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Summary

Canada’s inherent domestic strengths and timely policy actions ensured limited
financial and economic damage from the global recession. The authorities responded
aggressively to the onset of the crisis to keep credit flowing, which it did, particularly to
households, making both consumer spending and housing investment remarkably resilient
throughout the recession. However, the counterpart was a rapid rise in household debt. The
initial rebound in activity has been very strong, helped by fiscal stimulus, but an increasing
number of households may become vulnerable as interest rates increase. With the expected
withdrawal of monetary stimulus, the tighter financial conditions resulting from the much
stronger currency, the waning of fiscal policy measures and a likely further slowdown in
household credit growth, the pace of recovery will ease somewhat in coming quarters. Once
excess capacity has been worked off, the economy’s trend growth rate is projected to be
much lower over the medium term than it has been in the past as changing demographics
slow the growth of the working-age population. Structural reforms to boost potential output
growth should therefore remain at the top of the policy agenda.

The Canadian banking system weathered the crisis in exemplary fashion, thanks to
effective prudential supervision and a conservative risk culture. The key global
challenge, also relevant to Canada, is to deal with heightened moral hazard stemming from
the henceforth more explicit promise to rescue systemically important financial
institutions. Strengthened and internationally co-ordinated regulation should be balanced
by market mechanisms (such as contingent capital) that provide incentives to internalise
risk. Canada’s banking efficiency, and hence economic productivity, would also benefit
from greater contestability and a credible framework for winding down failed financial
institutions. A move toward macro-prudential approaches to regulation is desirable, but
policymakers should be mindful to maintain the important role of financial intermediation.
The nation’s capital markets should be more efficiently regulated, notably by establishing a
single securities regulator.

Despite a mostly cyclically driven move into deficit, Canada’s overall public
finances still compare favourably with those in other OECD countries, but fiscal
tightening should nevertheless begin in 2011 both at the federal level and in nearly all
provinces and territories. The two largest provinces, Ontario and Quebec, face especially
challenging fiscal situations. Many jurisdictions have relatively high debt levels, and their
windows of opportunity to bring indebtedness down are closing as demographic pressures
on public purses are set to intensify. Consolidation strategies should focus on curbing public
expenditures, particularly in health care. The federal and almost all provincial and
territorial governments have presented fiscal objectives and plans to return to budget
balance over the medium term. They are broadly in line with the recommendations set
forth in this Survey and need to be fully implemented in order to allow Canada to return to
budget balance over the medium term. Transparency and public buy-in are important
ingredients of a sustained fiscal effort, and these can be fostered by committing to
deficit-elimination targets with detailed strategies as to how they will be met. Incentives to
meet the targets are important too, calling for new or more stringent fiscal rules than in
past consolidation episodes when market discipline facing Canada was intense. Rules might
also help a number of jurisdictions implement more prudent approaches to saving and
reduce the pro-cyclicality of their fiscal policies.

The health-care system achieves a reasonable balance of treatment quality, cost
and health outcomes, but reforms are needed to contain expenditure pressures.
Meeting the demographic and fiscal challenges requires bringing down trend growth in
public health spending significantly, lest other public spending be squeezed and/or taxes be
forced to rise. To this end, price incentives and bottom-up accountability measures must
complement the current top-down resource-allocation process, which manages to control
costs through waiting lists and expanding gaps in the coverage of services. Doctors’ fees
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should be set at the regional or institutional levels where there is accountability for
performance and include at least a share based on capitation. A better information base and
provincial analytical capacity are needed to allow cost-benefit analysis and derive national
efficlent-treatment guidelines. Regulation prohibiting both private insurance for core
services and mixed public-private contracts for doctors should be eased to spur more
competitive service delivery, possibly requiring clarification of the Canada Health Act.
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Assessment and recommendations

Domestic strengths and policy actions helped Canada
overcome an externally driven recession

