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Preface
MICHAEL WALKER

As Canada heads into the next century, the central issue of fiscal policy
is what we should do with the surplus. There are three possibilities: increase spending, reduce taxes, or pay off the debt. The purpose of this
book is to examine the options and to provide an economic analysis of
alternative outcomes. The focus of the book is that the choice that government makes will have direct implications for the comparative size of
the government and private sectors. In turn, this outcome has an implication for growth, employment, and future economic stability.
For some, the question of the size of government is purely political
and is not amenable to economic analysis. This view is reflected in this
volume. For others, the optimal size of government or the optimal tax
rate (which is the same thing in a balanced-budget world) is a technical
question that can be decided apart from political considerations. The
logic of the latter view seems unassailable when considered along the
following lines.
On the one hand, every Canadian would agree that a tax rate of
0 percent would be too low. Such a tax rate would provide no revenue
to government and, therefore, no government services would be possible. On the other hand, all would agree that a 100 per cent tax rate is
too high. Such a rate would imply that there was no private sector at
all, since all purchasing decisions would be made by government.
Somewhere between the 0 and 100 lies the optimal rate of tax.
In a similar logical fashion, one could eliminate tax rates as low as
10 or 15 percent or as high as 80 or 90 percent. The tax rate between
these boundaries that would be best for Canada can be subjected to
analysis. The higher the tax rate, the more government services can be
provided—though each additional dollar spent on programs beyond a
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certain level would be expected to produce less and less benefit. Moreover, the higher the tax rate, the greater the disincentives to economic
growth and increased employment.
So, while there are many political answers to the question, what
should be the size of government, there is an analytical approach that
will yield the optimal size of government from an economic point of
view. The essays published in this study approach the issue of the optimal size of government from a number of points of departure. In the
process, they provide a powerful framework for considering what
should be done with the fiscal surplus.
The Fraser Institute was pleased to host the conference that produced this collection of papers and hopes that they will stimulate more
cogent discussion of a very important topic. However, it must be noted
that the authors have worked independently and the views they express
may not conform with those of the members or of the trustees of The
Fraser Institute.

How to Use the Fiscal Surplus
What is the Optimal Size
of Government?

Introduction and Summary
HERBERT GRUBEL

When the conference How to Spend the Fiscal Dividend: What is the Optimal Size of Government? was planned in the summer of 1997, the Government of Canada was expected to present a balanced budget in the
upcoming fiscal year 1998/99 and, if tax rates and spending programs
remained unchanged, large annual surpluses in the following years.
These expected surpluses have become known as the “fiscal dividend”
because they are the return on the “investment” of fiscal restraint practised since 1993.
The government has only three ways in which it can use the fiscal
dividend: increased spending, tax cuts, and debt reduction. The papers
from the conference (Ottawa, December 3, 1997) published in this
book consider the allocation of the expected fiscal dividend among
these three competing uses. The well-being of future generations of
Canadians depends greatly on the choices the government will make.
History of imbalances and public opinion
Part One provides facts on which the economic and political analysis in
the rest of the book should rest.
Canada’s fiscal imbalances: history and options for the future
Herbert Grubel shows the changes in spending and revenue that have
taken place between 1993 and 1996. He demonstrates that the government eliminated the deficit mainly by means of revenue increases
3
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(75 percent) rather than spending cuts (25 percent). Well over half of
the revenue gains came from higher revenues from personal income
tax. About $21 billion was cut from program spending but $8 billion
of this was off-set by the cost of servicing the growing debt. Further,
$8.3 billion of the $21 billion was achieved through a reduction in
transfers to other levels of government—a reduction that provincial
governments blame for the cuts in spending on health, higher education, and welfare that they have had to make since 1993.
Professor Grubel also projects recent developments into the future
and shows likely annual surpluses of $47 billion by 2003/04. Some
simulations of the development of the ratio between debt and GDP and
cuts to personal income taxes show that the expected surpluses present
rich opportunities for lowering the burden of debt and shrinking the
size of government.
What do Canadians think should be done with the fiscal surplus?
Conrad Winn summarizes the results of a public opinion survey that
asked Canadians how they thought that the fiscal dividend should be
used. The most important result is that debt reduction is preferred by
41 percent, tax cuts by 27 percent, and increased program spending by
32 percent of Canadians.
These basic findings are analyzed in greater depth by considering
the demographic characteristics and regional residence of respondents.
