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Introduction

Those who do not remember the past are condemned to repeat it.

George Santayana

Like most developed countries, Canada is gradually emerging from the finan-
cial crisis and ensuing global recession that began in 2007. Most countries,
including Canada, are struggling to rein in sizeable deficits and avoid debt
crises while not jeopardizing economic recovery. Canada’s federal govern-
ment and many of the provincial governments have laid out plans to eliminate
their deficits over the coming years. Unfortunately, the federal and many
provincial plans are based on several assumptions about the economy over
the next number of years, including strong revenue growth (based on a strong
economic recovery), restrained spending growth, and limited increases in
interest rates. Rather than relying on possibly questionable assumptions about
the future, the federal and various provincial governments should have looked
at their own experiences in the mid-1990s when Canada led the world in
solving its deficit and debt problems. The principal aim of this book is to
educate readers about the state of the current problems at the federal level,
its parallels with the failures of the 1980s and early 1990s, how governments
solved these problems in the mid-1990s, and how we can again solve today’s
problem using those lessons.

In many ways, this is a study of the virtuous cycle that occurs when
governments act promptly and deliberately to eliminate deficits, leading to
surpluses and debt reduction, which allows interest costs to decline, leading to
yet more surpluses and debt reduction, and so on. It also outlines the vicious

cycle that can emerge, and emerge quickly, when deficits are not dealt with:
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vi e Learning from the Past: How Canadian Fiscal Policies of the 1990s Can Be Applied Today

namely deficits that lead to accumulating debt, which necessitates increased
interest costs, which lead to yet larger deficits, and so on.

This book relies heavily on graphic illustrations rather than lengthy
exposition and we have attempted to keep the discussion to only the most
salient and germane points. The book is divided into two part parts. The first
part of the book examines federal finances. Chapter 1 examines the status quo
of the federal government’s fiscal plans, its risks, the government’s expecta-
tions for the future, and the current plan to eliminate the deficit. Chapter
2 explains how the current circumstances mirror those experienced in the
1980s and early 1990s. The parallels between these two periods are important
since they help us to understand what works and what does not. Chapter 3
highlights the historical reforms enacted by the federal government in the
mid-1990s. These reforms resulted in balanced budgets, reduced debt, declin-
ing interest costs, and a generally prosperous economy. The fourth chapter
outlines a series of reforms based on the experience and success of the 1990s
designed to return the country to fiscal balance and prosperity.

The second part of the book examines provincial government finances.
Almost all of the provinces' face ongoing deficits, mounting debt, interest
costs crowding out real spending on programs, and rising spending pressures.
Unfortunately, most of the provinces, like the federal government, have forgotten
the lessons of the 1990s and are making the same mistakes observed prior to the
1990s reforms. Chapter 5 examines the state of provincial finances today, with
specific attention paid to deficits, debt levels, interest costs, and government
spending. Chapter 6 highlights how the current provincial circumstances
mirror those of the 1980s and early 1990s. Chapter 7 presents an overview
of the reforms undertaken by the provinces in the 1990s and summarizes
the key lessons learned during that period. Chapter 8 provides some general
recommendations and conclusions based on the evidence gleamed from the
experience of the 1990s. As they do today, the provinces in the 1980s and early
1990s struggled with deficits, growing debt, and interest costs. This chapter
summarizes and analyzes the situation faced by the provinces during this

period as well as their response in the 1990s.

1 The term “provinces” is used throughout to refer to provincial governments.
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Federal finances—understanding the successes
of the 1990s and applying them today

Part I is based on Budget Blueprint: How Lessons from Canada’s 1995 Budget Can Be Applied
Today (Veldhuis, Clemens, and Palacios, 2011). It has been revised and updated to reflect
the 2011 Budget passed in June 2011.
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Chapter1

Federal finances today

Canada has not been spared the costs and pain of the financial crisis and
global recession. Like every other industrialized country Canada has expe-
rienced slow or even negative economic growth, increasing unemployment,
and deficits. This chapter summarizes the current financial state of the federal
government and presents the expectations for the future based on recent
government budgets.

Perhaps the most striking measure of the change in Canada’s finances
is the marked move from consistent surplus to deficit. Deficits and surpluses
refer to the financial performance of the government in any single period,
normally a fiscal year. A deficit occurs when the resources collected by the
government as taxes and fees are less than the amount spent on direct pro-
grams, transfers, and debt charges. Figure 1 depicts the surpluses and deficits
of the federal government as a percentage of the economy (GDP) starting in
1997/98, the first year in which the federal government recorded a surplus
after the mid-1990s reforms.? It also includes the latest expectations for the
government over the next five years (2015/16). As shown in figure 1, the federal
government had surpluses in every year between 1997/98 and 2007/08. Canada

was a world-leader during this period for its ability to balance its financial affairs.

1 The principal sources of information for the federal government’s expectations for the future
are the Update on Economic and Fiscal Projections, October 2010 (Canada, Dep't of Finance,
2010d) and the recently passed federal budget, Next Phase of Canada’s Economic Action Plan—A
Low-Tax Plan for Jobs and Growth (June 6) (Canada, Dep’t of Finance, Canada, 2011).

2 The federal government has an operating year that begins on April 1 and ends on March 30.
The fiscal years for the federal government are written in this style: “2011/12”” The provinces also
operate on a split calendar year.
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4 o Learning from the Past: How Canadian Fiscal Policies of the 1990s Can Be Applied Today

Figure 1: Federal deficit or surplus as a percentage of GDP, 1997/98-2015/16
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Note: Data for 2010/11 to 2015/16 are based on the federal government’s most recent forecast and projections.
Sources: Canada, Department of Finance, 2010c, 2011.

Indeed no other OECD nation® managed to match or better Canada’s perfor-
mance over this period of time (The Economist, 2003, Sept. 25).

As the global recession took hold in 2008, Canada recorded a small
deficit of $5.8 billion, representing 0.36% of GDP. This relatively small defi-
cit in 2008/09 was largely due to revenues lower than expected: revenues
were $5.5 billion lower in 2008/09 than originally budgeted the previous year
(Canada, Dep't of Finance, 2009). The deficit for 2009/10 reached $55.6 billion
or 3.6% of GDP. Almost one in four dollars spent by the federal government in
2009/10 on programs was borrowed. This historically high deficit in terms of
dollar values was due, in part, to lower revenues: budget revenues for 2009/10
totaled $218.6 billion, lower than the originally expected $224.9 billion and
much lower than the previous year’s revenues of $233.1 billion.* The bulk of
the deficit, however, is explained by the explosion in federal spending. Federal
program spending increased to $244.8 billion in 2009/10 from $207.9 billion

3 The Organisation for Economic Co-operation and Development (OECD) is a group of 30
industrial countries. For more information, see http://www.oecd.org.

4 Thereferences to original expectations in this section are based on the planned revenues and
program spending included in the 2009 budget (Canada, Dep’t of Finance, 2009) compared to
actual results, as shown in the federal budget for 2011 (Canada, Dep't of Finance, 2011).
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the previous year, an increase of 17.7% (see figure 5). It was also well above the
level planned originally in the 2009 Budget, which indicated federal program
spending of $224.9 billion.

As illustrated in figure 1, the federal government does not expect to
return to a balanced budget or surplus position until 2015/16. The expected
surplus in 2015/16 is $4.2 billion, 0.20% of GDP.* In other words, the govern-
ment expects only a nominal surplus in 2015/16 and, in the meantime, expects
to incur over $146.6 billion in debt between 2008/09, when it first began
running a deficit, and 2015/16, when it expects to return to surplus.

Critically, the federal government has enacted a strategic and operat-
ing review of spending with a goal of saving $11 billion over four years begin-
ning in 2012/13. Figure 2 illustrates the effect of the planned savings on total
government spending (program and debt charges). Specifically, the federal
government has targeted savings of $1 billion in 2012/13, $2 billion in 2013/14,
and $4 billion in both 2014/15 and 2015/16 (figure 2). Put differently, the
majority of the planned savings outlined by the government occurs in 2014/15
and 2015/16. The planned savings would enable the federal government to
have a surplus one year earlier than currently planned, in 2014/15. However,
savings from this process have not yet been identified and are not included
in the government’s forward plan for spending.®

Recall that a deficit refers to a period in which a government spends
more than it collects in revenues. The result of deficits is debt, which is sim-
ply the accumulation of deficits over time.” Not surprising given the results

presented in figure 1, Canada’s national debt® is expected to increase.

5 A different way of thinking about the size of the expected surplus is as a share of expected rev-
enues. The expected surplus of $4.2 billion in 2015/16 represents 1.4% of expected budget revenues.
6 For further information, see Canada, Dep't of Finance, 2011: table 5.2 (p. 185).

7 Debt canalso be incurred outside deficits when long-term financing, such as bonds are issued

to pay for long-term assets. For example, a government might determine that the building of a

highway or bridge is in the long-term interest of its citizens. It issues long-term bonds to raise

the resources needed to build the infrastructure and then subsequently pays back the bonds over

time as the benefits from the infrastructure accrue. This is a situation in which government debt
is accumulated outside the annual deficits or surpluses recorded by the government.

8 'There are a variety of measures of debt available. For a number of reasons, including consis-
tency, we have chosen to use a series referred to as “accumulated deficits,” a series that measures

gross or total debt minus financial and non-financial assets.
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Figure 2: The effect of planned savings on overall federal government spending
(nominal $ billions), 2010/11-2015/16
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Note: Spending includes both program spending and debt charges.
Sources: Canada, Department of Finance, 2011.

Figure 3 illustrates the nominal value of Canada’s federal debt from
2000/01 to the expectation for 2015/16. The marked increase in Canada’s
federal debt beginning in 2008/09 when deficits reappeared is unmistakable.
Canada’s debt has increased from a low of $457.6 billion in 2007/08 to $553.1
billion last year (2010/11). It is expected to reach a high of $614.5 billion by
2014/15 before starting to decline as the country enters budget surpluses. It
is not an exaggeration to say that Canada’s national debt has exploded over
the last two years and will continue to balloon until leveling off in 2013/14.°

Fortunately, the increase in the country’s federal debt has been less
dramatic when compared to the size of the economy. Debt as a share of GDP
is an important measure since recent research has demonstrated the serious
costs imposed on economies in the form of slower economic growth and the

risks of financial crises when government debt reaches certain thresholds.”

9 Relatively small increases in the nominal value of the national debt are recorded in 2013/14
and 2014/15.

10 Reinhart and Rogoff, 2009. Reinhart and Rogoff have published numerous studies and papers
examining the economics of debt and financial crises. This publication succinctly summarizes
much of that research. See also International Monetary Fund, 2008.
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Figure 3: Federal debt (nominal $ billions), 2000/01-2015/16
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Notes: Data for 2010/11 to 2015/16 are based on the federal government’s most recent forecast and projections.
There are several series available for measuring federal debt. The series chosen for this study is accumulated
deficits, which measures gross or total debt minus financial and non-financial assets.

Sources: Canada, Department of Finance, 2010c: tables 1, 2; 2011.

Federal debt as a share of the economy (GDP) reached a low of 29.0% in
2008/09. It is expected to increase to a high of 34.3% in 2011/12 before start-
ing to decline based on renewed economic growth (Canada, Dep't of Finance,
2010c: tables 1, 2; 2011). Recall that the value of the nominal federal debt will
continue to increase until 2015/16.

One of the costs of deficits and the related increase in debt is higher
interest costs. Interest charges are simply the interest payments made on
the stock of existing debt. They do not include payments that reduce the
amount of outstanding debt. Interest charges on the country’s federal debt
are expected to increase over the next five years. Federal interest charges hita
low of $29.4 billion in 2009/10. They have since increased and are expected to
reach $39.4 billion in 2014/15, an increase of 34.0%. Indeed, the latest federal
government projections indicate that interest costs will continue to increase
over the entirety of the government’s budgeting period (figure 4).

It is important to understand what is referred to as the “wedge effect”
of interest costs. Interest charges create a wedge between what a government
collects in resources (that is, taxes and fees) and what the government actu-

ally spends on programs and services. The best measure available to gauge
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8 e Learning from the Past: How Canadian Fiscal Policies of the 1990s Can Be Applied Today

Figure 4: Federal interest charges (nominal $ billions), 2000/01-2015/16
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Note: Data for 2010/11 to 2015/16 are based on the federal government’s most recent forecast and projections.
Sources: Canada, Department of Finance, 2010¢, 2010d, 2011; Canada, Receiver General for Canada, 2010.

this wedge between revenues and actual spending on programs is to examine
interest charges as a share of budget revenues.

The share of budget revenues dedicated to interest costs steadily
declined beginning in the late 1990s until 2009/10 when they started to
increase (figure 23b). More specifically, interest charges as a percentage
of revenues reached a low of 13.3% in 2008/09 before starting to increase,
albeit slightly. They are expected to peak in 2012/13 at 13.8% of revenues. This
upward trend is expected to continue until 2013/14 based on the federal gov-
ernment’s current GDP and interest rate assumptions. Specifically, nominal
interest costs are expected to rise throughout this period (figure 4) but the
current budget assumes revenues will grow faster than interest costs, thus
reducing the effect of higher interest costs. However, if the current assump-
tions about interest rates and GDP growth prove overly optimistic, the wedge
between the resources collected and what is available for spending could
easily increase.

Thus far we have outlined the state of the current deficit, the federal
expectation of returning to surplus in 2015/16, and the implications of defi-
cits on debt and interest costs. To understand the nature of the government’s

plan to return to surplus, we now examine government spending and revenue
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expectations for the next five years. Figure 5 illustrates federal spending, both
program and total spending, beginning in 2000/01."

There are two important facts here. One, both program and total
spending have been increasing almost without pause since 2000/01. Indeed,
even before the recession hit in 2008/09, program spending had increased
from $130.6 billion in 2000/01 to $207.9 billion in 2008/09, an increase of
almost 60% in less than a decade. The government expects program spend-
ing to reach $265.6 billion in 2015/16, which is more than double the amount
spent in 2000/01.The second important fact is the presence of the “fiscal
stimulus” in 2009/10."* Program spending increased by $36.9 billion (17.7%)
in that year alone. The intent of the federal government was to combat the
recession through traditional Keynesian methods, that is, through a combina-
tion of increased government spending (purchases) and tax relief designed to
stimulate consumer spending.”

An overlooked aspect of figure 5—and one we shall return to later—
is the absence of any meaningful or sustained decline in spending." If you
examine either program or total spending after 2009/10, you may notice a
decline in the growth of spending but not an actual reduction in spending
except for the small reduction in 2010/11, which is offset by the increase in
2011/12.% Stimulus spending, which, by design, is meant to be temporary
would require a return to normal spending after the money allocated for
stimulus is exhausted. However, the spending profile shown in figure 5 indi-
cates that the stimulus spending looks like simply more permanent spending

over time rather than a one-time or temporary increase in spending.

11 It is important to recognize that program spending is at the discretion of the government
while total spending is partially driven by factors out of its control. Specifically, total spending
includes interest charges, whose nominal value is determined by market forces.

12 For information about the federal stimulus plan, see Canada, Dep't of Finance, 2010b; and
TD Economics, 2009.

13 For a discussion of the effectiveness of the federal government’s stimulus spending, see
Karabegovi¢, Lammam, and Veldhuis, 2010.

14 This analysis excludes the proposed savings—$11 billion in total—from the strategic and
operating review of spending initiated by the federal government. It expects to save $11 billion
beginning in 2012/13, which will result in a balanced budget in 2014/15, one year earlier than
currently planned.

15 Program spending is scheduled to decline by $7.6 billion (3.2%) and total spending is forecast
to decline by $9.7 billion (3.6%) in 2011/12 (Canada, Dep't of Finance, 2011).
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10 Learning from the Past: How Canadian Fiscal Policies of the 1990s Can Be Applied Today

Figure 5: Federal total and program spending (nominal $ billions),
2000/01-2015/16
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Note: Data for 2010/11 to 2015/16 are based on the federal government's most recent forecast and projections.
Sources: Canada, Department of Finance, 2010c, 2010d, 2011; Canada, Receiver General for Canada, 2010.

Figure 6 places federal spending in the context of the economy: it pres-
ents federal program and total spending as a percentage of GDP. The effect
of the 2009/10 stimulus plan is even more evident here. Program spending
increases from 13.0% of GDP in 2008/09 to 16.0% of GDP in 2009/10.

The government expects both total and program spending to decline
as a share of the economy over the next five years. However, neither total nor
program spending will return to its pre-stimulus share of the economy (14.9%
and 13.0%) until 2015/16. Critically, and not readily clear in figure 6, is that
this achievement is not due to spending reductions. Recall from figure 5 that
spending, both total and program, does not decline over the next five years.
Instead, its rate of growth is slowed. The reduction in spending as a share of
the economy is entirely a function of reducing the growth in spending coupled
with stronger GDP growth rather than actually reducing nominal spending.

As will be discussed later, this reliance on stronger GDP growth and
related growth in budget revenues rather than direct action by the govern-
ment to reduce spending is the Achilles’ heel of the federal government’s
current plan. Figure 7 compares the annual growth in program spending

to the change in population and inflation in the same year, illustrating the
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Figure 6: Federal total and program spending (percentage of GDP),
2000/01-2015/16
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Note: Data for 2010/11 to 2015/16 are based on the federal government’s most recent forecast and projections.

Sources: Canada, Department of Finance, 2010c, 2010d, 2011; Canada, Receiver General for Canada, 2010.

difference between how much program spending actually increased and what
was required to accommodate for increases in prices and population.

