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SASKATCHEWAN'S ECONOMIC AND FISCAL OUTLOOK

Risk of areturn to budget deficits amid slumping commodity prices

Just under ayear ago, TD Economics released a com-
prehensive study on the Saskatchewan economy entitled:
“ Saskatchewan Economy of 2008: The Resurgence of the
Resourceful”. That study argued that while commaodity
priceswould alwaysbe proneto major gyrations, thelonger-
term outl ook for the economy had never looked brighter in
view of the province's diverse mix of resource industries
and the positive fundamental changes put in place over the
past severa years.

We stand by that longer-term view. But the province's
near-term economic and fiscal performanceisclearly fac-
ing far greater challenges than we had anticipated in the
2008 study. The U.S. economy isin a virtual free fall,
financial markets remain under stress and the world
economy faces its most synchronous and severe global
recession in the post-War period. Next year will likely
mark an improvement in global fortunes, but far from a
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HIGHLIGHTS

e Downdraft in commodity prices has knocked
Saskatchewan off its high growth path

e Saskatchewan’s nation-leading 0.6% growth in
2009 will mask a near 5% drop in nominal in-
come

» Government surplus to be wiped outin FY 2009-
10, with possibility of adeficit in FY 2010-11 un-
less spending increases can be contained

return to the boom-times of recent years. For asmall, open
and resource-based economy such as Saskatchewan, such
a negative turn in fortunes will prove to be a major eco-
nomic setback with significant spillover implicationsfor the
province'sfiscal position.

Saskatchewan’s outperformance widened in 2008

Lining up most economic indicatorsavailableat the pro-
vincial level, an outright winner emerged in thelast couple
of years: Saskatchewan. Indeed, while Alberta had been
running the show prior to that and grabbed the most atten-
tion with itsbooming energy sector, larger size population
and economy, Saskatchewan nonetheless came in first
place in terms of real economic growth in 2007, which
brought its outperformance vis-a-vistherest of Canadato
a sizeable 2.7 percentage points per year in the 2003-07
period. In 2007 alone, nominal GDP growth —whichisa
proxy for gainsin the combined current-dollar income of
households, governments and businesses — came in at a
whopping 11% in Saskatchewan, nearly double the 5.7%
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rate of growth of the rest of the country.

Whileacomplete set of figuresisnot availablefor 2008,
we estimate an even larger out-performance. While the
Canadian economy as a whole is estimated to have ex-
panded by 4.7% nominally last year, Saskatchewanislikely
to see another double-digit growth performance— our lat-
est estimate for 2008 nominal GDP growth is about 14%.
Estimates for 2008 range widely —for example, inits No-
vember mid-year report, the Saskatchewan government
projected nominal GDP growth at amassive 32.3%, which
doesnot fully reflect the sharp drop in commaodities prices
inour view. What is clear, however, is that the province
enjoyed another banner year in 2008.

In real terms, the wedge between Canadian economic
growth and that of the province is expected to be large as
well, with the Saskatchewan economy growing over 5times
more — at 3.2% according to our estimates — than the
anemic 0.6% growth rate we expect at the national level.
Saskatchewan Finance's last published estimate for 2008
growth is an even healthier 4.4%.

What lies ahead?

Saskatchewan’s economy headed into 2009 armed with
more momentum than other provincial economies, which
will help to support itsreal GDP showing for the year asa
whole. TD Economics forecasts that Saskatchewan will
bethe only Canadian provinceto turnin apositivereading
this year, albeit a scant one of just 0.6%. But just asthe
bigger story has been the commodity-induced explosionin
nominal incomes over the past several years, the unwind-
ing of some of the gainswill be the dominant devel opment
in 2009. More specifically, the abrupt reversal in prices
for most of the province' skey commodities since the sum-
mer of last year will pull down nominal GDP by asizeable
4.7% this year, which would rank as the second-largest
drop behind Alberta’snear double-digit (-9.7%) pullback.

In Canadian dollar terms, our overall TD Commodity
Price Index (TDCI) is forecast to be 50% lower on an
annual average basis. On the plus side, this drop would
have been worsewereit not for alikely depreciationinthe
value of the Canadian dollar against the greenback, which
cushions the blow from the deterioration in commodities
pricesquoted in U.S. dollars. TD Economics expectsthe
loonieto fall by 12% on average in 2009.

