www.td.com/economics

TD Economics
ANk g The 2009 Federal Budget

Group January 27, 2009
HIGHLIGHTS featured hikesin the basic personal amount aswell as the
* $30-34 billion deficit in FY 09-10 and FY 10-11 top threshold of the first and the second personal income
 Balance to be restored by FY 13-14 tax brackets. Furthermore, employment insurance premi-

umswerefrozen for two years (See summary of the budget

° -LO- 9 .
Debt-to-GDP to reach 32%, less than half its measures at the back.)

1990s peak
+ Stimulus 3:1 in favour of spending over tax From significant deficit to balanced budget in 5 years
relief Unlike past years, there was little suspense surround-
* Market borrowing to rise sharply next year ... ing the budget forecast. Today, earlier reports of the pro-
« ... but ongoing strong demand should keep jected deficits — $30-$34 billion over the next two years
yields low then falling to zero by fiscal 2013-14 — were confirmed.

What wasn’'t known in advance was the estimate for the

current fiscal year, where the budget balance shown in

Today, Canada sFinance Minister Jm Flaherty unveiled ~ December’sFall Updatewasrevised downward to asmall
astimulus package totaling about $40 billion in measures deficit.

over the next two years. About three-quarters of this total Thebig pushinto red ink reflects more than the cost of
piewas earmarked towards new spending, withinfrastruc- ~ the measures announced today. Even before factoring in
ture and enhanced training and employment insuranceben- ~ the new measures, the government had projected “status

efits stealing agood part of the show. Tax relief measures quo” (i.e., pre-stimulus) deficitsof $16 billion and $14 bil-

FEDERAL GOVERNMENT FISCAL POSITION

(CS$ billions, unless otherwise indicated)

Actual Actual Actual Actual Actual Actual Actual Est. Projection
Fiscal Year 01-02 02-03 03-04 04-05 05-06 06-07 07-08 08-09 09-10 10-11 11-12 12-13 13-14
Budgetary revenues 183.9 190.6 198.6 211.9 222.2 236.0 242.4 236.4 224.9 239.9 259.4 276.4 294.3
% change -5.4 3.6 4.2 6.7 4.8 6.2 2.7 -2.5 -4.9 6.7 8.1 6.6 6.5
% of GDP 16.6 16.5 16.4 16.4 16.2 16.3 15.8 14.7 14.4 14.7 15.0 15.0 15.2
Program expenses 136.2 146.7 1563.7 176.4 175.2 188.3 199.5 206.8 2291 236.5 235.1 244.5 2541
% change 4.3 7.7 4.8 14.8 -0.7 7.5 6.0 3.7 10.8 3.2 -0.6 4.0 3.9
% of GDP 12.3 12.7 12.7 13.7 12.8 13.0 13.0 12.9 14.7 14.5 13.6 13.3 13.1
Public debt charges 39.7 37.3 35.8 34.1 33.8 33.9 33.3 30.7 29.5 33.3 37.2 39.2 39.6
% change 9.7 -6.0 -4.0 -4.6 -1.0 0.5 -1.8 -7.9 -3.9 12.9 1.7 54 1.0
% of GDP 3.6 3.2 2.9 2.6 25 2.3 2.2 1.9 1.9 2.0 2.1 2.1 2.0
% of revenues 21.6 19.6 18.0 16.1 15.2 14.4 13.7 13.0 13.1 13.9 14.3 14.2 13.5
Total expenditures 175.9 183.9 189.4 210.5 209.0 222.2 232.8 237.4 258.6 269.7 272.3 283.7 293.7
% change 0.8 4.6 3.0 1.1 -0.7 6.3 4.8 2.0 8.9 4.3 1.0 4.2 3.5
% of GDP 15.9 16.0 15.6 16.3 15.2 15.3 15.2 14.8 16.6 16.6 15.7 15.4 15.2
Budgetary balance 8.0 6.6 9.1 1.5 13.2 13.8 9.6 -1.1 -33.7 -29.8 -13.0 -7.3 0.7
% of GDP 0.7 0.6 0.8 0.1 1.0 0.9 0.6 -0.1 -2.2 -1.8 -0.8 -0.4 0.0
Federal debt* 511.9 505.3 496.2 494.7 481.5 467.3 457.6 458.7 492.4 522.2 535.2 542.4 541.8
% of GDP 46.2 43.8 40.9 38.3 35.1 32.2 29.8 28.6 31.6 32.1 30.9 29.5 28.0
* Accumulated deficits. Source: Department of Finance Canada.
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ECONOMIC & FINANCIAL ASSUMPTIONS* FOR CANADA
Annual average percent change, unless otherwise noted

