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the art of the impossible fiscal federalism and fiscal balance in canada �

Fiscal imbalance has become a Canadian po-
litical classic: a term which is equally useful to 
people and interests who don’t actually agree 
about what it means, much less what should be 
done about it. Depending on who is talking and 
for what purpose, fiscal imbalance can refer to: 

• the division of powers between the federal 
government and the provinces; 

• the fact that the federal government has 
been running surpluses since 1999 while 
some provincial governments have been 
running deficits; 

• a mismatch between revenues and 
expenditure responsibilities; 

• inequities among provinces in their ability 
to generate sufficient revenue to meet 
public services needs; 

• the balance, province-by-province, 
between federal government revenue and 
expenditures; 

• and so on. 

In the fog created by the inter-provincial and 
federal-provincial rhetorical wars, it is easy to lose 

track of the issue that lies behind the fiscal imbal-
ance debate, however fiscal imbalance is defined: 
how do our fiscal arrangements affect our ability 
to pay for the public services we want? 

The purpose of this paper is to confuse this 
overheated and often misleading debate with 
some facts. It explores the data that describe 
the development and financing of public serv-
ices in Canada. Using statistics from Canada 
national accounts data, it tracks key measures 
of public revenue and expenditures at all three 
levels of government as a share of the total econ-
omy (GDP). 

In the course of this exploration, it exposes 
critical misconceptions about the development of 
the Canadian public economy — misconceptions 
that are leading us to avoid the real issues.

It is commonly believed that the federal gov-
ernment was primarily responsible for the devel-
opment of the modern Canadian public econo-
my through the exercise of the federal spending 
power in areas of provincial jurisdiction. 

The data show that, while growth in federal 
government transfers may have served as a cata-
lyst for increased provincial government expen-
ditures, the principal driver of the growth of the 

Introduction
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Canadian public economy from the mid-1960s to 
its peak in the early 1990s was the willingness of 
provincial governments to tax their own citizens 
to pay for improvements in public services. 

It is commonly believed that one of the rea- 
sons we currently face fiscal pressures on pub-
lic services is that Canada didn’t pay for these 
services as they were being developed, relying 
instead on deficit financing. The data do not 
support this view. Most of the growth in pub-
lic services as a share of the economy had taken 
place before deficits began to emerge as a major 
public issue. 

It is clear from the evidence that the growth 
in deficits and debt service costs can be attrib-
uted to the recessions of 1981 and 1991, together 
with the 20-year period of high real interest rates 
that began in 1981. It is also clear that, just as 
economic recession and high real interest rates 
were responsible for the growth of the deficit, 
economic recovery and lower real interest rates 
were responsible for its decline. 

The data also support a contrarian view of 
what happened to the financing of public services 
in Canada in the late 1990s. The cuts in federal 
government transfers to provincial governments 
in the 1990s were matched almost exactly as a 
share of GDP by cuts in transfers from provin-
cial governments to local governments. 

In other words, at the same time as they were 
complaining bitterly about federal government 
transfer payment cuts in the second half of the 
1990s, provincial governments were insulating 
themselves from those cuts by reducing their own 
transfer payments to local governments. 

The real force behind the fiscal pressures cur-
rently faced by provincial governments is com-
petitive tax-cutting by provincial governments 
intent in getting ahead in the race to the bot-
tom. Just as increases in provincial own-source 
revenue as a share of GDP were the principal 
drivers of the growth in the Canadian public 

sector between 1975 and 1995, reductions in 
own-source revenue as a share of GDP as a re-
sult of tax cuts have created the fiscal pressures 
provinces now face. 

Fiscal imbalance, defined as a shortfall of 
revenue raising capacity relative to spending 
responsibility, is largely a problem inflicted by 
the provinces on themselves through tax com-
petition.

In fact, the data demonstrate that the real 
fiscal imbalance involves local governments, not 
provincial governments. 

These conclusions have significant implica-
tions for the current debate. They suggest that 
the fundamental issue facing Canadian feder-
alism today is not a decline in federal govern-
ment transfers to provinces, but the erosion of 
provincial fiscal capacity as a result of negative 
tax competition among provinces. None of the 
recent public reviews of federal-provincial fiscal 
relationships addresses this issue. The report of 
the Council of the Federation’s Panel on Fiscal 
Imbalance at least acknowledges the issue but 
then ignores it in its recommendations. The Ca-
nadian Council of Chief Executives “Bronze to 
Gold” report from February 2006 ignores the is-
sue entirely and makes recommendations virtu-
ally guaranteed to make the situation worse.

Recommendations for change that avoid 
the issue of interprovincial tax competition are 
doomed to fail. This paper concludes with sug-
gestions for change in fiscal arrangements to 
strengthen provincial fiscal capacity and to ad-
dress the issue of fiscal imbalance involving lo-
cal governments.

It also suggests an approach to fiscal equali-
zation to shift the debate away from the inter-
provincial revenue squabble that it has become 
to a focus on the program’s real purpose — to 
ensure an acceptable standard of services under 
provincial jurisdiction for all Canadians.
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It is often said by Canadian constitutional schol-
ars comparing the federalisms of Canada and 
the United States that the framers of the U.S. 
constitution set out to create a highly decentral-
ized system of government and ended up with a 
highly centralized system, whereas the “fathers 
of confederation” set out to create a centralized 
system of government and ended up with a highly 
decentralized one.

At Confederation, the responsibilities assigned 
exclusively to the federal government were con-
sidered at that time to be the most important, 
and the revenue source — indirect taxation — as-
signed exclusively to the federal government was 
statistically the most important source of gov-
ernment revenue in Canada.

The evolution of Canadian federalism from 
a structure seen to be centralist to one seen to 
be decentralist has been driven by a number 
of factors. Judicial interpretation of the British 
North America Act tended towards a decentral-
ist construction of our formal constitutional ar-
rangements, as contrasted with the evolution 
of judge-made constitutional law in the United 
States. For example, the broad reading of the 
power to regulate interstate commerce in the 

United States — a reading that supported federal 
government activities in spheres ranging from 
labour and securities market regulation to the 
creation of the Interstate Highway system — had 
no counterpart in Canadian constitutional in-
terpretation.

Residual powers — those not specifically item-
ized in the constitution — have also been treated 
differently in Canada and the United States. In 
Canada, constitutional interpretation of pro-
vincial powers over property and civil rights 
has effectively created a second residual clause 
encompassing matters similar to others under 
provincial jurisdiction alongside the general fed-
eral residual clause. In the United States, juris-
diction over issues not thought of by the framers 
of the constitution has generally come down on 
the side of the federal government.

The fact that the U.S. federal government 
retained ownership and control of public lands 
as the United States expanded westward is of 
fundamental importance in explaining differ-
ences in the evolution of the federalisms of the 
two countries.

Furthermore, the impetus towards decentrali-
zation in Canadian federalism driven by Québec 

Fiscal federalism  
in historical context
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nationalism stands in contrast to the resolution 
in the Civil War of the issue of competing na-
tionalisms within the United States.

Constitutional arrangements and their inter-
pretation are not responsible by themselves for 
the differences in the role of the federal govern-
ments of Canada and the United States. What 
is expected of government in the 21st century is 
dramatically broader than what was expected 
in the 19th century. And whereas in the United 
States the federal government found itself with 
either exclusive constitutional authority or the 
right to pre-empt state authority in many if 
not most of the spheres of government activity 
whose importance grew during the 20th century, 
in Canada growing spheres of activity generally 
fell within provincial jurisdiction.

The constitutional weakness of the federal 
government in the face of changing demands 
for public services became clearly evident in the 
period between World War I and World War II, 
when the inability of the federal government to 
respond to the poverty, economic insecurity, and 
dislocation caused by the Great Depression of the 
1930s became a significant public issue. 

In an atmosphere of both national and in-
dividual economic crisis, Canadian federalism 
sailed into what amounted to a constitutional 
perfect storm. Canadians needed and increas-
ingly demanded a public policy response to the 
crisis of the Depression, and looked to the activ-
ist role played by the federal government in the 
United States as a model. Federal policies mod-
eled on the American “New Deal” were ruled 
“ultra vires” by the courts. Yet, having succeed-
ed in defending their jurisdiction in the courts, 
the provinces failed to fill the resulting public 
policy gap. Indeed, their own finances had been 
so substantially weakened in the Depression that 
several were on the brink of insolvency.

The Depression set the stage for a broader 
debate over the appropriate role for the federal 
government in provincial finance in general, and 
in areas of provincial jurisdiction in particular, 

through the establishment of the Royal Com-
mission on Dominion-Provincial Relations in 
1937 (the Rowell-Sirois Commission).

The Commission reported in 1940, recom-
mending sweeping changes which, taken to-
gether, would have shifted Canadian federalism 
towards a radically more centralized model. It 
recommended constitutional changes to permit 
the establishment of a national system of unem-
ployment insurance and a national pension sys-
tem. More controversially, it recommended that 
the federal government assume responsibility for 
taxation of income at both the corporate and in-
dividual level. In return for provinces giving up 
this constitutional jurisdiction, the federal gov-
ernment would assume responsibility for exist-
ing provincial public debts, serve as a vehicle for 
future provincial borrowing, and establish pro-
grams for revenue-sharing with the provinces. 
These would include both general revenue-sharing 
measures to enable provinces to finance programs 
within their jurisdiction and fiscal equalization 
measures designed to offset differences in fiscal 
capacities among provinces. It was noteworthy 
that, while the Commission focused on the need 
to ensure a common basic standard for services 
under provincial jurisdiction across Canada, it 
chose to base its equalization recommendation 
on relative fiscal capacities rather than on prov-
inces’ ability to raise the revenue needed to pay 
for a specified standard of service.

These recommendations were the focus of a 
federal-provincial conference in Ottawa in Janu-
ary 1941. The conference failed to get an agree-
ment from the provinces on a plan of action in 
response to the Rowell-Sirois recommendations, 
but the report still had a profound impact on 
Canadian fiscal arrangements for a generation 
after its publication. 