It is important to understand figure 7 by breaking the period into
two sections, pre-stimulus (2009/10) and post-stimulus. Before the federal
government enacted the stimulus package of 2009/10, government program
spending had increased faster than population growth and increases in prices
in every year except 2005/06. In other words, in seven of the eight years
between 2001/02 and the stimulus of 2009/10, government program spend-
ing increased faster than population and inflation.”® Fiscal year 2009/10 is
obviously unique because of the marked increase in spending based on the
stimulus program. The government’s plan for the future is for program spend-
ing to increase at a rate less than population growth and inflation in four of

the six years.” Specifically, program spending grows less than population

16 For a discussion of the relationship between government spending and economic performance,
see Alesina, Ardagna, Perotti, and Schiantarelli, 2002; Alesina, Perotti, Giavazzi, and Kollintzas, 1995.
17 To some extent, however, the federal government has already signaled a willingness to review
existing spending in order to restrain the nominal growth in spending and achieve improved
results (see Canada, Dep’t of Finance, 2009).

www.fraserinstitute.org e Fraser Institute
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Figure 7: Growth in federal spending compared to growth in population plus
change in the Consumer Price Index (CPI), 2001/02-2015/16
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Notes: Population growth was forecast at 10-year average of 1.06% growth rate. Data for 2010/11 to 2015/16 are
based on the federal government’s most recent forecast and projections.

Sources: Canada, Department of Finance, 2010¢, 2010d, 2011; Canada, Receiver General for Canada, 2010;
Statistics Canada 2010c; calculations by the authors.

and inflation in 2010/11 (last year), and from 2012/13 to 2014/15. Program
spending is planned to exceed the rate of population growth and inflation in
2015/16 and is basically at the same level in 2011/12.

The key to the federal government’s plan is slowing the growth in
spending over the next five years. This can be seen in the latter half of figure 7,
where spending growth is constrained. One major risk to this plan is obvious:
if spending growth is not sufficiently constrained, the government will fail
to reach its fiscal objectives. One can envision numerous scenarios where
it would be prohibitively difficult for the government to constrain spending
growth, such as an election call.

The key objective the federal government has set out is returning to a
balanced budget or surplus by 2015/16. Figure 8 illustrates the achievement of
that objective by comparing budget revenues and total spending, both actual
to date and those planned for the future. The achievement of a balanced bud-
get in 2015/16 is the result of two principal factors. The first, a slowdown in
the growth of spending by the federal government, has already been discussed.
This can be seen in the flattening of the spending line in figure 8 after 2009/10.
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Figure 8: Federal revenues and spending (nominal $ billions), 2000/01-2015/16
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Note: Data for 2010/11 to 2015/16 are based on the federal government’s most recent forecast and projections.
Sources: Canada, Department of Finance, 2010¢, 2010d, 2011; Canada, Receiver General for Canada, 2010.

The second contributing factor is the rebound of budget revenues beginning
in 2010/11. The steep recovery in budget revenues based on strong economic
growth allows the federal government to achieve a balanced budget in five
years while still increasing spending over that time period. Clearly, there is
a second major risk to the federal government’s plan: it relies on a strong

rebound in the growth of GDP and budget revenues that may not materialize.”®

Conclusion

The federal government is experiencing sizeable budget deficits, which are
leading to the accumulation of debt and increasing interest costs. The current
deficit is a function of reduced revenues and, to a much greater extent, higher
spending. Indeed, spending increases by the federal government had been

sizeable for many years even before the crisis of 2008. More importantly, the

18 Interestingly, table 2.1 in the Update of Economic and Financial Projections, October 2010
(Canada, Dep’t of Finance, 2010d) shows downward revisions for both nominal and real GDP in
2011, 2012, and 2013. The estimates for 2013 and 2014 showed a mix of stable and moderately
increasing expectations.
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14 & Learning from the Past: How Canadian Fiscal Policies of the 1990s Can Be Applied Today

one-time, temporary stimulus spending seems to have been simply folded into
permanent spending in the future. In other words, the government’s spending
plans do not show spending returning to its pre-stimulus levels, even after
adjusting for growth in the population and increases in prices.

The government’s plan to return to balance is to slow the growth of
federal spending over the next five years and allow revenues to catch up as the
economy recovers. That is, the government assumes it can restrain spending
growth for the next five years while the economy experiences strong GDP
growth that will result in higher revenues. The risks of such an approach are
clear: some combination of failure to slow increases in spending, lower-than-
expected GDP growth and revenues, and higher-than-expected interest costs
could all derail the government’s plan and leave the federal government in an

on-going deficit position.
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Chapter 2

Déja vu—Canada has been
here before

Part of the disappointment with the federal government’s current plan to solve
the deficit is that it appears to ignore its own recent history. Canada faced a
more serious fiscal situation for the better part of a decade and a half before
real reforms were enacted in 1995. Those reforms, however, were materially
different from the plan laid out by the current federal government. Indeed,
part of the inability of the federal government to solve the problem in the
1980s and early 1990s was that it relied on a similar plan to the one being
used now. This chapter details the problems faced by the federal government
throughout the 1980s and early 1990s and how successive governments failed
to solve these problems.

Figure 9 presents the deficit position of the federal government as a
share of the economy (GDP) from 1980/81 to 1995/96 (year of reform). There
was no year in this period in which the federal government recorded a surplus.
In dollar terms, the deficit ranged from a low of $14.6 billion in 1980/81 to a
high of $39.0 billion in 1992/93 (Canada, Dep’t of Finance, 2010c). In com-
parison, the nominal deficit in 2009/10 was $55.6 billion (Canada, Dep't of
Finance, 2010d). As a share of the economy, the federal deficit ranged from a
low of 4.4% of GDP in 1981/82 to a high of 8.3% of GDP in 1984/85. The deficit
in 2009/10 was 3.6% of GDP. So, although the dollar value of the deficit in
2009/10 was substantially above the highest level incurred during the 1980s
and early 1990s, as a share of the economy it was actually much smaller, which
should allow the government to eliminate the deficit more easily than was

the case in the mid-1990s.
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Figure 9: Federal deficit (percentage of GDP), 1980/81-1995/96
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Source: Canada, Department of Finance, 2010c.

Given the enormous deficits recorded by the federal government dur-
ing the 1980s and early 1990s, it should come as no surprise that there was a
marked increase in the federal debt. In dollar terms, the federal debt increased
from $227.8 billion in 1985/86 to $554.2 billion in 1995/96 (Canada, Dep'’t of
Finance, 2010c). Figure 10 presents the value of the federal debt as a share of
GDP beginning in 1985/86.! Federal debt as a share of the economy increased
from 46.9% in 1985/86, which was bad enough, to 68.4% in 1995/96. Indeed,
the run-up in the federal debt over this time period is almost a straight line
without any interruption. This increase in the federal debt is important to
understand in the light of emerging research concerning the economic effects
of government debt.? Recent research by Carmen M. Reinhart (University of
Maryland) and Kenneth S. Rogoff (Harvard University) on the economics of
debt accumulation by government indicates a threshold of debt accumulation
of 90% of GDP, after which economies tend to experience slower economic

growth and related costs. This threshold is important because in 1995/96 the

1 The series used for debt is not available on a consistent basis before 1983/84 due to a change
in accounting.

2 See chap. 1, footnote 10 for references to recent research on the economics of debt accumula-
tion by government.
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Figure 10: Federal debt (percentage of GDP), 1985/86-1995/96
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Notes: Data for 2010/11 to 2015/16 are based on the federal government's most recent forecast and projections
for the future. There are several series available for measuring federal debt. The series chosen for this study is
accumulated deficits, which measures gross or total debt minus financial and non-financial assets.

Source: Canada, Department of Finance, 2010c: tables 1 and 2.

federal government’s debt-to-GDP ratio of 68.4% combined with the consoli-
dated provincial debt-to-GDP ratio of 27.6% (Canada, Dep’t of Finance, 2010c¢)

meant that, even before municipal and other government debt was included,
the country’s debt had exceeded the threshold identified by Reinhart and

Rogoff as likely to impair economic growth.?

As the national debt expanded so too did the costs of maintaining
the debt: interest costs. In fact, the situation was made worse since interest
rates themselves were generally increasing for much of the decade. Figure 11a
shows the nominal value of the federal government’s interest costs between
1980/81 and 1995/96. The nominal interest costs faced by the federal gov-
ernment increased from $10.7 billion in 1980/81 to $45.0 billion in 1990/91

3 On a national accounts basis, the total liabilities of the federal, provincial, and local govern-
ments as of 2009 totaled $1,643 billion; this included $775.1 billion in federal liabilities and
$864.9 billion in provincial and local liabilities (Canada, Dep’t of Finance, 2010c¢: tables 48, 49,
51). In addition, see Canadian Government Debt 2008: A Guide to the Indebtedness of Canada
and the Provinces (Palacios, Veldhuis, and Harischandra, 2008), the Fraser Institute’s cataloging
study of government liabilities and its discussion of government enterprise (GBE) debt and other
indirect types of liabilities such as debt guarantees.
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before starting to decrease slightly as interest rates declined. Interest costs
started to increase again, however, in 1994/95 as international capital markets
began to re-assess the riskiness of Canadian government debt. For compara-
tive purposes, nominal interest costs in 2009/10 were $29.4 billion and rising
(Canada, Dep’t of Finance, 2010c).

Recall that interest costs create a wedge between the resources col-
lected by government as taxes and fees and the amount of those resources
the government is able to spend on programs and services. As illustrated in
figure 11b, the share of revenues spent on interest costs increased from an
already worrying 20.0% in 1980/81 to 37.6% in 1990/91. Even after the slight
declines observed in the early 1990s, interest costs still generally consumed
more than one third of revenues up to 1995/96. The enormity of the problems
associated with having one third of the resources collected allocated to inter-
est costs cannot be overemphasized. Indeed, this is one of the key factors of
the historic reforms enacted in 1995.

One of the benefits of the reforms in the 1990s has been that, even as
the federal government entered deficits again in recent years, interest costs
as a share of revenues have remained well below the levels observed in the
1990s.1n2009/10, for instance, interest costs only consumed 13.5% of budget
revenues (figure 4). This affords the federal government more latitude than
was the case in the 1980s and 1990s. However, that flexibility should be used
to solve the problem more quickly rather than taking the slower approach the
federal government has chosen.

Figure 12 illustrates federal total and program spending over the
same time period, 1980/81 to 1995/96. What is abundantly clear is that even
though the federal government was facing constant deficits, accumulating
debt, and alarming interest costs, both program and total spending continued
to increase throughout this period(Canada, Dep’t of Finance, 2010c).

Figure 13 compares the annual growth rates in both total and pro-
gram spending by the federal government to the increase in population and
changes in prices. There are two periods in figure 13. The first runs from
1980/81 to 1984/85 (or so) and was characterized by fairly high rates of infla-
tion. In only one year during this period did the growth in program spend-
ing not exceed the rate of population growth and inflation. Indeed, in many

years the gap between the increases in spending and the rate of population
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Figure 11a: Federal interest charges (nominal $ billions), 1980/81-1995/96
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Source: Canada, Department of Finance, 2010c.

Figure 11b: Federal interest charges (percentage of budget revenues),
1980/81-1995/96
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Source: Canada, Department of Finance, 2010c; calculations by authors.
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Figure 12: Federal total and program spending (nominal $ billions), 1980/81-1995/96
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Source: Canada, Department of Finance, 2010c.

Figure 13: Growth in federal spending compared to growth in population plus
change in the Consumer Price Index (CPI), 1980/81-1995/96
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Sources: Canada, Department of Finance, 2010c; Statistics Canada, 2010a, 2010¢; calculations by authors.

Fraser Institute e www.fraserinstitute.org



Learning from the Past: How Canadian Fiscal Policies of the 1990s Can Be Applied Today e 21

Figure 14: Federal revenues and spending (nominal $ billions), 1980/81-1995/96
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Source: Canada, Department of Finance, 2010c.

growth and inflation were substantial. For example, the growth in both total
and program spending in 1980/81 was almost double the rate of population
growth and inflation.

The second period begins in 1985/86 and was characterized by lower
rates of inflation. The growth in both total and program spending during this
period was much closer to the rates of population growth and inflation. There
were also many years in which spending growth was constrained during this
period. However, the restraint was not consistent.

This period was characterized by sizeable deficits. Figure 14 shows
that throughout this period budget revenues grew but that their growth was
insufficient to catch up with the annual growth in spending. Indeed, the gap
or the size of the deficit actually increased over this time period.

So the question remains, then, why the federal government could not
make greater progress in closing the deficit gap over this time period. The
question is made even more perplexing given that the government of the day
(the Progressive Conservative Party) was at least notionally predisposed to
lower levels of government spending and balanced budgets. Part of the answer
to this question is the increasing interest rates and consequent increasing

interest costs that have already been addressed in this chapter. However, this
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overlooks a critically important reason for the government’s failure to deal
effectivelywith the deficit. Put simply, the plan used by the government to
address the deficit was flawed. Rather than actually reducing spending in any
meaningful way, the government chose to try to slow the growth in spending
while hoping for strong revenue growth. This is exactly the same approach
upon which the current federal government is relying.

Figure 15 shows the budget revenue expectations of the federal govern-
ment in each of the budgets between 1984 and 1987. In four budget periods,
there were two fairly marked reductions in the expectations of revenues. In
other words, the federal government had to lower its expectations twice in
terms of what it expected to collect in budget revenues over this four-year
budget period. For example, between the 1984 and 1985 budgets, the federal
government reduced its four-year revenue forecast by $11.5 billion. Put dif-
ferently, over a four-year period from 1983/84 to 1986/87, the federal gov-
ernment expected to collect $11.5 billion less in its 1985 budget than it did
in the previous 1984 budget. A similar, though smaller, reduction of revenue
expectations occurred between the 1986 and 1987 budgets.

Interestingly, even as revenues did rebound and revenue expectations
increased, the federal government was still unable to move closer to a bal-
anced budget. The main reason for this failure is captured in figure 16, which
presents the revised government estimates for total spending based on suc-
cessive budgets from 1983 through to 1989. There is an undeniable trend:
in each successive budget, the expectation for total spending in each fiscal
year is always either stable or increased. The federal government experienced
tremendous difficulty in constraining spending growth effectively and, even
as revenues grew, they were not able to catch up with their higher spending

level. The result was on-going deficits.

Conclusion

The parallels between the situations faced today and in the 1980s and 1990s are
striking. In both periods, the federal government faced deficits and increasing
debt coupled with increasing interest costs and the pressures those increases
impose on government. Indeed, the pressures faced by the federal government

in the 1980s and early 1990s were greater than is currently the case. Perhaps
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Figure 15: Revised estimates for federal budget revenues (nominal $ billions),
1984-1987 Budgets
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Figure 16: Revised estimates for federal total spending (nominal $ billions),
1983/84-1989/90 Budgets
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most importantly, both governments have implemented plans to solve the
deficits based on constraining the growth in spending over time coupled with
assumptions of stronger revenue growth rather than actually reducing spend-
ing. The failure of the government’s plan in the 1980s and 1990s came from
an inability to constrain spending growth coupled with lower than expected
revenues. The failure of the government’s approach to solving its fiscal prob-

lems meant on-going deficits, mounting debt, and increasing interest costs.
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Chapter 3

Understanding federal successes
of the 1990s

Jean Chretien’s Liberal Party was swept into office in 1993.! Their first budget
(1994) is generally considered a budget that held the status quo and one that
did not undertake the difficult steps needed to rein in the deficit (Richards,
2000).> The financial situation the government faced in fiscal 1994/95 was
daunting. The deficit had reached $36.6 billion, representing 4.75% of GDP
and the debt had reached $524.2 billion or 68.0% of GDP. Interest costs paid by
the government on the national debt reached $44.2 billion, consuming 33.8%
of budget revenues. The deteriorating finances of the government coupled
with a number of other factors motivated (some argue, forced) the govern-
ment into action. It is worth describing those other factors to understand the
circumstances within which historic reform occurred.

Politically, a unified, ideologically coherent, opposition in the form
of Preston Manning’s Reform Party was instrumental in establishing a par-
liamentary environment receptive to and supportive of many of the fiscal
reforms proposed and enacted by the governing Liberals. In addition, a broad
array of think tanks, advocacy groups, and business organizations had been
educating the public on the risks and costs of the deficit and debt, such that

the general public increasingly supported change. Reforms implemented in

1 Forelections results, see <http://www.parl.gc.ca/Parlinfo/Files/Parliament.aspx?ltem=421af128-812f-4cfb-a018-6ff7
6ce7a98e&lLanguage=E&Section=PartyStandingsHOC>.

2 While the 1994 Budget did not include measures to tackle the deficit, it did establish a broad
review process that would turn out to be critical in the subsequent 1995 Budget, since it included
a commitment to “review” every government agency and program over the course of 1994 with
an eye towards ensuring appropriate “size, scope, composition and cost. (Martin, 1994: 13).

www fraserinstitute.org e Fraser Institute ¢ 25



26 o Learning from the Past: How Canadian Fiscal Policies of the 1990s Can Be Applied Today

Saskatchewan by Roy Romanow’s NDP government and in Alberta by Ralph
Klein’s Conservatives created some political consensus regarding the need
and efficacy of change.?

Externally, the collapse of the Mexican Peso in 1994 provided real-
world evidence of the costs of ignoring deficits and debt. An editorial in
the Wall Street Journal that commented on Canada’s debt problem and
suggested the country was nearing bankruptcy caused a sharp decline in
the value of the Canadian dollar (1995, Jan. 12).* Interest rates were rising
throughout the year and there was increasing concern about Canada’s fiscal
situation. International organizations such the International Monetary Fund
and the Organisation for Economic Co-operation and Development (OECD)
were calling for faster reductions in the country’s deficit (Beauchesne, 1994,
Dec. 6). These and other factors culminated in the delivery of the Liberal
Party’s 1995 budget, which is one of the most important budgets in modern
Canadian history.

