debt increases by the end of the period, resulting in an
increase in debt servicing that further weakens the federal
deficit position. On the other hand, after an initial increase
in the stock of debt, the provincial position improves, implying

a slight reduction in provincial debt-servicing charges.
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SECTION 4

BUDGET WITH NO ALTERNATIVE ENERGY INVESTMENT - ASSUMPTIONS

We now set out the assumption changes required in the Prebudget
Base Case to implement the Federal Budget. We divide our
discussion into five parts: 1) domestic energy pricing policy;
2) foreign and domestic energy demand assumptions; 3) new federal
energy-related expenditures associated with conversion and
substitution; 4) new federal energy-related revenues; and
5) non-energy related changes in federal revenues and

expenditures.

In the Budget Papers, Canadian domestic pricing policy for
crude petroleum and natural gas is discussed in relation to
specific estimates of future international oil prices. It is for
this reason that we developed a first alternative incorporating
Budget estimates for the international price of crude petroleum
into the Prebudget Base Case. In our analysis of the Federal

Budget, we use this alternative as our starting point.

In Table 5 we recorded the export and import deflators
associated with crude petroleum and natural gas for the Prebudget
Base Case with Budget World Price assumptions. In the éurrent
alternative, we use the same assumptions. Thus we show in
Table 7 no deviation in the world pricing assumptions for this
alternative, when comparcd to the alternative discussed in the

previous section.
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The National Energy Program4 contains the following
wellhead schedules for 1) conventional oil; 2) oil sands
production; and 3) tertiary recovery of oil. The wellhead price
of conventional oil will increase by $1 per barrel every six
months until the end of 1983, and by an average of $4 in 1984 and
$4.50 in 1985. O0il sands production is guaranteed a reference
price of $38.00 a barrel at the wellhead, effective January 1,
1981. This reference price will increase annually thereafter by
the rate of increase in the consumer price index or the
international price, whichever is lower. In this alternative,
the o0il sands reference price does not reach the international
price by 1985. It rises to $54.13 by that year, while the
international price, expressed in Canadian dollars CIF at
Montreal, reaches $69.59. For tertiary recovery oil -- that is,
oil of 15 degrees API gravity -- a per barrel price of $30.00 at
the wellhead is set in January 198l. This price increases to

$42.70 by January 1985.

The National Energy Program includes a blended price system
that averages both domestic and foreign costs, to arrive at an
end-use price for the consumer. The blended price system is
accompanied by an extension of the existing system of refinery
levies. This system will ensure that the end-use price of
petroleum products to consumers will lie above the wellhead price

but below the international price. The Budget Papers indicate
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that although wellhead increases will remain at $2 per barrel per

year until the end of 1983, the petroleum compensation charge

paid by all domestic refiners and passed on to consumers will be b
set at $2.50 per barrel per year during the period January 1,

1981 through the end of December 1983. This means that the price

to consumers will rise by $4.50 per year over that period. The

blended price then increases by $5.93 in 1984 and $5.50 in 1985,

These increases reflect the higher wellhead increases mentioned

previously as well as the petroleum compensation charge.

The new petroleum compensation charge to be levied on all
domestic production is intended to cover the cost of the import
compensation program and the present Syncrude levy. It is further
stated in the Budget Papers that the blended price will never
exceed 85 per cent of the international price or the average

price of o0il in the United States, whichever is lower.

Table 8 contains the changes required in the Prebudget Base
Case with Budget World Price assumptions to implement the new
domestic crude petroleum pricing policy. The end-use consumption
deflators for other fuel products and for gasoline, oil, and
grease are substantially above our Base Case projections. This
reflects the combined effects of both wellhead increases and the
new petroleum compensation charge. The deflator for gasoline,

0il, and grease in Table 8 has also been adjusted to reflect
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changes introduced in early 1980, which provide for a 9 per cent
ad valorem tax on gasoline that replaces the previous specific
tax. The sector deflator for crude petroleum and natural gas
mining is also recorded in Table 8. It shows the impact of
reduced wellhead increases in the early period, compared with our
Prebudget Base Case domestic pricing assumptions. In the
Prebudget Base Case, we assumed wellhead increases of $4 per
barrel per year; in the Budget Papers wellhead increases above $4
per barrel do not occur until the period 1984-85. Prior to this

time, they are $2 per barrel per year.

One can clearly see the impact of the wellhead pricing policy
and the import compensation charge by examining the key deflators
in Table 8. The wellhead pricing policy holds the value-added
deflator for crude petroleum and natural gas mining below the
Base Case figures. The combined effect of wellhead increases and
refinery tax charges holds the end-use deflators for petroleum

products above the Base Case figures.