For example, Albertans by a large margin prefer debt reduction while a
clear majority of Canadians in the Atlantic provinces want the government to use the fiscal dividend to increase spending. Forty-three percent of all Canadian men prefer debt reduction while only 37 percent
of women do.
The optimal size of government and public well-being
Part Two presents long-term and international perspectives on the optimal size of government. The findings presented provide powerful arguments for using the fiscal dividend for tax cuts and a smaller
government. Paying down the debt would produce the same results but
at a much slower pace. A smaller government would increase economic
efficiency and economic growth without significant sacrifices in indicators of social well-being.
Optimal levels of spending and taxation in Canada
In his paper at the conference, Professor Gerald Scully summarized the
main findings of his widely discussed studies of the relationship between government spending and economic growth in the United States
and New Zealand, drawing parallels to Canada. His theory and econo-
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metric methodology were used by Johnny Chao and Herbert Grubel in
a formal analysis of Canada’s historic experience. They show that between 1928 and the early 1960s increases in government spending and
taxation were associated with rising economic growth. However, after
1963, as the size of government exceeded 35 percent of GDP, further
increases in government spending were associated with a consistent reduction in economic growth. Their analysis concludes that economic
growth in Canada would be increased if spending were lowered from
its recent 48 percent of GDP to its historic optimum of 35 percent.
Such a reduction in spending and taxation would raise the economic
growth rate by 22 percent.
Can small governments secure economic and social well-being?
Ludger Schuknecht reports on work he had undertaken jointly with
Vito Tanzi at the IMF. The authors analyzed the relationship between
the government spending and economic growth of a number of countries over most of this century. They found that spending at up to
about 30 percent of GDP fosters economic growth; thereafter it has a
negative effect.
Most importantly, Schuknecht and Tanzi found that, once countries
exceed this optimum level of spending, they not only reduced economic
growth but also produced no or very minimal gains in social benefits.
Countries with high and “moderate” spending levels produce just about
the same life expectancy, infant mortality, educational attainment, and
environmental qualities. Only for income distribution do the countries
with high spending levels have a better record than those with low
spending. However, the gains are very modest. In high-spending countries, the poorest 40 percent of households receive 20.1 percent of all income; in countries with moderate and small governments, these shares
are 18.7 and 17.3 percent, respectively. According to this evidence, the
choice faced by Canada is whether these very modest gains in income
equality are worth the reduction in economic growth accompanying the
higher government spending needed to bring it about.
The underground economy: minimizing the size of government
Professor David Giles reports on his study of the hidden economy of
New Zealand using new data and methodologies. His estimates for
Canada suggest that the hidden economy is equal to 15 percent of GDP
and implies a loss of $35.5 billion in tax revenue.
Provincial politicians describe recent fiscal history
These chapters describe the recent history of fiscal restraint in Alberta,
Saskatchewan, and Ontario.
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Lessons from Alberta on fiscal dividends and taxation
Stockwell Day, the Treasurer of Alberta, relates his government’s path
from very high deficits to large surpluses. He describes the pressures
he faced for increased spending once surpluses had developed and how
his government’s legislated restrictions on spending helped him fend
off these demands. Mr. Day also discusses his government’s measures
to protect against the development of future deficits through prudent,
transparent, and binding budgeting procedures.
Balance: fiscal responsibility in Saskatchewan
Janice MacKinnon, Saskatchewan’s Minister of Economic and Co-operative Development, reports her government’s efforts to restore fiscal
balance while it protected social spending and encouraged economic
activity through subsidies and tax concessions. Her government’s success with these policies suggests that fiscal balance can be restored
even while the most important goals of spending are maintained.
Restructuring the government in Ontario
Ernie Eves, the Finance Minister of the Government of Ontario, reports
how massive fiscal restraint and tax reductions have been rewarded by
substantial growth in economic activity and government revenues,
much as historic and broader studies of the economists suggest in the
first part of this book.
Discussion of lessons from provincial politicians
This chapter is an edited transcription of a discussion among Mr. Day,
Ms. MacKinnon, and Mr. Eves that followed the presentation of their
papers at the conference; it includes answers to questions from the audience.
Views of business economists
Three professional economists from the private sector give their views
on how the government should spend the fiscal dividend.
