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EXECUTIVE SUMMARY

In December 2003, the provinces and territories asked The Conference Board of
Canada to update the July 2002 study, Fiscal Prospects for the Federal and
Provincial/Territorial Governments. The purpose of this study is to project the
federal Public Accounts and the aggregate provincial/territorial government
Public Accounts over the long term, with a particular emphasis on determining
the impact of demographic changes on the cost of public health care and
education spending to 2019/20. The results are presented in the tables included
in this updated study.

The long-term projections in these tables are based on maintaining the status
quo with respect to fiscal and budgetary policy. The status quo assumption is
aimed at evaluating the degree of fiscal latitude available to governments to
implement new initiatives, or to assess the budgetary actions needed to balance
the books. As a result, all federal and provincial/territorial tax rates reflect current
levels, unless changes were announced in previous budget documents. This also
means that no new government spending initiatives are included in our
projections, apart from those announced in previous federal and
provincial/territorial budgets. And, all budgetary surpluses in a given fiscal year
are earmarked exclusively for debt reduction.

The Conference Board of Canada’s Canadian Outlook Long-Term Forecast 2004
serves as a backdrop for projecting the federal and total provincial/territorial
governments’ Public Accounts. However, this study’s baseline forecast was
altered to remove any changes to current budgetary and fiscal policy. It was also
updated to incorporate, as a starting point, the medium-term outlook based on
actual data for the third quarter of 2003, as shown in the latest release of
Statistics Canada’s National Income Accounts (NIA). Furthermore, two satellite
models were used to project the effect of demographic changes on health care
and education, the provinces’ and territories’ two main areas of spending.

The health expenditure analysis is based on historical movement in real
(inflation-adjusted) public per capita health care spending for each of 18 age and
gender cohorts. Public health expenditures are projected from fiscal year
2003/04 to 2019/20, based on projections of real per capita expenditures and the
changing age and sex distribution of the population. As Canada’s population
continues to grow and age, total provincial and territorial public health
expenditures will reach $170.3 billion in 2019/20, up from $72.5 billion in
2002/03. This translates into an average annual compound growth rate of 5.2 per
cent in public health expenditures over the forecast period. As a share of total
provincial/territorial budgetary revenues, public health expenditures are projected
to increase from 36.6 per cent in 2002/03 to 44 per cent in 2019/20, an increase
of 7.4 percentage points over the next seventeen years.
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The education model also uses regression results to forecast changes in
spending for three levels of education: elementary/secondary schools, colleges
and universities. Overall education spending by the provinces and territories will
increase by an average of 2.9 per cent per year until 2019/20, which is a much
slower rate of growth than that of health care expenditures. This relatively
modest increase in education spending is due to a projected decline in student
population. The proportion of budgetary revenues earmarked for education will
ease to 17.8 per cent in 2019/20 from 21.5 per cent in 2002/03.

Our analysis shows that federal government surpluses will rise steadily over the
next seventeen years, reaching $78 billion by 2019/20. In comparison, our July
2002 study indicated an $85.5 billion surplus. The major differences between the
figures shown in our current report and the previous one, relate to the increased
transfers to the provinces and territories, as a result of the 2003 Health Accord
and the federal budget that followed.

In sharp contrast, the provinces and territories will be in a deficit position
throughout the forecast period. The aggregate provincial/territorial deficit is
expected to reach $11 billion by 2019/20, up from $1.8 billion in 2002/03. Our
previous report showed a $12.3 billion deficit by 2019/20.

Under current revenue and spending structures, the federal government is
forecast to achieve multi-billion-dollar surpluses that would reduce its interest-
bearing debt to $128.8 billion by 2019/20. On the other hand, the aggregate
provincial/territorial net debt will increase by 54 per cent to $431.7 billion. Note
that the provincial/territorial net debt represents the total liabilities less financial
assets.

With current fiscal regimes in place, this discrepancy will widen in future. Only the
federal government will have the financial capacity to implement new initiatives,
such as tax cuts and new discretionary program spending. This is because, as
the federal government is able to achieve a budgetary surplus each year, it can
pay down the debt and enter the “virtuous circle” of fiscal performance. In
contrast, the provinces and territories will have no leeway to implement new
policy initiatives over the next two decades; as a collective group, they will
neither be able to increase spending, nor cut taxes, without falling deeper into
debt.

Our projection includes increases in health care and other social program
transfers tabled in the most recent federal budget. The 2003 federal budget
extended the September 2000 Canada Health and Social Transfer (CHST) for an
extra two years, to include the 2006/07 and 2007/08 fiscal years. Furthermore,
the budget indicates planned levels for total cash transfers to provinces and
territories until fiscal year 2010/11, which is also included in our projection. After
fiscal year 2010/11, growth in the CHST has been adjusted in order to maintain a
constant level of real per capita transfers, defined by population growth plus
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inflation. The assumption of a fixed real per capita transfer most closely
resembles the status quo with respect to current budgetary policy.

This study examines the aggregate position of all provinces and territories, but
the fiscal capacity of individual provinces may be quite varied. Population growth,
demographic composition, economic prospects and the initial state of Public
Accounts differ among Canada’s regions. Thus, beyond the scope of this study,
there is a need for research to examine the issue of fiscal capacity for each
individual province and territory, in comparison with the federal government.

The Canadian economy is expected to close the output gap over the next few
years and expand at the same pace as its potential output thereafter. It is
important to note that the effect of inevitable business cycles will not significantly
change the conclusions of this analysis, nor alter the average growth in output
projected over the forecast horizon. This is due to the acceleration of economic
growth during recovery phases that typically follow periods of economic
downturn.

Great care was exercised in choosing all of the underlying assumptions required
for this research. We believe that the long-term forecast presented in this study is
the most probable under the status quo scenario, with respect to budgetary and
fiscal policy, and in light of the information available at the time the study was
prepared.