In the past, natural gas producers have been granted wellhead
price increases arising from increased natural gas prices at
Toronto of 15 cents per thousand cubic feet (MCF) for every $1
increase in the wellhead price of crude petroleum. In the Budget
Papers, it is stated that this policy will continue, except in
1981, at which time there will be a pause in order to make room
for a new federal tax on domestic and export natural gas sales.
Thereafter consumer prices for natural gas will reflect a
combination of taxes and wellhead price increases, the former

designed to produce revenue for the federal government and the
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latter designed to provide revenues for the producers and the

producing provinces.

Natural gas prices to the consumer will rise less quickly than
01l prices, in order to encourage a shift away from oil to
natural gas. 1In 1980, when compared to the price of crude
petroleum (including the Syncrude levy), natural gas was priced
at 80 per cent parity. Under the National Energy Program, this

relationship will decline to 67 per cent by 1983.

Effective November 1, 1980, a tax of 30 cents per MCF of
natural gas will be levied against both the exporter and the
consumer. This tax will further increase by 15 cents per MCF on
July 1, 1981 and by a further 15 cents on January 1, 1982, and
again on January 1, 1983. A similar tax will be levied on

ligquified petroleum gases.

This new gas tax is intended to be levied in such a way that
exporters do not suffer a reduction in the price they currently
obtain for exports or domestic sales. It is stated that, in
setting the export price of natural gas in the future, prices
will be adjusted to take this tax into account. In this
alternative, it is assumed that the export price of natural gas
is at 82.6 per cent of parity with the international oil price in
1980, increases to 91 per cent in 1981, and that it will then

remain at this parity level until 1985.
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In Table 8 we see the impact of these changes on the domestic
price of natural gas. The consumption deflator for natural gas
increases at a less rapid rate than that of the Prebudget Base
Case with Budget World Price. This reduction in the rate of
growth of the natural gas consumption deflator is the result of
the combined effect of smaller wellhead increases in crude
petroleum prices, to which the price of natural gas is tied, and
a declining parity between the domestic prices of natural gas and
crude petroleum. This second factor arises from the effect on
the latter price of the imposition of the petroleum compensation

charge.

The Budget Papers include implied patterns for the domestic
consumption of natural gas, crude petroleum products, and the
imports and exports of crude petroleum and natural gas. We
modify this alternative to include these Budget Paper
assumptions. In Tables 7 and 8 are recorded the domestic
consumption of natural gas and crude petroleum products, and the

imports of crude petroleum. We emphasize that these patterns

have been exogenously imposed upon CANDIDE Model 2.0 and are not

model results. They imply a considerable reduction in the use of

fuel oils for residential and commerical use, a considerable
increase in the use of natural gas in these same areas, and a
considerable reduction in imports of crude petroleum. 1In a sense
this makes our Budget impact calculations less realistic, because

we have not used the implied price elasticities within CANDIDE
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Model 2.0 to measure the fuel substitution or import substitu-
tion in response to relative price changes. For this reason, one

must be careful in interpreting our Budget impact assessment.

So far, we have traced the impact of the federal Budget propo-
sals on the domestic and foreign prices for crude petroleum and
natural gas, based on the movements of international prices
implied in the Budget Papers. We have also set out the Budget
paths for the domestic consumption of crude petroleum products
and the imports and exports of crude petroleum and natural gas

products.

Let us now consider the expenditure program. Table 9
classifies the new energy-related expenditures and the Western
development program by National Accounts categories for fiscal
years during the 1980/81 to 1983/84 period. The expenditure
program as presented on page 90 of the National Energy Program
document includes industry initiatives, incentives for oil
substitution, incentives for future initiatives, special Atlantic
Province incentives, conservation through the CHIP program,
research and development, the gas bank, the Saskatchewan upgrader

and other activities, including the Western initiatives.

These programs (Table 9) are allocated to Naticnal Accounts
categories: (1) goods and services purchases; (2) capital
assistance; (3) subsidies; and (4) transfers to other levels of
government. Loans and advances are not a National Accounts
category, but they are a financial requirement. These

expenditures are converted to a calendar year basis and recorded
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in Table 10, according to the specific model variable that is
influenced by the Budget. The following caveat should be kept in
mind, however: energy-related goods and services spending (that
is, the $393 million item in Table 9) is assumed to be financed
by cuts in other programs therefore goods and services spending
does not differ from our Prebudget Base Case assumptions for
reasons of new energy initiatives. It is clear from an
examination of Table 10 that most of the new spending initiatives
influence capital assistance items and non-oil, non-agricultural
subsidies. These categories differ from the Prebudget Base Case

assumptions by considerable amounts.