The recession in Canada was mainly externally driven, the result of a high degree of
openness, in particular heavy exposure to the UShousing and auto sectors and to
commodity prices, which declined quite sharply during the global downturn. Thanks to
multiple initial strengths, such as a sounder banking system, a less leveraged corporate
sector and a relatively strong fiscal position, the economy weathered the world-wide
financial turmoil and the ensuing recession relatively well. The monetary and fiscal
authorities coordinated their actions to help stabilise financial markets. The Bank of
Canada alleviated pressures in short-term funding markets by extending exceptional term
liquidity to financial institutions and, in some limited cases, to other market participants. It
also lowered its main policy rate to the effective lower bound (0.25%) and committed to
keeping it there until the second quarter of 2010, conditional on the inflation outlook. The
federal government focused on providing longer-term liquidity to financial agents through a
number of programmes, notably the purchase of insured mortgages. Federal and provincial
governments jointly implemented fiscal-stimulus measures totalling about 4% of GDP, of
which roughly 1.6% of GDP is to be spent over fiscal year 2010/11. Private consumption
remained remarkably resilient throughout the recession, partly the result of a healthier
banking sector that continued to extend ample credit to households. Upturns in residential
investment, world trade and commodity prices jumpstarted a recovery in the second half
of 2009, which is now well under way. The pace of expansion is projected to slow later
in 2010 and in 2011 as policy stimulus is withdrawn, inventory rebuilding runs its course
and household spending growth slows down. According to the latest OECD economic
projections, real GDP will grow by 3% per cent in 2010 and just over 3% in 2011.

Record-high house prices and household indebtedness pose
downside risks to the outlook

Household debt as a proportion of GDP has risen significantly in Canada over the last
decade. At about 90% of GDP in early 2009, it was near the OECD average. Owing to the
lowering of interest rates and a still well-functioning financial system, household
indebtedness continued to rise throughout the recession, the first recession in Canada’s
history to show an expansion in real household credit. The household debt-to-income and
debt-to-assets ratios remain at or near historical highs. Most of the increase in household
credit has been in mortgage debt, helping to bring about a strong revival in housing-market
activity after a brief dip at the beginning of the crisis. Record-low mortgage rates are
another factor behind the housing revival. Indeed, housing looks overpriced on the basis of
both price-to-rent and price-to-income measures. Rules to qualify for government-backed
mortgage insurance have been tightened, and more measures should be taken if needed to
cool down the market. Until now, despite increased debt levels, historically low borrowing
rates have enabled Canadian households to reduce the share of their disposable income
devoted to debt service. This situation is bound to change as the Bank of Canada withdraws
monetary stimulus and longer-term rates move up in response; indeed, mortgage rates
have already risen. High household indebtedness also implies a growing vulnerability to any
future adverse shocks. In any case, household credit growth needs to slow down, which
may well moderate private spending and residential investment in the coming quarters.
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Monetary exit strategies are straightforward

The size of the Bank of Canada’s balance sheet increased far less (by about 80% at the
peak) as a result of exceptional liquidity measures than in the United States or the
United Kingdom, and all measures to boost short-term liquidity have now expired.
Consequently, unlike many other central banks in the OECD, the Bank of Canada has been
able to rely on automatic reductions of its balance sheet by letting previously accumulated
positions mature. Inflation pressures have been modest in recent years, but with
stronger-than-expected growth in the initial quarters of the recovery and a scenario of
continued moderate expansion, the monetary policy stance no longer needs to be in
emergency territory. Based on the current economic outlook, the Bank should continue to
increase its policy rate, albeit with further normalisation proceeding at only a measured
pace so as to approach neutral rates by end-2011. Such a pace looks appropriate for several
reasons. The strong currency and the coming withdrawal of monetary and fiscal stimulus
measures in Canada and abroad will already provide some effective tightening of economic
conditions. Weak consumer fundamentals, significant uncertainty about the outlook and
the substantial amount of remaining slack are further justifications.