Two major issues were resolved through con-
stitutional amendments authorizing the creation 
of national pension and unemployment insur-
ance systems: the first (unemployment insurance) 
in 1940; the second (pensions) in 1950. With re-
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spect to federal-provincial fiscal relationships, 
while the provinces were unable to agree on a 
constitutional arrangement for change, fiscal 
and political reality in practice trumped con-
stitutional principle.

Thanks to the need to raise additional rev-
enue to finance the war effort and post-war re-
construction, the federal government emerged 
from World War II with a revenue system that 
was significantly more robust than that of the 
provinces. That reality, coupled with political 
demands for expanded public services, led to 
the establishment of federal-provincial finan-
cial arrangements that mimicked many of the 
more controversial recommendations of Row-
ell-Sirois.

The device of tax rental agreements for per-
sonal and corporate income tax between the 
federal government and provinces served as a 
substitute for the formal jurisdictional transfer 
and revenue-sharing recommended by Rowell-
Sirois. The principle of fiscal equalization among 
provinces was established in the 1950s. The rules 
have been changed repeatedly since then in re-
sponse to changing fiscal and economic circum-
stances, but the fundamental point of depar-
ture — equalization of revenue-raising capacity 
as opposed to service provision capacity — has 
remained unchanged to this day.

What is noteworthy is that, in a political sys-
tem that has frequently resorted to Royal Com-
missions as a way to attack difficult issues and 
bridge public policy gaps, and in a political and 
economic environment in which federal-provin-
cial financial relationships consistently dominate 
the political agenda in Canada, there has been 
no systematic study of federal-provincial fiscal 
relationships since Rowell-Sirois.

During that period of 60+ years, federal-pro-
vincial fiscal relationships have evolved through 
three phases in which the Government of Can-
ada played distinct fiscal roles.

In the first phase, the federal government 
acted as a fiscal enabler, using tax rental agree-

ments to protect fiscal room from which provinces 
could finance services under their jurisdiction, 
and fiscal equalization to offset inter-provincial 
disparities in revenue-raising capacity.

In the second phase, the federal government 
acted as a policy initiator and banker, using its 
spending power and its substantial fiscal capac-
ity to initiate the development of the social pro-
grams that formed the foundation for the mod-
ern Canadian state. 

In the third phase, the federal government 
adopted a strategy of fiscal disengagement. Hall-
marks of this role were:

• withdrawal from formal cost-sharing 
reduced funding for programs under 
provincial jurisdiction and elimination of 
conditions with respect to the use of that 
funding;

• use of the tax system to deliver programs 
in areas of provincial jurisdiction directly 
to individuals and families, bypassing 
provinces and their institutions;

• substantial weakening of the tax system 
design requirements for provincial 
participation in tax collection agreements 
thereby weakening those agreements’ 
moderating impact on tax competition 
among provinces; and

• reduced federal fiscal capacity through tax 
cuts for individuals and corporations as a 
response to emerging budgetary surpluses.

The culminating act in the era of federal gov-
ernment disengagement was the $100 billion tax 
cut announced by then Finance Minister Paul 
Martin on the eve of the 2000 federal election. 
Coming at a time when all of the major servic-
es under provincial jurisdiction — health, edu-
cation, social insurance, and public infrastruc-
ture — were under extreme financial pressure, 
that dramatic cut in federal fiscal capacity was 
an eloquent declaration that the federal gov-
ernment had no interest in assisting provincial 
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governments in the funding of services under 
their jurisdiction.

The era of disengagement ended — at least 
temporarily — with growing pressure for national 
action in response to the financial crisis facing 
health care, but no coherent successor role for 
the federal government has emerged. In some 
respects, the strategy of the federal government 
from 2000 to 2006 resembled the policy initiator 
and banker role which dominated federal-pro-
vincial fiscal relationships in the 1970s, withered 
during the 1980s, and died in the early 1990s. The 
Martin government’s attempts to establish na-
tional standards for health care and to establish 
a national early childhood education system are 
cases in point. In other respects, however, ele-
ments of the enabler role and of disengagement 
persist. While the government’s political rheto-
ric stressed the importance of national standards 

for health care and early childhood education, 
the series of bilateral arrangements with indi-
vidual provinces fell far short of the rhetoric, re-
sembling more closely the enabling role of the 
1950s and early 1960s. Furthermore, even as the 
federal government talked of re-establishing na-
tional programs and priorities, elements of disen-
gagement persisted as successive federal budgets 
proposed further tax cuts, and thereby further 
reductions in federal fiscal capacity.

The election in January 2006 of a Conserva-
tive minority government has given new impe-
tus to a strategy of disengagement and reducing 
the size and role of the federal government — a 
strategy that was pursued with vigor by the Lib-
eral government in the 1990s, continued only 
inconsistently in the early 2000s, and finally 
abandoned by the Liberals in the minority Par-
liament of 2004–5.
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The post-war eras in federal-provincial financial 
relations that began with the federal government 
as fiscal enabler in the 1950s and continued with 
the federal government as policy initiator and 
banker in the 1960s and 1970s may be seen, with 
hindsight, as strategies for dealing with what is 
now labeled as “fiscal imbalance.” The policy of 
disengagement that characterized the 1990s re-
flected either a denial of the existence of fiscal 
imbalance or a willingness to live with the nega-
tive consequences of a failure to deal with it.

Before analyzing the post-war experience 
in that light, however, some conceptual issues 
must be addressed.

First, fiscal imbalance, properly understood, 
is a relative term. It refers to a mismatch between 
governments’ revenue-raising capabilities and 
their public policy responsibilities. The fiscal bal-
ance changes in response to changes in both the 
revenue-raising environment and public policy 
spending expectations. Federal-provincial finan-
cial arrangements became important in the mid-
dle of the last century because provincial gov-
ernments’ spending responsibilities had grown 
relative to the capacities of their revenue-raising 
systems, not because of any change in either rev-

enue or spending capacities and responsibilities 
in isolation from one another.

Second, while the question of fiscal imbalance 
clearly has its roots in constitutional arrange-
ments, the evolution of the issue has more to do 
with economic and political considerations than 
with the Constitution per se. The requirement that 
provincial governments raise revenue only from 
direct forms of taxation imposes no meaningful 
constitutional limit on the ability of provincial 
governments to raise revenue. So, from a con-
stitutional perspective, there is no meaningful 
fiscal imbalance as between the federal govern-
ment and the provincial governments. Provin-
cial governments are free to make decisions in 
their areas of public policy jurisdiction and to 
determine for themselves how to raise the rev-
enue needed to pay for programs to implement 
those decisions.

Provincial governments face practical limits 
on their ability to raise revenue to the extent that 
their revenue needs exceed those of other prov-
inces. These limits may be political, as provincial 
governments encounter resistance to levels of 
taxation which exceed those in other jurisdic-
tions, and which are not associated with iden-

Fiscal imbalance
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tifiable differences in public services. The limits 
may also be economic. In varying degrees, de-
pending on the nature of the tax base, taxpayer 
and tax base mobility within Canada may limit 
the ability of any province to generate additional 
revenue from taxes which exceed the norm. 

Taken together, these factors contribute to a 
kind of political-economic “prisoner’s dilemma” 
for provincial governments. While the best solu-
tion for all provinces might be to raise taxes to 
the level needed to meet their public policy ob-
ligations, the political and economic pressures 
experienced by each individual province make 
it impossible for any province to reach that solu-
tion. The political and economic interplay among 
provinces means that differences in revenue-rais-
ing capacities relative to costs of service delivery 
among provinces will translate directly into dif-
ferences in public service levels. 1

The national political and economic perspec-
tive on fiscal imbalance arises in part from the 
provincial prisoner’s dilemma outlined above. 
The federal government may not have the con-
stitutional authority to establish public policies 
in areas under provincial jurisdiction, but it does 
have the ability to resolve the prisoner’s dilemma 
that would otherwise lead each provincial gov-
ernment to spend less on the programs within 
its jurisdiction than it should. As the national 
government, it also has the ability to address the 
public service consequences of inter-provincial 
economic differences.

That, however, is only part of the national 
political-economic story. Political engagement 
is not constrained by constitutional law. The fact 
that criminal law is a federal responsibility does 
not prevent the issue of safety on the streets of 
our major urban areas from becoming an issue 
in local elections. Likewise, the fact that the fed-
eral gun registry is an exercise of the constitu-
tional authority of the federal government does 
not prevent it from becoming a provincial po-
litical issue. And, by the same token, constitu-
tional law cannot and does not prevent the de-

velopment of national public policy projects. If 
an issue is considered to affect the national in-
terest — even if it is exclusively under provincial 
jurisdiction — Canadians will generate political 
pressure on the federal government to act in the 
national interest.

Consequently, even if there were no equiva-
lent to a prisoner’s dilemma influencing prov-
inces’ ability to act, and even if there were no is-
sue of differences in provinces’ ability to pay for 
public services, national public policy projects 
that arise from national political considerations 
would raise the question of fiscal balance.

Third, fiscal balance is not simply an issue 
between the federal government and provin-
cial governments. The growing economic role 
of cities and the corresponding expansion in the 
relative importance of their governments ranks 
along with the expansion of the public econo-
my generally as the most important structural 
changes in Canada since Rowell-Sirois. Canada 
is far more urban today than it was in the 1940s. 
And the economic role of cities has changed 
just as dramatically. Cities may have been seen 
in the past as existing to serve the needs of the 
wealth-generating hinterland (in the case of re-
source industries) or as merely the places where 
wealth-generating activity takes place (in the 
case of traditional manufacturing industries), 
but that view is out of date. Canadian cities are 
viewed as the engines of Canada’s future eco-
nomic growth; our public policy view of cities 
has barely changed from the days when cities 
were where farmers, fishermen, forestry work-
ers, and miners did their shopping.

All of the considerations addressed above 
with respect to the relationship between the 
federal government and provincial governments 
apply with equal or greater force to relationships 
between local and provincial governments and 
between local governments and the federal gov-
ernment.