The Conference Board of Canada 4



1 STUDY PURPOSE

The main objective of this study is to project the Public Accounts of the federal
and provincial/territorial governments to the fiscal year 2019/20, with a particular
emphasis on determining the impact of demographic changes on the cost of
public health care and education spending. Revenues and expenditures for the
two orders of government have been broken out and projected according to the
line items commonly found in budget documents.

These projections are based on maintaining the status quo, with respect to fiscal
and budgetary policy. As a result, all federal and provincial/territorial tax rates
remain at their current levels, unless the changes have already been announced
in budget documents. No new government spending initiatives are included in
our projections. The ultimate goal of this study is to measure the room-to-
manoeuvre of each order of government, in terms of budgetary policy. It gives
some indication of the means available to the federal and collective
provincial/territorial governments to implement new initiatives or, conversely, the
budgetary actions needed to balance the books.

This report is divided into seven chapters. Chapter 2 presents the overall
research methodology and assumptions adopted for this forecasting exercise.
The third chapter presents an overview of the long-term economic outlook for
Canada and the underlying demographic projections. Chapter 4 describes the
methodology used to determine the public health care expenditure forecast, as
well as data sources, a description of the satellite model developed to forecast
public health care expenditures and spending projections. Similarly, the results
for public education spending are presented in Chapter 5. Fiscal prospects for
the federal and provincial/territorial governments are presented in Chapter 6. A
summary of forecast results and the study’s conclusions are contained in the
seventh and final chapter.

A series of tables containing the detailed results of the study is presented as
Appendix A. These tables display the relevant data used for the analysis,
including data on key economic indicators, public finance, demographics, and
health expenditures by age cohort, as well as public education spending per
student.
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2 METHODOLOGY AND ASSUMPTIONS

The main objective of this study is to project the federal and provincial/territorial
governments’ Public Accounts, while maintaining the status quo, with respect to
budgetary and fiscal policy for the next two decades. This forecasting exercise
makes it possible to better understand prospective changes in the financial
situation of both orders of government, by examining their respective program
responsibilities, in light of anticipated economic growth and tax revenues.

The status quo assumption is aimed at evaluating governments’ fiscal room-to-
manoeuvre and thus, to indicate the degree of latitude available to them to
implement new initiatives. With respect to budgetary and fiscal policy, the status
quo means that there are no new spending initiatives or tax changes included in
our projections, aside from those already announced in past federal and
provincial/territorial budgets. All budgetary surpluses in a given fiscal year will be
earmarked exclusively for debt reduction.

Budgetary revenues for the federal and provincial/territorial governments are a
function of key determinants, as presented in the Board's Canadian Outlook
Long-Term Forecast 2004. For instance, direct taxes are a function of personal
income and corporate profits. Revenues generated by indirect taxes are based
on consumer spending or, on economic activity in general. Between them, the
two orders of government have access to all the major tax bases: personal and
corporate income taxes, sales taxes and payroll taxes. All these tax rates and tax
bases are explicitly taken into account in the Board’s macroeconomic model.

The provinces and territories are constitutionally responsible for health, education
and other significant social programs. Satellite models have been developed for
this study, in order to determine a detailed long-term profile of public health care
and education expenditures. Using equations from the Board's macroeconomic
model, we also forecast all the other components of government program
spending. The model’s fiscal block determines debt levels and corresponding
debt-servicing costs for both orders of government.

It is important to note that all data and simulation results have been converted
from a calendar year basis to a fiscal year basis in order to make the federal and
provincial/territorial governments’ Public Accounts data compatible with other
data from the Board’s macroeconomic model.

Great care was taken in choosing the underlying assumptions required for this
research. We believe that the simulation results presented in this study are the
most probable under the status quo scenario, with respect to budgetary and
fiscal policy, and in light of the information available at the time the study was
prepared. Thus, results allow for a balanced analysis of the fiscal prospects for
both federal and provincial/territorial governments.
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3 CANADIAN OUTLOOK

The long-term economic outlook for Canada was generated using the Board’s
National Forecasting Model. Important inputs into this model include a population
forecast from Statistics Canada. This updated long-term economic outlook is
based on the National Income Accounts (NIA) for the third quarter of 2003 and
on maintaining the status quo for fiscal policy. In this respect, this forecast differs
from the Board’s base case long-term outlook, which was released in December
2003.

The Board’s most recent forecast calls for the Canadian economy to grow
beyond potential output over the short-term. After closing the output gap, the
Canadian economy will grow in line with its potential growth. Potential output is
defined as a measure of economic activity that can be sustained in an economy,
without accelerating inflation, over a long period when all factors of production
are fully and efficiently employed. It is assumed that Canada will be able to stay
at its potential for the remainder of the forecast horizon (from 2005/06 to
2019/20). There are no more business cycles, once the Canadian economy
reaches its potential output, a common assumption for long-term economic
forecasts. However, it is crucial to note that the introduction of business cycles
into the forecasting scenario would not significantly alter the average growth in
output over the forecast horizon. This is due to the acceleration of economic
growth during recovery phases that typically follow periods of economic
downturn.

3.1 DEMOGRAPHIC ASSUMPTIONS

The evolving demographic structure of the population is a critical factor which
determines the long-term outlook for Canada, as well as estimates for public
health care and education expenditures over the next seventeen years.

Canada’s overall population is expected to rise, albeit slowly, over the long term.
From a recorded increase of 1 per cent in 2002/03, population growth will slow to
an average annual compound rate of 0.8 per cent between 2003/04 and 2019/20.
This will result in an increase of 4.4 million people, from 31.4 million in 2002/03 to
35.8 in 2019/20.

