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Quebec’s Minister of Finance Michel Audet tabled his 2007-2008 budget this afternoon. Elections are in the air. In any event,
this budget annoucnes personal tax cuts starting on January 1, 2008. Many improvements are proposed with respect to the
taxation of students and their parents, namely through a grant on contributions to a registered education savings plan. Tax
relief for certain corporations is also announced.
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Quebec grant related to an RESP contribution

Quebec will be providing a grant similar to the federal
government’s grant for any contribution made to a
registered education savings plan (RESP) after February
20, 2007 with respect to 2007 and the following years. The
basic grant will be equal to 10% of the contributions made,
up to a $200 maximum. This amount will be increased for
low-and middle-income families.

The plan trustee, for instance Fiducie Desjardins or Valeurs
mobilieres Desjardins, is the one that will claim the grant no
later than 90 days after the end of the financial year of the
trust. To benefit from this grant, the trustee must have
reached an agreement on the payment of the grant with the
ministere du Revenu du Québec. As a result, the trustee will
have many obligations, including the follow-up and the
allocation of assistance payments for studies between the
amounts paid into the plan before, during and after the year
the Quebec terms and conditions come into effect.

Other information is presented in the Measures affecting
individuals section.

Reduction in the tax rate applicable to passive income

The passive income earned by a corporation is currently
taxed at a rate of 16.25%. The budget proposes to reduce
this rate to the rate applicable to the active income ineligible
to the small business deduction.

MEASURES AFFECTING DESJARDINS - CORPORATE

Tax rates applicable to passive income are as follows:

2007 (up to 2007 (after
February 20) February 20) 2008 2009
16.25% 9.9% 11.4% 11.9%

For Desjardins entities, this measure is mainly intended
for taxable capital gains.

For fiscal years straddling the dates mentioned earlier,
the applicable rate will be a weighted rate reflecting the
number of days of the taxation year in each of these
periods.

Adjustment to the SME growth stock plan (Accro
PME)

For the purposes of the ACCRO PME plan, an investor
can sell securities in his account with no tax incidence
provided he acquires replacement securities within 21
days of such date. The budget proposes that,
retroactively to January 1, 2007, the replacement
securities be bought before the end of the second
month following that of the sale.

Bear in mind that the Accro PME plan was introduced in
the April 21, 2005 Quebec budget and reproduces most
of the application details of the former stock savings
plan.
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MESURES AFFECTING INDIVIDUALS

Personal Tax Cuts

Starting in 2008, it is proposed to increase by 7% the
income brackets of Quebecers, which will mean personal
tax cuts totalling $250M.

The rates and tax brackets in effect and proposed are
indicated in the following table:

Thresholds and ceilings applicable to 2007-2008 tax brackets

Marginal rate Tax bracket 2007 2008 ($)*
(%) %) Before budget After budget
16 Equal to or less than 29,029 29,875 32,000
20 Over but 29,029 29,875 32,000
not exceeding 58 595 59,765 64,000
24 Over 58,595 59,765 64,000

(1) The thresholds and ceilings have been adjusted using an estimated index of 2%.

After 2008, the thresholds and ceilings will be indexed to
account for inflation.

The following table presents the savings for individuals
depending on the various levels of taxable income:

Income ($): 25,000 50,000 75,000 100,000 150,000

Savings ($): O 85 254 254 254

Refundable tax credit related to an RESP contribution

To encourage parents to save for their children’s post-
secondary education, Quebec will provide a 10% grant, to
an annual maximum of $200, for any contribution paid into
a registered education savings plan (RESP) after February
20, 2007 for children under 18.

This credit can be increased for low- or middle-income
families. As a result, middle-income families will be entitled
to a 15% grant (rather than 10%) on the first $500
contributed. This rate will go up to 20% for low-income
families.

For a $2,000 contribution, the contribution of the
Quebec government will then be:

v $200 (or 10%) for family income over
$74,357;

V' $225 (or 11.25%) for family income between
$37,178 and $74,357;

v $250 (or 12,5%) for family income equal to
or under $37,178.

The Quebec grant will then be equal to 50% of the
grant received in accordance with the Canada
Education Savings Grant. Over the years, the grant
cannot exceed $3,600 per eligible beneficiary and will
eventually be included in the beneficiary’s taxable
education assistance payment. As is the case at the
federal level, the grant will be deposited in the RESP.

Provisions have been made for the Quebec grant to
be refundable to the government in some situations, in
accordance with similar federal terms and conditions.

Tax credit for minor children engaged in post-
secondary studies

When parents take care of a minor child who is
engaged in post-secondary studies, they must take
into account in establishing the amount for post-
secondary studies the net income of the child, even if
it may be made up of tax exempt income, such as
scholarships. When students calculate their income
tax, they pay 16% on the first bracket of income while
the parents lose 20% on the same income when
calculating their credit.