Beyond that, there are particular issues of fis-
cal imbalance that apply to local governments 
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alone. The fact that local governments are, con-
stitutionally, “creatures of the provinces” means 
that, in principle, fiscal imbalance should not be 
an issue for local governments. In practice, the 
temptation to use local taxes and fees as rev-
enue sources — for which they do not have to 
take political responsibility — is too great for 
provincial governments to resist. Indeed, when 
one considers the restrictions on local revenue-
raising capacity imposed by provincial legisla-
tion across Canada, increasing demands for lo-

cal public services driven by urbanization and 
provincial downloading of financial responsi-
bility, local governments have a much stronger 
case with respect to fiscal imbalance than do 
provincial governments.

Fiscal imbalance is meaningful only in the 
context of the evolution of the public economy in 
Canada and the development and maintenance 
of the fiscal capacity required to fund the public 
services Canadians want.
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This conceptual framework set out in the pre-
vious section gives rise to a series of questions 
related to the development of Canada’s public 
economy and the role of fiscal federalism in that 
development:

• How has Canada’s public economy 
developed, in the aggregate?

• What role has each of the orders of 
government played in that development?

• What policy areas have been the major 
drivers of that development?

• How has the development of the public 
economy been funded?

• How have the major sources of revenue for 
the public economy changed?

• What roles have transfer payments 
between governments played in the 
development of the public economy?

These questions are addressed in the next 
four sections of this paper. The first looks at the 
development of the modern public economy in 
Canada through the lens of the National Ac-
counts government sector accounts for the pe-

riod 1961 to 2005. That overview identifies the 
early 1990s as a pivotal period in the develop-
ment of the public economy. The second sec-
tion narrows the focus to the period from 1990 
to 2003, during which the momentum behind 
the development of the public economy died 
and shifted into reverse, and explores possible 
explanations for the change. The third section 
provides a critical analysis of three recent inter-
ventions into the debate over “fiscal imbalance”: 
Ontario Premier Dalton McGuinty’s campaign 
against the so-called “$23 billion gap” between 
federal government revenue from Ontario and 
federal government expenditures in Ontario; 
the Canadian Council of Chief Executives’ call 
for a devolution of revenue-raising capacity to 
the provinces as its solution to the problem of 
fiscal imbalance; and the report of the Advisory 
Panel to the Council of the Federation on fiscal 
imbalance. The final section draws on the con-
clusions from the analysis in the paper to explore 
options for the renewal of the fiscal side of Ca-
nadian federalism.

Data used in this analysis are drawn from two 
primary Statistics Canada data sources: govern-
ment sector accounts in the National Accounts, 

Fiscal federalism and the 
development of the public economy
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from 1961 to the present; and detailed govern-
ment revenue and expenditure data, by order of 
government, covering the period from 1989 to 

the present. Gaps in data from these main se-
ries are supplemented by data from Historical 
Statistics of Canada, 1983.
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In this analysis, the term “public economy” re-
fers to all of the activities of government, includ-
ing program spending — direct expenditures on 
goods and services, transfers to persons, trans-
fers to business, and transfers to other orders of 
government, the capital investment activities of 
government and interest payments on the pub-
lic debt on the expenditure side and direct and 
indirect taxation, transfer payments from oth-
er orders of government and sales of goods and 
services on the revenue side. It does not include 
transactions related to the Canada and Quebec 
Pension Plans.2

Following the convention used traditionally 
in international comparisons and by the Govern-
ment of Canada, the size of the public economy 
is measured in relation to GDP.

How did program spending grow?
Chart 1 shows program and capital spending by 
all three orders of government in Canada com-
bined, as a share of GDP.3

Program spending began to grow as a share 
of GDP in the mid-1960s, from 28% in the ear-
ly 1960s to a high of just over 40% in the early 

1990s. It expanded rapidly between 1965 and 1975, 
and then stabilized in the range 35% to 37% for 
nearly 15 years before it spiked to over 40% in the 
recession of the early 1990s. Program spending 
currently represents 32% of GDP.

How did we pay for that growth?
Chart 2 shows revenue for all three orders of gov-
ernment as a share of GDP for the period 1961 to 
2005. Revenue increased steadily as a share of 
GDP from the mid-1960s to the early 1990s. The 
increase in revenue as a share of GDP was suf-
ficient to pay for the expansion in the program 
spending over that period.

Beginning in the mid-1970s, however, a grow-
ing share of the costs of program expansion was 
paid for through deficit financing.

Chart 3 shows the combined fiscal balance for 
all three orders of government over the period.

After fluctuating between an overall balance 
and a deficit of 2% of GDP from 1961 to the mid-
1970s, the deficit increased to 4% of GDP, jump-
ing to 9% of GDP at the deepest point of the re-
cessions of the mid-1980s and the early 1990s, 

The development of  
the modern public economy  
in Canada, 1961 to 2005
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rebounding to surplus over a two-year period 
between 1995 and 1997.

Chart 4 helps to explain the development 
of the deficit in the 1980s. It shows public debt 
service costs as a share of GDP.

Driven initially by deficit funding of public 
services in the late 1970s and then by the inter-
action of growing deficits and the historically 
unprecedented period of high real interest rates 
in the 1980s and early 1990s, debt service costs 
increased from 4% of GDP in the mid-1970s to 
more than 9% of GDP at their peak between 
1991 and 1995.

In the aggregate, then, the fiscal crunch of the 
early 1990s was not caused by a failure of gov-
ernment revenue to keep pace with increases in 
the costs of delivering public programs; it was 
caused by the fact that the revenue-raising sys-
tem was not enhanced to reflect the increased 
costs of financing the public debt. That failure 
fed on itself through the accumulation of fur-
ther deficits, which in turn were financed at high 
interest rates.

Chart 5 shows the development of the ma-
jor components of the public economy over the 
period.

Direct program expenditures and transfers 
to persons followed essentially the same pat-
tern, expanding steadily from the mid-1960s 
to 1990 and then declining rapidly thereafter. 
Debt service costs followed a similar pattern, 
reflecting growing reliance on deficit finance af-
ter the mid-1970s, historically high real interest 
rates in the 1980s and early 1990s, and the im-
pact of the precipitous drop in program spend-
ing after 1993.

One exception to this pattern was in transfers 
to business, whose decline as a share of GDP be-
gan in the early 1980s as active business subsidies 
fell out of favour ideologically and began to run 
afoul of international trade agreements.

The most notable exception to the pattern, 
however, is in non-financial capital acquisi-
tion, which declined steadily as a share of GDP 

throughout the period under study. Whereas the 
overall public services crunch in Canada begins 
in the 1990s in the aftermath of the recession, 
the widely-acknowledged crisis in public infra-
structure in Canada had its origins nearly three 
decades before.

Chart 6 presents the sum of the same data 
as in Chart 5.

Intergovernmental features of the 
development of the public economy
Although the aggregate data help in understand-
ing the overall development of Canada’s public 
economy since the 1960s, they mask significant 
trends in the relative importance of the three 
orders of government and the role played by in-
ter-governmental transfer payments.

A comparison of the evolution of the public 
economy across the three orders of government 
in Canada requires that inter-governmental 
transfers be taken out of the calculation. One ap-
proach is to focus on the direct program activity 
of each order of government, excluding transfer 
payments to other governments from expendi-
tures. This provides a measure of the evolution 
of program delivery responsibilities.

Chart 7 shows spending on programs and 
capital as a share of GDP, net of transfer pay-
ments to other orders of government. 

This chart highlights a number of signifi-
cant trends in the public economy over the past 
40+ years.

First, the provincial governments collectively 
have eclipsed the federal government as the or-
der of government with the most significant di-
rect program delivery responsibilities. From an 
opening position substantially larger than the 
provinces as a group, the position of the federal 
government has declined to the point where its 
direct program delivery responsibilities — in-
cluding transfers to persons — are barely 1.7 
percentage points of GDP greater than those of 
local governments as a group.
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chart 5  Distribution of total expenditures, % of GDP, 1961–2005
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chart 7  Program net of intergovernmental transfers, % of GDP, 1961–2005
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Second, while only the provincial governments 
gained consistently as a share of GDP over the 
period from 1961 to 1991, all three orders of gov-
ernment saw their program expenditures (other 
than transfer payments to other governments) 
decline as a share of GDP in the 1990s.

Another treatment of transfer payments is 
to credit inter-governmental transfers to the or-
der of government making the payments. This 
produces a measure of expenditure activity of 
each order of government financed by that or-
der of government’s own revenue sources and 
its own debt.

Chart 8 presents program spending financed 
from own-source revenues and debt for each or-
der of government, from 1961 to 2005.

Because transfer payments generally run 
from the federal government to the provinces 
and from provinces to local governments, the 
picture changes somewhat in that the provincial 
public economy does not surpass the federal pub-
lic economy until the mid-1990s, while the local 
public economy financed from its own sources 
has changed relatively little since 1961.4

Chart 9, which shows inter-governmental 
transfers as a share of GDP over the period, of-
fers further clarification.

Over the period from 1961 to 2005, provin-
cial transfers to local governments as a share of 
GDP tracked federal government transfers to 
provinces. Direct transfers from the federal gov-
ernment to local governments remained trivial 
throughout the period.

Indeed, despite constant provincial govern-
ment complaints about the fiscal pain caused 
by the Chrétien-Martin cuts in federal gov-
ernment transfers in the mid-1990s, provincial 
governments essentially neutralized those cuts 
by matching them with corresponding cuts in 
provincial transfers to local governments. And 
it is worthy of note that provincial governments 
have not responded to the most recent upturn in 
federal government transfers by increasing their 
transfers to local governments. 

A second conclusion of interest is that fed-
eral government transfers peaked as a share of 
GDP in the early 1970s at just over 4.5% of GDP, 
and fluctuated in the range of 4% to 4.5% of GDP 
consistently until the mid-1990s when they col-
lapsed to a low of 2.8% of GDP in 1997.

How we paid for the growth  
of the public economy
In essence, the difference between the two ways 
of looking at the public economy by order of gov-
ernment set out above is that one looks at trans-
fer payments as an expenditure item, while the 
other looks at transfer payments as a source of 
revenue.

In aggregate, the other sources of revenue 
for each order of government are own-source 
revenue — taxes, sales of services, profits from 
government enterprises — and debt.