The Board obtains its projections of population by age and gender cohort from
Statistics Canada. In order for Statistics Canada to develop these projections,
however, assumptions were required for fertility rates, mortality rates and net
international migration flows, which were provided by the Board.

The population projections in the current outlook assume a constant fertility rate
of 1.52 births per woman. This is well below the standard replacement rate of
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2.1, but consistent with recent trends. Low fertility, together with an aging
population, will lower the birth rate over the long term.

Mortality rates are also held constant over the forecast period, but the number of
people entering higher risk age cohorts will expand. This implies that the death
rate will rise in Canada over the next seventeen years. As a result, the natural
increase in the population (births minus deaths) is projected to fall from about
96,000 in 2002/03 to only 38,000 in 2019/20.

These projections indicate the importance of immigration for future population
growth. International immigration is expected to rise from its recent levels of
229,000 in 2002/03 to 261,000 in fiscal year 2019/20. Allowing for a slight rise in
emigration, net immigration is forecast to rise from its current level of 157,000 to
185,000 by 2019/20, thus becoming, by far, the dominant source of population
growth.

3.2 SHORT-TERM EcoNomic OuTLOOK: 2003/04 AND 2004/05

Although the Canadian economy has been marked by slow growth in general
economic activity in 2003, momentum is expected to build as the economy
moves into 2004. This will be driven largely by a sharp increase in activity in the
U.S. economy. Normally, the strong pace of U.S. Gross Domestic Product (GDP)
growth in 2004 would ensure similar strength in Canada. However, the strong
Canadian dollar will continue to take its toll on export growth. Therefore, although
export growth will return, it will remain relatively modest in 2004. Sustained
strength in domestic spending will tide the economy over, as business
investment ramps up and consumer spending remains strong through the year.
Overall growth in 2004/05 is forecast to reach 3.6 per cent, just slightly above
Canada’s estimated potential growth rate.

Slow growth over the summer months of 2003 opened up an output gap
estimated at 2 per cent, which will take two or more years of solid economic
growth to erase. As a result, there is little current need for monetary tightening. In
fact, worries that the rising soaring dollar might derail growth have prompted the
Bank of Canada to recently cut interest rates.

The Canadian economy is expected to remain weak in the fourth quarter of 2003,
the result of slow growth in consumer spending and weak export performance. In
addition, prices are under control, thanks, in part, to the strength of the Canadian
dollar. The most recent rate cut has narrowed the Canada-U.S. interest rate
spread. Although market fundamentals strongly suggest that our dollar remains
undervalued, a good portion of its current strength is due to significant interest
rate premiums on short-term paper. As such, narrowing of the Canada-U.S.
short-term rate spread will cause the Canadian dollar to lose some of its recent
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shine. After averaging $0.739 US in 2003/04, the dollar is forecast to average
$0.735 US in 2004/05 and $0.719 US in 2005/06.

Following the recent rate cut, no further policy action is expected until October. At
that point, the economy will have seen three back-to-back quarters of above-
potential growth, and the Bank will, once again, be concerned about the closure
of the output gap and the need to engineer a soft landing. Rates are expected to
rise steadily in increments of 25 basis points through mid-2005, and increases
will become more intermittent from then on. The yield on Canadian 3-month
treasury bills, which will average 2.80 per cent in 2003/04, will rise to 4.38 per
cent in 2005/06.

The impact of the strong forecast for U.S. GDP growth is being offset by the
current strength of the Canadian dollar. To maintain their share of U.S. markets,
Canadian exporters will either have to cut prices and face leaner margins, or be
forced to streamline operations. Although we expect the Canadian dollar to
weaken gradually between now and the end of 2005, the worst may well be over
for exporters. Following the slow performance of exports in 2003, they should
recover this year in line with the weakening Canadian dollar and strong U.S.
growth. Export growth for 2004/05 will reach 4.4 per cent, a vast improvement
over the 2.5 per cent decline seen in 2003/04. Growth will continue in 2005/06,
with a much weaker currency contributing to 4.4 per cent growth.

Although the stronger currency will boost import growth this year, the weak
handoff from the latter half of 2003 will keep annual average growth to a
moderate 3.8 per cent in 2004/05. Imports will fare much the same in 2005, held
in check by slower growth in domestic demand and a weaker dollar.

Strong consumer spending will continue into 2004. Employment will continue to
grow, and real disposable income will be aided by what amounts to a personal
income tax cut in 2004. An adjustment to income tax brackets will compensate
for the years during which the brackets were effectively not indexed. This will
help lift real disposable income by 1.3 per cent in the first quarter. Consumers will
spend most of this increase, but will put aside enough to bring the savings rate
up to 2.3 per cent. The pace of spending growth will ease slightly as the year
moves on, but overall consumption will grow by a strong 3.3 per cent in 2004/05.
Incomes generated by the strong economy in 2005/06 will lead to growth in
consumption of 3.3 per cent.

Producers are once again investing in machinery and equipment. Since the last
significant increase in investment came before the Y2K phenomenon in 2000, the
equipment bought at that time is getting older and needs replacement.
Businesses will also need to increase investment, in order to satisfy a strong U.S.
demand. As a result, growth in machinery and equipment investment will lead all
other broad categories of spending with growth of 9.6 per cent in 2004/05, and
will remain strong in 2005/06, growing by 6.8 per cent.
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On the other hand, growth in non-residential investment will not be as strong.
While high oil prices and large projects will keep energy sector investment
growing, the opposite is true in non-energy investment. Most major centres
across Canada are faced with excess office and industrial space. Builders are,
therefore, expected to keep new investment to a minimum in 2004. However, as
the economy picks up in 2004 and 2005, non-residential, non-energy investment
is forecast to increase by 5.2 per cent in 2004/05 and by 5 per cent in 2005/06.

