Scotiabank.

GLOBAL ECONOMICS

FISCAL PULSE
January 11, 2024

Contributors

Laura Gu

Economist

Scotiabank Economics
416.866.4202
laura.gu@scotiabank.com

Chart1
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Provincial Revenue and Expenditure
Revisions Since Budget 2023
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Navigating the Turning Tides
PROVINCIAL FISCAL ROUND-UP

«  Aseconomic tailwinds subside, mid-year fiscal updates reveal challenges in
provincial public finances. A slew of factors—some transitory—drove the -$5 bn
(-0.2% of nominal GDP) deteriorations in provinces’ collective budget balance.
Downward revisions were concentrated in Ontario, Manitoba, Saskatchewan and
British Columbia.

« Updated economic assumptions factor in a delayed slowdown, in line with our
expectations. Economic momentum in 2023 and higher-than-anticipated
population growth help offset some weaknesses in revenue, but the tides could
turn rapidly entering 2024.

« Amid a highly uncertain revenue outlook, the provinces mostly refrained from
carrying out major new initiatives. Additional policy measures announced are
incremental and centre on housing supply.

«  Ontario, British Columbia and Alberta maintain ample financial buffers in forms of
contingency and forecast reserves, while Quebec’s drawdown from the
contingency reserve exposes its plan to medium-term risks.

o  While their current fiscal trajectories generally appear stable, the provinces still
face challenges from an elevated net debt burden (29.4% of nominal GDP in FY24).

«  Theforthcoming 2024 budgets could reveal further downside as an evident
economic slowdown, uncertainty with central banks’ rate cut agenda, and a
volatile commodity market introduce risks to the outlook. We could also anticipate
heightened spending commitments as provinces respond to energy transition and
other structural challenges.

« Political factors also prevail in 2024 with British Columbia, Saskatchewan and New
Brunswick heading into provincial elections. Current polling suggests a change of
government is plausible in the latter two. The recently elected Manitoba
government and the re-elected Alberta government are likely to continue pushing
their campaign promises.

STEADY FOR NOW BUT NOT A REASON TO BE COMPLACENT

Provincial public finances remain stable with varying levels of fiscal discipline amidst a
highly uncertain revenue outlook. The fall update season offered an overview of how
provincial governments are faring in a challenging year marked by stalling growth,
heightened inflation and rapid population expansion, revealing a slight deterioration
across the board, in line with our previous analysis. Alberta stood out as the only
exception with evident improvement backed by stronger-than-anticipated revenue
projections (chart 1).

Despite economic resilience observed in the first half of the fiscal year, a slew of
factors—some transitory—drove downward revisions in FY24 budget balances.
Provincial aggregate deficit is estimated to be -$5 bn (-0.2% of nominal GDP) higher than
projected in Budget 2023, with deterioration concentrated in Ontario, Manitoba,
Saskatchewan and British Columbia (chart 2). In Ontario and Manitoba, downward
revisions of taxes collected from the previous fiscal year revealed notably deeper
shortfalls, which could persist in the upcoming years. Lower resource revenue weighs on
British Columbia and Saskatchewan driven by weaker prices of natural gas and potash,
compounded by weather related spending pressure. Maritime provinces benefited from
an upgraded revenue outlooks and maintained stable levels of balance projections.
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Additional policy measures announced are incremental and centre on Chart 3
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DOWNSIDE RISKS AND MOUNTING UNCERTAINTY

Stronger-than-anticipated economic momentum in 2023 and higher population growth assumptions help offset some weaknesses in
revenue, but tailwinds could dwindle rapidly as the tides turn. Current economic assumptions factor in a delayed slowdown, which aligns
with our expectations, but with heightened risks ahead (chart 3). Even in a soft-landing scenario, absent major swings in commodity prices,
growth should be muted in 2024 across the country. As a slowdown becomes more evident towards the end of 2023, provinces revised
down their respective 2024 growth assumptions, although our current baseline forecast is slightly more pessimistic. The upcoming fiscal
year could be another challenging one for provincial governments and warrants fiscal prudence. Population assumptions were largely
revised up, and Ontario, British Columbia and Alberta expect population growth to continue at a rapid pace (chart 4).