Oil import subsidy payments (Table 10, Item G) in the Budget
alternative arc lower than those reported in the Prebudget Base

Case with Budget World Price. This is so for several reasons:
1) as we move to the end of the period, the gap between the
domestic price and the international price narrows due to the
rapid increase in the domestic price, resulting from both
wellhead increases and the petroleum compensation charge; 2) the
gap between the domestic price and the reference price paid to
01l sands producers is smaller; and 3) the volume of crude
petroleum imports (the Budget Papers assumption incorporated in

this alternative) is reduced by considerable amounts from our

first alternative.
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Let us now consider the impact on federal revenues of the
energy-related Budget assumptions. In Table 10 we see large
increases in indirect tax revenues associated with crude
petroleum usage and corporate taxation (Items A and D). Item A
includes revenues associated with the natural gas and gas liquids
tax, the petroleum compensation charge (mentioned in the section
on oil pricing), and the change associated with the ad valorem
tax on gasoline. Item D includes petroleum and gas revenues
associated with the 8 per cent tax on the operating income of
producers and the changes to depletion allowances, etc. Item B
reflects the net effect of the extension of the o0il export tax
and the sharing of a portion of the revenues with provincial
governments. The impact on provincial governments shows up as
Item M. Other small changes resulting from the conversion and
off-oil substitution incentives appear as adjustments to personal

income tax and assessed income (Items E and F of Table 10).

In Table 11 we record the Federal Budget impacts that are not
related to energy. These include adjustments to the manu-
facturers' sales tax, alcohol and tobacco taxes, the unemployment
insurance contribution rate, and expenditures on current goods
and services for defence. Compared to the Prebudget Base Case,
little change is required in the contribution rate associated
with unemployment insurance, as we had anticipated, in our Base
Case, movements in this rate to balance the fund. The Budget
indexation of excise taxes associated with alcohol and tobacco
implies that movements in these excise and duty rates are tied to

the consumer price index. Changes to the manufacturers'
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sales tax legislation require that a small increase be made to

this revenue item (Item B, Table 11).

In Table 10 provincial royalties (Item N) are reduced from
Prebudget lewvels during the period 1981 through 1985. This is
due to the lower wellhead pricing assumptions for both crude
petroleum and natural gas, relative to our Prebudget Base Case

alternative.

A clear understanding of the direct effects of the Budget
measures will make the interpretation of both direct and indirect
effects more meaningful. Before proceeding to the analysis of
their impact on our Prebudget Base Case with Budget World Price,
it is instructive to group the additional direct revenue and
expenditure effects at both the federal and the provincial
levels, in order to assess the direct impact of these changes on
the fiscal position of both the federal and provincial
governments. In a later section we will assess both direct and

indirect affects.

Table 12 brings together from Table 10 and 11 all the
additional federal revenues implied in the Budget Papers. In
Table 12 it is clear that a substantial portion of the
additional revenues accruing to the federal government results
from higher corporate taxation of petroleum and gas revenues and

from higher indirect taxation associated with crude petroleum and

natural gas.
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Table 13 shows the additional federal expenditures directly
associated with the Federal Budget. Of interest are the large
decline in oil import compensation subsidies and the large
increases in capital assistance and subsidies associated with

exploration, substitution, and conversion.

In Table 14 we show the difference between direct federal
revenues and expenditures. We note that the Federal Budget will
directly reduce the federal deficit by $3.8 billion in 1981 and
by $15 billion in 1985. Table 15 shows the direct impact on
provincial revenues. Of interest is the reduction in provincial
royalties, which is only marginally offset by the rebate on the

oil export tax.

We emphasize that these estimates of the direct effects do not
include the impact that reduced federal deficits will have on
borrowing requirements and thus on debt servicing charges. Nor
do they include the indirect effects originating in induced
activity levels (changes in tax bases) resulting from the impact
of the Federal Budget on the economy. We can isolate these
effects only by imposing the Federal Budget assumptions on
CANDIDE Model 2.0 and deriving a solution to the model under this
new set of assumptions. This we have done. We report the

results in the next section.
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SECTION 5

THE IMPACT OF THE FEDERAL BUDGET ON THE PREBUDGET BASE CASE WITH
BUDGET WORLD PRICE

Before proceeding to a discussion of the results, we indicate
the various forces set in motion by the Budget. The major
revenue changes in the Budget are those related to indirect

taxation via the blended price policy, to corporate taxation, and

to the taxation of natural gas and gas liquids.

The increase in indirect taxation will exert upward pressure on
prices, and this by itself will reduce real incomes and output.
However, weighing against these upward pressures on prices will
be several factors: 1) the exchange rate is anticipated to
appreciate as a result of the improvement in the balance of
payments caused by the assumed reduction in oil imports; 2) the
rapid reduction in the federal deficit should allow for reduced
interest rates and, at the same time, for a lower rate of growth
of the money supply; and 3) the loss in output due to a reduction
in real incomes will have a mitigating effect on wages and
prices, as higher unemployment rates result in less pressure

within labour markets. Thus, there are many forces working in

opposite directions; for this reason, it is impossibhle to

predict, a priori, the eventual impact on the rate of inflation.