1995 budget—announcing and implementing historic reforms
The 1995 budget set in motion fundamental fiscal reforms and ultimately
became a defining moment in Canada’s fiscal history. In his budget speech,
Finance Minister Paul Martin boldly articulated a new direction for the
government: “We are acting on a new vision of the role of government ...
smaller government ... smarter government” (Martin, 1995: 2). Importantly,
the Finance Minister put the issue of the deficit in non-partisan terms by stat-
ing that “[t]he debt and deficit are not inventions of ideology. They are facts
of arithmetic. The quicksand of compound interest is real” (Martin, 1995: 2)
Table 1 summarizes the fiscal plan proposed in the 1995 budget. Unlike
previous attempts to tackle the deficit—and unlike the approach of the cur-
rent government—the governing Liberal Party planned to reduce nominal
spending. The plan called for a reduction of program spending from $118.3
billion in 1994/95 to $107.9 billion in 1996/97. The government proposed

3 For amore thorough discussion of the reforms implemented in Saskatchewan and Alberta as
well as in Ontario, see chapter 4, Fiscal Reform: Unsung Provincial Heroes, in Crowley, Clemens,
and Veldhuis, 2010.

4 Then associate deputy minister of finance and later Governor of the Bank of Canada, David
Dodge, called the Wall Street Journal’s editorial a “seminal event” (cited in Savoie, 1999: 178).
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Table 1: Fiscal Outlook presented in the 1995 federal budget

1994/95 1995/96 1996/97

$ billions

Revenue 125.0 133.2 1374
Program spending 1183 114.0 107.9
Debt charges 42.0 49.5 50.7
Total spending 160.3 163.5 158.6
Deficit 379 327 243
Percent of GDP

Revenue 16.7 16.9 16.7
Program spending 16.2 14.5 13.1
Deficit 5.1 4.2 3.0

Notes: Numbers may not add due to rounding or the exclusion of other relatively minor line items. Data for
1994/95 are preliminary estimates. 1995/96 and 1996/97 are forecasts.
Source: Canada, Department of Finance, 1995b.

cutting program spending by $10.4 billion, a decline of 8.8% over a two-year
period. The budget also reduced public sector employment by 45,000 or 14%.

As illustrated in figure 17,° the government not only achieved its plan
but exceeded it. Over two years (1995/96 and 1996/97), the federal govern-
ment reduced program spending by $11.9 billion, a cut in spending of 9.7%.
Again, this was not a slowing of growth in spending over time but rather a
reduction in the amount of spending.

Importantly, the government also constrained the growth in spending
after 1997/98 for three additional years. Figure 18 compares the growth in
total and program spending with the rate of growth in population and infla-
tion. What is evident is that the federal government not only cut spending in
1995/96 and 1996/97 but continued to constrain the growth of spending com-
pared to population growth and inflation through to 1999/2000. Beginning
in 2000/01 through to the remainder of the years covered in figure 18, the
federal government allowed spending, particularly program spending, to

grow at rates well in excess of the growth of the population and inflation.

5 Note that the figures included in table 1 reflect budgeted or planned spending rather than the

actual spending numbers used in figure 17.
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Figure 17: Federal total and program spending (nominal $ billions),
1994/95-2003/04
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Figure 18: Growth in federal spending compared to growth in population plus
change in the Consumer Price Index (CPI), 1995/96-2003/04
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Sources: Canada, Department of Finance, 2010c; Statistics Canada, 2010a, 2010¢; calculations by authors.
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However, the critical point from the perspective of this study is what the
Liberal government achieved from 1995/96 to 1999/2000.

A critical aspect of the reductions in spending was the concurrent
reduction in the size of government compared to the economy.® Figure 19
illustrates the decline in federal total and program spending as a share of
GDP the economy over this period. Specifically, federal program spending
decreased from 16.0% of GDP in 1994/95 to alow 0f 12.1% of GDP by 2000/01.
It then increased slightly to 13.7% in 2004/05. Total spending decreased from
21.7% of GDP in 1994/95 to 15.3% of GDP in 2005/06.

Getting government right—program review
Unlike other governments that have tackled deficits by cutting spending
across the board, the federal government relied on a methodical approach
aimed at prioritizing spending so that important areas were spared deep cuts
while areas of less importance carried a greater burden for the reduction
in spending. The theme of the approach echoed the words of the Finance
Minister’s speech in which he called for smaller, smarter government
(Martin, 1995).

The prioritization process used by the federal government was referred
to as the “Program Review!” It was a comprehensive examination of federal
departmental spending included in the 1994 budget. The review required

ministers in each department to evaluate their programs using six tests:

serving the public interest

necessity of government involvement

appropriate federal role

scope for public-sector—private-sector partnerships
scope for increased efficiency, and

affordability.

O 1 A W N

The Program Review led to a significant structural change in the federal gov-

ernment’s involvement in the Canadian economy, including:

6 For a recent summary of the research on the economics of the size of government, see
Clemens, Veldhuis, and Kaszton, 2010.
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Figure 19: Federal total and program spending (percentage of GDP),
1994/95-2005/06
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 changes to the federal government’s involvement in large aspects of
Canada’s transportation system;’

« acomplete change to the federal government’s approach to agriculture,
including a move away from income support to income stabilization;®

« areduction in the federal government’s involvement in the business
sector, including a proposed 60% cut in business subsidies;’

« an increased focus on efficiency in government departments and the

manner in which they delivered services to Canadians.

7 'There was a marked shift in the role and responsibilities of Transport Canada. Instead of
owning, operating, and subsidizing the transportation system, Transport Canada move to a
role of developing policies, regulating transportation, and enforcing safety standards. Some of
the reforms included transferring airport management and, indeed, ownership to local authori-
ties, privatizing the Air Navigation System (NavCan), and eliminating subsidies for farmers and
transportation companies.

8 The 1995 Budget included measures to reduce federal support of agricultural safety nets by
30% over three years, cuts to subsidies to milk producers of 30% over two years, reductions in
federal spending on inspection and regulation, the closing of seven research facilities, and ending
the Feed Freight Assistance transportation subsidy.

9 Resources remaining for supporting business would largely be in the form of loans and repay-
able contributions rather than subsidies.
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Table 2 summarizes the reductions proposed for various departments
through the Program Review process. The results clearly show a prioritization
of then-existing spending. Some departments were required to implement
large reductions in spending, including Transport (51%), Natural Resources
(49%), Agriculture (40%), and Industry (43%). Other departments were asked
to implement fairly small reductions, including Health (4%), Citizenship and
Immigration (9%), and the Canada Mortgage and Housing Corporation
(9%). In fact, all departments outside of Justice and Social Programs were
reduced by over 10%. In addition, major changes and reductions were made
in Employment Insurance.”

The enactment of meaningful reductions in nominal spending coupled
with fairly stable revenues meant that the government achieved its objective
of a balanced budget quickly. As shown in figure 20, it only took two years for
the federal government to achieve a balanced budget, which it did in 1997/98.
Figure 20 depicts federal budget revenues and total spending as a share of
GDP. What is abundantly clear—and critical to understanding the current
situation—is that a balanced budget was achieved almost entirely through
reductions in spending. Prior to the major tax cuts announced in the 2000
budget," budget revenues were fairly stable, ranging from a low of 17.0% of
GDP to 18.2% of GDP.

The achievement of budget surpluses was not short-lived: the federal
government was able to manage consistent budget surpluses from 1997/98
to 2007/08. Figure 21a presents the nominal value in billions of dollars of
surpluses while figure 21b shows the value of deficits and surpluses as a share
of GDP. The surpluses over this period ranged from $1.5 billion in 2004/05
to $19.9 billion in 2000/01. These surpluses were used to reduce the net debt
of the country. As a share of the economy, the surpluses ranged from 0.1%

10 While Employment Insurance benefits were cut, the government was slow to reduce the
contribution rates (payroll tax). The notional “surplus” of employment insurance, which refers
to the difference between the revenues collected from the tax and the benefits paid out under
the plan, contributed significantly to the elimination of the deficit because both the revenues and
spending are included in the general federal budget. This is markedly different from the Canada
Pension Plan, since both revenues and spending for CPP are segregated from the government’s
general budget.

11 Canada, Dep't of Finance, 2000; for a summary of the five-year tax-reduction plan, see chapter

four or, on-line, www.fin.gc.ca/budget00/tax/tax1-eng.asp.
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Table 2: Proposed reductions in departmental spending based
on the Program Review

Spending (billions) Reductions
1994/95 1997/98 $ billions percent
Natural Resource Sector 4.8 33 -15 -31%
Agriculture 2.7 1.6 -1.1 —40%
Fisheries and Oceans 0.8 0.6 -0.2 —27%
Natural Resources 1.3 0.6 -0.6 —49%
Environment 0.7 0.5 -0.2 -32%
Transport 29 1.4 -1.4 -51%
Industrial, Regional and Scientific Programs 38 24 -14 —38%
Industry 13 0.7 -0.6 —43%
Science and Technology Agencies 1.4 1.0 -0.3 -24%
Regional Agencies 1.1 0.6 -0.6 -49%
Justice and Legal Programs 33 3.1 -0.2 -5%
Justice 0.8 0.7 -0.1 —8%
Solicitor General 25 24 -0.1 —4%
Heritage and Cultural Programs 29 2.2 -0.7 -23%
Foreign Affairs 4.1 33 -0.8 -19%
Foreign Affairs/International Trade 1.5 1.2 -0.3 -17%
International Assistance Envelope 2.6 2.1 -0.5 -21%
Social Programs 13.0 12.0 -1.0 —-8%
Citizenship and Immigration 0.7 0.6 -0.1 -9%
Health 1.8 1.7 -0.1 —-4%
Human Resources Development 25 1.7 -0.9 -35%
Indian Affairs and Northern Development 3.8 4.2 0.4 12%
Canada Mortgage and Housing 2.1 1.9 -0.2 -9%
Veterans Affairs 2.1 1.9 -0.2 -11%
Defence/Emergency Preparedness 11.6 9.9 -1.6 -14%
General Government Services 5.0 4.1 -0.8 -17%
Parliament/Governor General 0.3 0.3 0.0 -10%
Total 519 421 9.8 19%
Percent of GDP 7% 5%

Notes: Numbers may not add due to rounding or the exclusion of other relatively minor line items.

Source: Canada, Department of Finance, 1995b.
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Figure 20: Federal total revenues and spending (percentage of GDP),
1994/95-2005/06
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in 2004/05 to 1.8% in 2000/01. By both measures, it is clear that the federal
government was able to maintain the balance between spending and revenues
to ensure budget surpluses.'

The ongoing surpluses meant that the federal government was able to
reduce the outstanding stock of federal debt. Figures 22a and 22b illustrate
the nominal value of the federal debt as well as federal debt compared to GDP.
The decline in the nominal value of federal debt is stunning: the value of federal
debt (nominal) drops from a high of $562.9 billion in 1996/97 to $457.6 billion
by 2007/08 (figure 22a). Equally as impressive, the federal debt as a share of
GDP declined from 68.4% of GDP in 1995/96 to 29.9% of GDP in 2007/08
(figure 22b). Recall the work by Reinhart and Rogoff (2009) on the deleterious
economic effects of debt accumulation exceeding certain thresholds. The sub-

stantial declines in Canadian federal debt, particularly when compared to the

12 Interestingly, Paul Martin explained the rationale for government to remain in budget surplus
regardless of economic situation more succinctly and convincingly than almost any economist.
Specifically, Martin argued in his autobiography (2008) that once government ran a deficit (that
is, borrowed money to finance part of its spending) it would quickly become addicted to using
deficits to finance greater spending because it is politically expedient and easier. Such situations
were to be avoided at all costs given the pain of achieving a balanced budget.
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Figure 21a: Federal deficit/surplus (nominal $ billions), 1994/95-2007/08
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Figure 21b: Federal deficit/surplus (percentage of GDP), 1994/95-2007/08
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Figure 22a: Federal debt (nominal $ billions), 1993/94-2007/08
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Note: There are several series available for measuring federal debt. The series chosen for this study is accumulated
deficits, which measures gross or total debt minus financial and non-financial assets.
Source: Canada, Department of Finance, 2010c.

Figure 22b: Federal debt (percentage of GDP), 1993/94-2007/08
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Note: There are several series available for measuring federal debt. The series chosen for this study is accumulated
deficits, which measures gross or total debt minus financial and non-financial assets.
Source: Canada, Department of Finance, 2010c.
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size of the economy (GDP), had the opposite effect and Canada began enjoy-
ing the benefits of lower debt burdens and higher rates of economic growth.

A clear benefit from the return to fiscal balance and the reduction of fed-
eral debt was a marked decline in federal interest charges. Figures 23a and 23b
illustrate the nominal value of interest charges and interest charges as a share
of budget revenues. The nominal value of interest charges for the federal
government declined from a high of $49.4 billion in 1995/96 to $29.4 billion
in 2009/10. Indeed, the benefits from surpluses and debt reduction in the
form of reduced interest payments extended well into the current crisis. This
meant that there were more resources available to the federal government for
spending and tax relief without increasing total spending since the decline
in interest charges, which reduces the wedge between total spending and
program spending, allows for greater program spending without increasing
total spending. The reduction in the wedge between total resources collected
and the amount available to be spent on programs is illustrated in figure 23b,
which shows that interest costs as a share of budget revenues declined from
a high of 35.2% in 1995/96 to 13.3% in 2008/09. These charges have since
begun to rise, though they have not come anywhere near the crisis levels
seen in the mid-1990s.

Conclusion

During the 1990s, the federal Liberal Party undertook the deliberate and dif-
ficult steps of cutting nominal spending and public-sector employment to
solve the deficit and debt problems of the country effectively. They avoided
the mistakes of over a decade and a half and took real action. Their approach
resulted in meaningful achievements over a short period of time, includ-
ing balanced budgets, declining debt, and decreasing interest costs. In addi-
tion, they established a benchmark process for reviewing, prioritizing, and
ultimately reducing government spending through their expenditure review
program (1994 and 1995). Their efforts placed Canada in an enviable position

around the world as leaders marveled at the fiscal turnaround and its benefits.
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Figure 23a: Federal interest charges (nominal $ billions), 1993/94-2009/10
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Source: Canada, Department of Finance, 2010c.

Figure 23b: Federal interest charges (percentage of budget revenues),
1993/94-2009/10
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Chapter 4

Applying federal lessons of the
1990s to today

It should be clear thus far that the federal government struggled with the
same fiscal problems during the 1980s and 1990s that confront them today.!
Unfortunately, the current federal government is relying on the same failed
plan. Rather than undertake the difficult task of reducing spending immedi-
ately in order to achieve a balanced budget, as the Liberal Party did in 1995,
the current government is instead relying on plans for longer-term spending

restraint® and expected stronger revenue growth to solve its deficit problem.

1 This study focuses the comparison between periods on statistics such as government spending,
deficits, debt, and interest costs. The purpose for this narrow focus is to show how the parallels

between the problems experienced in the 1980s and 1990s compare to the current situation so

we can understand how to apply the solutions from the 1990s today. However, there are a host of
non-governmental statistics such as interest rates and foreign exchange that also influence eco-
nomic performance and there are differences among the periods for a number of macro-economic

indicators. For instance, governments in the 1980s, 1990s, and 2000s faced very different interest-
rate environments. As an example, using the 1-month Treasury Bill interest rate as a gauge of
general short-term interest rates: on a monthly basis, the one-month Treasury Bill interest rate

ranged from 6.8% to 21.3%, with an average rate of 11.1%, during the 1980s. During the 1990s,
the same rate ranged from 2.5% to 13.7%, with an average rate of 6.1%. The rates ranged from

0.1% to 5.5%, with an average rate of 2.9%, during the 2000s (covered up to May 2010) (Source:

Statistics Canada, 2010b). Differences in these macro-economic indicators from one period to

another, however, do not alter the fundamental conclusion that the budgetary approach of the

1990s was a success while that of the 1980s was a failure.

2 The introduction of the strategic and operating review of spending, which has a goal of
identifying and implementing $11 billion in savings over four years beginning in 2012/13 is an

important consideration. It would further slow the growth of program spending over the four-
year period but would not actually cut spending. In addition, the bulk of the planned cuts will

occur in the latter years of the budget plan, 2014/15 and 2015/16.
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The same risks observed in the period from 1980 to 1995 are present now:
failing to adequately restrain spending, higher debt charges, and lower-than-
expected revenue growth.

Figure 24 illustrates the federal government’s plans for program spend-
ing, based on the last four budgets (2008-2011).? Three aspects of figure 24
are worth noting. The first is the nature of the stimulus spending introduced
in 2009. The 2008 Budget did not include a stimulus program, as illustrated
by the fairly straight line showing planned future program spending. The
2009 budget, which introduced the stimulus spending, deviates from the 2008
spending plan in a limited, temporary manner that reflects stimulus spending:
it introduces limited and temporary spending for 2009/10 and 2010/11 and
then returns to the pre-stimulus level of spending planned in the 2008 budget.
The 2008 and 2009 budgets indicate essentially the same levels of program
spending in 2011/12 and 2012/13, after the end of the stimulus program.*

Second, note in figure 24 the new higher level of program spending
introduced in the Update of October 2010. The spending plan announced
by the federal government in Update 2010 deviates permanently from the
pre-stimulus spending introduced in the 2009 budget. For example, program
spending in the 2009 budget was scheduled to be $235.1 billion in 2011/12
after the stimulus was exhausted. Update 2010 increases program spending
in 2011/12 to $242.7 billion, an increase of 3.2% on top of the stimulus spend-
ing. In other words, the federal government has now proposed a permanently
higher level of program spending based on the level of program spending
established in the stimulus plan of 2009.

Finally, the 2011/12 budget enacted on March 22, 2011° reinforced the
new higher level of program spending originally proposed in Update 2010
and, like the Update, does not return program spending to its pre-stimulus

3 Note that Update of Economic and Fiscal Projections, October 2010 (Canada, Dep’t of Finance,
2010d) was used for the revised 2010 forecasts rather than Budget 2010 (Canada, Dep’t of Finance,
2010a) because the Update gives the most up-to-date expectations of the federal government for 2010.
4 The 2008 budget indicates program spending of $235.4 billion and $24:4.8 billion in 2011/12 and

2012/13 (Canada, Dep’t of Finance, 2008). In comparison, the 2009 budget contains program spend-
ing of $235.1 billion and $244.5 billion in 2011/12 and 2012/13 (Canada, Dep't of Finance, 2009).