Trend economic growth will slow over the medium term

Over the medium term the potential rate of economic growth is projected to decline and
to average only 1.6% annually from 2010 to 2017, more than a full percentage point less than
over the past decade. This slowdown reflects primarily lower growth in the working-age
population, but also likely temporary negative effects from the crisis on capital
accumulation, structural unemployment and labour-force participation. Potential output
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growth is expected to diminish in all provinces except Alberta. Trend multifactor
productivity growth could stay as weak as it has been in recent years. This outlook
underlines the importance of carrying on with structural policy reforms that can boost the
economy’s potential rate of growth. For instance, the employment shift out of
manufacturing that accelerated during the recession will have to be compensated by jobs in
other sectors if the economy is to get back to full employment. This shift indeed seems to
be happening, but it can be helped by policies that enhance the flexibility of the labour
market, such as ending provisions in the Employment Insurance programme that vary
eligibility and benefits according to regional labour-market conditions. Other desirable
structural policy reforms identified in the OECD’s latest Going for Growth report that could
boost potential output growth include further reducing barriers to foreign ownership,
strengthening competition in network industries and professional services, and reducing
work disincentives in the income-support system. The financial system likewise needs
policy attention, the accolades that it has earned for its performance in the crisis
notwithstanding.

Effective supervision: the hallmark of Canada’s robust
banking system

Even though substantial official liquidity support was needed as interbank markets
dried up, Canadian banks maintained their ability to raise capital from the markets and
needed no injections of public capital. Nor did they tap available emergency public
wholesale-borrowing guarantees or require expansion of deposit-insurance limits.
Robustness in the face of unprecedented turmoil reflected healthy and well-diversified
balance sheets, based mainly on retail banking as opposed to investment activities, in
particular a large and stable deposit base — a characteristic shared by those banks elsewhere
in the OECD that emerged relatively unscathed. Much of the risk on mortgage loans and
securitisations thereof is transferred to government via guarantees provided by the Canada
Mortgage and Housing Corporation, though such risk is mitigated by efficient regulation
and taxation of the sector. The Canadian model of risk- and principles-based prudential
bank supervision encourages the adoption of sound risk-management practices, rather than
mere compliance with rules. It responds pro-actively to problems as they arise and
sanctions banks that raise leverage and fail to maintain high capital buffers. Banking
groups, which include the major investment banks, are subject to regulation on a
consolidated basis. Another key strength is good co-operation among the various regulators,
which allowed them to take a systemic view and served them well in the depths of the
crisis. Indeed, as the international banking system is reformed, other countries are looking
to adopt many of these practices whose value was proven in the crisis.

The goal is a proper balance between regulation and
competition

Globally co-ordinated reforms are necessary not only to address pre-existing structural
problems but also to head off magnified moral-hazard problems following the massive
public bail-outs and safety-net enhancement. Current proposals would involve higher
capital requirements and taxes on banks’ balance sheets, which could raise the
economy-wide cost of capital. The Canadian authorities have opposed the tax idea,
preferring to enlist financial-market discipline to deal with the problem by requiring banks
to issue contingent capital that would automatically switch from debt into equity when
triggered by a risk-based threshold. On top of that, banks should be required to draw up
“living wills”. Furthermore, aspects of the banking culture and context that proved
advantageous in the crisis - its relatively closed and concentrated market structure, and a
traditional and low-risk business approach, which has nonetheless been highly profitable -
may reflect a lack of competitive pressure. To improve future banking-sector performance,
contestability could be enhanced by pursuing further avenues to open the market, while
ensuring that any moves in this direction are considered in a macro-prudential context.
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Source: Ahrend, R.,J. Arnold and F. Murtin (2009), “Prudential regulation and competition
in financial markets”, OECD Economics Department Working Papers, No. 735, OECD, Paris,
December.