3.3 LoNG-TERM EcoNomic OuTLOOK: 2005/06 TO 2019/20

Canadian economic activity is expected to ease over the long term and converge
with its potential output growth rate. Canada’s real GDP is forecast to post
average annual growth of 2.6 per cent between 2005/06 and 2019/20. The
principal factors behind this deceleration are the aging population and its effect
on income and spending patterns. At the same time, the pace of business
investment in plant and equipment is expected to slow down, a direct
consequence of the slowing rate of technological change.

Consumption patterns will change shape considerably over the long term, a
direct result of the demographic shift that is underway. Towards the end of the
decade, baby boomers will be heavily concentrated in the 42-51 age cohort.
Consumer spending will weaken during this period, as stagnant population
growth combines with early retirement within the baby-boom generation to
produce a softening of labour force and employment growth. The slower growth
in employment is expected to result in a decline in the growth of real disposable
income, which, in turn, will hamper household spending. Another factor weighing
down consumption growth towards the end of the decade is that this will be a
pre-retirement period for baby boomers. As the oldest baby boomers retire
around 2011, this generation will tend to be saving for retirement, rather than
spending, thus slowing the overall pace of consumer spending even further.

Real consumer spending growth will continue to slow between 2011 and 2015.
The composition of spending will also begin to change, as baby boomers began
to retire. By 2015, the 55-64 age cohort will account for close to 14 per cent of
the total population, compared to 10 per cent in 2003. As retired people are likely
to have purchased expensive durable items, such as home furnishings and
automobiles, a shift can be expected toward service-related products, such as
personal care and leisure.

In the last five years of the forecast period, the per cent of the population over 65
will increase faster than in the younger age groups. Our projections indicate that
the over 65 cohort will represent 17 per cent of Canada’s total population in the
year 2020, up from 12.2 per cent in 2003. Consequently spending on services
(excluding rent) will continue to expand as a proportion of total spending, while
spending on durable goods will diminish in importance. Overall, total growth in
consumer spending will fall from 3.7 per cent in fiscal 2003/04 to an average
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compound rate of 2.5 per cent between fiscal year 2010/11 and 2015/16, and to
2.2 per cent over the final four years of the forecast.

Over the longer term, housing starts are projected to fall modestly to levels closer
to the underlying demographic demand and will track potential housing demand.
After peaking at 215,000 units in 2003, housing starts are expected experience a
long-term downward trend, ending at 143,000 units in 2020.

Stimulated by the need to replace ever more expensive labour, investment in
machinery and equipment is projected to be the spending growth leader over the
entire forecast horizon, with an average annual compound growth of 5.3 per cent
from fiscal year 2006/07 to 2019/20. Annual growth of business non-residential
construction investment is forecast to average 2.5 per cent from fiscal year
2006/07 to 2019/20.

Over the 2006/07 to 2019/20 period, real export growth will further subside to a
compound annual growth rate of 3.3 per cent, as the exchange rate once again
appreciates and U.S. growth slows in line with the long-term potential output
growth rate.

See Table 1 and 1A in Appendix A for more detail concerning the long-term
economic outlook for Canada.
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TABLE 1
Key Economic Indicators — Canada

2002/03 2003/04 2004/05 2005/06 to

2019/20

GDP at market prices (billions, 1997 $) 1,081.3 1,094.6 1,133.7 1,669.6

1.2 3.6 2.6
GDP at market prices ($ billions) 1,1771 1,223.0 1,293.0 2,449.7

3.9 5.7 4.4
CPl inflation rate 3.0 1.9 2.0 21
Unemployment rate 7.5 7.6 7.0 6.0
Prime rate 4.42 4.65 4.50 6.39
Population (000s) 31,386 31,664 31,932 35,817

Sources: The Conference Board of Canada; Statistics Canada.

Note: For each indicator, the first line represents the level at the end of the period and the
second, the annual percentage change. The percentage changes in the final column are
calculated as average annual compound growth rates over the period 2005/06 to 2019/20.

4 PusLIC HEALTH CARE

This chapter presents the satellite model developed to project public health care
spending into 2019/20. The first section discusses the various data that were
required, along with the development of the model. The second section presents
public health care spending projections.

4.1 HEeALTH EXPENDITURES MODEL

The historical data on public health care spending, on a Public Accounts basis,
come from the provinces and territories, as shown in their respective budget
documents.

The projection of future provincial and territorial public health expenditures
comes from a recent analysis by The Conference Board of Canada, Canada’s
Public Health Care System Through to 2020: Challenging Provincial and
Territorial Financial Capacity, November 2003. Different models were used to
calculate historical trends and future projections for demographic changes, the
long-term economic outlook, and health expenditures.
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The health expenditure model was used to project provincial and territorial health
expenditures for eighteen age and gender cohorts, and for seven components of
health spending. The seven components are: hospitals, other institutions,
physicians, other professionals, home care, drugs and other expenditures. This
model extrapolates the data, based on historical movement in each of these
seven components of provincial and territorial health care.

Growth in each of the seven spending components is influenced by various
factors, such as increases in wages and the price of good and services. One of
the challenges in developing the spending projections was to find ways to reflect
these influences, especially given the lack of commonly used price deflators that
accurately reflect the characteristics of each component. To overcome this
difficulty, three price deflators, which are specific to each spending component,
were constructed as part of the methodology of this study. The three deflators
relate to wages, government spending on goods and services, and drug costs.
Their development marks an important addition to the analysis done in 2002.

All of the per capita health care spending equations were estimated in real terms,
as a function of a time trend, to capture increases in per capita spending over
and above inflation. The estimated trends capture both the change in the overall
volume of health care services (level of access or use) and the introduction of
new technologies that lead to the provision of additional services. Using the
regression results, real per capita spending is extrapolated over the forecast
period. Trend estimates of real expenditures are converted back to current
dollars, simply by multiplying by the deflators.