Chart 10 shows own-source revenue (revenue 
not including transfer payments) as a share of GDP 
for each of the three orders of government.

Provincial government revenue increased as a 
share of GDP continuously over the period from 
1961 to the mid-1990s. Federal government rev-
enue increased from the mid-1960s to the mid-
1970s, from less than 15% of GDP to a peak of 
nearly 19% of GDP, and then stabilized in a range 
between 17% and 18% until the late 1990s, when 
it dropped abruptly to 16% of GDP.

Own-source revenue of local governments 
peaked in 1993, and has declined continuous-
ly ever since. Local governments responded to 
the downward trend in provincial transfer pay-
ments, not by increasing revenue to replace the 
lost transfer payment income, but by reinforc-
ing the negative impact of transfer payment 
cuts through own-source revenue reductions 
relative to GDP.

The third principal source of financing for 
public services is the issuance of debt.
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Chart 11 shows deficit financing by each or-
der of government as a share of GDP for the pe-
riod 1961 to 2005.

Several interesting observations flow from 
this picture. First, contrary to the impression 
created by the federal deficit fighters of the 
1990s, the federal government’s deficit peaked 
as a share of GDP in 1985 and had been cut in 
half as a share of GDP by the beginning of the 
1991 recession.

Second, it is evident in comparing Charts 11 
and 12 that the triggering factor in the growth in 
the federal government’s deficit was a sharp re-
duction in the federal government’s own-source 
revenue in the late 1970s caused by a combination 
of federal government tax cuts and the transfer 
of tax points to the provinces. That period fea-
tured an equally sharp increase in the federal 
deficit as a share of GDP. 

In combination with substantially higher 
real interest rates in the 1990s, that initial defi-

cit led to a substantial increase in debt service 
costs which, in turn, placed increased pressure 
on the public economy. 

The high and persistent deficits at the feder-
al level from 1975 to 1997, and at the provincial 
level beginning in the late 1980s, are incessantly 
cited as the poster children for fiscal misman-
agement. The rhetoric, however, ignores the fact 
that this situation was by no means unique to 
Canada and that, during this anomalous period 
of extremely high real interest rates, large defi-
cits occurred in almost every country. Indeed, 
in the absence of those deficits, public services 
would have suffered and Canada’s recovery from 
the 1981 recession would have been delayed at 
great cost to our economy.

Chart 12 shows debt service costs, broken 
down by order of government.

The third general conclusion that can be drawn 
from these charts concerns local government. Lo-
cal governments’ reliance on borrowing — which 
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by law in most jurisdictions in Canada can only 
be for capital financing — has declined steadily 
since the 1960s from a peak of approximately 1.1% 
of GDP in the early 1970s to essentially zero for 
most of the 1980s and 1990s.

So far, we have looked at two of the major com-
ponents of public expenditure broken down by 
order of government: inter-governmental trans-
fers and debt service costs. Charts 13–16 break 
down the other major components: purchases 
of goods and services (direct program delivery); 
transfers to persons; transfers to business; and 
non-financial capital acquisition.

Chart 13 — Direct Program Expenditures
As the data show clearly, virtually all of the 

growth in direct program expenditures as a 
share of GDP in the period 1961 to 1991 was pro-
vincial and local. Provincial and local govern-
ments’ direct program delivery expenditures 
surpassed those of the federal government as a 
share of GDP in the mid-1960s and are now sub-
stantially higher as a share of GDP than the fed-
eral government’s. Direct program expenditures 
dropped in all three orders of government after 
1991, although the relative decline was greatest 
at the local level.

Chart 14 — Transfers to Persons
Transfers to persons increased steadily as a 

share of GDP at both the federal and provincial 
levels from 1961 to 1991, and increased sharply at 
all three orders of government during the 1991 
recession. Since that recession, federal govern-
ment transfers to persons have dropped to levels 
not seen since the 1970s. Provincial government 
transfers to persons have dropped to the levels 
of the mid-1980s.

Chart 15 — Transfers to Business
As one might expect, given the trend against 

subsidies in international trade agreements, trans-
fers to business have declined as a share of GDP 
since their heyday in the 1980s. Interestingly, 
however, that decline has been entirely at the 
federal government level. Subsidies to business 
at the provincial level have already recovered 

fully to their pre-1991 level — the only segment 
of program expenditure to have done so. As we 
will discuss in more detail later, this phenome-
non may be driven by the same inter-provincial 
competition that is leading to competitive tax 
cuts at the provincial level.

Direct transfers to business by local govern-
ments are prohibited by law in most jurisdictions 
in Canada. Consequently, such transfers at the 
local level continue to be insignificant.

There would appear to be a downward trend 
in transfers to persons and to a lesser extent in 
transfers to businesses. Furthermore, evidence 
on the program side — most notably cuts in EI at 
the federal level and in social assistance benefits 
at the provincial level — would tend to support 
that conclusion. However, the close relationship 
between the tax and transfer systems compli-
cates the analysis, particularly as it relates to the 
federal government for transfers to persons and 
to both the federal and provincial governments 
for transfers to business. Benefits which are de-
livered through the tax system perform exactly 
the same function economically as direct trans-
fers. Examples include the refundable credits for 
post-secondary education and contributions to 
registered charities in the personal income tax, 
and various credits and allowances available as 
tax expenditures in the corporate income tax. 
Thus, it is likely that the decline in the federal 
government’s transfers to persons is not as steep 
as the transfer data alone would suggest. Simi-
larly, the use of the tax system to deliver sub-
sidies to business has undergone a resurgence 
in recent years for both federal and provincial 
governments, after nearly 20 years in which the 
prevailing policy objective was to reduce the use 
of tax-delivered subsidies.5

Chart 16 — Capital Expenditures
One look at a chart showing government 

acquisition of non-financial capital assets as a 
share of GDP, and the explanation of Canada’s 
multi-jurisdictional infrastructure funding crisis 
is apparent. Governments in Canada have been 
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investing less in physical infrastructure. Moreo-
ver, the decline in investment in physical assets 
as a share of GDP is not a phenomenon of the 
1990s, although the downward trend certainly 
continued in the 1990s. The three orders of gov-
ernment bear a shared responsibility for a marked 
decline in infrastructure investment.

Investment in public capital as a share of GDP 
reached its peak in the late 1960s, reaching 4.78% 
of GDP in 1967. After the 1967 peak, public capital 
investment declined steadily as a share of GDP, 
with its most precipitous drop occurring in the 
1970s. After a brief period of growth in the GDP 
share in the early 1980s (the result of counter-
cyclical investment during the 1981 recession), 
public capital investment resumed its relative de-
cline in the early 1980s, albeit at a lower rate. The 
recovery between 1999 and 2003 merely brought 
the share back to the downward trend line after 
its abrupt drop between 1993 and 1999.

While the percentages involved do not look 
large, the aggregate implications are substan-
tial.

The difference between the 4.5% of GDP range 
that was typical of the 1960s and the 2.5% range 
that has became the norm in the late 1990s rep-
resents $24 billion in missing annual investment 
in public capital.

The difference between a capital stock valued 
at 45% of GDP, as would have been typical from 
the mid-1960s to the mid-1970s, and the 30% fig-
ure we see today represents missing public capi-
tal with a current value of $180 billion.

The problem of public infrastructure financ-
ing in Canada is tied closely to the problem of 
financing local government.

Chart 17 shows the evolution of the share of 
the public sector capital stock owned by each of 
Canada’s three orders of government between 
1955 and 2003.

It reveals a remarkable pattern. In 1955, the 
federal government owned 57% of the Canadian 
public capital stock; the provinces owned 26%; 
local governments 17%. In 2003, the federal gov-

ernment and local governments had virtually re-
versed their positions. The federal government 
owned 30% of the stock; the provinces 29%; and 
municipalities 41%.

This shift has had a profound effect on our 
ability to sustain funding for public infrastruc-
ture. Responsibilities for public capital have 
been shifting steadily from the federal level of 
government (with the most robust and flexible 
revenue system) to the local level of government 
(with the weakest and least flexible revenue sys-
tem). Furthermore, much of the capital invest-
ment responsibility of provincial governments 
is exercised through agencies — universities, 
colleges, regional health authorities, hospitals 
and school boards — operating with varying de-
grees of independence from those governments 
but with limited access to revenue from sources 
other than transfer payments.

Changes in accounting rules have eliminated 
the irrational bias against capital spending for 
governments’ direct capital expenditures by re-
quiring governments to amortize capital spend-
ing over the useful life of the asset rather than 
charging it as a current expense. However, the fact 
that all transfer payments are treated as current 
expenditures means that governments continue 
to treat transfer payments for capital projects as 
if they are current expenditures. This accounting 
practice acts as a political dead weight against 
attempts to support the renewal of public infra-
structure through transfer payments.

For most of the period during which public 
capital has been in decline, the political atmos-
phere in Canada has been hostile to the deficit 
financing that traditionally provided the fund-
ing for capital investment at all levels of govern-
ment. The emergence of local governments as the 
most important providers of public infrastruc-
ture exacerbated the problem. Senior govern-
ments have had powerful political incentives to 
cut back on the transfer payments to local gov-
ernments needed to compensate for the shift in 
responsibility to the local level.
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The period from the early 1960s to the early 1990s 
covers essentially the entire period of the devel-
opment of the modern Canadian public econ-
omy. Program and capital spending combined 
increased from less than 30% of GDP in 1961 to 
more than 40% by the early 1990s. Although 
the government sector account data confirm 
the institutional history of the period in broad 
strokes, they also call into question some of the 
assumptions that are often made about how the 
Canadian public economy grew.

First, it is apparent from the data that, while 
increasing federal government transfers to pro-
vincial governments clearly served as a catalyst 
for the development of the modern Canadian 
public economy, they cannot be said to have 
been the engines of its growth throughout the 
period. Federal transfer payments increased 
sharply as a share of GDP from the late 1960s 
to the mid-1970s. But after that initial period of 
growth, federal transfers stabilized as a share of 
GDP. The fiscal capacity to support the develop-
ment of Canada’s public economy came from a 
steady but continuous growth in provincial own-
source revenue as a share of GDP from the 1960s 
to the early 1990s.

