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Will Stimulative Fiscal Policy Make All the Difference?  
Breaking the recent global pattern of resorting to negative interest rates to spur economic growth, 
Canada is instead embracing fiscal stimulus. The lessons learned here could be instructive to any 
economy seeking to avoid the liquidity trap and resist the siren calls of negative interest rates. 

Canada is not a perfect laboratory and it is not the only economy that is ramping up government 
spending. However, it is the 11th largest economy in the world and what happens in Canada will 
serve as a litmus test for stimulative fiscal policy in today’s global economy. 

A well-timed fiscal stimulus plan in 2009 played a role in Canada’s relative outperformance in the 
wake of the recession, at least until the plunge in oil and other commodities hobbled growth and 
put downward pressure on the Canadian dollar (Figures 1 & 2). Advocates of the new fiscal 
spending plan included in the 2016 budget announced this week are no doubt hoping for a similar 
outcome. 

Figure 1 

 

 

Figure 2 

 

Source: IHS Global Insight and Wells Fargo Securities, LLC 

In this piece, we offer a high-level summary of the new budget and fiscal spending plan and 
consider the prospects for growth in Canada. The takeaway is that the 2009 fiscal stimulus plan 
was just one of many favorable dynamics during that period, and this time Canada will not have 
the wind at its back. That said, with a low debt burden, Canada is on firm footing in terms of its 
debt sustainability, at least relative to other advanced economies. 1 That puts it in a better position 
than most to offset the negative effects of the low oil price and tepid global growth environment. 
However, the fact that there is no official guidance on when the fiscal budget will return to 
balance is a significant shortcoming. 

                                                             
1 See “Which Countries Have Government Debt ‘Issues?’” (Mar. 1, 2016), which is available upon request.  
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Canada Is a Good Test Case for Other Economies 
Over the past few years, five foreign central banks including two major central banks, the 
European Central Bank (ECB) and the Bank of Japan (BoJ), have taken policy rates into negative 
territory. In most cases, the objective is to boost inflation by inducing the private banking sector 
in these economies to lend more. Central banks’ success with these measures has been fairly 
mixed. The Bank for International Settlements recently noted in a paper that “there is great 
uncertainty about the behavior of individuals and institutions if rates were to decline further into 
negative territory or remain negative for a prolonged period.”2  

As some central banks appear willing to explore options past the zero bound, it will become 
increasingly important to monitor the effects on the financial systems and, more broadly, the real 
economies of these countries. The need for more than just monetary policy easing is also 
becoming more plainly apparent. Case in point: at its most recent meeting, ECB President Mario 
Draghi stated that he did not anticipate further rate cuts, while the accompanying press statement 
noted that “fiscal policies should support the economic recovery.” In our view, the ECB was 
sending a signal to European politicians that they cannot sit idly by while it does all the heavy 
lifting. There is a need in the Eurozone for structural reforms and for fiscal expansion.  

Canada is not a perfect laboratory; it is not particularly large and it remains focused (critics might 
say dependent) on foreign trade and commodities. It is also not as though Canada invented 
stimulative fiscal policy. The governments of many economies boosted spending after the global 
recession. Japan’s roughly $116 billion stimulus package in 2013 is the largest recent example. 
However, Japan’s situation is unique and for a number of reasons the experience there is less 
instructive for economies seeking alternatives to ultra-stimulative monetary policy. While it is not 
the perfect proxy, Canada is the 11th largest economy in the world with a robust service sector and 
is a manufacturing base for automobiles and aircraft. What happens in Canada in the next few 
years will be seen by some as a litmus test for stimulative fiscal policy in today’s global economy.  

Many of the Supporting Factors from 2009 Have Gone Away 
A well-timed fiscal stimulus plan announced in the 2009 budget played a role in Canada’s relative 
outperformance in the post-recession years. Yet, that was just one of many favorable dynamics. 
Unfortunately, many of the other factors that also helped propel growth during that period are 
not as well positioned to offer similar support today. Canadian consumers were less burdened by 
debt (Figure 3) and its housing market was not as frothy then as it has become today (Figure 4). 