Securities-market regulation needs to be strengthened

The main manifestation of the global crisis in Canada was in the securities markets, in
particular the asset-backed commercial paper (ABCP) market, which had grown rapidly as a
source of short-term funding for small firms. The non-bank-sponsored portion of the ABCP
market completely collapsed due to panic surrounding (suspected) contamination from
US sub-prime mortgages, resulting in the biggest restructuring in Canadian history. Beyond
the inherent low quality of the highly leveraged synthetic paper being used, the root
problem was non-transparency and poor practices in the marketing of such paper to
investors, which arose under fragmented and poorly enforced provincial regulation.
Tougher disclosure rules and better enforcement are the solution. More generally, a broader
and deeper nation-wide capital market is needed to attract foreign capital and complement
bank intermediation as a basis for enterprise growth and innovation. Banks act as
important market makers and are thus systemically intertwined with securities markets.
Hence, it is important to proceed with plans to establish a single national securities
regulator, whether or not continued efforts to get all provinces on board succeed.

The federal government has decided to harmonise its
climate-change policy with that of the United States

Another area where progress is needed is climate-change policy. Canada has made little
headway in reducing its greenhouse-gas emissions (GHGs). In 2008, they were 24% above
1990 levels, compared with Canada’s Kyoto commitment to cut them by 6% by 2008-12. The
federal government set some modest new targets at Copenhagen in December but has not
put forward a complete set of policies to meet them. It has decided to wait and harmonise
its proposed cap-and-trade scheme with the United States, assuming it goes ahead with
such a measure, though Canada is already moving ahead jointly with its neighbour on
sector-specific regulations such as on car emissions. Nevertheless, some provinces have
implemented carbon taxes, and are developing emissions-trading schemes. Although
economic integration with the United States makes harmonisation a sensible strategy,
delay is costly and creates investment uncertainty. Canada should remain fully committed
to playing its part in the global effort to put in place policies to reduce greenhouse-gas

© OECD 2010



emissions. In this regard, comprehensive market instruments to price carbon should be the
cornerstone. Regulations are much more costly to the economy and hence should be used
sparingly, namely only in situations where market incentives are inefficient or infeasible.

Fiscal consolidation is needed at the federal level and in most
provinces

Though Canada’s budgetary position still compares favourably with most other
OECD countries, the cyclical decline in tax revenue and the extraordinary spending
measures in response to the recession have provoked a sharp turnaround in the country’s
fiscal situation, from a general government surplus of 1.6% of GDP in 2007 to deficits of 5.1%
of GDP in 2009 and a projected 3.4% in 2010, of which half is estimated to be structural.
While relatively small at the federal level, this total government structural deficit hides
significant variation at the sub-national level, with some provinces facing large structural
deficits, though others are in much better shape. The federal government structural deficit
is estimated to be near zero, but those of the two largest provinces, Ontario and Quebec, are
estimated to be much larger (3% and 4% per cent of provincial potential GDP, respectively).
In all jurisdictions, trend spending growth must be lowered to put the public finances on a
sustainable path. The need to consolidate fiscal positions is more apparent still when taking
a long-term view that considers the serious fiscal implications of demographic change, even
if the 1990s reforms to the earnings-related public pension systems, which increased
contribution rates, significantly strengthened long-term finances. Large ageing-related
implicit liabilities loom on governments’ balance sheets, especially from health care,
underscoring the desirability of eliminating deficits and reducing public debt. With the
recovery solidly under way, fiscal consolidation should proceed as planned in 2011.

Projected fiscal balances in 2010
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Consolidation efforts should focus on spending restraint

As a first step toward budget consolidation, governments should allow temporary
stimulus measures to expire as planned. Fiscal authorities should make expenditure
restraint the cornerstone of their consolidation strategies. OECD experience suggests that
spending cuts tend to be more successful than tax increases in achieving sustained
budgetary improvement. Restraining less-efficient expenditure can also boost economic
growth, helping to create a virtuous cycle of mutually reinforcing fiscal and economic
progress. For most jurisdictions, it should be possible to balance budgets without outright
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cuts to total spending or tax increases: restraining the growth of spending over a period of a
few years would be sufficient. Examples of areas where savings should be possible without
worsening outcomes include health care, public-employee compensation and
agricultural/industrial subsidies.