Second, it is also apparent from the data 
that deficit financing of the growth in public 
services did not play an important role in the 
early development of Canada’s public economy 
and was not an important causal factor in the 
fiscal problems that came to dominate public 
debate by the early 1990s. It is evident from the 
data that fiscal deficits grew as a consequence 
of the economic recessions of 1981 and 1991 and 
unprecedented high real interest rates between 
1981 and 1996.

Third, over the period, the federal government 
lost its position of leadership among the orders of 
government in direct program delivery respon-
sibilities. It is now the smallest of the three or-
ders of government as measured by the share of 
GDP represented by their direct program deliv-
ery responsibilities. When transfers to persons 
and transfers to business are taken into account, 
the federal government moves into second place. 
Only if transfer payments to other governments 
are taken into account does the federal govern-
ment approach the program expenditure scale 
of the provinces, collectively.

Fourth, the expenditure pattern with re-
spect to capital spending on public infrastruc-

Implications of the  
1961–2005 overview
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ture is quite different from the pattern for cur-
rent program spending. Capital spending has 
been in a period of steady relative decline since 
the mid-1960s at all three orders of government. 
Canada’s infrastructure funding crisis is not of 
recent origin.

Fifth, it is clear from the data that a funda-
mental shift took place in the mid-1990s. Gov-
ernments generally did not respond to the fiscal 
squeeze created by high interest rates and the re-
cession of 1991 the way they had responded to the 
previous recession in 1981. Revenue was not in-
creased. Instead, all orders of government reduced 
both program spending and transfers payments. 
And when lower interest rates eased the budg-
etary impact of debt service costs, governments 
used the fiscal room to cut taxes rather than to 
recover lost ground in public programs.

Finally, the pattern of aggregate spending by 
the federal government on transfers to the prov-
inces, and by the provinces on transfers to lo-
cal governments, calls into question some com-
mon assumptions. The data show clearly that, 
over the first 35 years of the period from 1961 to 
2005, changes in federal government transfers to 

provincial governments were closely matched by 
changes in provincial transfers to local govern-
ments. This suggests that the fiscal room created 
by increases in federal transfers in the 1970s was 
used largely to increase support for local public 
services rather than to provide core financial 
support for provincial public services. 

It also undermines the complaints from prov-
inces concerning the decline in federal govern-
ment transfers after 1995, since those cuts were 
almost perfectly matched by cuts in provincial 
transfers to local governments. And, notably, 
the increase in federal government transfers 
since the late 1990s has not been matched by in-
creases in provincial transfers to local govern-
ments — the most significant departure from 
pattern in more than 40 years. Dog chases cat. 
Cat eats mouse. Mouse has run out of options. 
Just as the data on public capital investment dis-
pel any mystery surrounding our infrastructure 
funding crisis, the data on provincial transfers 
to local governments should dispel any mystery 
as to why local governments are under more fi-
nancial pressure than either the federal or pro-
vincial governments.
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The preceding overview of the period from 1961 
and 2005 points to the years following the 1991–4 
recession as pivotal in the development of Ca-
nadian public services and in the fiscal relation-
ship between the Federal Government and the 
provinces.

This section focuses in more detail on that 
important period.

It is clear from the general overview that the 
critical changes over the post-1991 period took 
place at the provincial level and in the fiscal re-
lationship between the provinces and the Fed-
eral Government.

Chart 18 presents program expenditures for 
the 10 provinces as a percentage of GDP for the 
period 1989 to 2004.

Program spending declined as a percentage 
of GDP from a peak of 22.6% in 1992 to 18.1% in 
2004.

Debt service charges shrank from a peak of 
3.1% of GDP in 1995 and 1996 to 1.8% of GDP in 
2004.

Total revenue is included as a reference 
point.

Chart 19 presents own-source revenue and 
federal government transfers as a percentage of 
GDP for the same period.

Own-source revenue dropped from a peak of 
18.5% of GDP in 1991 to 16.3% of GDP by 2004, a 
decline of 2.2% of GDP.

Federal transfers dropped from 4.7% of GDP 
in 1993 to a low of 3.0% of GDP in 2000 and had 
rebounded to 3.2% of GDP by 2004.

As was noted above, provincial transfers to 
local governments tended to follow the pattern 
of federal transfers to the provinces.

Chart 20 focuses specifically on taxation 
revenue for the 10 provinces as a group. From a 
high of 12.2% of GDP in 1992, taxation declined 
as a share of GDP in the 10 provinces to 10.3% 
in 2004.

Chart 21 shows Federal Government transfers 
to the provinces and local government transfer 
payment revenue, essentially all of which is from 
provincial governments.

Transfers to local governments dropped from 
a peak of 4.3% of GDP in 1993 to a low of 2.8% of 
GDP in 2004.

Of particular note is the extent to which 
provinces moved together on these measures, 

The post-1991 meltdown
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despite marked differences in economic circum-
stances, the political orientation of their govern-
ments and their fiscal position at the beginning 
of the period.

In this analysis, we focus on three key vari-
ables in relation to GDP: program expenditures; 
taxation revenue; and transfers to local govern-
ments.

Chart 22 shows program expenditure as a 
percentage of GDP, from 1989 to 2004.

All provinces reduced program spending as 
a share of GDP. Most provinces showed a rapid 
decline in program spending as a share of GDP 
in the second half of the 1990s followed by a 
modest upturn in 2003 and 2004. There were, 
however, notable differences in timing. The re-
bound in program spending as a share of GDP 
started earlier and was somewhat greater in PEI, 
Manitoba, Quebec and Saskatchewan. The share 
has not rebounded in Alberta, British Columbia 
and Newfoundland and Labrador.

Chart 23: Own-source revenue
In all provinces, with the exception of Que-

bec and Nova Scotia, own-source revenue (i.e. 
revenue excluding transfers from the Federal 
Government) has been reduced substantially as a 
wave of revenue cuts swept through the provin-
cial order of government. On this measure, there 
were significant differences in timing, with On-
tario, Alberta and New Brunswick on the lead-
ing edge, and British Columbia, Manitoba and 
Saskatchewan following.6

The changes in taxation revenue in particu-
lar are most apparent in the post-1996 period. In 
chart 24 we see clearly the two solitudes in Can-
ada’s fiscal environment. With the exception of 
Newfoundland and Labrador, where other fac-
tors are clearly influencing the data, the prov-
inces east of the Ottawa River have tended to 
maintain their tax revenue relative to GDP over 
the period, whereas the provinces west of the 
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Ottawa River have reduced their tax revenue in 
relation to GDP.

Despite the widely differing responsibilities 
of local governments from province to prov-
ince, there was a remarkable degree of similar-
ity among provinces in the behaviour of their 
transfer payments to local governments during 
this period.

Chart 25: Provincial transfers to local gov-
ernments

All reduced their transfers to local govern-
ments as a share of GDP, beginning in the early 
1990s, effectively shifting the impact of reduced 
Federal Government transfers to local govern-
ments. And while Federal Government trans-
fers recovered somewhat in the early 2000s, 
provincial governments generally did not fol-
low suit with increases in their transfers to lo-
cal governments.

Looking specifically at provincial tax sys-
tems, income taxes — both corporate and per-

sonal — are the most vulnerable to inter-pro-
vincial competition because the personal and 
corporate income tax bases are the most mobile 
within Canada.

To focus on the impact of structural changes 
in the tax systems of the provinces on provin-
cial revenue-raising capacities, an October 2002 
analysis by the federal Department of Finance 
estimated the revenue losses from corporate and 
personal income tax cuts, province-by-province, 
for the period from 1996 to 2002, and projected 
those losses forward to 2006.

Table 1 reproduces the Department of Finance’s 
estimates of revenue losses from implemented 
and announced tax cuts as of October 2002.

Table 2 expresses these estimated revenue 
impacts in as a percentage of the actual per-
sonal income tax revenue received by the prov-
ince in each year.

The pattern in these data is clear. Ontario took 
the lead in implementing substantial income tax 
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table 2  PIT Measures as a Percentage of Actual Revenue, 1996 to 2005
% impact PIT

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

Alberta 0% -1% -�% -�% -22% -4�% -40% -40% -44% -4�%

British Columbia -1% -3% -4% -6% -11% -31% -41% -�6% -�1% -�3%

Manitoba 0% 0% -2% -6% -10% -1�% -19% -21% -22% -22%

New Brunswick 0% -4% -�% -11% -1�% -21% -24% -2�% -26% -2�%

Newfoundland �% 4% �% 2% -�% -9% -�% -�% -�% -�%

Nova Scotia 0% -4% -6% -6% -6% -6% -6% -1�% -16% -16%

Ontario -6% -1�% -26% -3�% -36% -41% -4�% -�0% -�9% -�6%

Prince Edward Island 0% 1% 0% -3% -�% -12% -12% -11% -12% -12%

Québec 0% 0% -2% -4% -10% -21% -26% -29% -30% -30%

Saskatchewan -�% -�% -�% -�% -22% -33% -42% -41% -�1% -�1%

table 3  Corporate Income Tax8

CIT measures by province, 1996 budgets onward

1996–7 1997–8 1998–9 1999–00 2000–1 2001–2 2002–3 2003–4 2004–5 2005–6

Alberta 0 0 0 0 0 -24� -32� -40� -��2 -�6�

British Columbia -20 -29 -3� -10� -1�2 -1�� -3�� -41� -4�0 -461

Manitoba -� -2 -2 -� -14 -2� -42 -�� -69 -�1

New Brunswick 0 0 0 -� -14 -2� -36 -66 -�1 -�3

Newfoundland 0 0 0 0 0 0 0 0 0 0

Nova Scotia 0 -22 -23 -23 -24 -23 -21 0 0 0

Ontario 4 -1�1 -2�� -4�4 -1,1�2 -1,��� -2,116 -2,610 -3,334 -3,9��

Prince Edward 
Island 0 1 1 1 2 2 2 2 2 2

Québec 1�9 -� -92 -169 -349 -1,1�3 -332 -996 -1,0�3 -1,099

Saskatchewan 0 0 0 0 0 -14 -32 -3� -3� -39

total 167 -208 -430 -764 -1,752 -3,258 -3,282 -4,583 -5,586 -6,294

table 1  Value of PIT Measures introduced by Provincial Governments, 1996 to 2005
1996–7 1997–8 1998–9 1999–00 2000–1 2001–2 2002–3 2003–4 2004–5 2005–6