Figure 3 

 

 

Figure 4 

 

Source: IHS Global Insight, Federal Reserve Board, S&P/Case-Shiller and Wells Fargo Securities, LLC  

                                                             
2 Bech, Morten L. and A. Malkhozov (2016): “How Have Central Banks Implemented Negative Policy 
Rates?”  
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There was also a post-recession bounce-back in global GDP in 2010, which made for a better 
global demand environment than that which prevails today. Global GDP growth in 2010 was  
5.4 percent; we are forecasting global growth of just 2.8 percent for 2016 (Figure 5). 

Also, fiscal policy was augmented by considerable monetary policy accommodation. The Bank of 
Canada’s (BoC) cut its overnight rate from 3.00 percent to 0.25 percent in a span of about  
six months between late 2008 and April 2009 (Figure 6). While the overnight rate is still low 
today at 0.50 percent, it comes after many years of very low interest rates which does not provide 
the same psychological lift as steep rate cuts. 

Finally, oil prices rose from less than $35/barrel in early 2009 to more than $100/barrel by early 
2011; a similar price rebound in today’s oversupplied market seems unlikely, to say the least. 

Figure 5 

 

 

Figure 6 

 

Source: International Monetary Fund, Bloomberg LP and Wells Fargo Securities, LLC 

The fact that these other factors may be less supportive today than they were earlier in the cycle is 
no reason to forego the stimulus plan or dismiss the new budget. It does, however, suggest to us 
that the seeds of the new fiscal budget are being planted in less fertile ground today, with at least 
one exception. Low oil prices have gone hand-in-hand with the drop in the value of the Canadian 
dollar over the past year and a half or so. Thus far, the oil price declines have largely been a 
negative for Canada’s economy as business investment spending has been cut dramatically. 
However, the positive effects may just now be coming into focus. A weak Canadian dollar should 
be supportive of gains in exports this year and discretionary consumer spending should be 
augmented by energy spending related savings. 

High-Level Summary of the Budget & Fiscal Spending Plan 
The comprehensive details of the Canadian government’s new plan are spelled out in a 271 page 
budget report issued by the Department of Finance.3 The new budget plan combined with recent 
tax policy changes represents a shift to more liberal policy, essentially reflecting the outcome of 
the 2015 elections which swept Prime Minister Trudeau into power.  

This is not purely an “infrastructure program” or a “green jobs” initiative. It is rather a quite 
broadly-based spending program that increases the size of the budget deficit by nearly three times 
the amount discussed during the election. It offers something for almost everyone (except higher 
income individuals, whose tax rate climbed to 33 percent in 2016 from 29 percent previously). 
The budget proposes investments of roughly C$50 billion (roughly $38 billion USD) over  
six years.  

                                                             
3 A PDF of the complete plan is posted on the website of the Canadian Department of Finance here: 
http://www.budget.gc.ca/2016/docs/plan/budget2016-en.pdf 
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The cost of these investments will mark an increase in the budget deficit to C$29.4 billion the 
current fiscal year (FY) and gradually shrinking to a deficit of C$14.3 billion by FY2020-2021. 
This marks an increase in the estimated size of the deficit compared to the February outlook 
(Figure 7). Notably, there is no mention of a balanced budget in five years, which had been a pillar 
of the election platform. 

Figure 7  

 

Source: Canadian Department of Finance, IHS Global Insight and Wells Fargo Securities, LLC 

The budget is organized into five key priorities which we briefly summarize here: 
 

1. “Help for the middle class” 

The new budget introduces the new, tax-free Canada Child Benefit which increases the payments 
by up to C$1,548 for a total of up to C$6,000 annually for qualifying families. There are also 
measures to boost investments in student financial assistance so that Canadians do not have to 
pay back student loans until they are earning more than C$25,000. These measures augment a 
new lower tax rate for the second-lowest tax bracket (those earning C$45,282-C$90,583 now pay 
20.5 percent, compared to 22.0 percent previously).  

2. “Growth for the middle class” 

Rather than just direct spending on the middle class, this priority is directed toward spurring the 
economy in a way that will boost the middle class. Generally, this is achieved through 
infrastructure spending. In the next two years, the government will spend about C$6.8 billion 
more than what is already on the books for federal infrastructure spending. The election rhetoric 
talked about increases of C$5 billion or more, so the outturn here is a bit disappointing. The 
infrastructure improvements focus on green infrastructure, water treatment facilities, public 
transit and senior centers. 