5 The Conservative government tabled a budget on March 22, 2011 that did not pass; this led

to a federal election. Upon re-election, the Conservative government passed on June 6 what was

essentially the March budget as its 2011 budget (Canada, Dep't of Finance, 2011).
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Figure 24: Federal program spending plans (nominal $ billions), 2008-2011 budgets
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Notes: The figures above do not include spending on interest costs. The program spending from the 2011
Budget does not include the targeted savings of $11 billion (starting in 2012/13) based on the strategic and
operating review of spending.

Source: Canada, Department of Finance, 2008, 2009, 2010d, 2011.

level. There are some deviations in program spending between Update 2010
and the 2011 budget, notably in 2010/11 and 2011/12. However, those differ-
ences are largely a matter of timing: the lower program spending recorded in
2010/11 ($5.8 billion) in the 2011 budget is off-set completely by higher spend-
ing in 2011/12 ($5.7 billion) than was planned in Update 2010. In addition,
the 2011/12 budget proposes slightly higher program spending (roughly $2.2
billion) than planned in Update 2010 for the period from 2012/13 to 2015/16.
The failure to control the growth in spending® shown in figure 24 is
emblematic of the experience of the 1980s and 1990s. The problems in the
government’s plan are found to be even worse when revenues are considered.
Figure 25 illustrates the budget-revenue expectations of the federal govern-
ment as outlined in the 2009 and 2010 budgets, Update 2010, and the recently
passed 2011 budget (Canada, Dep’t of Finance, 2009, 20104, 2010d, 2011). In

6 Importantly, though, the federal government has initiated a review of spending based on
strategic and operating importance. The goal of the process is to secure $11 billion in savings
over four years beginning in 2012/13. For more information, see Canada, Dep’t of Finance,
2011: table 5.2.
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Figure 25: Revised estimates for federal budget revenues (nominal $ billions),
2009-2011 budgets
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Sources: Canada, Department of Finance, 2009, 2010a, 2010d, 2011.

three of these four budgets—2009 and 2010 budgets, Update 2010—, the
government had to lower its forecast for future revenues. The revisions are not
incidental. For instance, the federal government reduced its four-year revenue
forecast by $16.3 billion between the spring 2010 budget and the Update of
October 2010. Revenue expectations have improved, however, in the forecasts
of the recent 2011 budget. Indeed, revenue expectations contained in the 2011
budget, which covers the current fiscal year (2011/12) through to 2015/16,
exceed those forecast in Update 2010 by $16.4 billion.

This experience generally mirrors that of the period from 1980 to 1995.
The federal government continuously proved it was unable to control the
growth in spending over time and experienced an on-going need to revise its
revenue expectations downward. The result of this failure has been discussed
atlength: continuous deficits that led to increases in federal debt and interest
costs. The lesson is that it is prohibitively difficult to achieve balanced budgets
by simply restraining spending growth over long periods of time and hoping
that revenue growth closes the gap. The insight from the success of the 1995
budget in dealing with the federal government’s last deficit and debt problem
is that spending cuts implemented over a few years lead to a quick resolu-

tion of deficits and sets the stage for a virtuous cycle of fiscal surplus, debt
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reduction, and declining interest charges. The federal government should
heed the lessons of the 1995 budget and move deliberately in its next budget

to reduce spending in order to eliminate the deficit in the near term.

Let temporary stimulus spending expire

to reduce overall program spending

As its first step in reducing spending and bringing the budget into balance,
the federal government should let the provision of 2009/2010 for stimulus
spending expire.” Stimulus spending is supposed to be temporary and, once
funds are exhausted, spending should return to its pre-stimulus level, adjust-
ing for normal growth over time.® If spending levels do not return to their
pre-stimulus level, which is the case in Canada and many other countries,’
then the spending was not a “stimulus” but simply more permanent govern-
ment spending.

Figure 26 illustrates federal program spending beginning in 2002/03
through to 2015/16 (Canada, Dep’t of Finance, Canada, 2010d). The effect
of the stimulus is self-evident. Program spending spikes from $207.9 bil-
lion in 2008/09 to $244.8 billion in 2009/10. However, program spending
does not return to its pre-stimulus level but simply grows from the new level
established by the stimulus spending, which becomes a new base from which
future program spending grows. The stimulus spending was not, therefore,
temporary but rather permanent additional spending.

The divergence between the pre-stimulus level of program spend-
ing and the new higher base of program spending is illustrated in figure 26.
The adjusted program spending line (dashed line) is calculated by increasing

the pre-stimulus level of program spending (2008/09) by the annual rate of

7 Some may ask why tax increases are not considered. To learn why this is not practicable, see
Lammam and Veldhuis, 2010; Taylor, 2011, Jan. 14; Murphy and Clemens, 2010; and Palacios and
Harischandra, 2008.

8 “Normal” in this instance could mean growth rates observed over the previous five or 10 years
or, more conservatively, growth rates constrained by the rate of economic growth or population
growth coupled with inflation.

9 Perhaps the most striking case of a government using stimulus as a rationale to implement
significant greater permanent spending is the US federal government in 2008 and 2009. See
the Congressional Budget Office’s analysis of the US federal government’s long-term budget
(US-CBO, 2010).
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Figure 26: Planned federal program spending compared to lower-growth program
spending adjusting for the stimulus (nominal $ billions), 2002/03-2015/16
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Sources: Canada, Department of Finance, 2010c¢, 2011; calculations by authors.

population growth and inflation. The gap between actual planned spending
and the spending that may have occurred without the stimulus is $24.5 billion
in 2011/12 (see table 4), 75.9% of the expected deficit in that year. This is an
important point since it means a substantial portion of the near-term deficit
can be eliminated by simply ensuring that temporary stimulus spending be
temporary rather than permanent.

Table 3 summarizes the various components of the stimulus spend-
ing implemented in 2009/10 and 2010/11. The stimulus plan includes direct
spending, tax relief, and additional transfers to individuals, including enhanced
Employment Insurance benefits, additional jobs training and placement pro-
grams, First Nations initiatives, programs aimed to stimulate the housing sector,
infrastructure spending, research and development subsidies, regional subsi-

dies, and new spending on industry, culture, tourism, and the environment."

10 For information on the 2009 stimulus plan, see Canada, Dep’t of Finance, 2009. Table 1.2
provides a financial summary, tables 3.5, 3.6, 3.7, and 3.8 provide overviews of the various com-
ponents of the stimulus, and chapter 3 provides both financial and operational details of the

stimulus plan.
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Table 3: Summary of Stimulus Action in 2009 Federal Budget ($ millions)

2008/09  2009/10  2010/11

Improving access to financing and strengthening 162 12
Canada’s financial system

Action to help Canadians and stimulate spending 695 5,880 6,945
Action to stimulate housing construction 530 3,865 1,395
Immediate action to build infrastructure 5,727 5,055
Action to support businesses and corporations 12 2,372 2,121
Plus:
Capital spending (cash adjustments) 697 685
Loans
Auto Sector 2,700
Municipalities for Housing-related Infrastructure 1,000 1,000
Timing of Home Renovation Tax Credit 500
Total Federal Stimulus 22,742 17,200
Total Stimulus with Leverage 29,298 22,316

Source: Canada, Department of Finance, 2009: table 1.2.

Revised federal fiscal plan

Fortunately, the depth of the current financial problem faced by the federal
government is not as severe as that of the 1980s and early 1990s. The overall
details of the revised fiscal plan are summarized in table 4 (pp. 48—49). Fiscal
2013/14 was chosen as the target year to achieve a balanced budget based
on the two-year time horizon used in 1995." Reductions of $6.3 billion in

program spending by 2013/14 are required to bring total spending (program

11 Itis worth noting that the original paper upon which this chapter is based achieved a balanced
budget in 2012/13 because its plan for spending cuts were implemented in 2011/12 and 2012/13.
The plan developed in this revised and updated version does not implement cuts in the current
year (2011/12) but rather implements the revised plan of program spending in 2012/13 and 2013/14.
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and debt servicing) in line with expected revenues. The federal government
would have to reduce program spending from the $24.8.4 billion expected in
2011/12 to $24:2.1 billion over the following two years in order to achieve a bal-
anced budget in 2013/14."> The revised level of program spending for 2013/14
of $242.1 billion is $9.9 billion lower than that planned in the government’s
2011 budget (Canada, Dep’t of Finance, 2011). It is important to distinguish
between the reduction of $6.3 billion in program spending from its current
level and the reduction relative to program spending planned by the govern-
ment for that year—$9.9 billion.

The reductions will actually not be as large as presented above because
the federal government has already committed itself to identifying $11 billion
in savings over four years beginning in 2012/13 through a review of spending
based on strategic and operating priorities (figure 2; Canada, Dep’t of Finance,
2011: table 5.2). Thus, for example, the reduction in 2012/13 of $3.1 billion
(table 4) is only an additional reduction of $2.0 billion beyond current plans.

The total reduction in program spending of $6.3 billion represents a
2.5% reduction in the program spending expected for 2011/12. To put this
reduction in context, compare the federal government’s calculated stimulus
spending of $22.7 billion and $17.2 billion in 2009/10 and 2010/11 and the
Liberal Party’s reductions in 1995 of nearly 10% over two years.

The reduction in program spending of $6.3 billion (2.5%) by 2013/14
can be achieved a number of ways, such as an across-the-board reduction
in spending; or by reviewing and prioritizing spending as was done by the
Liberals in 1994 and 1995; or by proportionately reducing stimulus spending
that is now included in permanent spending. Below is a categorical summary
of the components that were part of the federal stimulus plan of 2009. It is
worth examining some of the programs and their costs in order to understand
how $6.3 billion in program spending can be eliminated over two years. The
following list provides a brief description and price tag (based on 2010/11 cost
estimates)® for a sample of the programs introduced in the stimulus plan of
2009. The total cost of items in the list is $10.7 billion in 2010/11.

12 The suggested program spending of $242.1 billion in 2013/14 needed to balance the budget
is $3.9 billion higher than the inflation-adjusted pre-stimulus program spending level needed
to account for population growth.

13 The cost estimates were taken from Canada, Dep't of Finance, 2009: chapter 3.

Fraser Institute e www.fraserinstitute.org



Learning from the Past: How Canadian Fiscal Policies of the 1990s Can Be Applied Today o 47

extension of El benefits to 50 weeks from 45 weeks ($575 million)™

El benefits for Canadians in long-term training ($250 million)

increased training funding for El generally (5500 million)

job training for individuals not qualified for El (5250 million)

increases to the National Child Benefit Supplement and Canada Child Tax
Benefit ($310 million)

enhancements to the Working Income Tax Benefit ($580 million)

targeted tax relief for seniors ($340 million)

enhancing energy efficiency ($150 million)

first-time homebuyer’s tax credit (5180 million)

funds for renovating and retrofitting social housing ($500 million)

housing funds for low-income seniors, persons with disabilities, First Nations,
and Northern housing ($1.1 billion)

green infrastructure ($200 million)

infrastructure stimulus ($2.0 billion)

contributions and support for Building Canada Fund ($250 million)

funding for recreational facilities ($250 million)

on-reserve infrastructure funding ($255 million)

knowledge initiatives, including infrastructure for universities and colleges, the
Canada Foundation for Innovation, and modernizing laboratories ($1.25 billion)
extending broadband services to rural areas ($100 million)

federal infrastructure programs ($254 million)

support for specific sectors of the economy, including forestry, agriculture,
slaughterhouses, shipbuilding, and space technologies ($330 million)
additional support for the Canada Television Fund ($100 million)

promotion of “Marquee Festivals” (550 million)

support for Green Energies ($200 million)

regional business support and subsidies ($731 million)

14 For information on Canada’s Employment Insurance system, including the new programs

added under the 2009 stimulus, see <www.servicecanada.gc.ca/eng/sc/ei/index.shtml>. For informa-

tion on the National Child Benefit Supplement, see <www.nationalchildbenefit.ca/eng/home.shtml>;

for information on the Canada Child Tax Benetfit, see <www.cra-arc.gc.ca/bnfts/cctb/menu-eng.html>.

For information on the Working Income Tax Benefit (WITB), see <www.cra-arc.gc.ca/bnfts/wtb/

menu-eng.html>. For information on the Building Canada Fund, including details about the Green

Infrastructure Fund, infrastructure stimulus fund, and communities components, see <www.

buildingcanada-chantierscanada.gc.ca/funprog-progfin/target-viser/bcf-fcc/bcf-fec-eng.html>.
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Table 4: Revised Federal Fiscal Plan, 2011/12 -2015/16

Budget Current Debt Total

revenues planned charges planned

program spending

spending

2008/09 2331 207.9 30.7 238.6
2009/10 218.6 2448 294 274.2
2010/11 235.6 240.8 30.9 271.7
2011/12 249.1 248.4 33.0 2814
2012/13 264.4 2473 36.5 283.8
2013/14 281.2 252.0 38.6 290.6
2014/15 296.8 257.7 394 297.1
2015/16 309.2 265.6 394 305.0

Notes: Program spending and debt charges for 2008/09 are taken from the 2009 budget (Canada, Department of
Finance, 2009), the remaining data are from the 2011 budget (June) (Canada, Department of Finance, 2011). Total
planned spending is simply the addition of planned program spending and debt charges. Revenue figures for
2008/09 to 2009/10 were taken from the 2010 budget (Canada, Department of Finance, 2010a), the remaining
figures from the 2011 budget (June) (Canada, Department of Finance, 2011). The program spending from the
2011 Budget does not include the targeted savings of $11 billion (starting in 2012/13) based on the strategic and
operating review of spending.

This is just a sampling of the many programs and initiatives included in the
2009 stimulus plan. Some of the programs seem quite distant from a stimulus-
type initiative meant to encourage immediate consumption. Indeed, many of
the programs seem more like additional permanent spending than they do
temporary programs. The nature of these so-called stimulus programs may
be part of the explanation why the federal government has not been able to
return program spending to pre-stimulus levels.

Many of these programs may be worthy of continuing into the future.*®
This is why the federal government must replicate the review process used in

1994 and 1995 to prioritize federal spending with a concrete goal of reducing

15 There are a number of initiatives included in the stimulus plan that should be extended and
made permanent. For example, the 2009 budget reduced import tariffs on a range of machinery
and equipment goods, making it more economical for Canadian businesses to invest and develop
their enterprises in Canada. A summary of the tariff relief program is available in Canada, Dep’t
of Finance, 2009: 169. Table 3.8 (p. 185) indicates a two-year cost estimate of $169 million, which
is a fairly small program that offers enormous economic advantages and benefits. Initiatives like
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Budget Adjusted Proposed Adjusted Adjusted
balance program program total deficit or
(deficit or spending* spending spending surplus
surplus)
=55 207.9 238.6
-55.6 244.8 274.2
-36.2 240.8 271.7
-323 2239 248.4 2814 -323
-194 231.0 2453 281.8 -17.4
-94 238.2 2421 280.7 0.5
-0.3 245.5 250.0 289.4 74
4.2 253.0 257.6 297.0 12.2

Note: *The Adjusted Program Spending column is calculated by taking 2008/09 pre-stimulus program spending
and increasing it annually by the rate of population growth plus inflation.

Sources: Canada, Department of Finance, 2009, 2010a, 2010d, 2011; calculations by authors.

federal program spending by $6.3 billion by 2013/14. The specific plan outlined
in table 4 shows program spending being reduced by $3.1 billion in 2012/13
compared to 2011/12 program spending. Program spending is reduced by
an additional $3.2 billion in 2013/14." It is assumed, although not dictated,
that much of the stimulus spending initiated in 2009 is eliminated or equal
amounts of offsetting cuts in other spending are identified.

The revised fiscal plan contained in table 4 results in a budget sur-
plus, albeit minor, beginning in 2013/14. The earlier balanced budget and

this make sense regardless of the country’s economic situation and should be extended because
they make Canada more attractive for investment and entrepreneurship.

16 There are obviously a number of ways to implement the two-year reduction of $6.3 billion. The
plan presented in table 4 distributes cuts evenly between 2012/13 and 2013/14. One could make
a case for more aggressive reductions in the first year (2012/13) or for waiting until 2013/14. But,
whether the majority of the reductions are made earlier or later, the key is reducing program spend-
ing by $6.3 billion by 2013/14 to bring program spending back in line with what would have been
the case had pre-stimulus program spending increased based on population growth and inflation.
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subsequent surpluses is easily seen in figure 27. The federal government’s
current fiscal plan calls for the accumulation of debt through deficits of $24.9
billion between 2012/13 and 2015/16, in addition to the expected deficit of
$32.3 billion this year (2011/12). The revised fiscal plan results in a small $2.7
billion cumulative surplus over the same period because the budget is bal-
anced sooner than currently anticipated. The quicker return to a balanced
budget means less debt accumulation and the availability of surpluses begin-
ning in 2014/15, which allows for higher spending and lower taxes.”
Perhaps most importantly, the revised plan shown in figure 27 and
table 4 discards the failed principles of the 1980s and early 1990s, which the
federal government is relying on today, and builds on the successes of the
reform budget of 1995. It calls for reduced program spending largely result-
ing from the elimination of stimulus spending rather than trying to slow the
growth in spending and hoping for strong revenue growth over time. This
latter approach failed before, leaving Canada with a large debt and substan-
tial interest payments. The plan offered here heeds the lessons of the reform

budget of 1995, which put Canada’s federal finances back on track.

Reforming provincial health transfers

There is an opportunity for the federal government to do more than just bal-
ance its budget. As it did in the 1990s, the federal government also has an
opportunity to reform its relationship with the provinces and, by doing so,
provide an incentive for improvement in the delivery of one of Canada’s most
important social programs. This latter reform is much more controversial
than the budget recommendations because it would fundamentally change
the relationship between the federal and provincial governments with respect
to health care. It is important to understand, however, that like the first recom-

mendation, this reform is also based on our country’s experience in the 1990s.