Alberta -� -33 -19� -246 -110� -2063 -1�23 -1941 -20�0 -2210

British Columbia -6� -1�� -201 -340 -64� -1,��9 -2,2�� -2,409 -2,��0 -2,�44

Manitoba -3 -6 -3� -106 -1�3 -2�2 -332 -363 -3�� -411

New Brunswick 0 -3� -66 -�� -13� -193 -222 -236 -2�2 -269

Newfoundland 2� 26 2� 14 -2� -�� -�1 -�� -�� -62

Nova Scotia 0 -43 -�6 -60 -�2 -�� -�� -214 -226 -241

Ontario -1,0�� -2,900 -4,�23 -6,�43 -6,�26 -�,004 -�,��4 -9,�10 -11,30� -12,129

Prince Edward 
Island 0 2 0 -3 -13 -1� -1� -19 -20 -22

Québec 4 -�6 -2�� -��� -1,6�2 -3,�30 -4,434 -4,�3� -�,0�3 -�,39�

Saskatchewan -�� -�� -90 -110 -32� -41� -�03 -�91 -630 -6�3

total -1,191 -3,259 -5,400 -8,070 -10,980 -16,814 -18,609 -20,273 -22,573 -24,155
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cuts, beginning in 1996, with other provinces fol-
lowing over the next few years. Alberta kicked 
off another wave with substantial cuts in 2000 
and 2001. B.C. followed in 2001 and 2002. Other 
provinces responded with lesser cuts. Over a 10-
year period, according to the Department of Fi-
nance projections, personal income tax cuts took 
$24 billion out of provincial fiscal capacity.

These results are broadly similar to the re-
sults of an analysis using Statistics Canada’s So-
cial Policy Simulation Database and Model in 
a paper on tax cuts and fiscal imbalance from 
the B.C. office of the Canadian Centre for Poli-
cy Alternatives.7

Table 3 reproduces the Department of Finance 
data for corporate income tax cuts.

Table 4 expresses the revenue impacts, year-
by-year, as a percentage of actual corporate in-
come tax revenue in that year.

Except for the special case of Nova Scotia, 
which introduced substantial corporate tax cuts 
in 1997 and then reversed them in 2001 and 2002, 
the race for corporate tax cuts had the same lead-
er — Ontario — as the PIT cut race. However, the 
pattern was not the same among other provinces. 
Alberta and B.C. did not match the Ontario cuts, 
whereas Quebec and New Brunswick were more 
enthusiastic participants in the CIT cut race to 
the bottom than in the PIT cut race.

Taken together, the CIT and PIT measures 
captured in the Department of Finance analy-
sis had removed, as of 2005, over $30 billion in 
annual provincial fiscal capacity — a cut in fis-
cal capacity in these two taxes alone amounting 
to 2.2% of GDP.

Another way to look at the same question is 
to compare revenue raised by provincial govern-

table 4  CIT Measures as % of Actual Revenue
% impact CIT

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

Alberta 0% 0% 0% 0% 0% -12% -1�% -20% -33% -24%

British Columbia -2% -2% -3% -10% -19% -1�% -23% -62% -�4% -34%

Manitoba -4% -1% -1% -3% -�% -6% -13% -32% -22% -19%

New Brunswick 0% 0% 0% -4% -9% -1�% -20% -4�% -64% -42%

Newfoundland 0% 0% 0% 0% 0% 0% 0% 0% 0% 0%

Nova Scotia 0% -1�% -1�% -1�% -13% -13% -9% 0% 0% 0%

Ontario 0% -3% -�% -�% -1�% -21% -3�% -�2% -64% -�4%

Prince Edward Island 0% 4% 4% 6% 10% 4% 6% �% 6% �%

Québec 12% 0% -4% -�% -1�% -44% -13% -39% -3�% -3�%

Saskatchewan 0% 0% 0% 0% 0% -4% -22% -21% -12% -1�%
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ments and the federal government from the per-
sonal and corporate income tax systems.

Chart 26 shows 10-province personal and 
corporate tax revenue as a percentage of federal 
revenue from the corresponding tax base for the 
critical 1996-to-2001 period preceding the imple-
mentation of the federal tax cuts after 2000.

Despite having to absorb the substantial 
cuts in federal government transfer payments 
about which they legitimately complained, the 
data show provincial revenue from income tax-
es shrinking as a percentage of federal revenue 
from the same tax bases.

40%

45%

50%

55%

60%

65%

70%

chart 2 6  Personal and corporate income tax, 1996–2001, 10-province revenue vs. federal revenue
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By the time the combined effect of the 1991 re-
cession and the persistence of record-high real 
interest rates had begun to squeeze provincial 
fiscal balances in the early 1990s, federal govern-
ment transfer payments had long since ceased 
to be a major driving force behind the develop-
ment of Canada’s public economy.

While it is undeniably true that the substan-
tial cuts in federal transfer payments that began 
to take hold in 1996 came as a shock to an al-
ready-weak provincial fiscal system, provincial 
governments collectively responded by shifting 
the burden of the cuts downwards through cuts 
in their transfers to local governments. And, 
just as the real driver of the growth of Cana-
da’s public economy in the 1970s and 1980s had 
been a steady growth in provincial own-source 
revenue as a share of GDP, the real driver of the 
provincial fiscal squeeze that has been labeled 
“fiscal imbalance” was an equally steady re-
duction in provincial own-source revenue as a 
share of GDP, in turn driven by substantial cuts 
in personal and corporate income taxes at the 
provincial level.

To say that the provinces collectively caused 
the fiscal imbalance over which they are now 
complaining does not, however, mean that the 
provinces are able, on their own, to resolve it.

It is clear from the revenue data in general, and 
from the data on personal and corporate income 
tax cuts in particular, that provincial revenue is 
extremely vulnerable to downward pressure on 
tax rates coming from other jurisdictions. It is 
clear from the data that the large personal and 
corporate income tax cuts in Ontario had an ap-
preciable negative effect on income tax policies 
in other provinces. Even provinces which could 
not reasonably be said to share the ideological 
perspective of the Ontario Conservatives faced 
competitive pressure to reduce their tax rates.

It is also clear from the data that provincial 
government policies with respect to transfers 
to local governments have materially worsened 
the only real fiscal imbalance in Canada’s three 
orders of government — the imbalance between 
responsibilities and revenue sources for local 
governments.

Lessons from the post-1989 period
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Shortly after he “discovered” that the Conserva-
tive governments of Ernie Eves and Mike Harris 
had been shading the truth when they claimed 
that Ontario’s budget was balanced, Ontario 
Premier Dalton McGuinty also “discovered” 
what he claimed was a $23 billion gap between 
what the federal government takes from On-
tario in revenue and what it returns to Ontario 
in spending.

The Business Council on National Issues — re-
incarnated as the Canadian Council of Chief 
Executives — weighed in early in 2006 with its 
own take on fiscal imbalance with its proposal 
to resolve the problem by transferring billions 
in revenue-raising capacity from the federal gov-
ernment to the provinces.

And in March 2006, the Advisory Panel on 
Fiscal Imbalance offered its own prescription 
based on an unconditional acceptance of the 
provincial perspective on imbalance.

None of these interventions is particularly 
helpful in understanding the current issues in 
federal-provincial fiscal relations. Indeed, each of 
these suggestions, in its own way, has the effect 
of diverting attention away from the underlying 

causes of the fiscal predicament facing Canada’s 
public economy.

Ontario’s $23 billion gap
Premier McGuinty’s $23 billion gap is based on 
a projection from relatively straightforward Na-
tional Accounts data for 2001. Statistics Canada 
reports that, in 2001, the federal government 
raised $83.5 billion from Ontario. It spent $59 
billion on goods and services. And it invested 
$1.8 billion in fixed capital and inventories in 
Ontario, for a difference between revenue and 
expenditures of $22.7 billion.

It turns out, however, that, when you look at 
the numbers more closely, Premier McGuinty’s 
claim doesn’t really hold up.

In the first place, on a National Accounts ba-
sis, the federal government ran a $17 billion sur-
plus in 2001. That amounts to a gap nationally 
between revenue and expenditure. It is money 
that was raised by the federal government that 
was not spent. Anywhere. Ontario’s per-capita 
share of the surplus is about $6.9 billion, so $6.9 
billion of the $23 billion as explained by the fed-
eral surplus in 2001.

Current misconceptions  
of “fiscal imbalance”
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Indeed, the changing surplus/deficit bal-
ance of the federal government is responsible 
for most of what Premier McGuinty claims is an 
increase in the fiscal gap between 1996, when it 
was $5.9 billion, and 2001, when it was $22.7 bil-
lion. In 1996, there was a $12 billion deficit, on a 
National Accounts basis. Ontario’s share of the 
deficit was about $4.8 billion. So, when you take 
the federal government’s fiscal position into ac-
count, on a comparable basis the gap increased 
from $10.7 billion in 1996 to $15.8 billion in 2001. 
Much less dramatic.

But, even when you put the numbers onto a 
comparable basis, the concept behind the $23 
billion gap is slippery, to say the least.

An analysis based on 2003 data prepared for 
the 2006 Ontario Alternative Budget found a gap, 
after allowing for the federal surplus, of $17.9 bil-
lion. Half of that gap was attributable to the fact 
that Ontario contributes more than its per-cap-
ita share to federal government revenue. Why? 
Because Ontario has a higher per-capita income 
than the rest of Canada, and that higher income, 
in a progressive tax system, generates proportion-
ately more revenue. Another $3.4 billion comes 
from the formal provincial fiscal equalization 
program — no surprise there, and no suggestion 
from Premier McGuinty that equalization should 
be abolished. A further $3.7 billion is in federal 
government transfers to people, an imbalance 
that is created by demographics and individual 
incomes (in the case of programs like Old Age 
Security and the Guaranteed Income Supple-
ment) and by the interaction of program design 
and the structure of the economy (for Employ-
ment Insurance). While it is evident from other 
sources that Ontario does have a legitimate com-
plaint about EI coverage of the unemployed in 
Ontario9, the appropriate response from Ontario 
would be to call for reform in the EI program, 
which Premier McGuinty is not doing.