It is proposed that starting in 2007, the amount for
post-secondary studies (i.e. $1,860 per term for a
maximum of two terms) be reduced by 80% of the
child’s income for the year, determined regardless of
scholarships, fellowships and awards received during
the year and which give rise to a deduction in
calculating the taxable income for the year.
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Replacement of the tax credit for adult children
engaged in post-secondary studies

As is the case for minor children, the Quebec taxation
system provides a tax credit to parents for adult children
engaged in post-secondary studies. In 2007, the amount
used for the purpose of calculating this credit is equal to
$1,860 per term, for a maximum of two terms. To establish
the amount parents are entitled to, they must take into
account the income of the child for the year. As mentioned
previously with respect to minor children, parents must
consider the net income of the child, even if the net income
is made up of tax exempt income, such as scholarships.

Starting in 2007, this credit is replaced by a transfer
mechanism. As a result, students 18 and over during the
year and engaged in eligible studies for at least two terms
will be able to transfer to one parent or the other the
unused portion of the basic tax credit for the year. In 2007,
the transferrable credit will be equal to the excess amount
of 20% of $6,650 on the tax payable otherwise by the
student for the year, before applying the tax credits. For
instance, a student with an income of $4,000 in 2007 who
has completed at least two terms will be able to transfer to
one parent or the other an amount equal to $690 (i.e. 20%
of $6,650 less 16% of $4,000). In this claculation, the tax
exempt income need not be taken into account.

The $6,650 amount will be reduced by $1,860 if there was
only one term. These amounts will be indexed annually to
account for inflation.

A student who will have transferred to one parent or the
other his/her basic credit will not be able to claim the
refundable tax credit granting a work premium.

Given that the credit for dependent children is replaced by
this transfer, an individual who used to be eligible to this
credit for single-parent family will be able to add an amount
of $1,465 to his/her amount for individuals living alone.

Transfer of the tax credit for tuition fees to the parents

As is the case at the federal level, in 2007, the portion of
the tax credit for tuition fees not used by the student to
reduce his/her income tax may be transferred to one of
his/her ascendants (father, mother, grandfather or
gandmother).

This credit may only be transferred to one of the
parents. The amount not transferred to a parent by the
student will be carried over in the future for him/her.
The parent to which the credit is transferred will have
to use the credit in the given year.

Enhancement of the tax credit for retirement
income

Starting in 2007, Quebec proposes to increase from
$1,000 to $1,500 the amount used to establish the tax
credit for retirement income. However, this amount is
reduced by 15% for each dollar of family income that
in 2007 exceeds $29,290. Bear in mind that this
amount was increased from $1,000 to $2,000 by the
federal government in 2006.

The eligible retirement income to this tax credit
includes payments of a life annuity out of a pension
plan, annuity payments under a registered retirement
savings plan or a DPSP as well as payments out of a
RRIF.

Simplification of the refundable tax credit for child
care expenses

Starting in 2007, the application of some terms and
conditions of the tax credit for child care expenses are
changed. As a result, child care expenses that can be
claimed will not be limited by the income level of either
of the spouses. Eligible expenses will no longer be
subject to a ceiling based on the lower net income of
one of the spouses. Expenses will remain eligible even
if one of the spouses satisfies the conditions
(employment or business income, return to school, job
searching mainly). For instance the head of a single-
parent family declaring business income below the
child care expenses incurred, without any other
income earned, will now benefit from the full value of
the tax credit. The annual ceilings and the rates will
remain the same.

Please note that $7 child care expenses are still not
eligible in Quebec for the purpose of calculating the
refundable tax credit for child care expenses.
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Refundable tax credit for individuals providing
respite to informal caregivers

Starting in 2007, informal caregivers will be able every year
to allocate a maximum amount of $500 (maximum of a
total of $1,000) for the purposes of a tax credit to any
individual who provides them with a total of at least 400
hours of volunteer service during the year. The natural
caregiver will have to indicate on a precribed form the
amount that he/she attributes to another individual. Close
relatives (father, mother, child, brother or sister of the
person benefiting from the care) will not be eligible to this
new credit.

As a result, the volunteer will be able to claim the tax credit
in his/her income tax return (maximum $500) in as much
as:

v" he/she provided the equivalent of one day a
week of respite during a year to the same
natural caregiver without remuneration;

v hel/she has received a statement from the
natural caregiver indicating the length of the
services and the level of the determined tax
credit ;

v" he/she was not part of the immediate family of
the care beneficiary.

Commitment of the government to promote phased
retirement

In last year’'s budget, the government had announced that
it wanted to implement various measures designed to
promote phased retirement.