Furthermore, we cannot determine, a priori, whether the output
effect will be positive or negative. Because of reduced
provincial revenues, we expect a decline in government spending;

however, because of the assumed reduction in oil imports,



= G =

less will be spent on imports as well. Aggregate consumption
will decline if prices rise while nominal income remains
constant, but an increase in income is expected from additional
capital assistance to persons. As stated previously, we cannot
say anything, a priori, about the direction of price movements.
As for aggregate investment, it will depend upon the rate of
output growth and the behaviour of profits. The increase in
corporate taxes will reduce retained earnings, but the subsidy
and capital assistance programs will cushion these effects.
Thus, the direction of movement in aggregate output, relative to
the first alternative, is impossible to determine, a priori. We
use CANDIDE Model 2.0 to assess the impact of these conflicting

pressures.

Table 16 provides an overview of the impact of the Federal
Budget on selected economic indicators. The outcome of the
opposing forces mentioned previously is revealed to be lower real
growth and higher inflation. However, there is also an improved
federal deficit, an improved trade deficit, a stronger dollar,

higher unemployment rates, and reduced provincial surpluses.

Table 17 decomposes the major components of Gross National
Expenditure (consumption, government expenditures, investment,
exports, and imports). Here we present the deviation of the
Budget alternative from the Prebudget Base Case with Budget World
Price. Examination of this table reveals the main impacts of the

Budget. The assumed reduction in oil imports, a key part of the
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energy package, 1is the main cause for improvement in the energy
balance and associated improvement in the current account
balance. Government spending is lower, because reduced revenues

lead to a reduction in real provincial expenditures that exceeds

the assumed increase in federal defence spending. The increase ~

in the CPI and the subsequent decline in real income accounts for
the fall in consumption from the previous alternative.
Similarly, the reduced rate of growth of output contributes to

lower rates of capital formation.

It is interesting to compare the direct effects of the Federal

Budget on the federal deficit and the provincial surplus, as
derived in the section on assumptions, with the direct and

indirect effects as recorded in Table 17. 1Initially the sum of

direct and indirect effects on the federal position is less than
the direct effects. By the end of the period, however, it is
greater than the direct effects. The difference is due to two
factors. 1Initially, profit levels are lower because of the
lower activity effects and some revenue redistribution. Thus
lower corporate profit taxes accrue to the federal government.
Later in the period, the impact of lower interest rates combined
with the longer-term reduction in the stock of debt leads to a

substantial reduction in debt servicing charges.

In the provincial sector, the direct and indirect effects are
always negative. The initial reduction in provincial revenues ¢
caused by the decline in royalties is further reinforced by

lower tax revenues from a smaller activity base.



Table 17

Deviation of Budget (With No Alternate Energy Investment) from Prebudget Base Case (With Budget

World Price) for Selected Economic Indicators

1981

Gross National Expenditure (billions of 1971 dollars) -. 745

Consumption -.656

Government -.116

Investment =,237

Exports =e 112

less

Imports = SN
Current Account Balance (billions of current dollars) -.4

Non-Energy Balance S8
Federal Deficit_{(billions of current dollars)

Direct Effect 38

Direct plus Indirect Effect 8l
Provincial Surplus (billions of current dollars)

Direct Effect3 -1.8

Direct plus Indirect Effect -1.9

1 CANDIDE Model 2.0, November 1980.
2 Total change in federal position taken from Table 14.

3 Total change to provincial revenue taken from Table 15.

1983

=1,417
i £13 11
=119
-.420
-.143

=595,
3.9
14541

1984

Sileo k)
~-1.790
-.161
-.474
-.180

=+1629

5.4
1.0

1985

=2.1756
-2.,439
- 171
-.670
% AL

=755
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We add the following caveats. Should the response of prices
be greater than that indicated in our calculations, then the
depressing effects on output would be greater. Furthermore, if o
the assumed decline in o0il imports does not occur, this will have
repercussions not only on the output effects, but also on subsidy

payments and, thercelore, on the federal deticit itself.

In fact, the reduction in crude petroleum imports is the
primary cause for the improved current account trade balance as
seen in Table 17. There is only slight improvement in the
non-energy trade balance. By 1985 the improvement in this
area is only $1.3 billion, whereas it reaches $11 billion for the
total trade balance. This dramatic improvement has a positive
effect on the exchange rate, and this helps to cushion the
domestic rate of inflation. It is important to recognize that
the crude petroleum import assumptions with their implied
cffects on the trade balance and, subsequently, on the exchange
rate with its cushioning effects on the inflation rate through
appreciation in the long run, are not necessarily results that we
obtain endogenously in CANDIDE Model 2.0. The trade balance
effects result primarily from our use of the National Energy
Program assumptions for oil imports. The exchange rate effects

follow endogenously from the impact that these assumptions have

on the trade balance.
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SECTION 6

BUDGET WITH ALTERNATIVE ENERGY INVESTMENT - ASSUMPTIONS

The assumptions concerning both the timing and magnitude of the
large energy projects and utilities investment differ between the
Prebudget Base Case and those assumed in the medium-term
prospects document issued with the Federal Budget Papers. To
make a proper comparison between the Department of Finance
projections offered in the Budget Papers and our Budget impact
alternative, it is necessary to impose upon the case discussed in
the previous section similar energy investment assumptions. We
do this in order to indicate that major near-term differences
between our Budget impact assessment and the medium-term track of

the Department of Finance are primarily due to non-Budget

assumptions.