Restructured and reduced provincial transfers—experience from the 1990s
The 1995 budget implemented a major restructuring and reduction in federal

transfers to the provinces. Specifically, the budget began a transition away

17 The plan outlined in table 4 does not alter the current assumptions regarding debt charges,
which would likely be lower given the reduced accumulation of debt.
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Figure 27: Federal planned and adjusted total spending and expected budget
revenues (nominal $ billions), 2008/09-2015/16
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Notes: Program spending and debt charges for 2008/09 are taken from the 2009 Budget (Canada, Department of
Finance, 2009, the remaining figures from the 2011 Budget (June) (Canada, Department of Finance, 2011). Revenue
figures for 2008/09 to 2009/10 are taken from the 2010 Budget (Canada, Department of Finance, 2010a), the
remaining figures from the 2011 Budget (June). The program spending from the 2011 Budget does not include the
targeted savings of $11 billion (starting in 2012/13) based on the strategic and operating review of spending.

Sources: Canada, Department of Finance, 2009, 2010a, 2011; calculations by authors.

from federal transfers based on federal-provincial cost-sharing to a block
grant. Prior to the 1995 budget, the federal government provided two major
transfers'™ to the provinces for programs: the Established Program Financing
(EPF) and the Canada Assistance Plan (CAP). EPF was a block transfer to the
provinces to support health and post-secondary education spending in the
provinces. It was distributed to the provinces regardless of provincial spending
in these areas. CAP was a cost-sharing program in which the federal govern-
ment paid up to half of the amount spent by provincial governments on social
services. One of the problems with this approach is the incentives imbedded

in it for additional spending, regardless of its efficacy. In this situation, the

18 These two transfer programs were specifically related to supporting program spending on
health care, post-secondary education, and welfare. They were distinct from the Equalization
Program, which is meant to smooth over differences in the provinces’ respective abilities to
raise own-source revenues. For information on Canada’s equalization system, see Clemens and
Veldhuis, 2007; and Clemens, Veldhuis, and Palacios, 2007.
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provinces could finance an extra dollar of spending on social programs with
just 50¢ of provincial revenue as the federal government provided the remain-
ing funds. Critically, this meant that the federal government did not directly
control the growth of this federal spending.

The 1995 budget replaced the Canada Assistance Plan (CAP) and the
Established Program Financing (EPF) with a new block transfer known as
the Canada Social Transfer (renamed the Canada Health and Social Transfer
in the 1996 budget) starting in 1996/97.”° As a result, the negative incentives
embedded in the cost-sharing agreement of the Canada Assistance Plan were
eliminated. Figure 28 shows the payments under the old EPF/CAP model
compared to the revised payments made under the Canada Health and Social
Transfer (CHST). The 1995 budget included a reduction in the total amount
transferred to the provinces. The EPF and CAP transfers combined were set
to fall from $29.3 billion in 1996/97 to $25.1 billion in 1997/98.2°

The introduction of a single block grant also allowed, and indeed
encouraged, the provinces to pursue innovation and improved performance
through experimentation based on the increased flexibility and autonomy
accorded them by the federal government.® Under the earlier cost-sharing
arrangements, the federal government controlled standards for social ser-
vices by connecting the payment of transfers to the provinces to adherence
to national standards. This centralized approach and federal regulation meant
that provinces were, to a certain extent prohibited, or at least inhibited, from
experimenting with alternative delivery models. Indeed, Finance Minister
Paul Martin noted in his historic presentation of the 1995 budget that “the
restrictions attached by the federal government to transfer payments in areas
of clear provincial responsibility should be minimized ... they limit innovation

”

... increase administrative costs” (Martin, 1995: 17)

Canadian welfare reform—decentralization and incentives matter
The CHST reform set off a period of innovation and experimentation in wel-

fare design and delivery across the country. The reduced transfers coupled

19 For a history of the Canada Health and Social Transfer, see <www.fin.gc.ca/fedprov/his-eng.asp>.
20 In percentage terms, the reduction in provincial transfers was larger than the reductions
applied to federal programs.

21 For a discussion of the reforms in the federal transfers, see Veldhuis and Clemens, 2003.
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Figure 28: Transfer payments (nominal $ millions) under EPF/CAP and CHST,
1993/94-2001/02
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Note: EPF = Established Program Financing; CAP = Canada Assistance Plan; CHST = Canada Health and Social Transfer.
Sources: Canada, Department of Finance, 1994 table 9; Canada, Department of Finance, 1995a, 1995b, 1996.

with greater provincial autonomy and responsibility for welfare and its costs
meant that the provinces had the incentive and authority to design and deliver

better programs.?> %

Alberta
Alberta was the first province to meaningfully reform welfare. In 1993, Alberta
overhauled the administration of the Alberta Family and Social Services

Ministry.?* One of the main avenues of reform was focused on diversion. That

22 There were a number of common reforms implemented by most, if not all of the provinces.
One common feature of reform was a reduction in benefit levels, particularly for single employ-
able people. There was an increasing understanding that, when welfare benefits surpass compa-
rable income available from low-paid work, incentives are created to enter or remain on welfare.
Many of the reductions in benefit levels and particularly those for single employable people were

aimed at re-establishing a balance between welfare benefits and the income available to workers

from low-paid work. For an empirical examination of the relationship between benefit levels and

welfare rates during the 1990s, see Emes and Kreptul, 1999.

23 This section is largely based on the summary of provincial welfare reform presented in

Crowley, Clemens, and Veldhuis, 2010: chap. 4; it also relies on Schafer, Emes, and Clemens, 2001.
24 For a summary analysis of the reforms implemented in Alberta, see Boessenkool, 1997.
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is, the government shifted the emphasis in the Ministry away from adminis-
trative tasks such as determining eligibility and mailing payments to trying
proactively to divert people from entering welfare before other possibilities,
including employment, were exhausted. The premise of the change was the
fact that, once people enter the welfare system, they have a much higher
probability of using it again in the future. Thus, people were helped by mak-
ing sure that every other possible alternative (like finding or staying in work)
was exhausted before they could enter the welfare system. The combination
of focusing on alternatives to welfare and bringing benefit levels in line with
low-paid employment resulted in reductions in welfare dependency and gen-
erally improved outcomes for former welfare recipients. One study concluded
that almost half of the 172,000 people who left the province’s welfare rolls
between 1993 and 1996 found full-time employment (Elton, 1997; Canada
West Foundation, 1997).

Ontario

Ontario’s welfare system had profound problems during the 1990s.% In 1994,
Ontario had the highest rate of social assistance to population (12.8%) in the
country, its spending was increasing at an unsustainable rate, and its ben-
efit levels were encouraging ever higher rates of welfare. The newly elected
government in 1995 immediately brought in a number of changes, including
reduced benefit rates, an increased focus on diversion to non-welfare alterna-
tives, greater focus on employment, and administrative improvements.

Ontario Works, introduced in 1998, was a formal and fairly broad

“workfare” program that was unique in the Canada. The goal of the program
was to aid welfare recipients in returning to work. The work requirement was
mandatory for all employable adults. The result of the reforms was a reduction
in welfare dependency that exceeded the national trends (Finnie, Irvine, and
Sceviour, 2005; Roy, 2004; Schafer, Emes, and Clemens, 2001).

British Columbia
British Columbia was one of the last provinces to reform welfare. In 2001, a

newly elected Liberal government moved quickly to make wholesale changes

25 For a discussion of the problems in Ontario’s welfare system prior to reform, see Richards,
1997; for a detailed examination of Ontario’s welfare system, see Sabatini, 1996.
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to the province’s welfare system.?® Most noticeable was the introduction of
a rolling benefit time limit, which mirrored a US reform introduced in 1996:
each month a recipient received welfare benefits counted towards a 24-month
limit within any 5 year period.?” The program was effective April 1,2002.% The
introduction of a rolling time limit essentially returned the program to being

an insurance scheme rather than a source of permanent income.

Across the country

The success of provincial welfare reforms across the country are hard to deny.
Welfare dependency was reduced well beyond the cyclical level observed over

the previous decade-and-a-half. By 2000, for example, the number of welfare

beneficiaries had decreased to slightly over 2 million—6.8% of the popula-
tion—from a peak of 3.1 million—10.7% of the population (Finnie, Irvine, and

Sceviour, 2005; Finnie and Irvine, 2008; Schafer, Emes, and Clemens, 2001).
Welfare-related spending also declined and assisted governments across the

country in balancing their budgets. Most importantly, the innovation and

experimentation encouraged by the reform of federal transfers and regula-
tions meant that provinces were doing a markedly better job of identifying

problems and actually helping people back into the labour market.

Applying the lessons of welfare reform to health care

There is broad consensus that one of the short- and long-term issues facing
Canada’s governments is the delivery and financing of health care. As was the
case in 1995, Canada has an opportunity not only to put its financial house
in order but also to solve a related social problem, improving health care for
Canadians in a financially sustainable manner. The lessons of the success of

the 1995 welfare reforms provide a framework for health care reform.”

26 For a summary and analysis of the reforms enacted in 2001, see Clemens and Schafer, 2002.
27 Reaching the limit for employable individuals resulted in fairly stiff reductions in benefits,
to zero in some cases, while more difficult cases like families with children would suffer much
smaller reductions in their benefits.

28 As the deadline for the first two-year period in the five-year window of benefit eligibility
approached, regulations about penalties and deferrals were extended, which basically nullified the
penalties and any real time limit on receipt of benefits (Gabel, Clemens, LeRoy, and Veldhuis, 2003).
29 This approach to deficit reduction and health reform was first discussed while writing The
Canadian Century (Crowley, Clemens, and Veldhuis, 2010). Credit is due our co-author, Brian
Lee Crowley, who was integrally involved in those discussions.
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It is first important to outline the challenges facing the federal and
provincial governments with respect to health care spending. Figure 29 illus-
trates the planned transfers from the federal government to the provinces for
health care over the next five years. It is fairly clear that health care transfers
are growing at a rate well in excess of population and expected inflation as well
as real GDP growth. In some years, such as 2012/13, the annual increase in
the health-related payment is nearly double the rate of expected GDP growth
and almost double the rate of expected population growth and inflation.

The growth in the CHT and CST also outstrips by a wide margin the
growth in federal program spending. For example, the average growth in
the CHST from 2010/11 through to 2014/15 is expected to be 4.6% while
growth in total program spending over the same period is forecast at 1.0%.
Therefore, a larger and larger share of program spending at the federal level
is being dedicated to health-related transfers to the provinces. Such spending
increases are simply not sustainable without either raising taxes or reducing
other spending (which is already occurring in relative terms), both of which
have their own set of costs that need to be considered.

Canada has already experienced a relative reduction in spending on
areas other than health care at the provincial level in order to accommodate
the nearly insatiable demand for health spending. Figure 30 illustrates the per-
centage of total program spending on health care for 1990/91 and 2008/09, the
latest year of available data.*® The total for Canada (that is, all provinces) shows
that health spending as a percentage of total program spending has increased
from 30.3% in 1990/91 to 36.7% in 2008/09. Every province has experienced
an increase in the portion of their budget devoted to health care. Over 40% of
total program spending in Nova Scotia and Ontario is already being consumed

by health care and a number of other provinces are close to this threshold.

30 The series used in figure 30, which is provided by Statistics Canada, is referred to as the
Financial Management System (FMS). Statistics Canada adjusts provincially provided numbers
in order to accommodate differences in accounting among the provinces and create a consistent
and comparable pan-Canadian series of data. Unfortunately, this series has been cancelled
and will be replaced by a new series of comparable data in the future. Another important
source of information on health care is the Canadian Institute for Health Information (CIHI).
See Canadian Institute for Health Information, 2010. Acronyms for provinces in figure 30:
BC = British Columbia; AB = Alberta; SK = Saskatchewan; MB = Manitoba; ON = Ontario;
QC = Quebec; NB = New Brunswick; NS = Nova Scotia; PE = Prince Edward Island; NL =
Newfoundland & Labrador.
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Figure 29: Expected growth in CHT and CST payments compared to expected
changes in population and CPI, 2009/10-2014/15
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Notes: CHT = Canada Health Transfer; CST = Canada Social Transfer.  * Consensus forecast as of the fall economic
and financial update, October 2010. Population was forecast at 10-year average of 1.06% growth rate.

Sources: Canada, Department of Finance, 2010a: table 4.2.5; 2010d: table 2.1; Statistics Canada, 2010a, 2010c;
calculations by authors.

Figure 30: Provincial health care spending as a percentage of provincial general
spending, 1990/91 and 2008/09
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Source: Statistics Canada, 2010d; calculations by authors.
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Growth in health spending is also outstripping almost every other area
of provincial spending (Kotlikoff and Hagist, 2005). The proportional increase
in health spending compared to all other provincial spending coupled with
the consistently high rate of annual growth in health care spending means
that other categories of provincial spending will continue to be cannibal-
ized in order to finance health care spending unless fundamental changes
are introduced.

The other concerning aspect of health care is its quality and timeliness.
As was the case with welfare before reform, it appears as if Canadian govern-
ments spend substantial resources on health care while Canadians do not
enjoy commensurate programs and benefits. Canada’s health care system is,
on an age-adjusted basis, the developed world’s third most expensive® after
Iceland and the United States. Canada’s performance in delivering health care
is not commensurate with this comparatively high level of spending. One
area where Canada has repeatedly fallen short is waiting times for medi-
cal procedures. For example, the total waiting time between referral from
a general practitioner and delivery of elective treatment by a specialist was
18.2 weeks in 2010, which constituted an increase from 16.1 weeks in 2009.%
There were considerable variations among the provinces, ranging from a low
of 14.0 weeks in Ontario to 44.4 weeks in Prince Edward Island.

Part of the explanation for Canada’s long wait times is a lack of medi-
cal professionals and medical technologies. Canada’s physician-to-population
ratio of 2.2 per 1,000 is one of the lowest (tied for 20 out of 22 countries) in
the developed world. Similarly, Canada ranks 17" out of 26 countries for CT
scanners (12.7 per million population) and 17* out of 25 countries for MRIs
(6.7 per million population) (Rovere and Skinner, 2010). The relatively low
access to modern medical technologies also shows up in wait times for these
technologies. For instance, in 2010, for Canada as a whole, the wait time for
an MRI was 9.8 weeks and 4.5 weeks for an ultrasound (Barua, Rovere, and
Skinner, 2010). In addition, much of Canada’s medical and diagnostic equip-

ment is outdated and in need of replacement (Esmail and Walker, 2008).

31 Tied with Switzerland, where on an age-adjusted basis health expenditures were the same as
in Canada in 2005.

32 This calculation is averaged across 12 medical specialties and includes the 10 provinces; see
Barua, Rovere, and Skinner, 2010.
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Many of these findings are buttressed by Healthy Canadians, a report
by Canada’s ministry of Health that focuses on measuring health perfor-
mance. For example, the report found that 83.0% of Canadians reported
having a regular family doctor in 2007, down from 85.1% in 2003 (Canada,
Ministry of Health, 2008: figure 3). However, it is important to recognize
that neither 85.1% nor 83.0% are impressive given the universal principle
underpinning Canadian health care. Similarly, 25.3% of Canadians in 2007
reported difficulty obtaining immediate care and 17.2% reported difficulty in
obtaining routine or ongoing health services, both of which have increased
since 2003.%

A repeatedly noted barrier to reform and experimentation in health
care is the federal government and the monies it transfers to the provinces
for health care. These funds are available only to those provinces who abide
by the rules, regulations, and federal interpretations of the Canada Health
Act.* The Act specifically disallows a variety of policies that are being used
in other universal health care countries that are able to deliver better care at
lower costs. The restrictions include cost sharing and extra billing.

Applying the lessons of the successful welfare reforms introduced in
the mid-1990s leads us to a similar opportunity for health care. The federal
government should reform CHT payments to reduce provincial dependency
on federal transfers while simultaneously providing the provinces more flex-
ibility to experiment with different models of health care delivery within a
universal and portable framework. Such an arrangement would allow the
provinces to deal honestly with the single largest source of spending and the
quickest growing area of spending in provincial budgets.*

In exchange for reductions in the planned growth of future CHT pay-

ments, the federal government would revise the Canada Health Act to require,

33 The figures reported in 2007 represented increases from those in the 2003 report: the per-
centage reporting difficulty in obtaining immediate care increased from 23.8% in 2003 to 25.3%
in 2007 and the percentage reporting difficulty in obtaining routine or ongoing health services
increased from 16.4% in 2003 to 17.2% in 2007 (Canada, Ministry of Health, 2008: figure 3).

34 For a detailed explanation of the Canada Health Act, see Canada, Ministry of Health, 2009;
for a history of the Canada Health Act, see Orchard and Alsford, 2010.

35 It is important to recognize that, under this approach, roughly 29% of the reduction in pro-
gram spending by 2012/13 is accomplished through the reduction in the health transfer (CHT)

to the provinces.
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indeed demand, universality and portability but eliminate the other require-
ments of the CHA. This would afford provinces greater flexibility to experi-
ment and innovate with different health design and delivery models within a
universal and portable framework. To be absolutely clear, this proposal retains
the requirement for universal coverage and portablility. However, it allows
for greater experimentation and testing of different ways in which to deliver
health care services at the provincial level.

It is this experimentation and innovation that will reveal better ways to
provide Canadians with health care commensurate with the resources being
provided.* Those reforms might include everything from insurance experi-
mentation to the use of health savings accounts to expanded public coverage.
By allowing the provinces to pursue different methods of delivery, regulation,
and management of health care, we can discover, through experimentation,
better and more cost-effective ways to maintain and improve our nation’s
health care system. The key again, however, is to allow experimentation and

innovation within a framework of universal coverage and access.