In November 2006, the Quebec government adopted a
recommendation authorizing the ministére des Finances
du Québec in co-operation with the ministére de I'Emploi et
de la Solidarité sociale and the Régie des rentes du
Québec to continue discussions with the federal
government on the possible application of new provisions
making phased retirement easier.

In this budget, the government is releasing a document
entitled “Promoting phased retirement,” in which it
presents the detailed analysis of the proposals that were
expressed.

The scenarios that were studied are a phased
retirement allowed at:

v' 55 years of age,

v" 60 years of age or 30 years of service or

v" 60 years of age or 30 years of service, with
bridging benefits.

Free medication for the most disadvantaged

Quebec aims to extend free medication to the most
disadvantaged starting on July 1, 2007. So, 280,000
financially wvulnerable citizens will receive their
medication completely free of charge. The targeted
individuals are:

v" 29,00 individuals 65 and over receiving 94%
or more of GIS who will not have to
contribute when purchasing medication;

v all employment assistance recipients,
including those who do not suffer from a
severely limited employment capacity and
who will be able to acquire the medication
prescribed by their physician completely free
of charge.

Rise in the refund of the Quebec sales tax on a
hybrid vehicle

The Quebec government had announced a Quebec
sales tax refund of up to $1,000 on the purchase or
lease of a hybrid vehicle. This amount is increased to
$2,000 for all eligible vehicles leased over the long
term or purchased after February 20, 2007 and before
January 1, 2009.
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MEASURES AFFECTING BUSINESSES

Reduction of the corporate tax rate aplicable to
passive income

This measure described in the Desjardins-Corporate
section concerning the reduction of the corporate tax rate
applicable to passive income also applies to other
coporations.

Extension and improvement of the capital tax credit for
new investments in manufacturing and processing
equipment

Corporations that invest in manufacturing and processing
equipment benefit from a 5% capital tax credit on eligible
investments made before January 1, 2008. This budget
proposes to increase to 10% the capital tax credit rate for
investments made after February 20, 2007 and to extend
the period to eligible investments made before January 1,
2013.

The budget also proposes to extend by 3 years the period
during which some investments carried out in the forest
sector are entitled to an increased capital tax credit of 15%,
i.e. until December 31, 2012.

Increase in the tax on capital exemption threshold of a
farming corporation or a corporation that carries on a
fishing business

The budget proposes to increase from $400,000 to $5M
the deduction in the paid-up capital of a farming
corporation or a corporation that carries on a fishing
business for the taxation years ending after February 20,
2007.

Measures concerning scientific research and

experimental development

The budget proposes to broaden the eligibility for fiscal
assistance provided for R & D activities that is
currently given to Quebec corporations that carry out
commercial activities in Canada and research work in
Quebec.

Reduction in the tax holiday granted to
manufacturing SMEs in remote resource regions

An eligible corporation can benefit up to December 31,
2010 from a tax holiday representing 75% of the
income amount from an eligible corporation, a 75%
deduction in the calculation of the paid-up capital for
the purposes of the tax on capital and a tax holiday
with respect to the employers’ contribution to the FSS
thar represents 75% of the wages paid. The budget
proposes to reduce the 75% rate to 50% for the 2008
calendar year and 25% for the 2009 and 2010
calendar years.

Various measures
Other measures were also announced:

v" intensifying the fight against tax evasion;

v" increasing debt collection activities for unpaid
taxes;

v’ increasing various tax credits related to culture
(Quebec movie or television production, audio
recordings, book publishing).
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Since the beginning of the decade, program spending
is growing as fast as the economy
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Growth in program spending is turning out to be lower
than in most other provinces
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and above the $995M difference to be absorbed in
2008-2009) and the increase in program spending turns
out to be lower than the estimates of the ministére des
Finances on the growth of nominal GDP. In fact, the
weight of the program spending of the Quebec government
remains around 18%, the average since fiscal
1999-2000. Thanks to this restraint, the Liberal
government expects to repeat its performance with re-
gard to the progress of program spending, which turned
out to be the lowest among Canadian provinces since
2003-2004, except for British Columbia.

The most expensive measure for the Minister of Finance
involves the increase in the taxable income threshold of
the tax table for individuals starting on January 1, 2008.
The shortfall for the government will reach $50M for
2007-2008 and $250M for 2008-2009. All the initiatives
aimed at lightening the tax burden of individuals, including
many measures on retirement income, will cost $166.8M
in 2007-2008 and $539.3M in 2008-2009.

Many measures aimed at encouraging the development
of regions are also announced. Among them, are the
amounts for the Fonds de développement régional and

the support for the development of niches of excellence.
These measures total $138M for 2007-2008 and $143M
for 2008-2009. Over five years, $825M will be allocated
to these initiatives.