The difference in the energy investment assumptions is
illustrated in Table 18. In this third alternative, investment
in public utilities by 1985 is cumulatively lower by $2.5 billion
($1971), compared with the Budget impact assessment alternative.
The greatest differences arise during the period 1981-83. 1In the
Budget impact alternative, we assume no real growth for utilities
investment in 1980 and 1981, and then an annual increase of 2 per
cent during the remainder of the projection period. 1In the
alternative discussed here, we impose a decline in utilities

investment of approximately 14 per cent in 1980, with very
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small increases during the period 1981-83, a large increase in
1984, and then only modest growth in 1985. This path for
utilities investment, combined with changes in the path for the
pipeline and oil sands investment projects, implies considerable

reductions in investment during the period 1980-85, compared with

our Budget impact alternative.
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SECTION 7

THE IMPACT OF THE BUDGET WITH ALTERNATIVE ENERGY INVESTMENT

A comparison between selected economic indicators for this
alternative and those of the alternative in the previous section
is recorded in Table 19. The rate of growth in real GNE is
reduced, particularly in 1980 and 198l1. The growth rate in 1980
falls from -0.6 to -1.1 per cent, while in 1981 it declines from
l.1 to 0.5 per cent. Between 1982 and 1985, growth in real gross
national expenditure is marginally higher, reflecting the impact

of the altered timing associated with major energy project

investment.

In this alternative, the unemployment rate in 1980 is 8.2 per
cent, up from 8.0 per cent in the previous alternative. It
increases by 0.4 per cent in 1981, from 8.2 to 8.6 per cent, with
smaller increases in 1982 and 1983. It is not until 1985 that
the unemployment rate descends to the level projected in the

Budget impact alternative -- 6.9 per cent.

Decreased activity levels imply reduced tax receipts for the
federal government, as well as higher unemployment insurance
payments. As a result, the federal deficit rises by $900 million
in 1981 and 1982 and by $1.2 billion in 1983. It is-mok amtdl
the end of the period that the federal deficit improves, relative

to the Budget impact alternative. A similar pattern is



Table 19

Impact of Revised Energy Investment on the Budget (with no alternative energy investment)ls2

1980

Real GNE (per cent change)
Budget With No Alternative Energy Investment -0.6
Budget With Alternative Energy Investment -1.1

Consumer Price Index (per cent change)
Budget With No Alternative Enerqgy Investment 10,1
Budget With Alternative Energy Investment 9.8

Unemployment Rate (per cent level)
Budget With No Alternative Energy Investment 8.0
Budget With Alternative Energy Investment 8.2

Exchange Rate ($ CDN/ § US)

Budget With No Alternative Energy Investment 1.175
Budget With Alternative Energy Investment 17,1873
Current Account Balance (billions of current dollars)
Budget With No Alternative Energy Investment -6.4
Budget With Alternative Energy Investment -5.9

Federal Deficit (billions of current dollars)
Budget With No Alternative Energy Investment -11.0
Budget With Alternative Energy Investment -11.4

Provincial Surplus (billions of current dollars)
Budget With No Alternative Energy Investment 1539
Budget With Alternative Energy Investment 158

1 Differences in assumptions between these alternatives reflect only differences in

investment assumptions contained in Budget Papers.

2 CANDIDE Model 2.0, November 1980.

1981
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1,159
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observed in the provincial position, due to a decline in tax
receipts caused by reduced activity. However, the impact on

provincial revenues is not as severe.

There is improvement in the current account balance, as import
leakage declines while the export position changes little from
the Budget impact alternative. It is not until the end of the
quinquennium that a deterioration in the current account balance
1s observed. Similarly, there is marginal improvement in the

exchange rate during the early period.
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SECYTON 8

A COMPARISON OF THE DEPARTMENT OF FINANCE PROJECTIONS WITH THE
BUDGET IMPACT ASSESSMENT USING CANDIDE MODEL 2.0

We now compare the three CANDIDE Model 2.0 alternatives which
assess the medium-term impact of the Federal Budget with the
Department of Finance medium-term projections. Our point of
departure for this exercise is the Economic Council of Canada's
Prebudget Base Case, as described in Chapter 2 of the Seventeenth
Annual Review. 1In order to assess the differences that exist
between the Prebudget Base Case and the Department of Finance's
medium-term projections, which include not only an assessment of
the economic outlook but also, implicitly, the impact of the

Federal Budget, it is necessary to proceed in a gradual manner.