Total provincial/territorial public health care spending in current dollars is
obtained by multiplying the average cost per capita (by age and gender cohort)
for every component with the projected number of people in that age/cohort
grouping for each year. The total overall figure is then obtained by adding up the
nominal dollar amount spent for each of the 18 age/gender cohorts and the
seven components.

Following the results of the November 2003 study, the average annual growth
rate of the total provincial and territorial public health spending in current dollars
is 5.3 per cent between 2001 and 2020. Of this growth, 2.7 percentage points per
year can be attributed to inflation, 0.9 percentage points for increases in
consumption or volumes per capita, and 1.7 percentage points for demographics.
Of the demographic influences, 0.8 percentage-points can be attributed to aging
of the population, whereas 0.9 percentage-points are directly related to
population growth.

4.2 SPENDING PROJECTIONS

The model results suggest that the aging population and rising costs combine to
increase total provincial and territorial nominal public health spending from $72.5
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billion in 2002/03 to $170.3 billion in 2019/20. This represents an average annual
compound growth of 5.2 per cent over the forecast period.

Two critical factors will contribute to the rise in overall provincial and territorial
health care expenditures: the rise in the number of seniors, and the fact that
more than 50 per cent of a person’s lifetime health care expenditures occur after
the age of 65. As people age their health care consumption patterns become
more expensive. In 2002/03, nominal per capita health expenditures stood at
$2,400; it is expected that this figure will more than double, to reach $4,849 by
2019/20. For people aged 65 and over, the per capita cost will increase from
$9,728 in 2002/03 to $15,485 in 2019/20 (see Table 4 in Appendix A for more
detail).

Not unexpectedly, the most important group to focus on is baby boomers, since
they constitute a large proportion of the overall population. Over the next
seventeen years, aging baby boomers will boost the share of older age cohorts in
the total population. By the end of the forecast period, baby boomers will fall
between the ages of 55 and 74. Individuals over the age of 65 will make up 16.9
per cent of the Canadian population by 2019/20, compared to only 12.2 per cent
in 2002/03 (see Table 6 in Appendix A for more detail).

Another interesting point to keep in mind is that this study covers only the period
to 2019/20. But, the pressure on health care costs may be even greater after the
year 2020. Indeed, in 2020, baby boomers will still not be at the top of the age
pyramid, as they will be less than 74 years old (most will not even have reached
the age of 65). They will then gradually become part of more costly age groups,
in terms of health care. Perhaps the most dramatic increases in health care costs
will occur after the current forecast period.
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5 PuBLIC EDUCATION

The basic structure of the education spending model is based on the same
principles as those used for the health care model. The satellite model is used to
project the cost of public education by age cohort over time. This allows the
effect of demographic changes on education spending to be taken into account.

5.1 EDUCATION EXPENDITURES MODEL

Historical data on public education spending, on a Public Accounts basis, were
drawn from provincial/territorial government budget documents. Data on
education spending and enrolment for different levels of education were provided
by Statistics Canada.

The first step involves calculating historical education spending levels, on a per-
student basis. The CPI was used to generate spending data in real terms. Trend
equations were developed for real expenditures per student for three levels of
education administration: elementary and high school boards, colleges, and
universities. Once the education spending forecasts per student have been
acquired, they are multiplied by the corresponding forecast enrolment levels
taken from the Conference Board’s demographic projections. It is important to
note that enrolment rates were assumed to remain constant over the forecast
period.

5.2 SPENDING PROJECTIONS

Our projections for education are markedly different from those for health care.
That is because of a projected steady decline of 0.3 per cent per year, on
average, in enrolment levels over the forecast period (in this case 2000/01 to
2019/20).

From $42.5 billion recorded in 2002/03, public education expenditures are
forecast to reach $68.9 billion in 2019/20, which translates into an average
annual compound increase of 2.9 per cent, since the steady decline in the
student population partly offsets this trend (see Table 5 in Appendix A for more
detail).

On a per student basis, current dollar public education expenditures are forecast
to increase, on average, by 3.3 per cent per year until 2019/20. With this pace of
growth, the average cost per student of $6,354 in 2002/03 will rise to $11,028 in
2019/20. The fastest increase in the cost per student over the forecast period will
come from universities (up 3.6 per cent per year), followed by school boards (3.3
per cent) and colleges (3 per cent).

The Conference Board of Canada 15



6 FISCAL PROSPECTS

This first section of this chapter presents the fiscal prospects facing the federal
government over the next seventeen years, while the second section examines
the projected fiscal situation facing provinces and territories.

The assumptions used to generate federal government revenue components are
summarized in Exhibit 1, while those underlying the expenditure scenario are
presented in Exhibit 2. Similarly, the aggregate provincial/territorial revenue and
expenditure components (other than public health care and education) are
reviewed in Exhibits 3 and 4, respectively.

6.1 FEDERAL GOVERNMENT

Simulation results show that the federal government’s overall financial position
will improve considerably over the next seventeen years. Indeed, federal
surpluses are forecast to grow rapidly, reaching $78 billion by 2019/20 (see Chart
1). Assuming that budgetary surpluses in any given fiscal year must be used
exclusively for debt reduction, the 2002/03 level of $620.8 billion of interest-
bearing debt will fall to $128,8 billion by 2019/20 (see Chart 2). The decline in
public debt charges, which are expected to fall from $37.3 billion to $15.1 billion
between 2002/03 and 2019/20, is largely responsible for the growing budgetary
surplus, as well as the decrease of interest-bearing debt at the federal level. This
is known as the “virtuous circle” of debt reduction, in which surpluses increase
over time, as debt is reduced, thus reducing interest costs.