3.  “A better future for Indigenous peoples” 

Initiatives here also show up in other areas; the aforementioned education and infrastructure 
investment, for example, are highlighted as being particularly helpful for Canada’s indigenous 
peoples. There are also specific line items for additional housing investments for “First Nations, 
Inuit and Northern Communities.” There are also designated lines within specific investment 
plans set aside for indigenous peoples. For example, of the C$500 million to be invested in early 
learning and child-care assistance, C$100 million is earmarked for indigenous peoples. 

4.  “A clean growth economy” 

The new budget allows for strategic spending in clean technology and takes measures to address 
the causes and effects of climate change. Through 2018, “green infrastructure” spending adds up 
to C$1.8 billion. There is also a provision for C$2.9 billion to combat climate change through a 
number of measures, including the establishment of a pan-Canadian framework for reducing 
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pollution, measures to reduce emissions in the transportation sector and funding for education 
and science studies to better understand climate change. 

5. “An inclusive and fair Canada” 

To promote this last priority, the new budget allocates C$2 million to fund a yet-to-be-created 
“Disabilities Act” to promote equal access to public resources. There is C$670 million set-aside to 
increase government payments to single seniors living in poverty. There are rollbacks to 
reinstitute younger ages for retirement benefits under the Old Age Security program as well as 
enhanced services and benefits for veterans. There are also small earmarks for a range of health 
related programs from concussion management to nutritional education and food safety. 

Implications for Growth and the Bank of Canada 
The finance department estimates GDP growth will be augmented by 0.5 percentage points this 
year and one full percentage point next year. It is always difficult to measure the impact of 
stimulus spending because of the intractable question of the extent to which private spending 
increases as a result of the boost in expectations related to the fiscal measures. Our own 
expectations are somewhat less sanguine than the official government estimates. The C$50 billion 
increase in spending announced in this budget comprises roughly 2.5 percent of the C$2 trillion 
Canadian economy, but that is spread out over six years.  

The prior stimulus program can be instructive here. In 2009 and 2010, quarterly government 
spending numbers jumped around in the official GDP report, but the average growth rate was 
2.0 percent. Replacing our current forecast for government spending with 2.0 percent for the next 
two years adds 0.1 percent for each year which would put our forecast for 2016 at 2.1 percent and 
2017 at 2.6 percent. Between now and our next forecast update in April, we will try to improve 
that estimate based on how spending in other areas might be affected by the new budget. 

We have maintained for some time that the Bank of Canada (BoC) would remain on hold for some 
time and that barring another steep decline in oil prices, the next move would be a rate increase. 
The fiscal stimulus buys the BoC more time to remain on hold. The fact that CPI inflation is 
running at 1.4 percent and core CPI is at 1.9 percent also suggests there is no need for a rate cut at 
this time. At its April 13 meeting, the BoC will update its growth outlook based on the new budget. 

Conclusion 
Canada’s new budget and the associated fiscal stimulus plan are a novel break from the recent 
pattern of advanced economies that have embraced negative rates, and the lessons learned here 
could be instructive. 

The success of the well-timed fiscal stimulus plan in 2009 is not likely to be repeated as the 
economic backdrop is starkly different today. That said, with a low debt burden, Canada is on firm 
footing in terms of its debt sustainability. On that basis, it can “afford” to offset the negative 
effects of the low oil price and tepid global growth environment with a spending plan. The fact 
that there is no official guidance on when the fiscal budget will return to balance is a significant 
shortcoming, however.  

The Department of Finance estimates GDP growth will be augmented by 0.5 percentage points 
this year and one full percentage point next year. We think the add-on effects are somewhat 
smaller than that and we will get more specific in our next forecast update in April. With inflation 
close to target and a fiscal solution being offered, the BoC is in the somewhat unique position 
among the world’s central banks in that it gets to take a breather and see how effective the new 
fiscal stimulus plan turns out to be. 
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next year.  
 
 
We are less 
optimistic. 
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