First, the world pricing assumptions in the Budget Papers
differ from those used in the Prebudget Base Case. Second, the
Prebudget Base Case were different from the pricing policies for
domestic crude petroleum and natural gas, nor did they include
the new energy taxes, the expenditure incentives for off-oil
conversion, substitution, and exploration, or the non-energy
related revenue and expenditure changes contained in the Budget
Papers. Furthermore, the Budget Papers included specific
assumptions for the domestic consumption of fuel oils and natural
gas, and imports of crude petroleum. A third difference between

the projections of the Department of Finance and the Prebudget
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Base Case 1is associated with the assumed paths for investment in

certain large energy projects and in public utilities.

In Table 20 we report for selected economic indicators the
results obtained from our analysis. Four of the projections in
the table are derived from CANDIDE Model 2.0, while the fifth is
that of the Department of Finance. The reasons for the
differences between the Department of Finance projection and our
Prebudget Base Case are now evident. The widest difference in
the growth rate in real GNE in 1980 is associated with
differences in assumptions related to energy investment and
especially those associated with public utilities. The Federal
Budget impact lowers the CANDIDE Model 2.0 growth rate in 1980
from -0.4 to -0.6 per cent. Using the Budget projections for
energy investment further reduces it to -1l.1 per cent. This is

very close to the Department of Finance projection of -1.0 per

cent.

The differences are also clear in 198l1. The imposition of the
Federal Budget assumptions without the alternative energy
investment assumptions lowers the CANDIDE Model 2.0 growth rate
from 1.4 to 1.1 per cent. Adding the alternative energy
investment assumptions of the Department of Finance further
reduces the growth rate to 0.5 per cent. This compares with the
Department of Finance projection of 1.0 per cent. For the
remainder of the decade, the Department of Finance projection

shows higher growth rates on average than either of the




Table 20

Impact on Selected Economic Indicators - Summary

1980 1981 1982 1983 1984 1985

Real GNE (per cent chinge)
Prebudget Base Case -0.4 1.4 I8 3%5 BRB) 25
Prebudget Base Case With Budget World Price =013'5 135 3.2 e 3.4 246
Budget With No Alternative Energy Investment -0.6 I 3.0 3.4 3l 2.1
Budget With Alternative Energy Investment -1.1 0.5 312 o) 3.7 208
Finance Medium Term Projection? =0, 1.0 4.0 1.7 5.8 1.}

Consumer Price Index iper cent change)

Prebudget Base Case 9.8 10.6 91519 9.0 910 8.7
Prebudget Base Case With Budget World Price 9.9 10.6 99 9.0 gl 8.6
Budget With No Alternative Energy Investment 10.1 L.k 10.0 9.1 95 sl
Budget With Alternative Energy_Investment 9.8 11.4 10.0 9.2 9.4 52
Finance Medium Term Projection2 9.7 10.2 9.4 8.8 8.6 8y 2
Unemployment Rate (per cent level)
Prebudget Base Case 7ok) 8.0 7655 70 6.7 6ia3
Prebudget Base Case With Budget World Price 7o) 8.0 7.4 6.9 6.5 6.2
Budget With No Alternative Energy Investment 8.0 8.2 7.8 7.4 oy 6.9
Budget With Alternative Energy, Investment 8.2 8.6 8.3 7.8 o oy
Finance Medium Term Projection T e/ 8.4 8.1 7.8 Tayl
Exchange Rate ($ CDN/ § US)
Prebudget Base Casel e 187:2 1.169 1.171 1.186 12193 1.200
Prebudget Base Case With Budget World Price 1.172 1 51617 1.170 1,187 1SINIS 1.204
Budget With No Alternative Energy Investment 1.175 1.163 I 158 1.164 1.166 15 188
Budget With Alternative Energy, Investment eyl 73 159 1.154 1.161 1.167 1.157
Finance Medium Term Projection 1.163 151143 1.136 1..13i6 1,136 1S
Current Account Balance (billions of current dollars)
Prebudget Base Casel -5.2 -5.6 -5.8 -8.1 -9.6  -11.1
Prebudget Base Case With Budget World Price =543 =5lerl -5.3 -8.1 =9.7 =120
Budget With No Alternative Energy Investment -6.4 =550 -4.3 -4,2 -4.3 -1.3
Budget With Alternative EnergyZInvestment =539 ~4.3 -3.4 -3.4 ~4,6 =08
Finance Medium Term Projection -6.2 =555 -4.0 -4.9 =5l -5.0
Federal Deficit (billions of current dollars)
Prebudget Base Casel =110} 8 -12.5 -12.8 SIEIE -11.4 -12.5
Prebudget Base Case With Budget World Price -10.7 -12.5 -13.2 -14.4 =1°35(0 15106
Budget With No Alternative Energy Investment -11.0 -9.3 ~7.0 -4.5 -0.5 b0 9)
Budget With Alternative Energy Investment ~11.4 -10.2 -8.1 -5.7 -1.0 2.4
Finance Medium Term Projection2r3 -11.9 -10.1 -8.5 =7.5 N/A N/A
Provincial Surplus (billions of current dollars)
Prebu jet Base Casel 2.7 4.5 Grwll Uol) Biai? 10.0
Prebudget Base Case With Budget World Price 2.4 4,5 6.4 8.0 9.6 L
Budget With No Alternative Energy Investment 1559 2.6 3143 3.9 Sr Il 6.6
Budget With Alternative Energyzlnvestment 1.8 2.2 3.1 o1/ Dle e 6% 7
Finance Medium Term Projection N/A N/A N/A N/A N/A N/A