Conclusion

Two broad reforms have been proposed that would quickly and thoughtfully
eliminate the federal deficit over a two-year period. The first is to ensure that
the temporary stimulus spending introduced in the 2009 budget remains
temporary rather than simply becoming more permanent spending, which
is the current plan. If portions of the stimulus spending are deemed priori-
ties through a review process similar to the one used by the Liberals in 1995,
then spending reductions in other areas should be identified. The second
reform deals with the future of CHT payments and provincial dependence on
such transfers increasing at fairly high rates. Future CHT increases should be

curtailed in exchange for greater flexibility and autonomy for the provinces

36 There is another interesting parallel to the health care reforms suggested: Canada’s approach
to K-12 education. Canada has no federal involvement in K-12 education and the provinces are
exclusively responsible for its financing, provision, and regulation. Not surprisingly, this has
led to many different approaches to providing primary and secondary education. Interestingly,
Canada spends less and achieves better results than our neighbours to the south, whose system is
increasingly centralized in Washington, DC. For further information on the comparison between
the US and Canadian education, see Izumi and Clemens, 2010 and Izumi, Clemens, and Ou, 2010.
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in delivering health care, a proposal based on the successful welfare reforms
of the 1990s. The combination of ensuring that stimulus spending is actually
temporary rather than simply more permanent spending and the reform of
health care transfers and federal regulation offer not only an opportunity to
balance the country’s financial affairs but to begin solving the various health

care problems discussed previously.
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Partll

Provincial finances—the provinces
forget the lessons of the 1990s

Canada’s provincial governments have not escaped the financial and eco-
nomic costs of the recent recession. Almost all of the provinces* face ongoing
deficits, mounting debt, interest costs crowding out real spending on pro-
grams, and rising spending pressures. Unfortunately, most of the provinces,
like the federal government, have forgotten the lessons of the 1990s and are
making the same mistakes made prior to the 1990s reforms. The following
chapters examine the provincial experience of the 1990s and relates it to
today’s challenges and, in doing so, presents a path back to balanced budgets,
reduced debt, lower interest costs, sounder overall public finance policy, and

renewed economic prosperity.

* “Provinces” is used throughout this paper to refer to provincial governments.
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Chapter 5

Provincial finances today and
what’s the plan?

This chapter examines the basic measures of fiscal policy to assess where the

provinces stand today.

Deficits—borrowing to spend

Figure 31 illustrates the deficits and surpluses of the provinces' collectively
beginning in 2000/01. A deficit simply means that a province (or any other
government) spent more than it collected in revenues, requiring it to bor-
row the difference.” In total, the provinces moved from surplus to deficit
in 2008/09 as the global recession took hold. The aggregate deficit of the
provinces worsened in 2009/10 to 1.8% of GDP. It declined slightly to 1.7%
of GDP in 2010/11 and is expected to decline again this fiscal year (2011/12)
to 1.5% of GDP.?

While figure 31 provides some important general information about
the aggregate state of deficits for the provinces, it is important to recognize
differences among the individual provinces. Table 5 presents the nominal
value of provincial surpluses and deficits for 2009/10 to 2011/12 as well as their
values as a share of GDP. The provincial surpluses and deficits are illustrated

for the same period in figure 32. Finally, table 6 gives the year in which the

1 Total or aggregate data for the provinces includes the territories.

2 Provinces with rainy-day funds or similar accumulated asset reserves can draw down these
funds in times of deficit. In a technical sense, they are “dissaving” by drawing down their assets.
3 Forecasts and summary data for 2011/12 are taken from Gulati and Burleton, 2011 (TD Economics).
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Figure 31: Total provincial surplus or deficit as a share of GDP, 2000/01-2011/12
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Notes: The totals include surplus and deficit figures for the Canadian territories. Data up to 2009/10 is taken from
the Department of Finances' Fiscal Reference Tables; the forecasts for 2010/11 and 2011/12 are taken from TD
Economics' Government Budget Balances and Net Debt.

Source: Canada, Department of Finance, 2010c: table 31; TD Economics, 2011.

each provincial government is expected to attain a balanced budget, based on
their most recent budget. Combined these measures provide a broad assess-
ment of the deficit situations present in each province.

Several aspects of provincial deficits and surpluses are illuminated in
table 5 and figure 32. First, Ontario had the largest deficit both in nominal
terms and as a share of the economy in all three years. Second, New Brunswick
has one of the larger persistent deficits compared to the size of the provincial
economy. Third, Nova Scotia showed improvement in 2010/11 but slipped
back into deficit in 2011/12. Finally, Saskatchewan was the only province to
record a balanced or surplus budget over the entire period. Using the data
in table 5 and figure 32, we can roughly categorize the provinces based on

the severity of their current deficits.* Such rough categorization allows us to

4 For information on provincial budgets, see Alberta, Department of Finance and Enterprise,
2011; British Columbia, Ministry of Finance, 2011a, 2011b; Manitoba, Department of Finance,
2011; New Brunswick, Department of Finance, 2011a, 2011b; Newfoundland & Labrador,
Department of Finance, 2011; Nova Scotia, Department of Finance, 2011; Ontario, Ministry of
Finance, 2011; Saskatchewan, Ministry of Finance, 2011; Prince Edward Island, Department of
Finance and Municipal Affairs, 2011; Quebec, Department of Finance, 2011.
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Table 5: Deficits and surpluses of the provincial governments

$millions (nominal)

2009/10 2010/11

British Columbia -1,779
Alberta -1,032
Saskatchewan 425
Manitoba -201
Ontario -19,262
Quebec -3,174
New Brunswick -738
Nova Scotia —242
Prince Edward Island -120

Newfoundland & Labrador —295

~1,265
-4,821
20
-467
-16,700
~4,200
~740
447
-54

485

-925
-3,405
383
-438
~16,300
-3,797
-449
-390

-42

As a share of GDP (%)
2011/12 | 2009/10 2010/11 2011/12

-0.9 -0.6 -04
-04 -1.8 -1.2

0.8 0.0 0.6
-0.4 -0.8 -0.6
-3.3 =27 -26

-1 -1.3 -1.2
-2.7 -2.6 =15
-0.7 1.2 -1.0
-2.5 =11 -0.8
-1.2 1.6 0.2

59

Note: Figures are based on government forecasts and estimates.

Sources: Gulati and Burleton, 2011; TD Economics, 2011.

Figure 32: Provincial surplus or deficit (percentage of GDP), by province,

2009/10, 2010/11, and 2011/12
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Source: Gulati and Burleton, 2011; TD Economics, 2011.
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Table 6: Expected Year of Deficit Elimination

Saskatchewan N/A Prince Edward Island 2014/15

Manitoba 2014/15
British Columbia 2013/14 New Brunswick* 2014/15
Alberta 2013/14 Newfoundland & Labrador*  2014/15
Nova Scotia 2013/14 Federal Government 2014/15
Quebec 2013/14 Ontario 2017/18

Note: Please note that the TD Bank Report from which this table was copied categorized NB and NL as N/A
based on their surpluses (2010/11). The authors chose to include the 2014/15 date of deficit elimination for
both provinces based on their recent budgets. To obtain the New Brunswick budget for 2011/12, see <http://
www.gnb.ca/0024/index-e.asp>; to obtain the 2011/12 budget for Newfoundland & Labrador, see <http://www.
budget.gov.nl.ca/budget2011/default.htm>.

Sources: Gulati and Burleton, 2011; New Brunswick, Department of Finance, 2011; Newfoundland & Labrador,

Department of Finance, 2011.

understand the varying imperatives for solving each province’s fiscal imbal-
ance. Saskatchewan stands alone in the first category, since it is the only prov-
ince that operated in balance or surplus over the three years examined, and
forecasts balanced budgets for the foreseeable future.

The second group of provinces includes those making clear progress
towards returning to fiscal balance but currently still have a fairly small deficit
as a share of the economy. This group includes British Columbia, Manitoba,
and Prince Edward Island. British Columbia has more than halved the size
of its deficit since 2009/10 as a share of the economy while Prince Edward
Island reduced its deficit as a share of GDP by more than 75%. Manitoba’s
deficit worsened in 2010/11 but is expected to improve during the course of
this year. In addition, Manitoba’s expected budget deficit of 0.6% for 2011/12
is comparatively small. The fact that only four of the ten provinces fit into the
category of being in surplus or making clear progress towards returning to
surplus is telling of the current fiscal situation in the provinces.

The third category includes provinces making limited progress in
2011/12 but expect to return to a balanced budget by 2013/14. This group
includes Alberta and Quebec. Both provinces are expected to record deficits of
1.2% of GDP in 2011/12 but experience improvements over the next two years.

The fourth category, which is also the largest, comprises provinces
where there is inconsistent performance (Newfoundland & Labrador; Nova

Scotia) or a worrying lack of improvement (Ontario; New Brunswick). The
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province of Newfoundland & Labrador, while in surplus last year and expected
to bein surplus in 2011/12 forecasts deficits in both 2012/13 and 2013/14:1.5%
of GDP next year, then declining to 0.9% of GDP before turning into a small
surplus in 2014/15. Similarly, Nova Scotia expects to be in a deficit during
2011/12 as well as the following two years before returning to a small surplus
in 2014/15 (table 6). New Brunswick has made some improvement in its fiscal
position, reducing its deficit from 2.7% in 2009/10 to 1.5% in 2011/12. However,
in 2011/12, New Brunswick will incur one of the highest deficits in the coun-
try: 1.5% as a share of the economy. New Brunswick has committed itself to
achieving a balanced budget in 2014/15 but has provided very little detail
about how it will achieve this goal.> Ontario is perhaps the most worrying of
all the provinces when it comes to deficits. Its current deficit of $16.3 billion
is almost twice as much as the other nine provinces combined (table 5). Its
deficit for 2011/12 of 2.6% is down only slightly from the previous year (2.7%).
More worrying is that Ontario does not expect to return to balance until
2017/18 (table 6), which means it will accumulate debt between now and then.

Another way to understand the relative deficits of each of the prov-
inces is to compare the provincial shares of national GDP with the provincial
shares of the combined total provincial deficit. Figure 33 illustrates the pro-
vincial share of the total deficit for 2009/10 as well as each provinces’ share of
national GDP. There are several points worth noting from the data presented
in figure 33. First, almost the entire cumulative provincial deficit of the ten
provinces is held by Ontario (72.7%) and Quebec (12.0%). Tellingly, there are
only two provinces where their share of the total provincial deficit is larger
than their share of GDP: Ontario and New Brunswick. The difference in New
Brunswick is fairly small: 1.8% of GDP compared to 2.8% of the total (aggre-
gate) provincial deficit. Ontario, on the other hand, has 37.9% of total GDP
but almost three-quarters (72.7%) of the total provincial deficit.

In reviewing the data presented for the provinces with respect to their
individual deficits, Ontario stands alone in terms of the severity of its deficit,
which is both large and persistent. There is also cause for concern for a number
of other provinces such as Newfoundland & Labrador, Nova Scotia, and New
Brunswick and most of the remaining provinces should proceed cautiously.

The only province that seems clear of worry regarding deficits is Saskatchewan.

5 For a commentary and summary of New Brunswick’s 2011/12 budget, see Gulati, 2011b.
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Figure 33: Provincial governments’ shares of the 2009/10 deficit compared
with their share of total GDP
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Source: TD Economics, 2011; Statistics Canada, 2010e.

Debt—accumulation of deficits

Since they have deficits, the provinces are, not surprisingly, accumulating
debt. Figure 34 illustrates the nominal value of all provincial debt beginning
in 2000/01 as well as its value as a share of the economy. The nominal value
of total provincial debt has been increasing each year since 2000/01 with the
exception of 2002/03: total provincial debt (nominal) stood at $284.0 billion
in 2000/01 and is expected to reach $486.8 billion in 2011/12 (Gulati and
Burleton, 2011). Figure 34 also includes a measure of total provincial debt as
a share of the economy. The rate of increase in the nominal value of provincial
debt discussed above, which began increasing at a higher rate in 2007/08 as
the effects of the recession began to surface meant that debt began to increase
as a share of the economy. Total provincial debt increased from alow of 20.6%
in 2007/08 to 28.4% forecast for 2011/12 (Gulati and Burleton, 2011). This

means the burden of debt is increasing relative to the size of the economy.®

6 This is a particular concern given that rising debt levels impose large economic costs on juris-
dictions once they reach a certain threshold. Recent work by Reinhart and Rogoft (2009) confirms
this effect. See also <http/reinhartandrogoff.com/> for links to, and summaries of, related research.
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Figure 34: Measures of total provincial government debt, 2000/01-2011/12
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Notes: Net debt is gross debt (total) minus financial assets. Totals include debt figures for the Canadian territories.
Sources: TD Economics, 2011; Statistics Canada, 2010e.

Table 7 contains the nominal value of provincial debt and debt com-
pared to the size of the economy beginning in 2009/10 through to the expecta-
tion for the current year (2011/12) as well as the percentage change over the
three year period. Table 7 shows some worrying trends in provincial debt.
First, all of the provinces—even Saskatchewan, which is running surpluses—
are accumulating debt.” The increases (nominal) in provincial debt over the
three years from 2009/10 to 2011/12 range from 2.8% in Saskatchewan to
28.6% in British Columbia. Second, Ontario’s debt represents almost half
of the total provincial debt in the country. Third, Alberta’s negative figures
for debt in the table reflect the fact that the province has more assets than
debt and is in a net asset position rather than a net debt position. However,
the province has drawn down nearly $14 billion in assets since 2009/10. In
other words, Alberta’s current revenues compared to current spending since
2009/10 have been short (in deficit) by nearly $14 billion.

7 Inaddition to accumulating debt through deficits, provinces can accumulate debt through
capital borrowing to finance capital expenditures. Depending on the accounting system used in
each province, some of these capital expenditures may appear outside of the operating budget.
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Table 7: Provincial government debt by province

$billions (nominal) As a share of GDP (%)

2009/10 2010/11 2011/12 Change | 2009/10 2010/11 2011/12 Change
BC 28.0 315 36.0 28.6% 14.7 15.6 17.1 16.3%
AB*  -237 -14.0 -100 -57.8% -9.6 -5.2 -34 —64.6%
SK 3.6 3.6 3.7 2.8% 6.4 6.1 57 -10.9%
MB 11.8 13.2 14.8 25.4% 23.1 24.7 26.2 13.4%
ON 193.6 217.3 241.5 24.7% 335 35.6 37.8 12.8%
QcC 150.1 159.0 166.1 10.7% 49.4 50.1 504 2.0%
NB 84 9.6 10.2 21.4% 304 336 34.2 12.5%
NS 133 13.1 13.7 3.0% 389 36.3 36.6 -5.9%
PE 1.6 1.8 1.9 18.8% 334 35.2 36.0 7.8%
NL 8.2 8.2 8.7 6.1% 329 27.7 267 -188%

Note: Figures are based on government forecasts and estimates.  * Alberta’s negative figures for debt reflect the
fact that the province has more assets than debt and is in a net asset position rather than a net debt position.
Source: Gulati and Burleton, 2011.

Table 7 also contains data about the provinces’ debt as a share of the
provincial economy. Quebec maintains the highest debt level as a percentage
of GDP at 50.4% and is perilously close to the threshold of 90% identified by
research as a threshold for debt-to-GDP ratios. Research has demonstrated
that when jurisdictions’ public debt reaches or exceeds 90% of the economy
(GDP), economic costs begin to be imposed on the jurisdiction in the form
of slower economic growth.®? Quebec’s ratio of debt to GDP is fairly close to
90% when one considers that the federal government’s debt-to-GDP ratio is
34.3% (2011/12) and the debt shown for Quebec does not include local and
other debt in the province (Gulati and Burleton, 2011). Ontario (37.8%), Nova
Scotia (36.6%), Prince Edward Island (36.0%), and New Brunswick (34.2%)
follow Quebec in terms of debt compared to GDP. Saskatchewan maintains
the lowest debt burden relative to the economy (5.7%) among the nine prov-
inces with net debt (recall that Alberta has more assets than it does debt,

resulting in net assets rather than net debt).

8 See footnote 6 for information on critical research into the economic costs of debt.
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It’s also worth noting the trends calculated in table 7 for debt as a
share of the economy. Three provinces experienced a decline in the ratio of
their provincial debt compared to their economy: Saskatchewan, Nova Scotia,
and Newfoundland & Labrador. Six provinces experienced an increase in
the ratio of provincial debt to the provincial economy, ranging from 2.0% in
Quebec to 16.3% in British Columbia. Finally, Alberta experienced a large
drop in the value of its net assets compared to the economy: a decline of
nearly 65%.

Figure 35 compares each province’s share of total provincial debt
against its share of GDP. Figure 35 illustrates the serious debt situations fac-
ing both Ontario and Quebec. In 2009/10, Ontario represented 37.9% of the
economy but had 49.0% of the total stock of provincial debt. Similarly, Quebec
represented 19.9% of the total economy but had 38.0% of the total provincial
debt. Both of these debt statistics worsen if adjustment is made in the anaylsis
for Alberta’s positive position of having more assets than debt.

There is another factor to consider in figure 35: east-west polarity. The
four western provinces all have debt levels relative to the total that are less than
their respective shares of total GDP. Ontario, Quebec, and the four Atlantic
provinces, on the other hand, all have relative debt positions higher than their
respective shares of the national economy. Quebec is clearly struggling with
very serious debt levels and, if this is not contained quickly by balancing the
provincial budget and ceasing to borrow for capital spending, it will inevitably
impose large and sustained economic costs on the province, particularly in
the form of slower economic growth. Other provinces, principally Ontario
and the Atlantic provinces save for Newfoundland & Labrador are also strug-
gling with provincial debt.

