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The other ‘G’ in GDP

By Ethan Currie, Taylor Schleich & Warren Lovely

There are many ways to dissect the quarterly national accounts in the
most normal of times, but considering the economic volatility in 2025,
these data offer up even more at this juncture. With annual figures now
available, we already explored Canada-U.S. growth differentials (here).
This Market View looks at another important ‘G’ within the GDP report—
we’re talking about the government sector, of course! Read on for an
overview of how public expenditures are driving economic growth in
Canada, where this spending is concentrated (hint: military capacity), and
what it suggests for the fiscal and rates outlook.

Chart 1-4: Canadian government expenditures have decisively outpaced
broader economic growth over the past decade. More recently, sluggish
private sector investment has been partially offset by a growing public
footprint. While private investment has been flat-to-negative in the past
three years, public sector fixed capital has expanded at a healthy CAGR
of 3.5% over that period (compared to 1.7% for overall GDP).

Canada has lagged U.S. growth (and productivity) in years since the
pandemic, while the government share of GDP in the two countries have
moved in opposite directions. Indeed, government expenditure growth is
the only area where Canada holds a relative edge when compared to the
U.S. GDP picture, where growth in other components are much more
impressive south of the border.

Chart 5-6: Thankfully, the share of Canadian ‘G’ allocated to fixed capital
(as opposed to consumption) is growing. While not at record highs yet,
this is reflective of prior infrastructure commitments, and shows early
promise of the recently unveiled Canada Defence Industrial Strateqgy.

Chart 1: ‘G’ has propped up GDP in Canada since COVID
Canadian GDP, gov't expenditure (G), and GDP ex. G, indexed to 2015
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These plans were quantified in Budget 2025, which revealed a change in
trajectory away from program spending and towards capital-intensive
projects. We explored Budget 2025 in more detail here.

Chart 7-10: Zooming in, government investment in the defence sector is
making strides never seen before. Ambitious NATO spending targets
(one of which achieved in 2025) suggest that growth here will continue,
which lends itself well to the prospect of productivity enhancement.
Historically, as Canada’s military spending declined, the country’s
manufacturing footprint and labour-productivity growth weakened in
tandem. Over time, higher defence expenditures could help re-energize
Canada’s manufacturing base, which has steadily lost global relevance.

Chart 11-14: This government impulse won'’t come without a fiscal price
tag, however. While investment is picking up at the federal level, this is
true for every stage of government, and it remains that the bulk of capital
spending takes place at the provincial level. With operational spending
pressures / deficits also evident, net borrowing requirements are set to
increase and debt burdens are pointed higher as a resullt.

Expansionary policy, like in the U.S., is set to keep the sovereign yield
curve at relatively steeper levels. A net debt edge provided by an
actuarially sound public pension sector, combined with the
investment-intensive nature of Canada’s fiscal outlook is reflected in a
more modest duration premium relative to other developed bond markets.
Indeed, the GoC longer-end has also fared relatively better in recent
episodes of fiscal anxiety-driven yield surges.

Chart 2: More recently, ‘G’ has been the clear growth driver
Real GDP growth, by component
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Note: In some cases, we combine GDP components (i.e., ‘G’ / government as the combination of government consumption and fixed capital formation). Chain-weighted data when combined are not
additive but discrepancies are small (+/- a few tenths of a %-pt). FDD = Final domestic demand, FPDD = Final private domestic demand (FDD-G).
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Chart 3: Relatively, ‘G’ contribution on the rise in Canada

Government expenditure as a share of GDP, since 2000: Canada & U.S.
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Chart 4: Without ‘G’, CA-US growth differentials even worse
Cumulative GDP growth diff since 2022, by component: Canada less U.S.
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Government contributions (consumption + investment) have propped up Canadian economic growth over the last half decade. These expenditures as a share of GDP are increasingly larger in
Canada than they are in the U.S. In fact, if it weren't for the government sector, cumulative growth in every component of GDP would fall short relative to the U.S. over the past three years.

Chart 5: Increased ‘G’ stemming more from investment..

Canadian gov't investment as a share of total gov't expenditure, since 1961
24 -

%

22

20

18

16

14

12

10 — T 7T T T T T T T T
- o o M N~ - 0 0 O NN - B o M N~ «— 0
© © ©O© N~ N~ 0 0 W 0O O O O O —w — N o
@D O O O O O O O O O O O O O o o o
- - v v v ¥+ ¥ v - - N N N N & N

Source: NBC, StatCan | Note: Red line denotes full data series average

Chart 6: ... showing early promise of renewed Budget focus
GoC accrual- and cash-based investment spending & total ‘enabled’ investment
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The ratio of government investment to consumption is the highest it's been in nearly a decade and now decisively higher than its long-term average. It's still early, but that's material evidence of a
‘spend less to invest more’ agenda—where program spending growth is set to hit the brakes (from an 8.1% CAGR in the past 10Y, down to 0.5% to 2029-30), and capital spending will keep pace.

Chart 7: Private investment flat, as ‘G’ steps in...
Real fixed capital formation growth: Private vs public
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Chart 8: ... with military-related spending leading the way
Government investment by major component (nominal, 4Q MA), indexed to 2015
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No, Chart 7 isn't missing a bar—in the last three years, private investment is flat-to-unchanged. Government investment has expanded at a healthy clip more recently, however, and that's been
driven by a massive surge in capital allocated to weapon systems. With another NATO target (3.5% core spending) in sight, there’s no question this subcomponent will remain in focus.
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Chart 9: Defence expenditures naturally a smaller ‘G’ driver
Share of government investment by major component, since 1961
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Chart 10: Where defence dollars go, industry will follow
Canada military expenditure (% of GDP) vs manufacturing share (% of world)
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Investment in weapons systems makes up a smaller % of overall gov't investment. For the first time ever though, it isn’t the smallest subcomponent, as investment here made its largest contribution
to total investment on record in Q4. Ottawa’s defence budget (as % of GDP) is set to be the largest in 70 years—promising for a sector that has key productivity implications.

Chart 11: Intensified ‘G’ footprint not without a fiscal cost
Canadian general government net lending (borrowing), since 2000 (4Q MA)
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Chart 12: Bulk of borrowing need stemming from provinces
Net lending (borrowing) by level of government, quarterly since 2021
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Of course, this government investment intensity is not without cost. Deficits, at every level of government, are higher than pre-pandemic levels and debt accumulation is set to continue. The national
net borrowing burden is shared, and increasingly represented by the provincial level—where 2026 budgets are already pointing towards sustained shortfalls amidst a challenging economic backdrop.

Chart 13: Fiscal edge will be helpful for ambitious targets...

General government gross & net debt-to-GDP ratios of G7 nations: 2025
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Chart 14: ... and bond markets tend to agree for now

10s30s yield curve: Canada, U.S., and G7 ex-Canada since 2025
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Though net borrowing requirements are structurally larger than pre-COVID, investment-driven deficits will be more well received than consumption-driven shortfalls. Canada’s relative net debt edge
should also ease fiscal expansion anxieties. Bond investors already concede this, as Canada has the flattest yield curve in the G7, and GoC 30s have fared particularly well in long-end shocks.
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