1l Taken from Canada - The Medium Term Performance and Issues, Background Document for the 17th
Annual Review, Economic Council of Canada, November 1980.

2 Taken from The Medium - Term Prospects for the Canadian Economy, 1980-1985, Department of Finance,
Canada, October 1980.

3 Fiscal years 1980/81 to 1983/84.
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Budget assessment calculations derived from CANDIDE Model 2.0.

Let us now turn to the rate of inflation.

There are important differences between the Department of
Finance pfojection and the CANDIDE Model 2.0 projections with
regard to the rate of inflation. On average, during the period
1981-85, the rate of inflation in the two sets of projections
differs by approximately 1.0 percentage points per year. For
1981, Budget projections with CANDIDE Model 2.0 show a rate of
inflation above 11.0 per cent. This compares with the Department

of Finance projection of 10.2 per cent.

The general impact of the Federal Budget appears to be one
that increases the rate of unemployment. The Prebudget Base Case
suggests an unemployment rate of 8.0 per cent for 1981, but in
our Budget alternatives it ranges between 8.2 and 8.6 per cent.
This compares with Finance's projection of 8.7 per cent.
However, our Budget projections show a more rapid decline
than that of the Department of Finance. CANDIDE Model 2.0 Budget

projections nonetheless show higher unemployment rates in 1985

than those recorded in the Prebudget Base Case.

The impact on the current account balance and the exchange
rate, as we move from the Prebudget Base Case to the Budget

impact assessment cases, is interesting. By 1984 the differences
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between the Department of Finance projections and our Budget
assessment cases are small compared to those between our
Prebudget Base Case and Finance's projections. The Department of
Finance assessment implies a slightly stronger dollar than do our
Budget assessment alternatives. It must be remembered that the
path for the current account balance in our Budget assessment
cases 1s influenced by the assumed path for imports of crude
petroleum. In fact, we have used the same assumed path as that

of the Finance projections.

The impact that the Budget will have on the federal deficit is
also interesting. Although the Finance medium-term projection
figures are for fiscal years, our Budget impact assessment cases,

which are for calendar years, suggest an improvement in the

federal position not unlike that resulting from the Federal Budget.

This exercise must be interpreted with a great deal of caution.

We have been careful to break the assessment into three important

steps. However, there are still a number of critical assumptions

that must not be overlooked. The most critical is the assumed

path for crude petroleum imports and the implied substitution of
natural gas for domestic fuel 0il in residential and commercial
use. This has an important bearing on the outcome for both the
current account balance and the federal deficit. If this import
and domestic off-o0il substitution does not occur, import subsidy
payments will not decline and the current account balance will
not improve. This will imply less appreciation in the exchange
rate, which in turn will imply upward pressure on the inflation

rate. If the import compensation charge is increased
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to offset the need for higher subsidies, this will also lead to

higher rates of inflation.

None of the outcomes for growth in real GNE in 1981 are
encouraging. They range from 0.5 to 1.1 per cent. The recovery
in 1982 and 1983 is not spectacular. In the long run the federal
deficit declines, approaching near balance by 1984, with a
combined federal-provincial surplus materializing in the period
1984-85. Most of this surplus is still attributable to the
provincial sector. It appears that surpluses will continue to

emerge in the provincial sector, stemming primarily from oil and

gas rents accruing to the three Western provinces.

If, by the end of the period, the federal deficit is lowered
to near balance, what then might be the effect on the composition
of savings? Table 21 contains the deviation of the Budget
alternative from the Prebudget Base Case for this item in the
peried 1981-8%5. Initially, the Eéderal proportion increases at
the expense of the provincial and business sectors. By 1984-85,

the foreign sector is also making a substantial contribution.