The increase in British Columbia’s provincial debt should also be
noted with caution, since most of the increase is taking place with respect
to capital expenditures rather than within the operating budget as part of

the province’s long-term infrastructure investment plan.® Alberta, although

9 The main source of increase in British Columbia’s debt is not the accumulation of deficits
or direct debt but rather spending on infrastructure, which appears in the financial statements
as taxpayer-supported debt. This category of provincial debt is forecast to reach $36.8 billion in
2011/12, an increase of $3.4 billion or 10.3%. Taxpayer-supported debt includes capital spending
on hospitals, schools, post-secondary facilities, transit, and roads. Another category of debt that
is also increasing is self-supported debt, which includes debt accumulated by the provincial
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Figure 35: Provincial governments’ shares of net debt compared with their
share of total GDP, 2009
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Notes: Net debt is gross debt (total) minus financial assets. The negative value for Alberta’s share of total
provincial debt reflects the fact that the province holds more assets than provincial debt, resulting in a net
surplus position for the province. Total does not add to 100 because the Territories are not included.
Source: TD Economics, 2011; Statistics Canada, 2010e.

at this time it has no net provincial debt, is aggressively drawing down its
assets due to over-spending, which must be curtailed in order to stabilize

the province’s finances.”

utilities company that provides electrical generation, transmission, and distribution. This category
of debt is scheduled to increase to $16.3 billion in 2011/12, an increase of $2.5 billion or 18.4%.
Critically, the province expects infrastructure and capital spending more broadly to return to a
more historical level beginning next year (British Columbia, Ministry of Finance, 2011b: table
1.1, p. 5; table 1.12, p. 25).

10 The reduction in assets by the Alberta Government is actually quite alarming. For example,
the net-assets position of the government, the difference between financial and capital assets com-
pared to debt or liabilities, has declined from $53.6 billion in 2007/08 to an expected $42.3 billion
in 2011/12, a decline of 21.0% (Alberta, Ministry of Finance, 2011: Historical Fiscal Summary
Table, p. 88). Perhaps more telling of the province’s drawdown in assets is the near exhaustion of
the province’s Sustainability Fund. Since peaking in 2009/10 at nearly $15.0 billion, the fund has
declined to an expected $5.3 billion in 2011/12, a decrease of 64.7% in two years. It is expected
to decline further to $1.7 billion by 2013/14, a decrease of 88.6% (Alberta, Ministry of Finance,
2011: Sustainability Fund Table, p. 67; Historical Fiscal Summary Table, p. 88). Fiscal Plan
Tables are available at <www.finance.alberta.ca/publications/budget/budget2011/fiscal-plan-tables.pdf>.
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Interest costs—the price of debt

The provinces’ standing with respect to debt levels is also illustrated in the
burden of interest or debt charges each carries to maintain their debt levels.
Interest costs create a wedge between what a province collects in revenues
and what it is able to actually spend on programs and transfers. Figure 36
shows the share of revenues that each province must allocate to pay the debt
charges on their outstanding debt as of 2009/10. This figure does not include
any retiring of provincial debt but only the borrowing cost of debt in the form
of interest charges.

The same east-west dichotomy in figure 35 is evident in figure 36 as
well. The four western provinces have the lowest burden of interest charges,
which range from 5.9% of revenues in Manitoba to 0.6% of revenues in Alberta.
Newfoundland & Labrador recorded the highest burden of interest costs at

13.2% of revenues.

Tackling the deficit—comparing provincial plans

Thus far the analysis has been restricted to the current state of provincial
finances with attention focused on fiscal balance (deficits), debt, and interest
costs. There is a critical final component to consider in evaluating the state
of fiscal policies across the provinces: how each province plans to tackle the
deficit and debt problems facing them today. As discussed previously, each
province except for Saskatchewan is facing some type of fiscal challenge relat-
ing to deficits, increasing debt, and interest costs. Table 8 presents summary
data of the plans each province has presented to solve their deficit and debt
problems. The period covered for each province runs from the current year
(2011/12) to the year in which the government expects to have a balanced
or surplus budget. There are no data for Saskatchewan in the table since it
is currently in surplus and expects to remain in surplus for the foreseeable
future. New Brunswick and Prince Edward Island were excluded from table 8
as their 2011/12 budgets lacked the information required for the calculations.
Both provinces failed to present revenue and spending expectations beyond
the current year of operations (2011/12).

Five of the seven provinces shown in table 8 —British Columbia,

Alberta, Manitoba, Ontario, and Quebec—rely on a combination of robust
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Figure 36: Provincial government debt charges as a percentage of total

revenues, 2009/10
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Table 8: Growth rates in revenues and spending for deficit provinces (percent)

Revenues Program  Numberof Yearwhen Number
spending yearswith balanced of yearsto

spending budget balance'

reductions expected
British Columbia 3.4 1.5 0 2013/14 3
Alberta 7.3 1.5 0 2013/14 3
Saskatchewan’ N/A N/A N/A N/A N/A
Manitoba 3.2 1.8 0 2014/15 4
Ontario 43 1.4 0 2017/18 7
Quebec 4.9 1.9 0 2013/14 3
New Brunswick® N/A N/A N/A 2014/15 4
Nova Scotia 0.5 1.8 1 2013/14 3
Prince Edward Island® N/A N/A N/A 2014/15 4
Newfoundland & Labrador 0.4 1.8 1 2014/15 4

Notes: The averages presented were calculated over the period required in each province to achieve a balanced

budget. [1] The number of years to balance the budget runs from 2011/12 to the year of balance. [2] Saskatch-

ewan was in a surplus positions in 2011/12 and excluded from the analysis. [3] New Brunswick and Prince Edward

Island were excluded from the analysis as their 2011/12 budgets lacked the information required for the calculations.

Sources: Gulati and Burleton, 2011; federal and provincial budgets (various); calculations by the authors.
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revenue growth coupled with constrained growth in program spending to
reach a balanced budget. In other words, these five provinces prefer to try
to slow the rate of increase in spending while hoping for revenues to catch
up in order to balance their budget." The gap between the expectations for
revenue growth in these five provinces compared to planned increases in
program spending is shown in figure 37. Put simply, these five provinces
are relying on a strong rebound in revenues coupled with slower growth
in spending to achieve a balanced budget. Only Nova Scotia appears to
rely on near-term spending cuts with normal, even conservative expecta-
tions for revenue growth in the future and constrained spending growth."
The annual average revenue growth for the provinces shown in figure 37
ranges from 3.2% in Manitoba to 7.3% in Alberta over the period covered.
Program spending, on the other hand, ranges from 1.4% in Ontario to 1.9%
in Quebec. Clearly each of the five provinces relies on slowing the growth
in program spending coupled with a robust rebound in revenues to balance
their financial affairs.

Another way to examine the data in table 8 is to compare the number
of budgets required by the provinces to achieve a balanced budget against
the numbers of years in which a decline in program spending is expected.

Altogether, there are 35 budgets required by the seven provinces'® to achieve

11 Newfoundland & Labrador also generally relies on this approach although this is less clear
based on the numbers in table 8. The figures contained in table 8 indicate that program spend-
ing will grow, on average, at a higher rate than revenues over the period covered. However, the
budget plan presented by the provincial government is generally in line with those offered by the
five provinces, relying on slowing spending growth coupled with strong revenue collections. The
numbers for Newfoundland & Labrador look otherwise because of the effect of one year in which
there is a large change. For example, program spending in the province is expected to increase
on average by 1.8%. However, the province plans a 4.9% increase in spending this year, which
is accounted for in the lower annual average by including a 1.0% decline in program spending
scheduled for 2014/15. Similarly, revenues in Newfoundland & Labrador are expected to decline
by 5.8% next year but rebound by 4.9% and 4.4% in 2013/14 and 2014/15, allowing the province
to achieve a balanced budget (Newfoundland & Labrador, Dep't of Finance, 2011).

12 The 2011/12 budget for Nova Scotia relied on $3-$4 in spending reductions for every $1 increase
from revenues to achieve a balanced budget in 2013/14. The program spending cuts included a reduc-
tion in the public sector of 10%, freezing of transfers to district health authorities, and reductions
in grants to school boards and universities. For a summary of, and commentary on, Nova Scotia’s
budget for 2011/12, see Gulati, 2011a.

13 The seven provinces in table 8 plus Nova Scotia and Newfoundland & Labrador.
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Figure 37: Annual average growth in provincial revenue and program spending,
2011/12 to year when balanced budget or surplus expected
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Notes: Saskatchewan was in a surplus position in 2011/12 and excluded from the analysis. New Brunswick and
Prince Edward Island were excluded as they did not provide sufficient information in their 2011/12 budgets to allow
for the calculations required. Nova Scotia and Newfoundland & Labrador were excluded due to variances in the
growth of their revenue and program spending that made the calculations misleading for the period in question.
Source: Gulati and Burleton, 2011; federal and provincial budgets (various); calculations by the authors.

abalanced budget. This ranges from three years in several provinces to seven
years in Ontario. In only two of the 35 budgets included in this period are pro-
gram spending by the provinces actually scheduled to decline. Interestingly,
the two years of cuts are proposed by Nova Scotia—a 2.4% reduction in
program spending in 2012/13—and Newfoundland & Labrador—a 1.0% cut
in 2014/15.

All the provinces for which we have data, except Nova Scotia, rely on
slowing the growth in program spending coupled with a rebound in revenues.
There are a number of inherent risks in this strategy. First, revenues may not
materialize as expected due to slower economic growth or, for those provinces
with large natural resources, lower commodity prices than forecast. Second,
program spending may increase faster than anticipated for a number of reasons
such as natural disasters, political pressure, and higher entitlement spending
than expected. Third, interest costs, which are not negotiable, may also turn
out to be higher than expected. Put simply, relying on stronger revenue growth

in the future is a passive approach to solving current fiscal problems.
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Conclusion

All of the provinces except for Saskatchewan are in a deficit and accumulating
debt. There is some meaningful variance among the provinces in terms of the
size and manageability of the deficits and debt, as well as the interest costs
associated with provincial debt. The Western provinces seem to be in better
positions than either Central Canada or Atlantic Canada. The situations in

Ontario, Quebec, and New Brunswick are of particular concern.

www.fraserinstitute.org e Fraser Institute



80 o Fraser Institute ¢ www.fraserinstitute.org



Chapter 6

Déja vu—the provinces have
been here before

As they do today, the provinces in the 1980s and early 1990s struggled with
deficits, growing debt, and interest costs. This chapter summarizes and ana-
lyzes the situation faced by the provinces and their response to it during this
period. On a consolidated or total basis, the provinces operated in deficit
throughout the period from 1986/87 to 1995/96.' Figure 38 presents the
total annual deficit of all the provinces as a share of the economy (GDP).
The annual deficits ranged from a low of 0.9% of GDP (1988/89) to 3.5%
of GDP (1992/93). Although not as large as the federal deficits during this
period, the ongoing, continuous nature of the deficits was a justified source
of concern. In other words, one concern about the provincial deficits was
that the provinces could not seem to balance their budgets regardless of the
state of the economy. A structural or permanent deficit seemed to exist with
the provinces.

As one might expect, there were important differences between the
fiscal positions of the various provinces. Figure 39 illustrates the annual defi-
cit for each of the provinces in 1992/93, the height of the provincial deficit
during this period. The annual deficit ranged from a low of 1.7% of GDP in
British Columbia to 4.4% of GDP in Alberta, with Ontario close to Alberta
at 4.3% of GDP.

1 The year 1986/87 was selected as a beginning based on the availability of public accounts (PA)
data. A different series of PA data is available prior to 1986/87 but is not directly comparable. For
longer historical analysis, see Statistics Canada, National Economic Accounts at <http://www.statcan.

gc.ca/nea-cen/index-eng.htm>.
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Figure 38: Total provincial surplus or deficit as a share of GDP, 1986/87-1995/96

Percentage of GDP
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Notes: The totals include surplus and deficit figures for the Canadian territories.
Source: Canada, Department of Finance, 2010c: table 31.

Figure 39: Provincial government surplus or deficit as a share of GDP, 1992/93
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Source: Gulati and Burleton, 2011.
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The provinces collectively experienced a marked increase in their debt.
Figure 40 presents the total stock of provincial debt as a percentage of GDP.
There are two debt series presented in figure 40. The first series, illustrated by
the area graph begins in 1980 and continues to 1995. It is based on Statistics
Canada’s National Economic Accounts (Statistics Canada, 2008). According to
this data, total provincial debt increased from 5.5% of GDP in 1980 to 27.6%
of GDP in 1995. The second data series, shown as a line graph, is based on
Public Accounts data (Gulati and Burleton, 2011) and is readily comparable to
the other data used in this study. This data series begins in 1986/87 and links
directly to the fiscal years of government rather than the calendar years used
in the National Economic Accounts. According to the Public Accounts data,
provincial debt rose from 15.2% in 1986/87 to 27.7% in 1995/96. Critically,
the two series are very close with one another and show the same trend over
the period examined.

The increasing debt of the provinces meant more and more resources
were being devoted to interest costs. Figure 41 illustrates the share of budget
revenues allocated to interest costs between 1986/87 and 1995/96. Provincial
interest costs as a share of budget revenues increased from a little over 10%
in 1986/87 to 14.1% in 1995/96. Put differently, in 1995/96 over $1 out of
every $6.50 collected in revenues were spent on interest costs rather than

programs and services.

Conclusion

The parallels between the situations faced today and then are striking.
Governments in both periods faced deficits and increasing debt coupled with
interest costs that curtailed spending on real programs and services. For years,
the various provincial governments attempted to slow the growth in program
spending and wait for revenues to rebound strongly enough to close the gap
between spending and resources. As the data illustrates, the results were on-
going deficits, mounting debt, and increasing interest costs. Fortunately, the
1990s were a period of reform and a different approach to solving the deficit
and debt problems that plagued the provinces. The success of the 1990s and
the lessons available from that period are critical to today and solving our

present problems.
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Figure 40: Total provincial government debt as share of GDP, 1980-1995
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Notes: Debt series used for the provinces gives net debt, which is gross debt (total) minus financial assets. Totals
include debt figures for the Canadian territories.
Sources: Gulati and Burleton, 2011; Statistics Canada, 2008, 2010e.

Figure 41: Total provincial government debt charges as a percentage of
revenues, 1986/87-1995/96
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Notes: The totals include surplus and deficit figures for the Canadian territories.
Source: Canada, Department of Finance, 2010c: table 30.
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Chapter7

Understanding provincial
successes of the 1990s

The 1990s were a tremendous period of reform and success in Canada.
Budgets were balanced, debt was reduced, programs were reformed, taxes
were lowered, and the nation’s economy soared.! This chapter is dedicated to
understanding what happened in Canada at the provincial level during this

period of reform and applying those lessons to today.

Reducing spending—tackling

deficits with purpose

Unlike previous periods, in the 1990s as today, there was a cascade of efforts
in Canada to reduce spending in order to purposefully bring spending in
line with revenues and eliminate deficits. Figure 42 illustrates the change in
provincial program and total spending as a share of GDP from 1990/91 to
2006/07. Total provincial spending declined from 22.2% of GDP in 1992/93,
its peak, to 18.1% of GDP in 1997/98, which represented its low point for the
1990s. Itincreased in 1998/99 to 18.8% of GDP, but then trended down slightly
over the following decade to reach 17.9% of GDP in 2006/07. Provincial pro-
gram spending, which excludes debt charges, show a similar pattern. Total
provincial program spending peaked in 1992/93 at 20.0% of GDP and declined
to 15.7% of GDP in 1997/98. It increased slightly over the ensuing decade to
reach 16.4% of GDP by 2006/07. The key, however, as shown by both total
spending and program spending in figure 42 is that spending by the provinces

1 For an extended discussion of this period, see Crowley, Clemens, and Veldhuis, 2010.
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Figure 42: Provincial government total and program spending as a share of GDP,
1990/91-2006/07

S B Total spending

Program spending

2000

Percentage of GDP

0
1990/91 1992/93 1994/95 1996/97 1998/99 2000/01 2002/03 2004/05 2006/07

Notes: The totals include spending figures for the Canadian territories.
Source: Canada, Department of Finance, 2010c: table 31.

was reduced. To link more directly with the previous discussion, the provinces
collectively reduced spending to bring their budgets into balance rather than
continue to try to slow the growth in spending and while hoping that revenues

would catch up.

Understanding each province’s approach

There was not, however a uniform approach by the provinces and the differ-
ences among them are important to understand.? Table 9 summarizes the
reductions in program spending enacted by the provinces during the 1990s.
The figures included in the first column of data in table 9 calculate the total
nominal decline in program spending from the pre-reduction peak to the
post-reduction low. Also, five of the provinces implemented reductions in
program spending in more than one consecutive period. The second period
of decline is accounted for in the second column of data in table 9. The figures

from these two columns are illustrated in figure 43.

2 For an overview and analysis of the spending reforms enacted in the 1990s, see Kneebone
and McKenzie, 1999a, 1999b.
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Table 9: Reductions in program spending, by province, 1990/91-2000/01

Reduction Reduction Number of Fiscal years
in nominal in nominal years of in which program
program program reductions  spending declined
spending— spending— in program
first period  second period spending,
of decline of decline all periods
All Provinces -1.3% 2 1993/94,
-2.2% 1996/97
British Columbia -1.5% 1 1997/98
Alberta -21.6% 3 1993/94-1995/96
Saskatchewan -10.2% 3 1991/92-1993/94
Manitoba -3.1% 1 1993/94
Ontario —2.4% 2 1993/94,
-4.1% 1995/96
Quebec -0.2% 3 1993/94,
—4.6% 1995/96-1996/97
New Brunswick -0.9% 2 1993/94,
-3.2% 2000/01
Nova Scotia —3.0% 3 1994/95-1995/96,
—2.4% 1997/98
Prince Edward Island —5.0% 1 1995/96
Newfoundland & -3.5% 2 1993/94,
Labrador -0.7% 1996/97

Sources: Canada, Department of Finance, 2010c: tables 17-26, 30; calculations by the authors.