The decline is expected to be broadly based across the
commodity space. In domestic currency terms, the energy
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Calendar Year 2008* 2009f 2010f

Real GDP growth 3.2 0.6 1.4
Nominal GDP growth 14.2 -4.7 3.5
CPI inflation 3.2 1.0 1.7
Employment growth (000s) 10.9 3.1 -1.0
Unemployment rate 4.1 5.2 6.1
Retail sales 11.3 1.5 4.0
* Actual when available.

F: Forecast by TD Economics, Feb. 2009.

COMMODITY PRICE FORECAST

Calendar Year 2008 2009F 2010F
Oil (US$/barrel) 99.58 36.25 58.00
Natural Gas (US$/MMBtu) 8.86 4.86 6.44
Potash (US$/tonne) 510.80 700.00 700.00
Wheat (US$/mt) 450.96 332.50 380.00
Barley (US$/mt) 202.94 132.50 151.50
Canola (US$/mt) 533.24 356.25 372.50
US$/C$ 0.94 0.83 0.88
Oil (C$/barrel) 105.57 43.67 65.91
Natural Gas (C$/MMBtu) 9.39 5.86 7.32
Potash (C$/tonne) 541.50 843.37 795.45
Wheat (C$/mt) 478.07 400.60 431.82
Barley (C$/mt) 215.14 159.64 172.16
Canola (C$/mt) 565.29 429.22 423.30
F: Forecast by TD Economics, Feb. 2009

price sub-index, consisting mostly of crude oil and natural
gas, will lead the declinewith a57% drop. Our agricultural
priceindex, whichincludesthe major crops (wheat, canola,
and barley) produced in the provincewill likely see alesser
27% drop thisyear. On the flip side, potash prices are ex-
pected to strengthen by asignificant 56% compared to | ast
year's average reflecting the impact of producer supply
cuts and recent favourable contract prices with Japan and
South Korea. Specific price forecasts for the province's
key commaodities are provided in the accompanying table.

Firstin line to suffer the blows of this highly synchro-
nized global recession arethe external indicatorslikeinter-
national exports and manufacturing shipments. The value
of manufacturing shipmentsdropped by awhopping 14.2%
in December, marking the worst drop for that month on
record. Unfortunately, the data are much more likely to
continue showing declines before they improve any time
soon.

Further, the domestic economy isclearly not immuneto
these global headwinds. The pace of growth in wholesale
and retail sales has been easing considerably. Year-over-
year growth in retail sales revenues has slumped from 11-
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12% in September-October, aswell asmostly double-digit
growth in the 18 months prior, down to only 2.7% in No-
vember. Wholesale trade has also come off the boil, re-
cording year-over-year growth of 35% in November com-
pared to 50-70% as of late last summer. Upcoming figures
for months following November for both these indicators
will likely confirm these downward trends.

Meanwhile, residential construction, as measured by
residential building permitsand consegquent housing starts,
isin retreat after peaking last summer, like most every-
where el se across the country. By our forecasts, there will
be nearly 30% fewer housing starts in the province this
year compared to last year, with some residual risk point-
ing to even fewer starts. Looking at recent data from the
existing home market paintsasimilar picture. Existing home
sales were down 35.1% in January. While existing home
prices, with an average year-over-year increase of 11.0%
inJanuary, stand in stark contrast to trendsfor most others
areas of the country, thisislargely because Saskatchewan
came late to the housing party. It isonly amatter of time—
and likely much sooner than many expect — before home
pricesin Regina and Saskatoon flatten out and retreat af -
ter the 30%+ annual appreciations of 2007-08.

A rising unemployment rate combined with an under-
standably fragile consumer psyche will continue to weigh
on sales of new and existing homes in the foreseeable fu-
ture. Past erosion in home affordability, combined with the
ongoing rebalancing in the supply-demand balance in fa-
vour of potential buyers, will eventually be reflected in a
significant softening in home price trends. We expect the
average home price for the province to slide by 12-15%
fromits projected peak this spring through until the end of
2010. Certainly, thefact that homesarestill appreciatingis
positive from ahome equity standpoint in the current envi-
ronment. Most homeowner households in other parts of
the country are being faced with the double whammy of
stock market pullbacks along with depreciated homes,
whichisparticularly difficult for those nearing retirement.
We caution, however, that just because the province has
not seen home prices decline yet should not be taken to
imply they will not. Coming lateto thisdownturn, itismore
likely in fact that while Canadian home prices stabilize
sometime in 2010, the province might have to wait until
2011 for such stability to take hold.