Calendar Year 2008 2009 2010
Real GDP Est. Forecast Forecast
2009 Budget 0.7 -0.8 24
November Fiscal Update 0.6 0.3 2.6
TD Economics® 0.7 -1.4 2.4
Nominal GDP Est. Forecast Forecast
2009 Budget 4.4 2.7 4.3
November Fiscal Update 4.4 0.8 4.4
TD Economics® 4.3 -3.2 5.1
Unemployment rate (%) Actual Forecast Forecast
2009 Budget 6.1 7.5 7.7
November Fiscal Update 6.1 6.9 6.7
TD Economics® 6.1 7.7 8.3
3-Month T-Bill Rate (%) Actual Forecast Forecast
2009 Budget 23 0.8 1.7
November Fiscal Update 2.3 1.9 2.7
TD Economics® 2.3 0.8 1.5
10-Year Gov't Bond Yield (%) Actual Forecast Forecast
2009 Budget 3.6 2.8 3.4
November Fiscal Update 3.6 3.7 4.2
TD Economics” 3.6 2.5 2.9
U.S. real GDP Est. Forecast Forecast
2009 Budget 1.2 -1.8 2.1
November Fiscal Update 1.4 -0.4 21
TD Economics” 1.1 -2.0 2.7
* Department of Finance Canada. ” As at Dec.08-Jan.09.

lion, respectively, over the next two years — along with
smaller deficitsin the yearsthereafter —asaresult of down-
ward adjustments to economic projections since the Up-
date. The $40 billion in stimulus, equivalent to 2.5% of
GDP  represents the difference between the status-quo and
the headline deficit projections over the next two years,
which is when most of today’s measures are focused.

The government has taken some action to help ensure
the budget deficit targets over the next two years are met.
Recognizing that the private-sector average projection of
nomina GDP (-1.2%) was overly optimistic, the govern-
ment has marked down that number for the purposes of
budget planning to -2.7%. 1t still remains higher than that
of TD Economics (-3.2%), but at least it appears much
morein touch with reality in our view.

Asimportantly, the stimulus announced today will pro-
vide an economic boost that was not factored into the fis-
cal projections. The government has estimated its stimulus
plan —combined with the effect of matching infrastructure
investment from other levels of government — will boost
real GDP by 1.6% in 2009 and a total of 1.9% by 2010.
Comparable employment benefits were assessed at 0.5%
and 1.1%.

Such calculations are rife with uncertainty, sinceit in-
volves making assumptions on thetiming of when the meas-
ures induce spending increases by households and busi-
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nesses, how of that resulting activity leaksout of theeconomy
through imports and whether the income is spent or saved.
In our view, the government’s assessment of the economic
impact of the stimulusis on the high side —we would place
thereal GDP lift closer to about 1% over the next two years
and more back-end |oaded to 2010 when much of the infra-
structure spending will flow. Regardless, these positive eco-
nomic impacts could mean asmaller deficit.

Looking further out, thetask of eliminating a$30 billion
budget deficit in threeyearswill still be challenging. The-
0.6% drop in program spending forecast for fiscal 2011-12
reflects the fact that much of the infrastructure spending
isbooked in thetwo years prior, and hencefalls out of the
numbers. Our concernslie more on therevenueside, where
the government isrelying on above average revenue growth
of 7% per year based on a robust nominal GDP growth
(6% per year) in 2011-13. That could be atall order.

Regardless, thefederal government’sfiscal position will
remain rock solid. Planned deficitsin theorder of $30-$34
billion over the next two yearsrepresent 2% of GDP, which
would palein comparison to the deficits of 4-8% of GDP
racked up during the recessions of the 1980s and 1990s.
Thefederal government hasnot surprisingly abandoned its
longer-term goal of lowering the debt-to-GDPratio to 25%
by fiscal 2012-13. Nonetheless, the ratio is projected to
edge up to apeak of 32% by next year, which isless than
half of the heights of close to 70% reached in the mid-
1980s. Thefiscal comparisonlooksequally asfavourable
when Canadais stacked up against its international coun-
terparts. In particular, in the United States, the deficit-to-
GDPratio could rise above 10% in the current year oncea
new stimulus plan is adopted by the U.S. Congress. The
federal government also trumpeted the fact that Canada’'s
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debt ratio remains the lowest in the G-7.