Alberta implemented the largest reduction in program spending
among the provinces. Over a three-year period from 1993/94 to 1995/96,
program spending in the province was reduced by 21.6%. Saskatchewan was
actually the first province to tackle its deficit through spending reductions.
It implemented 10.2% reductions in program spending over a three-year
period beginning in 1991/92. The remaining eight provinces all introduced
reductions in program spending of less than 5.0%. Quebec (0.2%) and New

Brunswick (0.9%) had the smallest reductions in program spending.
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Figure 43: Reductions in program spending, by province, 1990/91-2000/01

Percentage

Il First reduction period
Second reduction period
25 L .
All BC AB SK MB ON QC NB NS PE NL
provinces

Notes: Totals include the Canadian territories. Calculations were for nominal program spending over the time period.
Source: Canada, Department of Finance, 2010c: tables 17-26, 30; calculations by the authors.

British Columbia, Manitoba, and Prince Edward Island along with
Alberta and Saskatchewan were the five provinces to implement a single
period of spending reductions, which spanned between one and three years.
The remaining five provinces all enacted two periods of spending reduc-
tions over the course of the 1990s (table 9). For example, Quebec and New
Brunswick, which had the smallest reductions in the first phase of program-
spending cuts, enacted a second round of reductions in program spending of

4.6% and 3.2%, respectively.

Public sector—no sacred cows in reductions

One of the common characteristics of the spending reforms of the 1990s is

that, for the most part, there were no areas of government activity that were

sheltered from reform and reduction. This is best shown by the reductions in

public-sector employment during this period. Many of the provincial govern-
ments that enacted reductions in public-sector employment, both directly and

indirectly, maintained close ties with the labour movement in their provinces.
Table 10 summarizes the decline in the number of public sector workers in

each province over the 1990s. The second column shows the decline in public-

sector employment during the period of reform, which is identified for each
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Table 10: Reductions in provincial public-sector employment (PSE)

1990-2000 Reductions Years of
in PSE during reductions
period of reform

British Columbia 18.8% —-0.2% 1997

Alberta -7.7% -14.1% 1993, 1994, 1995, 1996,
1997

Saskatchewan 4.1% -2.9% 1991, 1994, 1995, 1997

Manitoba 6.9% -1.2% 1991, 1994, 1996

Ontario -8.1% -11.3% 1992, 1993, 1994, 1995,

1996, 1997, 1998, 1999

Quebec —6.5% -10.7% 1995, 1996, 1997, 1998,
1999, 2000

New Brunswick -1.9% -2.1% 1994, 1996, 1998, 2000

Nova Scotia -6.0% -6.2% 1994, 1995, 1996, 1997

Prince Edward Island 0.2% -7.6% 1992, 1993, 1994, 1998

Newfoundland & —-8.9% —-8.9% 1991, 1993, 1994, 1996,

Labrador 1999, 2000

Notes: Manitoba had two distinct periods of PSE reductions. The calculation in the table excludes the PSE reduc-
tion in 1991, which amounted to 1.3%. Prince Edward Island implemented a particularly deep reduction in PSE
in 1998, which amounted to 8.3%. This constitutes the largest single-year reduction of any province during this
decade. Public Sector Employment includes provincial and local general government, universities, hospitals and
school boards. It does not include the military.

Sources: Statistics Canada, 2010f; calculations and analysis by the authors.

province in the last column. The definition of public-sector employment is a
broad one that includes both provincial and local government employment
as well as positions in universities, hospitals, and school boards.

Examining the entirety of the decade of reform, Newfoundland &
Labrador actually implements the largest decline in the public sector (8.9%)
while British Columbia experienced an 18.8% increase it is public sector
employment. However, these figures simply look at the beginning of the

decade compared to the end of the decade. Much more interesting and telling
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of the depth of reforms pursued by the provinces during this decade are
the reductions that occurred during the period of reform. This more narrow
measure of declines in public-sector employment indicates a period of broad
austerity during which three governments enacted a reduction in their public
sector in excess of 10%: Alberta (14.1%), Ontario (11.3%) and Quebec (10.7%)
(table 10, figure 44). Indeed, all of the provinces except for British Columbia,
Manitoba, and New Brunswick enacted fairly large decreases in their public

sector employment.

Results of reform

The reductions in spending and the accordant cuts in public-sector employ-
ment were not ends in themselves. Rather, they were a means by which to
bring government spending in line with anticipated revenues in order to bal-
ance the provinces’ financial affairs purposefully and in a timely manner. The
overall results were balanced or surplus budgets, declining debt, and decreas-
ing interest costs.

Figure 45 illustrates the aggregate provincial surpluses and deficits
from 1990/91 to 2007/08. As shown, the provinces move to an aggregate
surplus position by the end of the decade, which largely lasted until the reces-
sion 0of 2007/08. Figure 46 illustrates the individual provincial fiscal balances
for 2007/08, just prior to the recession. Every province except Prince Edward
Island had a surplus or a balanced budget in 2007/08.

The annual surpluses combined with a strengthening economy meant
that the provinces were able collectively to reduce the size of provincial debt
relative to the economy. Figure 47 illustrates the value of total provincial
debt relative to GDP: provincial debt declines from a high of 29.8% of GDP
in 1999/2000 to 20.6% of GDP by 2007/08.

The combination of fiscal responsibility and a general environment of
low interest rates meant that the provinces enjoyed lower interest costs. Recall
that lower interest costs means that there are more resources available to the
government for the same amount of revenues for the purposes of program
spending or tax relief. Figure 48 illustrates the consolidated provincial inter-
est charges as a share of provincial budget revenues. Interest charges decline
from 14.2% of consolidated provincial budget revenues in 1998/99 to 8.0% of
budget revenues in 2006/07.
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Figure 44: Provincial reductions in public-sector employment during various
periods of reform, 1991/92-2000/01

Percentage

Notes: Public-sector employment includes provincial and local general government, universities, hospitals, and
school boards. It does not include the military. See table 10 for details of the periods during which each province
reduced public-sector employment.

Source: Statistics Canada, 2010f; calculations and analysis by the authors.

Figure 45: Total provincial government surplus or deficit as a share of GDP,
1990/91-2007/08
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Notes: The totals include surplus and/or deficit figures for the Canadian territories.
Source: Canada, Department of Finance, 2010c: table 31.
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Figure 46: Deficits and surpluses as a share of GDP, by province, 2007/08
5

Percentage of GDP
N

Source: Gulati and Burleton, 2011.

Figure 47: Total provincial government debt as share of GDP, 1990/91-2007/08
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Notes: Debt series used for the provinces gives net debt, which is gross debt (total) minus financial assets. Totals
include debt figures for the Canadian territories.
Sources: Gulati and Burleton, 2011.
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Figure 48: Provincial government debt charges as a percentage of GDP,
1990/91-2006/07

5

Percentage of GDP
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Notes: The totals include data for the Canadian territories.
Source: Canada, Department of Finance, 2010c: table 30.

Conclusion

The 1990s are an important period in Canadian political history. A number
of Canadians emerged as political leaders, including Saskatchewan Premier
Roy Romanow, Alberta Premier Ralph Klein, Ontario Premier Michael Harris,
and other provincial leaders as well as federal leaders who changed the course
of fiscal policy in Canada. These leaders rejected the failed policy of trying
to slow the growth in spending and hoping that revenues would rebound
sufficiently to balance their financial affairs. These leaders, which span the
country geographically and politically, all implemented purposeful programs
to solve their deficits. These programs varied by province but all included
reducing program spending directly. In addition, all of the provinces included
some cuts to the public sector as part of larger spending reduction programs.
The results were stunning: provinces returned to fiscal balance and enjoyed

declining debt and interest costs.
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Chapter 8

Applying provincial lessons
of the 1990s to today

A purposeful approach to solving a provincial deficit through spending reduc-
tions and rationalization of the public sector yields significantly better results
than the approach being relied upon now by most governments, which is to slow
the rate of growth in spending and wait for revenues to catch up. Provincial gov-
ernments in Canada need to enact program spending reforms and reductions in
order to bring their spending in line with expected revenues over the next two
years, a window based on the successful experiences of Saskatchewan, Alberta,

and the federal government in balancing their financial affairs in the 1990s.

British Columbia

British Columbia enjoys one of the smaller deficits (0.4% of GDP) amongst
the provinces and has been on a steady track to eliminating its deficit within
the next two years. The province also has one of the smaller overall debts as a
share of the provincial economy but its debt has increased, in just two years, by
almost 30% in nominal terms, a little over 16% as a share of the economy. As
an example, taxpayer-supported debt—capital spending on hospitals, schools,
and infrastructure, one of three categories of debt maintained by the prov-
ince—is expected to increase by over 10% in 2011/12 alone. British Columbia
should implement additional spending restraint in order to achieve a bal-
anced budget in 2012/13, one year ahead of schedule, and ensure that capital
spending returns to its historical levels, a commitment the government made
in its last budget. Finally, British Columbia will have to take measured steps
to ensure that its provincial debt is reduced over the next five years relative

to the size of its economy.
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Alberta

Alberta appears to be in one of the strongest positions amongst the prov-
inces. After all, it is the only province without any provincial debt. While
true, this masks a fairly serious financial imbalance in Alberta that must
be resolved immediately. Alberta’s deficit—that is spending in excess of
revenues—is expected to reach $3.4 billion this year (2011/12), 1.2% of the
provincial economy, and expects to remain in deficit until 2013/14. Its plan
for deficit elimination, however, is highly risky. It assumes revenues will
grow by over 7% while spending will be constrained to increase at 1.5%.
If revenues do not grow as expected, larger deficits will persist beyond
2013/14. In addition, the marked draw-down of the province’s reserve or
asset accounts should be cause for great concern. Since peaking in 2009/10
at nearly $15.0 billion, the province’s Sustainability Fund is expected to be
no more than $5.3 billion in 2011/12, a decrease of 64.7% in two years. It is
expected to decline further to $1.7 billion by 2013/14, a decrease of 88.6%.
Alberta must move swiftly not only to achieve a balanced budget but also

to restore the reserve accounts.

Saskatchewan

Saskatchewan is obviously in a unique and enviable position compared to the
other provinces. It is the only province to have a balanced or surplus budget in
2011/12 and to expect such budgets in the future. Next to Alberta, which has
no net debt, Saskatchewan has the lowest level of debt compared to the size
of the province’s economy: 5.7%. The challenge for Saskatchewan is two-fold.
One, it needs to maintain these sound policies and not backtrack or become
complacent. Two, it should forge a forward-looking set of policies to capitalize
on its current financial strengths and gain real long-term advantages that fos-
ter economic prosperity. In particular, Saskatchewan needs to start thinking
innovatively about how best to account for its large share of resource-related
revenues. Creating an asset fund for some portion of resource revenues, par-
ticularly those from non-renewable resources would be an important first
step towards creating a fiscal framework for the province that is sustainable

over the long term.!

1 Foran evaluation of provincial asset funds and their design, see Alberta Financial Investment

and Planning Advisory Commission, 2007.
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Manitoba

Manitoba is one of the middling provinces. Its current expected deficit of 0.6%
of provincial GDP is one of the smaller deficits among the provinces. However,
the province has only committed itself to reaching a balanced budget within
three years (2014/15) and has failed to provide detailed information regarding
how it plans to achieve that goal. The information that was provided indicates
that the province, like too many others, will rely on strong revenue growth
of 3.2% while constraining the growth in its spending to 1.8% annually. Any
deviations from this plan will lead to larger immediate deficits and additional
debt. The province’s debt has already increased by a little over 25% in just two
years to $14.8 billion, 26.2% of provincial GDP. The province would be well
served by a more aggressive approach to balancing its budget and by reducing

program spending this year and next.

Ontario

Ontario is still the largest provincial economy and the most populous prov-
ince. However, the fiscal policies of the province are putting it in harm’s way.
Ontario incurred the largest deficit, both in dollar terms and as a share of
the economy over the last two years and expects to record the largest deficit
in 2011/12. Its current deficit of $16.3 billion or 2.6% of provincial GDP is
down only slightly from last year. Ontario’s deficit actually represents almost
64% of the total deficit of all the provinces in 2011/12. Perhaps more worry-
ing is the fact that, while all the other provinces expect to reach a balanced
budget either in 2013/14 or 2014/15, Ontario does not plan on reaching
a balanced budget until 2017/18. And, like most other provinces, Ontario
relies on revenues growing faster (4.3%) than program spending (1.4%). That
means seven more years of deficits accumulating to increase the debt of the
province, which is expected to reach $241.5 billion this year—or 37.8% of
provincial GDDP, the second highest in the country. The province’s debt has
increased by one quarter in just three years and its provincial debt now rep-
resents almost half of the entire stock of provincial debt in the country. The
province’s fiscal plan is to add significantly to that debt over the next seven
years. The policy implication for Ontario is clear: a tough but realistic plan
to reduce and reform spending must be implemented immediately with the
specific, perhaps even sole, goal of reaching a balanced budget by 2014/15.

Ontario should look not only at its own experience in the 1990s but also that
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of other reform-minded provinces like Saskatchewan and Alberta, as well
as British Columbia in the early 2000s, to find solutions to the province’s

serious spending problems.

Quebec

Quebec’s short-term prospects are better than Ontario’s but its long-term
fiscal position is the worst in the country. Quebec currently faces a deficit of
nearly $3.8 billion, 1.2% of provincial GDP. It expects to balance its budget in
2013/14 but is relying on strong revenue growth (average of 4.9%) coupled
with slower growth in spending (1.9%) to do so. As is the case with all the prov-
inces relying on this passive approach, any deviation in revenues or spending
will result in larger immediate deficits and greater accumulation of debt. It
is this latter point that is of greatest concern. Quebec’s provincial debt is
already expected to reach $166.1 billion, a 10.7% increase since 2009/10. The
province’s debt represents over 50% of GDP, far and away the largest bur-
den of provincial debt in the country. For instance, Quebec’s provincial debt
now represents 34.1% of the total stock of provincial debt while its economy
only represents almost 20% of total GDP. These statistics do not include debt
guarantees and similar liabilities issued by the province in mass amounts.
The cost of debt, namely interest costs, are already consuming nearly 10% of
revenues, which reduces the resources available for real program spending.
The government of Quebec must move more swiftly to balance its budget and
more importantly begin to reduce the burden of the provinces debt as a share

of the provincial economy.

New Brunswick

New Brunswick’s $449 million deficit, which represents 1.5% of provincial

GDP, is one of the largest amongst the provinces. It does, however, represent
a substantial reduction from the deficit recorded in 2009/10, which indicates

the magnitude of the problem in New Brunswick. The province has com-
mitted itself to reaching a balanced budget in 2014/15 although its recent
budget failed to provide any details about a plan to achieve this goal. New
Brunswick’s provincial debt has increased by over 20% since 2009/10 to $10.2
billion, 34.2% of GDP. While this is still manageable, the province should move

more purposefully and swiftly to balance its budget and begin the process of
reducing debt relative to GDP.
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Nova Scotia

Nova Scotia’s performance is quite mixed. It enjoyed a budget surplus in
2010/11 but slipped into a deficit in 2011/12 of roughly $390 million or about
1% of provincial GDP. Part of the explanation for the province’s current defi-
cit is the 6.8% budgeted increase in program spending for 2011/12. However,
Nova Scotia is the only province to enact spending reductions (3.1%) in the
next fiscal year (2012/13). Its deficit-elimination plan would yield quicker
and stronger results had it avoided the large increase in program spending in
2011/12 but the province’s commitment to reducing program spending and
budgeting for conservative gains in revenues is a generally sound approach.
The province’s debt has increased only marginally since 2009/10, from $13.3
to $13.7 billion. Provincial debt, however, stands at 36.6% of provincial GDP,
the third highest in the country. Interest costs now consume 10.5% of rev-
enues in Nova Scotia, the second highest rate in the country. Nova Scotia’s
debt-to-GDP ratio needs to be brought down over the medium term both by

controlling additions to debt and by promoting economic growth.

Prince Edward Island

Prince Edward Island, like New Brunswick, failed to provide sufficient infor-
mation in its recent budget for adequate and reasonable analysis beyond

the current fiscal year. The province’s deficit is improving and is expected to

decline to $42 million or 0.8% of provincial GDP. The commitment to achieve

abalanced budget in 2014/15 is laudable but there is a lack of detail about how
the province would achieve this goal and the timeline is too extended. Prince

Edward Island should bring its budget into balance by 2013/14 at the latest.
The province’s debt has increased by almost 19% in just two years, reaching

$1.9 billion in 2011/12. It is expected to reach 36% of GDP, the fourth highest

rate in the country. The province needs a realistic plan to reduce its debt level

relative to the size of its economy.

Newfoundland & Labrador

The province of Newfoundland & Labrador actually had a surplus last year
and expects to enjoy another surplus in 2011/12. However, it expects to incur
deficits of $496 million in 2012/13 (1.5% of provincial GDP) and $310 million
(0.9% of provincial GDP) in 2013/14 before returning to a balanced budget in
2014/15. Provincial debt is expected to reach $8.7 billion this year, 26.7% of
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GDP. While this ratio is lower than that of many provinces, it is expected to
increase over the next two years as the province operates in deficit. Interest
costs will consume 13.2% of revenues this year, the highest ratio of interest
costs to revenues in the country. Newfoundland & Labrador should move
immediately to reduce the deficits expected next year and the following by
introducing spending reductions in the current year (2011/12). The 2011/12
budget indicates a reduction in program spending in 2014/15. In addition to
reaching a balanced budget sooner, the province needs to make a concerted

effort to reduce its stock of debt over the medium term.

Conclusion

Politicians, policy-makers, and citizens across the country need to learn
the successful lessons of the 1990s and act as decisively and purposefully as
those who governed in the 1990s when governments across the country of all
political parties and ideologies enacted spending reductions in order to bring
expenditures in line with revenues and thus achieve balanced budgets. Such
actions, while difficult in the short term, lead to better results in the medium
and long terms, including balanced budgets, declining debt, lower interest

costs, and a more prosperous economy.
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