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PROGRAM SPENDING: BUMP IN THE ROAD
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Defending the Deficit Detour

Douglas Porter, CFA, Deputy Chief Economist

One overarching concern in the wake of this week’s federal
budget was that Ottawa’s sudden dive back into the deficit
pool threatened a return to the bad old days of the mid-
1970s to the mid-1990s. Indeed, many decried the fact that
almost the entire amount of net public debt paid down in
the past decade would be quickly added back over the next
four years, seemingly leaving the country at a fiscal square
one. Or, some fretted about structural shortfalls. However, it
is patently ridiculous to equate deficits in today’s dollars with
shortfalls in the early 1980s, or even the early 1990s. The
Canadian economy is four times as large as it was in the early
1980s and more than twice as large as in the early 1990s.

It is true that the projected $34 billion budget deficit for
the coming fiscal year will rank right up there with the
largest nominal shortfalls on record from Ottawa.
Technically, it would be the sixth largest ever, and not far
from the record gap of $39.0 billion in FY92/93, at the tail
end of the prolonged early 1990s recession (Chart 1).
However, as a share of GDP, the expected shortfall of 2.1%
doesn’t even rank in the 25 all-time top deficits. In fact, it's
not in the same league as the modern-day peak of 8.3% of
GDP, set in FY84/85, and is less than half the typical run
rate seen in the early 1990s (Chart 2). Putting it into further
perspective, the watershed February 1995 budget—which
finally broke the back of the deficit—was against the
backdrop of a shortfall of 4.8% of GDP in FY94/95. Thus, it
will ultimately require much less restraint to repair finances
in this cycle.

Another common criticism of this week’s budget was that it
ramps up spending at the fastest pace in more than 25
years. Program spending is poised to leap 10.8% in the
coming fiscal year, an impressive pace even by the lofty
standards of recent years. However, a strong case can be
made that this is precisely the time for government to step
up and offset the void left by the steep drop in private
sector spending. The whole point of running up surpluses
during the recent times of economic plenty was not to drive
government debt to zero, but rather that finances could
sustain some extra spending during the hard times. Ottawa
has been saving for a rainy day, and it's starting to pour. The
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projected bump in program spending will leave it at 14.7%
of GDP; true, that's well above the record lows of just over
12% hit at the start of the decade, but it's a far cry from the
peaks hit in the early 1980s of more than 20% (Chart 3).

Meantime, debt-service charges are expected to remain
quite restrained at just 2% of GDP in the next few years.
That's less than a third of the peak reached in the early
1990s. Admittedly, Ottawa'’s debt-service tab was also 2%
of GDP in the mid-1970s, just when the deficit began to
spiral higher (Chart 4). However, a key difference in this
cycle is that central banks are slashing interest rates to the
bone and long-term borrowing costs are scraping the
bottom, whereas rapidly rising inflation drove interest
rates skyward in the late-1970s, deeply aggravating the
deterioration in public sector finances.

And, even with the projected run-up in Ottawa’s debt
burden in the coming years, it will remain below its peak
levels of the mid-1990s. The five-year string of deficits will
add $85 billion to debt, taking it to $542 billion by 2013,
still below the 1997 peak of $553 billion. That may sound
like very small progress, but the improvement jumps off
the page when stated as a share of the economy, which is
the much more meaningful way to look at it. Even with the
deterioration of the next few years, Ottawa’s debt is
expected to top out at a modest 32% of GDP this cycle, still
less than half the mid-90s peak of 68.4% (Chart 5).

Finally, it's also critically important to keep Canada’s fiscal
position in context globally. The tremendous strides made
in the past 15 years have transformed Canada from the
company of fiscal basket cases to one of the strongest
sovereign credits in the world. Every country is facing
similar, or much more pressing, fiscal challenges because
of the severe global downturn. For instance, the looming
trillion-dollar U.S. deficits are going to add more than 8
percentage points per year to the debt/GDP ratio, in an
unnerving replay of what Japan went through in the 1990s
(Chart 6). The issue for Canada’s long-term fiscal health is
not the prospect of sizeable budget deficits over the next
two years, but instead whether the government of the day
can take the tougher political steps to remove the stimulus
as the economy begins to recover.
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Theinformation, opinions, estimates, projections and other materials contained herein are provided as of the date hereof and are subject to change without notice.
Some of the information, opinions, estimates, projections and other materials contained herein have been obtained from numerous sources and Bank of Montreal
(“BMO”) and its affiliates make every effort to ensure that the contents thereof have been compiled or derived from sources believed to be reliable and to contain
information and opinions which are accurate and complete. However, neither BMO nor its affiliates have independently verified or make any representation or
warranty, express or implied, in respect thereof, take no responsibility for any errors and omissions which may be contained herein or accept any liability
whatsoever for any loss arising from any use of or reliance on the information, opinions, estimates, projections and other materials contained herein whether relied
upon by the recipient or user or any other third party (including, without limitation, any customer of the recipient or user). Information may be available to BMO
and/or its affiliates that is not reflected herein. The information, opinions, estimates, projections and other materials contained herein are not to be construed as an
offer to sell, a solicitation for or an offer to buy, any products or services referenced herein (including, without limitation, any commodities, securities or other
financial instruments), nor shall such information, opinions, estimates, projections and other materials be considered as investment advice or as a recommendation
to enter into any transaction. Additional information is available by contacting BMO or its relevant affiliate directly. BMO and/or s affiliates may make a market or
deal as principal in the products (including, without limitation, any commodities, securities or other financial instruments) referenced herein. BMO, its affiliates,
and/or their respective shareholders, directors, officers and/or employees may from time to time have lang or short positions in any such products (including,
withoutlimitation, commodities, securities or other financial instruments). BMO Nesbitt Burns Inc. and/or BMO Capital Markets Corp., subsidiaries of BMO, may act
as financial advisor and/or underwriter for certain of the corporations mentioned herein and may receive remuneration for same. “BMO Capital Markets” is a trade
name used by the Bank of Montreal Investment Banking Group, which includes the wholesale/institutional arms of Bank of Montreal, BMO Neshitt Burns Inc,, BMO
Neshitt Burns Ltée/Ltd., BMO Capital Markets Corp. and Harris N.A., and BMO Capital Markets Limited.

TOU.S. RESIDENTS: BMO Capital Markets Corp. and/or BMO Neshitt Burns Securities Ltd., affiliates of BMO NB, furnish this report to U.S. residents and accept
responsibility for the contents herein, except to the extent that it refers to securities of Bank of Montreal. Any U.S. person wishing to effect transactions in any
security discussed herein should do so through BMO Capital Markets Corp. and/or BMO Nesbitt Burns Securities Ltd.

TO U.K. RESIDENTS: The contents hereof are not directed at investors located in the U.K., other than persons described in Part VI of the Financial Services and
Markets Act 2000 (Financial Promotion) Order 2001.

™-“BMO (M-bar roundel symbol) Capital Markets” is a trade-mark of Bank of Montreal, used under licence. © Copyright Bank of Montreal.
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