Any revenue-increasing measures should avoid distortions

In some jurisdictions, however, significant revenue increases will be necessary for
consolidation to occur over a reasonable time horizon. Yet not all taxes are created equal:
which form the hikes take will make a big difference to future prosperity. Taxes on income
are usually worse for growth and employment than taxes on consumption or property.
Value-added taxes are a relatively efficient instrument. Two provinces (Ontario and British
Columbia) are converting their retail sales taxes to value-added taxes harmonised with the
federal value-added tax, a commendable move, though not one that will raise more revenue
in the short term as implementation is on a revenue-neutral basis. Two other provinces
(Quebec and Nova Scotia) are raising their value-added tax rates to occupy part or all of the
room left by the recent cuts in the federal portion of these taxes. Other provinces could
follow suit if they need to raise taxes to balance their budgets. Having low tax rates on
broad bases is preferable for minimising distortions than the contrary. Thus, to raise a given
level of revenue it is better to scale back special exemptions and deductions, so-called “tax
expenditures”. Finally, it is preferable to levy taxes on behaviour that society wants to
discourage rather than on those that are necessary for economic growth. Where
appropriate, taxes on pollution such as carbon emissions, for instance, should be preferred
over those imposed on working, saving or investing.

The federal and provincial governments have set out fiscal
plans that are broadly in line with recommendations in this
Survey

The federal government, along with almost all provincial and territorial governments,
have committed to return to budget balance over the medium term and have begun to
elaborate specific plans to achieve this objective. These plans focus primarily on
expenditure-restraint measures, including for example, limits to public-sector wage growth.
They are broadly in line with the recommendations set forth in this Survey and should
allow the consolidated government sector to return to budget balance over the medium
term. Nevertheless, some provinces need to provide more details on the specific measures
to be taken and it is important that all governments follow through on their plans.

Fiscal objectives and rules can help build credibility

Well-designed fiscal rules can be useful tools in achieving fiscal consolidation, but also
as part of the general fiscal framework to limit the deficit bias and counteract the tendency
shown by some Canadian governments over the past two decades to run pro-cyclical fiscal
policies. Even though overall fiscal management has been good, the lack of spending
guidelines made it possible to treat recurrent positive revenue surprises (often related to the
commodity cycle) as permanent, leading to spending increases that proved unsustainable.
The federal government and some provinces managed to balance their budgets in the 1990s
and 2000s without stringent fiscal rules, although in some cases these episodes were
essentially forced by acute market pressures. Jurisdictions with large deficits should
establish deficit targets on a path toward a balanced budget that can then be used to guide
budget decisions, to communicate with the public, to build investor confidence and to hold
leaders to account. Once budget balance has been attained, they should announce
medium-term goals for their debt-to-GDP ratios. Some may need to seek budget surpluses
to reach these debt targets, given demographic pressures. To enhance credibility,
governments should set out specific plans on how they intend to achieve their targets,
including, if necessary, structural reforms. They should consider supporting this approach
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by enforcing and perhaps legislating spending growth caps consistent with the targets and
to which they can be directly held to account.

Provinces need sharper fiscal incentives and independent
monitoring

The federal government should continue to work toward a more stable, permanent,
rules-based system for determining transfers to the provinces so as to help them make
medium-term fiscal plans under “harder” budget constraints. The provinces can also take
steps to improve their own fiscal frameworks, perhaps by making use of new or better fiscal
rules. But rules must be designed carefully. They can be unhelpful if they lead to behaviour
aimed at respecting the letter but not the spirit of the rule or if they are destabilising, such
as strict balanced-budget rules that force governments to cut spending when revenue falls

during a downturn. Compliance with such rules could be assessed at arms’ length by an
independent fiscal council. Indeed, the federal government moved to provi&
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