Budget to be passed

Thefocuswill now turn to the official opposition, who
could bring down the government as early as Thursday if
they vote against the budget. In recent days, the official
opposition had identified some broad criteriafor support-
ing the budget, including help for the vulnerable, the pro-
tection of jobs, building for the future and a clear plan to
eliminatethe deficit over the medium term. Whilethe op-
positionwill likely disagreewith specific measures, the broad
elements of the plan would appear to meet their general
criteria.

Market reaction

From aninvestor perspective, today’sbudget isunlikely
to trigger amajor reaction from financial markets. Many
of the spending measures — such as aid for troubled sec-
tors such as autos and forestry — were known ahead of
the budget. On the tax side, there were no unexpected
changesto the capital gainstax, dividend taxation or mar-
ginal personal income tax rates, which would have gener-
ated a stir. The stimulus package has improved the out-
look for economic growth and profits above what other-
wise would have been the case without the package, but
likely not enough to trigger ameaningful responsein equity
markets, particularly in view of the significant downside
risksthat remain. Lastly, the projected deficitswere known
in advance of the budget, and even then, they had caused
barely a ripple in markets when first announced late last
week.

More of a concern in debt markets could be the gov-
ernment’ s sizeabl e financing requirement, which measures
the difference between cash coming in to the government
and cash going out. In addition to the deficit, it would in-
clude non-budgetary transactions such as pensions and
other accounts and borrowing on behalf of crown corpo-
rations. Based on this measure, the government will need
to tap money and bond marketsto the tune of $101 billion
in fiscal 2009-10. About half of that amount reflects the
government’s move—announced today —to increase fund-
ing under the Insured M ortgage Protection Program (IMPP)
from $75 billion to $125 billion. In sum, the government
will need to raise $312 billion through debt marketsin fis-
cal 2009-10, with two-thirds coming through T-bills and
one-third through bonds. Keep in mind that this figure
doesn’ tinclude provincial borrowing needs, which arealso
expected to belofty over the near term, especially with the
all-province deficit-to-GDP ratio poised to rise above 2%
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FISCAL STIMULUS IN 2009-10

| Total = $39.9 billion (2.5% of GDP) |

Communities Housing
19% incentives
30%
Infrastructure _Spenqing
30% incentives

21%

Source: Department of Finance Canada, Budget 2009.

of GDPin fiscal 2009-10.

Notwithstanding the possibility of ashort-term negative
impact in debt markets, we believe that substantial issu-
ance can be absorbed without a major increase in bond
yields over the next year. For one, low risk government
bonds are expected to remain an attractive investment al-
ternative in the year ahead. Second, the increase in gov-
ernment borrowingislikely to continueto be offset by lower
private sector borrowing in the bond market. And lastly,
investors will take some comfort in the fact that the gov-
ernment’s net financing requirement isforecast to fall dra-
matically after next year, to about $30 billion. Thesefac-
tors, combined with another reduction in the Bank of
Canadarate at its next fixed announcement datein March,
shouldleavegovernment bond yieldsat historically low levels
in the coming months.

Derek Burleton
AVP & Director of Economic Analysis
416-982-2514

Pascal Gauthier
Economist
416-944-5730
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SUMMARY OF BUDGET MEASURES
(Over FY 2009-10 and FY 2010-11, unless otherwise noted)

Spending measures

Infrastructure investments ($10.7B)

*  $4B Infrastructure Stimulus Fund

* $0.4B for Green Infrastructure Fund

» $1B accelerated paymentsunder provincial-territorial funding initiative to expedite ‘ ready-to-go’ projects
*  $1Bincommunity and recreational facilities

* $0.5B inFirst Nationsinfrastructure

* $3.1B in knowledge infrastructure (post-secondary education facilities, laboratories, electronic health records,
broadband, and other facilities)

» $0.7B in Federal infrastructure projects
Skills and Transition Strategy

» $1.9B to fund stronger El benefits (extra 5 weeks of benefits, more extensive long-tenure and work-sharing
programs).

*  $1.9B to enhance availability of training (El and non-El).