The reduction in debt-servicing charges stems from federal government
budgetary surpluses, which are used to reduce federal debt each year. As shown
in Table 2, budgetary expenditures are expected to increase, on average, by 2.7
per cent per year over the forecast period, while budgetary revenues will post an
average annual compound growth rate of 4 per cent. Excluding debt-servicing
charges, federal program spending is expected to increase by 3.9 per cent per
year, on average.

Looking at the long-term forecast period of 2008/09 to 20019/20, Table 2 shows
that federal program spending growth is expected to decelerate to 3.7 per cent,
compared with an average annual growth of 4.3 per cent over the medium term
(from 2003/04 to 2007/08). In fact, with the exception of benefits for the elderly
and employment insurance benefits, all federal program spending components
are forecast to increase at a slower pace over the longer term. With budgetary
revenues anticipated at a growth rate of 4.1 per cent per year over the same
period, the federal operating surplus will increase by more than 74 per cent,
moving from $53.5 billion in 2008/09 to $93.2 billion in 2019/20. The growing
operating surplus is the main reason for debt reimbursement and corresponding
interest cost reductions (see Tables 2, 2A and 2B in Appendix A for more detail
on fiscal prospects for the federal government).
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Assumptions used to generate federal government revenues

1. Personal income taxes

These revenues are derived from the Conference Board’s forecasting model. The forecast incorporates
the measures cited in the Government of Canada’s Budget Plan 2003 and in the November 2003
Economic and Fiscal Update. Tax tables have been indexed over the forecast period.

2. Corporate income taxes

The measures included in the latest budgets and the Economic and Fiscal Update have been
incorporated into the medium-term scenario, and rates have been kept constant for the remainder of the
period.

3. Employment insurance contributions

The contribution rate decreases from $1.98 per $100 of insurable earnings in 2004 to $1.375 in 2019 to
maintain the surplus in line with the expected operating cost of the program. The ceiling on eligible
revenues has been raised in line with growth in average wages once the latter have reached $39,000.

4. Excise taxes and duties

No change in indirect ad valorem taxes has been introduced; the GST collections thus increase at the
same pace as nominal taxable consumption. Note that the GST relief for cities announced in the
February 2004 Throne Speech is not included in this study. Import duties decrease slightly in real terms.
The value of taxes on fuel, tobacco and alcoholic beverages has been maintained in real terms. Fuel
tax revenue increases at the same pace as inflation plus population growth, starting in 2009/10. For
previous years, the Board’s medium-term forecasts were used. As for other taxes and excise taxes,
they reflect the combined rate of increase of the population 15 years of age and over with inflation.

5. Non-fiscal revenues

Investment revenues are based on an implicit rate of investment revenues, in relation to the
Government of Canada’s financial assets. This implicit rate moves in line with the implicit interest rate
on the debt. Starting in 2003/04, other government revenues grow at the same pace as inflation and
thus remain stable in real terms.
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Assumptions used to generate federal government expenditures

1. Elderly benefits

These comprise two components generated from the Board’'s macroeconomic model. First, Old Age
Security benefits are aligned with demographic movements and inflation. Second, total Guaranteed
Income Supplement benefits increase in line with inflation throughout the forecast period.

2. Employment Insurance benefits

The general rules of the Employment Insurance plan have been maintained, including recent increases
in plan benefits. Starting in 2005/06, growth in benefits reflects the increase in the ceiling on
pensionable earnings.

3. Other transfers to individuals

These are made up solely of the 2000/01 heating cost allowance. They have been reduced to zero for
the entire forecast period, as they are deemed to be exceptional and non-recurring.

4. Canada Health and Social Transfer

Federal transfers to the provinces and territories under the Canada Health and Social Transfer (CHST)
program are those stated in the last federal budget for the period 2003/04 to 2010/11. The Early
Learning and Child Care funds are also included in the CHST transfers. These transfers represent $350
million in 2007/08 and stay at that level until 2010/11. For the subsequent period, growth in the CHST
(including the Early Learning and Child Care) has been adjusted in order to maintain a constant level of
real per capita transfers, defined by population growth plus inflation. It should be noted that current
legislation makes no provision for any increase in 20011/12 and later years. The assumption of a fixed
real per capita transfer most closely resembles the status quo, with respect to current budgetary policy.

5. Equalization and Territorial Formula Financing

Starting in 2003/04, growth in payments is tied to growth in nominal GDP, according to the relationship
observed between these two variables over time. It is important to note that the Formula Financing
transfers made to the three territories are included in the definition of Equalization payments used for
this study.

6. Alternative Payments for Standing Programs
Payments are aligned with increases in federal personal income tax collections in Quebec.
7. Other transfers and subsidies to other governments

This item has been reduced to zero for the entire forecast period. These amounts have been deemed to
be exceptional and non-recurring (Medical Equipment Trusts). The $2 billion in 2003-04 represents
additional health care funds recently announced by the federal government.

8. Direct program spending

This includes expenditures related to Crown corporations, Defence, Indian and Northern Affairs
Canada, and all other program spending. Growth in such spending is determined by two factors: growth
in nominal GDP and the growth of population and inflation combined. The growth rate used to project
direct program spending is the mean of these two rates. The most recent budget estimates have been
used for 2003/04.