Rebounds in economic activity outside of housing are
to be expected in 2010 across the board, as the U.S. and
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SASKATCHEWAN GOVERNMENT'S FISCAL POSITION

(Millions of dollars, unless otherwise noted)

Est.” Proj.* Proj.*
Fiscal Year 08-09 09-10 10-11
REVENUES 11,700 10,150 10,550
% change 245 -13.2 3.9
Resource Rev. 4,000 2,750 3,000
Other Revenues 7,700 7,400 7,550
EXPENDITURES 9,700 10,140 10,650
% change 11.5 4.5 5.0
Discretionary Exp. 9,190 9,650 10,145
Debt-Service Costs 510 490 505
Underlying balance 2,000 10 -100
Net transfer from/to(-) GFSF 0 0 100
Surplus/Deficit (-) 2,000 10 0
% of GDP 3.8 0.0 0.0
GFSF Balance 1,100 1,100 1,000
Gross Gov't. Debt 4,262 4,262 4,262
% of GDP 8.2 8.2 8.2
* Estimate and projection using TD Economics forecasts as at Feb. 2008

world economy creep out of thisrecession. Thiswill help
commodity demand and prices gain some traction. Our
overal TDCI in Canadian dollar terms is expected to in-
crease by 24% in 2010, lead by a 36% increase in the
energy price component. The agricultural prices sub-index
should see a much more modest 6% gain. Potash prices,
meanwhile, are expected to be essentially flat in 2010. Un-
derneath our Canadian dollar valueforecastsfor these com-
modity prices is an expected 6% appreciation in the do-
mestic currency against the U.S. dollar.

The obvious and non-negligible wild card in the entire
outlook is how long and how deep the U.S. recession will
turn out to be. Whilethereisaready awide range of opin-
ions to be had as to whether, in 2010, the U.S. economy
will come out of the gateswith somevigour or simply crawl
out of its hole like a snail, we are being cautious given
many of the downsiderisksthat remain, notably consumer
indebtedness.

Risk of deficit returning beyond 09-10

The accompanying table provides TD Economics’ “sta-
tus-quo” fiscal projections for the next two fiscal years.
Revenues are set based on our views on the province's
nomina income performance and expected commodity
prices. Thespending profileis predicated on the assump-
tion of running health-care spending at itsrecent trend rate
of about 6% per year. Other discretionary spending areas
are held at population growth plusinflation. All combined,
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program spending isheld at 5% per year, which issignifi-
cantly lower than the 7.6% rate recorded over the past
three fiscal years. Debt-service costs are based on TD
Economics' expectations on interest rates.

The big shocker comes on the revenue side in fiscal
2009-10. While personal incometax revenues should hold
up better than resource royalties and corporate income tax
receipts, theoverall taly islikely to come up short vis-&-vis
prior expectationsof continued growth. For fiscal year 2009-
10, we expect combined revenuesto shrink by 13%, led by
a 31% decline in non-renewable resource revenues. In
fiscal year 2010-11, a moderate recovery in commodity
prices and in overall economic activity will pull revenues
higher, but the overall take is expected to remain well be-
low last fiscal year's peak of nearly $12 hillion.

Based on this revenue profile — and our “ status-quo”
spending assumptions—the provinceisnot only ontrack to
seeitslarge $2 billion estimated surplusfor fiscal 2008-09
wiped out in fiscal 2009-10, but faces the return of amod-
est deficit (before transfer from the Growth and Financial
Stability Fund (GFSF)) infiscal 2010-11.

While the risk to Saskatchewan’s finances — and nota-
bly the return to sizeable deficits — remains lower than in

many other jurisdictions in Canada, the increasing fiscal
squeeze caused by falling revenues represents a major
near-term challenge for the provincial government. The
government is facing additional pressures that we have
not built into our status-quo projections, most of which stem
for the past provincial election campaign. Theseincludea
pledgeto lower education property taxes and to implement
municipal revenue sharing. What's more, there are a
number of public sector union contracts up for renegotia-
tionintheyear ahead, which could potentially add millions
to the tab. The extent to which the provincial government
moves on these fronts would raise the risk of areturn to
more significant deficitsin Saskatchewan.

The bottom line

Since TD Economics comprehensive economic study
on Saskatchewan in 2008, the province's near-term out-
look has been sideswiped by the worst global recessionin
the post-war period. And whilethe province'sfiscal posi-
tion remains considerably more favourable than most in
Canada and around the world, a tightening fiscal noose
will make planning thisyear’sbudget more challenging than
at any time in the past half decade.
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