Communities

e $1B Community Adjustment Fund for mono-sectoral (forestry, livestock, automotive, ...) regionsin distress
»  $0.4B for Southern Ontario devel opment agency

» $2B for social housing, some on cost-shared basis with provinces

Tax measures
Individuals / Households
» Basic personal exemption amount increased by $720 to $10,320.

» Two lowest personal income tax (PIT) bracketsincreased by 7.5% from 2008 levels. The top of thefirst bracket
(income taxed at 15%) goes from $37,885 to $40,726. The top of the second bracket (income taxed at 22%)
movesfrom $75,769 to $81,452.

» Employment Insurance (EI) premium rates frozen for 2009-10.

e Higher level at which the National Child Benefit supplement for low-income families and the Canada Child Tax
Benefit are phased out.

» Effectively doubling the tax relief provided to low-income earners by the Working Income Tax Benefit (WITB).
» AgeCredit increased by $1,000 to help low and middle-income seniors.

e Temporary (two year) extension of al regular El benefit entitlements by five weeks and increasing the maximum
benefit duration by five weeks.

¢ HomeBuyer’s Plan withdrawal (from RRSP) limit increased from $20,000 to $25,000.
» HomeRenovation Tax Credit (HRTC) of up to $1,350 (15% credit for expenses exceeding $1,000, up to $10,000).
* First-Time Home Buyer credit worth $750 of closing costs.
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Corporations

e Extension of the 50% straight-line capital cost allowance (CCA) rate to investment in manufacturing or process-
ing machinery and equi pment undertaken in 2010-11.

e Introduction of a temporary 100% CCA rate for eligible computer & software acquired over next two years
(after Jan. 27, 2009 and before Feb. 1, 2011).

* Repeal of theinterest deductibility constraintsin section 18.2 of the Income Tax Act.
» Small businessincome cap increased by $100,000 to $500,000 as of Jan.1, 2009.

Credit Markets
The government has provided up to $200 billion in existing and new liquidity and financing under ‘ Extraordinary
Financing Framework (EFF). Thefollowing are new:

» Additional $50B for the Insured Mortgage Purchase Program (IMPP), now totaling $125B, to be purchased in
first half of 2009-10.

» Additional $13B infinancing flexibility for Export Development Canada (EDC), Business Devel opment Bank of
Canada (BDC), Canada Mortgage and Housing Corporation (CMHC), and other Crown corporations. At least
$5B of thisincremental financing will be delivered through enhanced cooperation between these Crown corpora
tions and private sector financial institutions under anew Business Credit Availability Program (BCAP).

* New $12B Canadian Secured Credit Facility to support vehicle leasing through purchases of term asset-backed
securities.

» Extending the deadlinefor issuing guaranteed instruments under the Canadian L endersAssistance Facility (CLAF)
to Dec. 31, 2009 (from April 30, 2009).

» Establishing a Canadian Life Insurers Assurance Facility (CLIAF), modeled on the CLAF, to guarantee whole-
sale term borrowingsfor lifeinsurers.

e Higher eligible loan amounts under the Canada Small Business Financing Program, an enhancement of $300
million per year.

Financial Regulation

The government intendsto:

» Obtainthe standby authority toinject capital into federally regulated financial institutions.

» Enhance disclosure and improve business practicesin respect of credit cardsissued by federally regulated finan-
cid ingtitutions.

» Assist the Office of the Superintendent of Financial Institutions (OSFI) in providing flexibility to supplement the
temporary solvency funding relief for federally regulated private pension plans proposed in the November 2008
Economic and Fiscal Satement.

* Enhance the Canada Deposit Insurance Corporation’s (CDIC) ability to safeguard financial stability in Canada
through various measures.
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This report is provided by TD Economics for customers of TD Bank Financial Group. It is for information purposes only and may not
be appropriate for other purposes. The report does not provide material information about the business and affairs of TD Bank
Financial Group and the members of TD Economics are not spokespersons for TD Bank Financial Group with respect to its
business and affairs. The information contained in this report has been drawn from sources believed to be reliable, but is not
guaranteed to be accurate or complete. The report contains economic analysis and views, including about future economic and
financial markets performance. These are based on certain assumptions and other factors, and are subject to inherent risks and
uncertainties. The actual outcome may be materially different. The Toronto-Dominion Bank and its affiliates and related entities that
comprise TD Bank Financial Group are not liable for any errors or omissions in the information, analysis or views contained in this
report, or for any loss or damage suffered.
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