Largely unchanged from Budget 2023, oil price assumptions are in line with our expectations in current year, with heightened volatility
ahead. The WTI price assumption remains unchanged at US$79/bbl in FY24 for Alberta and US$79.5/bbl for Saskatchewan. Oil prices
should continue facing headwinds from a bleak global outlook that could dent fuel demand, while supply-side politics likely put a floor on
prices. Alberta assumes WTI prices will gradually moderate in FY25 and FY26 to an average of US$76/bbl and US$73.5/bbl, respectively—
more conservative than the private-sector averages and Scotiabank’s latest forecasts for both years, signalling prudent planning given the
high sensitivity to oil prices.

Provinces were able to rein in spending in an environment of high inflation and rapid population growth, but spending levels remain
elevated with more pressure down the line. Excluding the impact of population growth, program spending per capita is projected to
plateau in FY24, maintaining a relatively flat trajectory after swelling by over 20% since the onset of the pandemic (chart 5). Alberta stands
as the exception where the government has made conscious efforts to align per capita spending with levels more consistent with Ontario
and British Columbia. Under their current plans, the largest four provinces plan to sustain their current levels of per capita spending over
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the medium-term, facing increasing challenges amid no shortage of spending pressure.
The forthcoming 2024 budgets are likely to reveal heightened spending commitments as
provinces respond to the energy transition and other structural challenges.

Despite some drawdowns, the largest four provinces kept an ample level of prudence—
setting the stage for narrower deficits should stronger growth transpire (chart 6).
Ontario dialled back on medium-term provisions, but the remaining financial buffer is still
sizable. Both British Columbia and Alberta maintained similar levels of prudence as in
Budget 2023, with Alberta drawing from its current-year reserve to fund expenses related
to wildfires. Quebec’s annual drawdown of $1bn from the contingency reserve enables
the province to keep its consolidation path but leaves no provision over FY25-FY26.
Hence, we could anticipate further downward revisions to its medium-term bottom line
should the economic outlook deteriorate more than anticipated.

TREADING CAREFULLY WITH A GROWING DEBT BURDEN

While generally stable, the deterioration in FY24 bottom lines hampers the consolidation
path across most provinces and adds further pressure to provinces’ elevated debt burden.
Though the aggregated provincial deficit at -$12 bn is less alarming when compared to the
-$40 bn federal government shortfall, it remains high as a share of output in some provinces
such as Manitoba and British Columbia. Meanwhile, the aggregate net debt-to-GDP ratio is
projected to reach 29.4% in FY24 with an anticipated further increase surpassing 30% in the
upcoming fiscal years (chart 7).

Most provinces raised their estimates of debt servicing costs at mid-year due to a higher-
than-anticipated interest rate trajectory, but the overall impact remains constrained as it
was offset by lower projected net debt. Alberta projected the highest increase in debt serving
costs—still the lowest among the provinces as a share of total revenue. Due to the longer-term
nature of their debt structures, the higher interest rates do not currently pose a significant risk
to provincial finances. The provinces’ debt service ratio is slowly edging up but still hovers
around historically low levels (chart 8).

With some deterioration in budget balances, most provinces will need to either borrow more
or find alternative funding sources to cover the increased shortfalls (table 1). Ontario,
Saskatchewan and Newfoundland and Labrador expanded their borrowing programs, with
Manitoba likely following suit. Quebec and British Columbia managed to reduce FY24
borrowing with funding from alternative sources. The Maritime provinces should be able to
keep their financing needs relatively unchanged. Over the medium-term, Ontario, Quebec and
British Columbia all expect to maintain higher levels of borrowing.
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Provincial Aggregate Debt-Service Ratio
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Table 1: Long-term Borrowing Requirements

FY24 - FY24 - Changein
Budget23 FallUpdate Budget Balance
NL 15 2.2 0.0
PE 0.4 - (0.0
NS 2.0 - 0.0
NB 12 12 (0.0
QC 295 219 0.0
ON 275 347 (4.3)
MB 47 - (1.2)
SK 17 2.4 (1.3)
AB 6.7 - 31
BC 18.9 17.7 (1.3)
Sources: Scotiabank Economics, Budget Documents.
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