Indeed, of the $18 billion gap in 2003 that 
was not explained by the federal government’s 
surplus, only $2 billion cannot be attributed to 

differences in revenue and transfers to people or 
to the formal equalization program.

Chart 27 shows the attribution of the differ-
ence between federal government revenue and 
expenditure in Ontario from 1994 to 2002. Most 
of the variation is attributable to the federal 
revenue system, which in turn is responsive to 
differences in economic performance between 
Ontario and Canada as a whole.

Indeed, Ontario is not unique in experienc-
ing a gap between federal government revenue 
and expenditure within its borders. Not surpris-
ingly, all three of the higher-income provinces 
in Canada show a revenue-expenditure gap. In 
2003, for example, Alberta showed a $7.5 billion 
gap and B.C. $1.1 billion.

Chart 28 shows the balance of federal ex-
penditure and revenue — the “gap” as measured 
by Ontario — for all ten provinces for 2003.

Premier McGuinty’s $23 billion has become 
an iconic number — repeatedly quoted and un-
questioningly accepted. The $23 billion gap, how-
ever, is more than a particularly effective piece 
of political communication. It is also a classic 
example of political misdirection, intended to 
deflect attention away from the fact that the real 
gap — between the public services that Premier 
McGuinty’s constituents expect and the prov-
inces fiscal capacity to provide them — is entirely 
attributable to Ontario’s own tax cuts.

The Council of Chief  
Executives and the GST
Canada’s most well-heeled big business lobby 
grabbed the headlines in February with a pro-
posal to resolve the issue of “fiscal imbalance” 
by transferring responsibility for the GST from 
the federal government to the provinces, or, less 
adventurously, by earmarking GST revenue for 
federal government transfers to the provinces 
in areas of provincial jurisdiction.10

The problem with this proposal is that it does 
not respond to the competitive tax cut environ-
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ment at the provincial level that is the underlying 
cause of what is being called ‘fiscal imbalance.” 
In its more moderate form, it simply earmarks 
the GST for transfer payments, with no impact 
on fiscal capacity. In its more extreme form, in 
which the federal government would vacate tax 
room and end transfer payments, the proposal 
would serve to exacerbate the inter-provincial 
tax competition which is at the root of the prob-
lem, while doing nothing to increase the overall 
capacity of provincial governments to fund the 
services for which they are constitutionally re-
sponsible. And, by replacing equalized program-
related transfers with non-equalized tax room, 
it would drive an increase in equalization pay-
ments as an offset.

It would reduce the fiscal capacity of the 
federal government without increasing the fis-
cal capacity of provincial or local governments. 
In fact, in the more extreme version in which 
tax room is vacated by the federal government, 
it would almost certainly lead to a reduction in 
total (federal and provincial combined) fiscal ca-
pacity as provinces continue to compete to lower 
tax rates. In the process, it would also eliminate 
any leverage the federal government might have 
to establish national standards for programs in 
provincial jurisdiction.

The fact that a proposal from Canada’s dom-
inant big business lobby group would threaten 
the fiscal capacity of governments in Canada is 
not surprising, given the organization’s political 
perspective. But it is not a solution to fiscal imbal-
ance. It is not a solution to the gap between fiscal 
capacity and public services requirements. It is a 

“solution” only in that it supports the achievement 
of the organization’s political objectives.

“Reconciling the Irreconcilable”:  
The Agenda of [some of] the Provinces
The report of the Advisory Panel on Fiscal Im-
balance, released in March 2006, was intended 
to form the basis for a unified provincial posi-
tion in negotiations with the federal govern-
ment over fiscal arrangements.11 Instead, it has 
had the opposite effect, driving a wedge between 
“have” and “have-not” provinces, offering up a 
basis for a politically convenient but highly di-
visive enhancement of the equalization system, 
and contributing little of value to a real under-
standing of the issue.

The root of the problem with the Advisory 
Panel’s proposal is in its curious approach to 
the very existence of fiscal imbalance. The Panel 
rejects the position of the previous Liberal fed-
eral government that fiscal imbalance does not 
exist because provincial governments have the 
constitutional authority to raise taxes to pay for 
more public services if they wish. In defence of 
its view that this position is unrealistic, the Panel 
points to downward pressure on tax rates created 
by inter-provincial tax competition. But, having 
effectively acknowledged that what it calls fiscal 
imbalance has in large part been created by pro-
vincial fiscal policies, it proceeds to ignore the 
tax competition issue entirely in its recommen-
dations, leaving itself with nothing useful to say 
about the very issue it was created to study.
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Fiscal imbalance, defined as a shortfall of revenue 
raising capacity relative to spending responsibil-
ity, is largely a problem inflicted by the provinces 
on themselves through tax competition. There 
is no legal or constitutional impediment to the 
provinces raising the revenue required to pay 
for the services that fall under their jurisdiction. 
Furthermore, the data show that reductions in 
federal transfer payments to the provinces have 
not even been the principal driver of the gap be-
tween the current provincial revenue base and 
the revenue that would be required to pay for 
the services Canadians demand.

Federal government transfer payments clear-
ly played a role in the provinces’ fiscal problems 
in the 1990s. Just as expanding federal transfers 
in areas of provincial jurisdiction played an im-
portant role as a catalyst for the development 
of the modern Canadian public economy at the 
provincial level in the late 1960s and early 1970s, 
the cuts in federal government transfers to the 
provinces in the mid-1990s may have been a cat-
alyst for provincial spending cuts.

However, two key conclusions from the data 
undermine completely the suggestion that the 
responsibility for the provincial fiscal crunch lies 

entirely with the federal government. First, both 
in the aggregate and on a province-by-province 
basis, provincial governments responded to the 
cuts in federal government transfers as a share 
of GDP by cutting their own transfers to local 
governments, effectively insulating their fiscal 
balances from the federal cuts. Second, in the 
aggregate and in most provinces, the revenue 
loss from cuts in federal government transfers 
is dwarfed by the revenue loss from provincial-
ly initiated tax cuts. Indeed, for the federal gov-
ernment transfers to offset fully the provincial 
revenue loss would require federal transfers to 
the provinces to rise to a share of GDP that is 
unprecedented in Canadian fiscal history.

This is not to say that there are no issues in 
the Canadian federal-provincial fiscal environ-
ment. Far from it. Among the major issues high-
lighted by this analysis are:

• equalization;

• protecting provincial fiscal capacity;

• financing local government;

• providing a basis for national political 
projects;

What’s on the agenda?
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• making the federal government a reliable 
fiscal partner; and

• funding public infrastructure.

In what follows, this paper explores some 
potential directions and options for change as 
a counterpoint to the current conventional wis-
dom — a conventional wisdom which features a 
drift towards a decentralized, undersized, and 
underfunded public economy unable either to 
meet the political expectations of Canadians or 
to advance Canada’s national economic, social, 
and political interests.

Equalization 
There are significant differences among provinces 
in the extent to which they are fiscally dependent 
on transfer payments from the federal govern-
ment. The data show that, if equalization were to 
collapse, so would the system of public services 
in many provinces. Any substantial weakening 
of equalization would have a profound impact 
on what Canadians understand to be the foun-
dations of our public economy.

The problem is that the current equalization 
system, with its exclusive focus on revenue, fails 
to deliver on its promise of pan-Canadian serv-
ice levels, and is so seriously flawed that it runs 
the risk of losing the political credibility upon 
which it depends.

As Queen’s University economist Robin Boad-
way points out,12 because the current equaliza-
tion system ignores differences in the costs of 
providing services in different jurisdictions, it 
cannot pretend to be assuring that provinces 
are able to provide a common standard of pub-
lic services in Canada. This idea is pursued fur-
ther in a paper by another Queen’s economist, 
Tom Courchene, which demonstrates that, un-
der some scenarios, our current approach to 
equalization could have the unexpected impact 
of providing for higher levels of service for the 
same fiscal effort in “have-not” provinces than 

in “have” provinces.13 Whatever one’s view might 
be of the appropriateness of that potential out-
come, it would be unlikely to strengthen the po-
litical support in the “have” provinces on which 
the viability of the system depends.

Integrating delivery costs and measures of 
service adequacy into equalization measures 
is complex, but it is neither unprecedented nor 
impossible. Most provinces take precisely these 
kinds of features into account in the design of 
their equalization grants programs for local gov-
ernments. At the very least, equalization pay-
ments should be adjusted to reflect the costs of 
service delivery in the jurisdiction.

Introducing measures of service adequacy 
would address another critical problem with the 
equalization system. Because the equalization 
revenue targets are based on average tax rates in 
the reference provinces, tax reductions in those 
provinces have a ripple effect on equalization pay-
ments to the “have-not” provinces. Establishing 
a targeted financial capacity that is independent 
of individual provincial tax policies would ad-
dress this problem. Reference tax rates would 
be the rates required to raise a target amount 
of revenue in the reference provinces.

The equalization issue that has received the 
most attention in recent months concerns the 
treatment of revenue from resources. At present, 
revenue from resources is counted for equaliza-
tion purposes in some provinces, but is effectively 
excluded in others. Resource revenue is counted 
in the revenue base in the reference provinces 
(which, under the current six-province stand-
ard, do not include Alberta). This creates both 
equity and feasibility problems. In principle, it is 
difficult to justify including resource revenue in 
some provinces but not in others. But consistent 
treatment does not fully resolve the equity argu-
ments. Including resource revenue creates the 
situation in which resource revenue in “have-not” 
provinces is seen to have been “clawed back” by 
the federal government through the equaliza-
tion program. Excluding resource revenue cre-
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ates another set of equity issues, in that “have” 
provinces that do not enjoy a significant resource 
industry tax base could find themselves with 
lower revenues than “have-not” provinces with 
significant resource tax bases.