9. Public debt charges

These are based on the federal government’s interest-bearing debt, which includes Canada Savings
Bonds, Treasury bills, marketable bonds and pension and retirement plan liabilities. The implicit interest
rate calculated for 2002/03 changes are in line with the relationship observed historically with Treasury
Bills and tied to the interest rates determined by the Conference Board’s long-term forecasts.
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Chart 1
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Chart 2

Federal government interest-bearing debt
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Chart 3

Federal government interest-bearing debt as share of GDP
2001/02 to 2019/20
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TABLE 2

Federal government fiscal prospects

($ millions)
2002/03 2003/04 2008/09 2003/04
to to to
2007/08 2019/20 2019/20
Budgetary revenues 177,562 214,533 347,046
3.9 4.1 4.0
Budgetary expenditures 170,591 206,623 269,012
3.9 2.2 2.7
Program spending 133,321 164,704 253,883
4.3 3.7 3.9
Elderly benefits 25,692 30,911 52,623
3.8 4.5 4.3
Employment insurance benefits 14,494 14,501 21,199
0.0 3.2 2.3
Transfers to provinces/territories 30,645 38,410 57,465
4.6 34 3.8
Other program spending 62,490 80,882 122,596
5.3 3.5 4.0
Public debt charges 37,270 41,919 15,129
24 -8.1 -5.2
Budgetary balance 6,971 7,910 78,034
Interest bearing debt 620,756 580,182 128,753

Sources: The Conference Board of Canada; Finance Canada.

Note: Unless otherwise indicated, for each indicator, the first line represents the level at the end
of the period, and the second line, the percentage change, calculated as the average annual

compound growth rates over the period in consideration.
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6.2 TOTAL PROVINCIAL/TERRITORIAL GOVERNMENT

The fiscal prospects at the provincial/territorial level look grim compared to those
of the federal government . From the $1.8 billion deficit recorded in 2002/03, the
total provincial/territorial government balance is projected to remain negative
throughout the forecast period. In fact, the deficit will steadily increase to reach
$11 billion in 2019/20 (see Chart 4).

Because of this projected seventeen years of continuing deficit, net debt at the
provincial/territorial level will increase from $280.3 billion in 2002/03 to $431.7
billion in 2019/20 (see Chart 5). In 2002/03, the total provincial/territorial net debt
represented 23.8 per cent of Canada’s GDP. Since nominal GDP is expected to
grow even faster, this debt-to-GDP ratio will be reduced to 17.6 per cent (see
Chart 6). Total provincial/territorial net debt will increase on a per capita basis,
from $8,932 in 2002/03 to $12,054 in 2019/20.

Provincial and territorial government revenues are comprised mainly of direct and
indirect taxes, and transfer payments from the federal government. The taxes
collected include personal and corporate income taxes, as well as indirect taxes,
such as provincial sales taxes. For the purpose of this study, it is assumed that
only those tax changes that have already been announced in budget documents
will be included in the outlook.

The federal government provides cash transfers to the provinces and territories
for several reasons. One of the key reasons for these transfers is to assist them
in financing health care services. Funds are provided through the Canada Health
and Social Transfer (CHST), which supports provincial/territorial programs in the
areas of health, post-secondary education and social services. The amounts of
CHST presented in the last federal budget (for the period 2003/04 to 2010/11)
have been incorporated into this study’s forecast. Using these federal budget
estimates, growth in CHST payments will amount to, on average, 6.4 per cent
per year.

Current legislation does not contain any mechanism for increasing CHST
transfers from 2011/12 onwards. For the purposes of this study, it was assumed
that the levels of CHST transfers for the year 2010/11 will increase by the
population growth rate plus inflation over the remainder of the forecast period.

As shown in Table 3, total provincial/territorial budgetary revenues are expected
to grow, on average, by 4 per cent per year, between 2003/04 and 2019/20.
These revenues include transfers from the federal government, such as the
CHST and equalization payments. It is important to compare public health care
expenditures to budgetary revenues over time (both are measured in current
dollar terms). Indeed, this relationship gives a good indication of both the
financial affordability and the long-term sustainability of provincial and territorial
health care systems. As a share of total budgetary revenues, health expenditures
are projected to increase from 36.6 per cent in 2002/03 to 44 per cent in 2019/20
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(see Chart 7). This represents an increase of 7.4 percentage points. It also
means that close to 44 cents of every tax and federal transfer dollar obtained by
provincial and territorial governments will be allocated to public health care in
2019/20.

The proportion is much smaller for education spending. Indeed, the provinces
and territories, which spent 21.5 per cent of their budgetary revenues on
education in 2002/03, will see this share decline to 17.8 per cent in 2019/20 (see
Chart 8).

Overall, total provincial/territorial budgetary expenditures are expected to
increase by 4.1 per cent per year, on average, between 2003/04 and 2019/20,
which is slightly more than the average annual growth rate of 4.1 per cent
projected for total budgetary revenues. Growth in total program spending
(excluding debt-servicing charges) is also expected to average 4.1 per cent per
year between 2003/04 and 2019/20.

Public debt charges are expected to rise from $22.1 billion in 2002/03 to $43.2
billion by 2019/20, in line with the projected increase in the collective net debt of
the provincial/territorial government (see Table 3 and 3A in Appendix A for more
detail concerning fiscal prospects for provincial/territorial governments).
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Chart 4

Provincial/territorial government budgetary balance
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Chart 5
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Chart 6

Provincial/territorial government net debt as a share of GDP
2001/02 to 2019/20
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Chart7

Public health expenditures as a share of provincial/territorial
budgetary revenues
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Chart 8

Public education expenditures as a share of provincial/territorial
budgetary revenues
2001/02 to 2019/20
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Exhibit 3

Assumptions used to generate provincial/territorial government revenues

1. Personal income taxes

Personal income tax data are taken from the Board’s economic forecasts. They essentially reflect
growth in personal income and take into account tax cuts announced in recent provincial/territorial
budgets.

2. Corporate taxes

Corporate tax collections grow at the same rate as corporate profits, which are taken from the Board’s
long-term economic forecasts. Changes in some provinces announced in recent budgets have also
been taken into account (Ontario, Alberta, Manitoba etc.).