Thus, one of the hidden impacts of the Federal Budget is its

compositional effect on savings. It will have a tendency to

reduce the percentage of savings accruing to provincial
governments, the corporate sector, and the personal sector, and

at the same time to decrease the proportion of dis-savings
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or increase the proportion of savings accruing to the federal

SECLoxr.,

The reader might wish to review Chapters 2 and 3 of the
Seventeenth Annual Review. In Chapter 3 we discuss two
alternative approaches that the federal government might consider
in order to reduce its deficit. One of these approaches deals
with a number of initiatives that include, among other things:

1) a blended pricing scheme; 2) a natural gas export tax; and
3) increased corporate taxation. We called this the oil-based

deficit reduction alternative.

In Chapter 3 we indicate that the oil-based deficit reduction
alternative should only be considered in joint consultation with
the provinces, especially the oil-producing provinces. However,
we did not include in this alternative a different path for crude
petroleum and natural gas consumption, import substitution away
from crude petroleum, or the off-oil incentives. As a result,
the alternative in Chapter 3 of the Seventeenth Review is devoid
of the balance-of-payments and exchange rate effects observed in
the Federal Budget impact assessment alternatives. However, the
compositional shifts in savings from the corporate, provincial,

and personal sectors were observed and highlighted.

In Chapter 3 we also presented an alternative that did not

assume joint action between the provinces and the federal




government to reduce the federal deficit, but instead assumed
unilateral action by the federal government. In particular, this
second alternative excluded the blended pricing scheme as an
option, but included our Prebudget Base Case assumption on oil
pricing. It also included much higher direct taxation by the
federal government on all Canadians. In Chapter 3 we indicated
that the alternative based on joint action between the provinces
and *the federal government to reduce the federal deficit was more
attractive, from the point of view of its effect on output and

jobs, than the unilateral action case.

The Federal Budget does more than what was suggested in the
oil-based deficit reduction alternative reported in Chapter 3 of
the Seventeenth Review. It introduces elaborate incentives
supported by spending in the area of capital assistance and
subsidies for off-o0il substitution, import substitution, and
increased use of natural gas in commercial, industrial, and
residential use, along with exploration and Canadian ownership
incentives. If we had to point to those areas where the Federal
Budget is optimistic, with respect either to its impact or to its
assumptions, we would have to include the domestic substitution
of natural gas for crude petroleum and the associated import
substitution away from crude petroleum that the Budget
projections imply. Although incentives for substitution have
been offered by way, not only of higher prices (market induced
substitution) but also of subsidies and capital assistance

(non-market induced substitution), these assumptions may not, in

fact, be the actual outcome. Furthermore, the compositional
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shift in savings that we observe in our calculations and in the
oil-based deficit reduction alternative reported in Chapter 3 of
the Review is currently under public discussion. The impact
that this shift will have on investment should be studied

carefully.

If off-o0il and import substitution does not occur as assumed 1in
the Federal Budget and if reduced investment spending results
from the shift in savings (away from producers to the federal

sector), we may find a situation where domestic supply is reduced

and domestic demand is unchanged, thereby resulting in further

dependence on imported crude petroleum.

We need only remember that, in the mid-1970s, the oil import
subsidy programme was introduced under the assumption that the
OPEC price shock of late 1973 was a once-in-a-lifetime event.
From this point of view, the programme appeared to be the best
way to absorb the impact of the snock on Canadian incomes over
the medium run, as domestic crude petroleum prices adjusted
upwards. As it turned out, this was not the case. We must be
careful that we do not make the same mistake with respect to
off-0il and import substitution and to the impact that the Budget
could have on the composition of savings and on the level of

investment.
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Footnotes

1 Economic Council of Canada, Canada - The Medium Term,
Performance and Issues, Background Document for the 17th Annual
Review, (December 1980).

2 Economic Council of Canada, Seventeenth Annual Reivew: A

Climate of Uncertainty, (Ottawa: Supply and Services Canada,
1980).

3 The Medium - Term Prospects for the Canadian Economy,
1980-1985, Department of Finance Canada, October 1980.

4 The National Energy Program, 1980, Energy, Mines and Resources
Canada.
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The tables in Appendix I present a comparison between the

Prebudget Base Case and the three alternatives for the indicators

discussed in the text. Data is also included for indicators
such as the percentage change in productivity, the cumulative
difference in nonresidential investment expenditures from the
Prebudget Base Case, the savings rate, the exchange rate, and
growth in the money supply. Additional information for other
economic indicators in CANDIDE Model 2.0 is available upon

request.
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APPENDIX II
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Appendix II contains a set of three tables that present the
major economic indicators for the three alternatives discussed in
the text, each in comparison with the Prebudget Base Case. The
first table compares the Prebudget Base Case with the Budget
world price alternative with the Prebudget Base Case. The
second compares the Budget with No Alternative Energy Investment
alternative with the Prebudget Base Case. Similarly, the third
table compares the Budget with Alternative Energy Investment

alternative with the Prebudget Base Case.
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