Inthis budget, Minister Audet is also looking to encourage
private investments by businesses, namely in the
manufacturing sector that is experiencing serious
difficulties in the current economic context. The key
investment support measure aims at getting rid of capital
tax on new investments and eliminating the tax applicable
on the facilities and current equipment for manufacturing
businesses. For the coming fiscal years, the amounts will
reach $74M in 2007-2008 and $171M in 2008-2009.
Over five years, some $840M will be allocated to this tax
easing for businesses. By 2012, the government expects
to have cut capital tax by 92% for businesses in the
manufacturing sector and by 57% for businesses involved
in other sectors. According to Minister Audet, investment
taxation will at that point be comparable to that of Alberta.

Other budgetary measures are intended to promote
culture with a little under $40M allocated over two years.
There are also amounts for public transit, namely for the
funding of the Montreal metro. In contrast, the government
will collect $20M over two years as it gradually cuts the tax
holiday for resource regions.

Federal Transfers and Fiscal Imbalance

Even if the fiscal imbalance issue between the federal
government and the provinces is not settled yet, the
ministére des Finances still anticipates a significant
increase in federal transfers. As a result, the federal
transfers should increase by 9.9% in 2006-2007 zooming
up to 11.7% in 2007-2008, due to the increased
equalization income stemming from the announcement
by the federal government last January 16. The ratio of
federal transfers on all budgetary revenues should then
reach 20.3% in 2007-2008, i.e. the highest level ever in
over 10 years.

These transfers could increase even more in the near
future as the federal government recently announced
that it wanted to fully or partly settle the fiscal imbalance
issue in its next budget. Even if we will have to wait for the
tabling of Minster Flaherty’s budget, planned for
March 19, 2007, to know in detail the additional amounts
that will be paid to Quebec, we can hope that the federal
government will transfer part of its financial leeway to the
provinces.

Even if these additional amounts are not included in
today’s budget, the Quebec governmentis visibly counting
on an increase in federal transfers over the next few

~\




Economic Studies

www.desjardins.com/economics

Federal transfers are growing rapidly in 2006-2007
and 2007-2008
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years. For instance, a significant share of a possible
increase in transfers could, according to Minister Audet’s
comments, be used to absorb the $995M shortfall identified
for 2008-2009. In such a case, the surplus of new federal
transfers could fund new initiatives in education or health.
We would hope however that the Quebec government
limit its new programs and that it allocate part of its new
leeway, like the Federal government did, to establishing
a contingency reserve and a controlled plan for a genuine
repayment of the debt. This strategy has proven itself in
Ottawa as the net debt of the federal government has
gone down by $72B since 1996-1997 (i.e. from 72% to
38% of GDP ratio).

Impact on Financial Markets

The budget tabled today by the ministére des Finances
will have very little immediate impact on financial mar-
kets. Not only does the likely election call on Wednesday
mean thatitis possible that this budget will never be voted
upon, but the new proposed initiatives are all in all very
modest. Admittedly, investors could be put at ease by the
$1.7B deposited in the Generations Fund by 2008-2009,
although we mentioned previously that these amounts
are clearly inadequate to prevent an increase of the debt.
As a result, the relative debt situation of Quebec in
comparison with other provinces should not improve
significantly and we foresee no great fluctuations in the
spreads between the interest rates of debt instruments of
the Quebec government and those of other provinces.
However, we must underline once again that the lack of
a genuine contingency reserve ensures that the
government’s financial framework remains vulnerable to
the ups and downs of the economic, political and financial
conditions.

Conclusion: a Non Electoral Budget

On the eve of an election call, it was feared that minister
Audet’s last budget would be filled with a host of
announcements aimed at satisfying a wide range of
electors. However, the new initiatives unveiled today are
all in all relatively limited and, for the most part, they stay
within the relatively shaky financial framework of the
government of Quebec. The ministére des Finances
simply did not have the means to embark on large-scale
measures. Bear in mind that the 2006-2007 budget year
would have ended on a deficit were it not for the sale of
almost $1B of Hydro-Québec assets and that a shortfall
of alImost $1B remains for fiscal 2008-2009.

In addition, the pre-budget consultations of the last few
weeks seemed to suggest that today’s budget would
focus onthe different regions of Quebec. But the budgetary
measures aimed at the regions are finally relatively
limited, which could cause some disappointments. The
new specific initiatives for the regions total a mere $138M
for 2007-2008, which represents only 33% of all the new
measures. Bear in mind that Quebec has 17 administra-
tive regions and that, as a result, each of them will only
receive on average around $8M in 2007-2008.

In closing, keep in mind that this budget may never be
adopted by the Assemblée nationale. Depending on the
result of the coming elections, a win by the Parti Québé-
cois or the Action démocratique du Québec or even the
election of a minority government could probably mean
that an entire new budget would be tabled in the spring for
the 2007-2008 budget year.