3. Retail sales tax

Retail sales tax revenues grow in line with consumption and take into account tax changes announced
in recent budgets.

4. Other own-source revenues

These include a wide range of other levies and charges, such as fuel taxes, natural resource revenues,
revenues from sales of goods and services, investment income, etc. Growth in such revenues is
determined by two factors: growth in nominal GDP and the growth of population and inflation combined.
The growth rate used to project other own-source revenues is the mean of these two rates.

5. Equalization, CHST, Alternative Payments for Standing Programs and other transfers to other
governments

See Exhibit 2 on federal government expenditures.
6. Other transfers from the federal government

These represent transfers that are not recorded as direct transfers to other orders of government by the
federal government, but which are recorded as transfers in the Public Accounts of the provincial and
territorial governments. The growth rate for other federal transfers was determined by the growth rate of
federal government direct program spending. This also takes into account any timing differences over
the medium term between the transfer of certain revenues by the federal government and their receipt
by the provincial and territorial governments. Corrections were made in 2004/05 to take into account
non-recurrent transfers to provinces (SARS, mad cow, forest fires, etc.) received in 2003/04.
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Assumptions used to generate provincial/territorial government expenditures

1. Health care spending

Projections for health care spending are determined by the health expenditures model described in
Section 4. The most recent budget estimates have been used for 2003/04.

2. Education spending

Projections for education spending are determined by the education expenditures model described in
Section 5. Our projections start in 2003/04.

3. Social services

This includes all provincial and territorial government spending on social services, excluding health and
education. Starting in 2003/04, spending is in line with population growth and inflation, in order to
maintain a constant level of real per capita services.

4. Other program spending

This category covers all other program spending made by the provincial and territorial governments and
includes spending on transportation, industrial development, public security and housing. Growth in
such spending is determined by two factors: growth in nominal GDP and the growth of population and
inflation combined. The growth rate used to project direct program spending is the mean of these two
rates.

5. Debt service charges

Debt service charges are calculated according to the implicit interest rate on the combined net debt of
the provincial and territorial governments for 2002/03. This rate is then adjusted, so that changes in it
are tied to changes in the implicit rate on the federal government’s debt.
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TABLE 3

Total provinciall/territorial fiscal prospects
($ millions)

2002/03 2003/04 2008/09 2003/04
to to to
2007/08 2019/20 2019/20

Total budgetary revenues 197,937 244,927 387,084
4.4 3.9 4.0

Own-source revenues 164,368 200,789 320,936
4.1 4.0 4.0

Federal transfers 33,568 44,138 66,148
5.6 3.4 4.1

Total budgetary expenditures 201,497 254,236 398,116
4.8 3.8 4.1

Total program spending 179,385 224,235 354,946
4.6 3.9 4.1

Health 72,480 96,528 170,304
5.9 4.8 5.2

Education 42,473 49,318 68,901
3.0 2.8 2.9

Social Services and 64,432 78,390 115,742
Other program spending 4.0 3.3 3.5

Public debt charges 22,113 30,001 43,169
6.3 3.1 4.0

Budgetary balance -1,762 -9,309 -11,032

Net debt 280,332 309,409 431,748

Sources: The Conference Board of Canada; provincial/territorial governments’ Public Accounts.

Note: Unless otherwise indicated, for each indicator, the first line represents the level at the end

of the period and the second line, the percentage change calculated as average annual

compound growth rates over the period in consideration.
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7 CONCLUSION

Clearly, in light of the study results shown in Table 4, the balance between
revenue and spending is much more uneven for the provinces and territories
than it is for the federal government under the current fiscal regimes. While the
federal government is set to eliminate its interest-bearing debt through ever-
greater surpluses, reaching $78 billion by 2019/20, the provinces and territories
will remain in a deficit position throughout the forecast period (see Chart 9). The
aggregate provincial/territorial net debt will rise to $431.8 billion, an increase of
54 per cent, compared with the $280.3 billion net debt level in 2002/03. The debt-
servicing charges that the provinces and territories will have to bear are projected
to be close to 2.9 times those borne by the federal government by 2019/20.

Collectively, the provinces and territories will see their budgetary expenditures
growing faster than their budgetary revenues over the forecast period. They will
face growing spending pressures in the health care area, where spending is
expected to grow at an average annual rate of 5.2 per cent, which is higher than
the 4.1 per cent average rate in budgetary revenues. This forecast calls for
slower growth in education spending, due to the decline in student population.
But, this will not offset the projected increase in health care costs.

With current fiscal regimes in place, the different fiscal prospects will widen in the
future, as only the federal government will have the financial capacity to pay
down its debt or implement new initiatives, such as tax cuts and new
discretionary program spending. In contrast, without changing current fiscal
policies, the provinces and territories will not have the capacity to implement new
policy initiatives over the next seventeen years.
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TABLE 4

Comparison of Financial Prospects
(Average annual compound growth between 2003/04 and 2019/20)

Federal Provincial/Territorial

Revenues

Own-source revenues 4.0 4.0

Federal transfers N/A 4.1

Total 4.0 4.0
Expenditures

Program spending 3.9 4.1

Debt charges -5.2 4.0

Total 2.7 41
Budgetary balance ($ millions)

2002/03 6,971 -1,762

2019/20 78,034 -11,032
Public Debt ($ millions)’

2002/03 620,756 280,332

2019/20 128,753 431,748
Public Debt (as a share of GDP)1

2002/03 52.7 23.8

2019/20 5.3 17.6

Sources: The Conference Board of Canada; federal and provincial/territorial governments’ Public
Accounts.

! Interest-bearing debt, in the case of the federal government, and net debt for the provinces and
territories.
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Chart 9

Federal and provincial/territorial government budgetary balance
2001/02 to 2019/20
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