Options on the fiscal dividend
John McCallum urges that current spending levels be considered in an
historical context. He notes that program spending relative to GDP in
1996 was at its lowest level since 1948. Because of economic growth
and a constant nominal debt, by 2006 the ratio of debt to GDP will be
lower than it has been since the mid-1960s. He argues that tax cuts
should focus on personal income tax rates, which are the highest
among the G7 countries, and not on payroll taxes, which are among the
lowest—lower even than those in the United States. Tax cuts should be
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designed to lower the very high marginal tax rates faced by people with
low incomes. These high marginal tax rates are the result of increased
incomes that lead both to a loss of government benefits and the payment of higher personal taxes. To discourage emigration from Canada
of people at the upper end of the income distribution, he also suggests
reductions in the high marginal tax rates that they face.
View of the Canadian Chamber of Commerce
Tim Reid, past-President of Canadian Chamber of Commerce presents
the views of the Chamber’s many members—views determined by an
extensive process of consultation before the conference. The Chamber
wants the government to “anchor” its gains by paying down the debt
and thus reduce the risk that high interest payments will once more result in deficits during future recessions. Mr. Reid urges the government
to set targets for debt reduction so it can be held accountable. He also
suggests lowering taxes, especially employment insurance premiums.
He asks that increased government spending be undertaken only after
careful analysis of the costs and benefits for each project—a process
that would lead to lower spending relative to GDP in the future.
View of CIBC Wood Gundy
Jeffrey Rubin of CIBC Wood Gundy opposes adamantly the government’s practice of playing down its success in fiscal restraint and understating the large surpluses that he sees already in existence or about
to appear in the near future. He is pessimistic about the political acceptability of using large surpluses to pay down the debt and urges, instead, that the fiscal dividend be used to reduce personal income taxes,
making Canada more competitive with other G7 countries. Mr. Rubin
estimates that all of the spending restraints of the last three budgets
will quickly be wiped out if the government adheres to its promise to
use 50 percent of future surpluses for increased spending.
Discussion of views of business economists
John McCallum of the Royal Bank of Canada believes that the optimal
size of government is a political question to be decided at the ballot box
and that economic analysis cannot provide the answer. This provoked an
extended exchange with Mike Walker during the discussion period, who
insisted that economists have important information about the costs and
benefits of government spending that voters need to consider before they
cast their ballots. This is so even in the case of spending for income redistribution and the inevitable ethical judgements, which should be
made rationally in the light of information about the reductions in economic growth that accompany policies of income redistribution.
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Views of the federal political parties
Preston Manning, Nelson Riis and Jean Charest explain the positions
of three major political parties. The Liberals had been invited but failed
to send a speaker.
View of the Reform Party
Preston Manning expresses interest in the economic analysis of optimal spending levels but offers, instead, a pragmatic formula for the use
of the fiscal dividend: spending should increase at the rate of 6 percent
annually to keep up with inflation, income, and population growth; remaining surpluses should be divided equally between tax relief and
debt reduction.
View of the New Democratic Party
Nelson Riis finds the Liberal formula for distribution of the fiscal dividend acceptable: 50 percent of the surplus is to be used for increases in
spending, 25 percent for debt reduction and 25 percent for tax relief.
He identifies students with large debts, Medicare, impoverished children, and the unemployed as the most important recipients of increased spending.
Views of the Progressive Conservative Party
Jean Charest disputes the existence of a fiscal dividend on the grounds
that any surpluses are the result of excessively high unemployment-insurance premiums, which have resulted in an unnecessarily large surplus in the EI account administered by the government. M. Charest
suggests that income taxes be cut immediately to increase productivity
and government revenues, and to reduce incentives for the brain drain.
Conclusion
In my view, one of the most important conclusions which emerged
from the conference is as follows. Canada’s fiscal performance has been
and in the future will strongly be influenced by automatic revenue
growth due to the broadening of the tax base and higher taxes paid on
a constant real income base. This latter phenomenon is very important.
It is due to the “bracket creep,” which results in higher income-tax payments as inflation erodes the real value of personal exemptions and
forces the payment of higher marginal income-tax rates.
Revenue growth due to bracket creep sends the wrong signals to
politicians. Without having to face the wrath of the electorate over explicit tax hikes, they discover fiscal surpluses available for increased
spending. If they use future surpluses for this purpose, the size of gov-
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ernment in the economy will continue to grow. The recent period of fiscal restraint will have eliminated the deficit and lowered the ratio of
debt to GDP. But the inefficiencies and reduced economic growth due
to a larger government will end up being greater than they were before
the fiscal crisis of the last decade.
These developments can be avoided only by lowering tax rates and
paying down the debt. In addition, the indexing of personal exemptions
and brackets in the personal income tax should be fully restored. If politicians in future governments want to court the favour of voters
through higher spending, they should be forced to face these same voters with explicit tax increases to pay for the increases.