Including resource revenue also raises issues 
of affordability and equity. Equalization is not a 
national program; it is a federal program. Accord-
ingly, the revenue base from which equalization is 
funded is the federal revenue base. Since the fed-
eral government does not tax resources directly, 
including resource revenue in the calculation of 
entitlements to equalization would lead to the 
federal government having to generate revenue 
from tax bases unrelated to resources in order 
to compensate provinces with relatively low lev-
els of resource revenue. High resource revenues 
drive up the equalization target and therefore 
the total cost of the equalization program. That 
cost must be funded from taxes on bases other 
than resources, nearly 70% of which come from 
provinces whose economies are not benefiting 
directly from the oil price boom.

Even if resources were not included in the 
equalization formula, higher resource revenues 
will have an indirect impact on the program. To 
the extent that resource-rich provinces use their 
resource-related fiscal capacity to reduce taxes 
in other areas, higher resource revenues will 
lead to reductions in average tax rates, thereby 
reducing the equalization target.

Equalization based on the cost of providing a 
basket of provincial public services, rather than 
on revenue, would address the problem of afford-
ability. It would also make it unnecessary for the 
federal government to use transparent fiddles of 
the system, such as using six provinces rather 
than all ten as the standard for the program.

The equity issue is not so easily resolved. The 
root of the problem is that revenue from natural 
resources is not current revenue in the sense that 
income and sales tax revenue is current revenue. 
It is revenue derived from the sale of an asset. 
That makes resource revenue highly variable and 

potentially insecure, since it is tied to the eco-
nomic life of the underlying assets.

Conceptually, this points toward a more nu-
anced approach to the treatment of resource rev-
enue in equalization. One approach might be to 
address the issue of fluctuations in resource rev-
enue directly by using an averaging formula to 
measure resource revenue over an extended pe-
riod of time. Another might be to base the treat-
ment of resource revenue on a test that combines 
income/expense and asset/liability considera-
tions. For example, resource revenue could be 
excluded from equalization to the extent that it 
is used to pay down liabilities to a level defined 
in relation to a national liability standard.

It has also been suggested that resource rev-
enues be dealt with through a separate system 
in which provincial resource revenues would 
be pooled among the provincial governments.14 
Since this suggestion could only be implemented 
through a consensus among the provinces under 
which resource-rich provinces agree to transfer 
funds to resource-poor provinces, its practical 
value is limited. 

The contribution to this debate by the Expert 
Panel on Equalization and Territorial Formula 
Financing is a mixed blessing.15 In recommend-
ing that the program be based on a 10-province 
standard and driven by a uniformly-applied for-
mula, it calls for a shift away from the “let’s make 
a deal” policymaking that dominated equaliza-
tion policy in the period after 1995. It also rejects 
design fiddles from the 1980s and 1990s which 
were intended to maintain the fiction that the 
basic program was unchanged while reducing 
its impact on the federal budget. Both sugges-
tions would be substantial advances over the 
current system. 

However, two other key recommendations 
will do little to advance the credibility of the 
system and threaten to derail the debate into 
a zero-sum game between the provinces that 
benefit from one recommendation or the other 
and the provinces whose citizens will be called 
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upon to pay the net additional costs. The report 
rejects any departure from the program’s focus 
on equalizing fiscal capacity without reference 
either to standards of public services or to the 
costs of providing those services. As a result, the 
debate will inevitably be about money for prov-
inces rather than the guarantee of an acceptable 
standard of public services for Canadians, which 
is what the program is supposed to be about. 
Add to that the report’s preoccupation with the 
treatment of resource revenue in the formula, 
and the recipe is in place for a full-out squabble 
among provinces which will be resolved — as 
usual — based on the federal government’s cal-
culation of its political interest.

The emphasis on resources complicates mat-
ters in a number of ways. First, as everyone in 
Canada found out virtually the instant it came 
out, it purports to undo the special arrange-
ments made after 1995 for Newfoundland and 
Labrador and Nova Scotia. Second, because 
the distribution of equalization funding among 
have-not provinces is quite different depending 
on whether and to what extent resource reve-
nue is included, it sets the terms quite explicitly 
for the zero sum debate referred to above. And 
third, because the report backs away from estab-
lishing a standard based on services rather than 
revenue, it entrenches a scenario under which 
the total costs of the program will be driven by 
expanding resource revenues in a small number 
of provinces while its costs are paid from fed-
eral tax bases that do not include resources and 
whose revenue is generated from the citizens of 
provinces that do not have substantial resource 
revenues themselves.

Protecting provincial fiscal capacity 
Canadians are mobile. Taxpayers are mobile. 
And, even when taxpayers are not mobile, to var-
ying degrees tax bases may be. Tax base mobility 
provides fertile ground for lowest-common-de-
nominator tax competition to flourish. It creates 

the fiscal prisoner’s dilemma referred to earlier 
in this paper. Each province operates in an en-
vironment in which tax cuts are rewarded and 
refusing to play the tax cut game is penalized, 
while at the same time all provinces collectively 
would be better off — and indeed we would not be 
facing the current fiscal squeeze — if they could 
all agree not to play the tax cut game.

This is not to say that provinces should be 
prevented from choosing to reduce the size of 
government in their jurisdiction, if they have the 
support of their electorate in doing so. But the 
absence of any mechanism to protect provincial 
governments from the impact of lowest-common-
denominator competition means that provinces 
that choose to cut services can effectively impose 
that choice on other provinces.

Again, the data tell a very clear and compel-
ling story. Almost all provinces cut personal and 
corporate income taxes in the late 1990s and 
early 2000s. But it is clear from the data that 
the process was led by Ontario, and followed in 
varying degrees by the other provinces. For the 
less affluent provinces, competitive downsizing 
of tax systems led by wealthier provinces has a 
double impact. Not only does it create politi-
cal pressure to reduce their own taxes, but by 
lowering average tax rates used in the equaliza-
tion formula, it also puts downward pressure on 
equalization payments.

There are a number of potential approaches 
to this problem.

One would be to reallocate tax responsibili-
ties so that those tax bases which are less mo-
bile would be assigned to the provinces while tax 
bases which are more mobile and more difficult 
to defend against avoidance would be assigned to 
the federal government. This is precisely the ap-
proach that most Canadian provinces take with 
respect to financing local government. Property 
taxes and user fees — the dominant sources of 
revenue for local governments — have the virtue 
of being difficult to avoid.
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Tax base realignment was one of the central 
recommendations of the Rowell-Sirois Report of 
1940. A similar idea was proposed in the Carter 
Commission on taxation in the 1960s, which rec-
ommended that the federal government assume 
responsibility for corporate income taxation, co-
ordinate and collect personal income taxes for 
both orders of government, and cede responsi-
bility for sales taxes to the provinces.

One problem with this approach is that it 
implicitly assumes that expenditure responsi-
bilities will match the fiscal capacity of “appro-
priate revenue sources.” Just such a mismatch 
lies at the root of the issue of local government 
finance across the country. Depending on how 
responsibilities ended up being divided, trad-
ing of tax jurisdiction might create a situation 
of constitutional fiscal imbalance as opposed to 
the current political fiscal imbalance.

Another problem is that jurisdictional di-
vision of tax responsibilities is not a complete 
answer to the problem of lowest-common-de-
nominator competition at the provincial level. 
While it may lessen the economic pressure for 
competitive tax reductions, it will do nothing to 
ease the political pressure to keep up with the 
race to the bottom.

As a result, the similar-sounding idea of trans-
ferring a major revenue source from the federal 
government to the provinces as a “solution” to 
fiscal imbalance could actually make matters 
worse. This idea has surfaced most recently in 
a publication of the Canadian Council of Chief 
Executives, a major lobby group created to pro-
mote the interests of big business in Canada. 
In the name of solving a problem — an imbal-
ance of taxation powers between the federal and 
provincial governments — that does not exist, it 
would take a real problem — downward pressure 
on provincial fiscal capacity from lowest-com-
mon-denominator tax competition — and make 
it much worse.

It would simultaneously raise the stakes in 
the inter-provincial tax competition that is at 

the root of the issue and reduce the fiscal capac-
ity of the federal government to assist in offset-
ting the problem. Its only certain outcomes are 
a reduction in the federal government’s ability 
to lead change in programs under provincial ju-
risdiction, and a reduction in the fiscal capacity 
of government to fund public services — which, 
of course, is the whole point from the CCCE’s 
perspective.

Another approach would be to adopt an in-
ter-provincial tax treaty that would set floors 
below which provincial governments could not 
lower taxes on selected mobile tax bases. The 
European Union already has such agreements 
dealing with value added taxes, and has been 
working — unsuccessfully — for many years on 
a similar treaty dealing with corporate taxation. 
Such an approach would preserve these taxes as 
provincial revenue sources, but would protect 
provincial fiscal capacity by preventing them 
from being competed out of existence.

A similar approach — albeit not negotiat-
ed — is used in local government finance in most 
jurisdictions in Canada. In most provinces, local 
governments are prevented by anti-“bonusing” 
rules from establishing preferential tax rates for 
businesses. In addition, provincial governments 
commonly mandate the relationship between 
residential and non-residential property tax rates 
as a way to avoid tax competition.

Such an agreement, however, would be diffi-
cult to establish and maintain because it would 
require ongoing and continuous unanimity among 
the provinces — a very tall order in Canada.

As an alternative, the federal government 
could play a direct role in protecting provincial 
revenue in key highly-mobile tax bases by estab-
lishing what might be called “umbrella” taxes. 
Acting within its sole jurisdiction, the federal 
government would establish national tax systems 
in the tax bases most vulnerable to competitive 
fiscal capacity reduction and/or tax evasion and 
avoidance by individual taxpayers.
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In the income tax system, for example, the 
federal government would establish a tax design 
and rate structure that would apply uniformly 
across the country. The structure would permit 
the deduction from federal taxes of provincial 
taxes paid, up to a maximum that would be speci-
fied in the system.

This would have the effect of protecting from 
competition provincial revenue from the tax 
up to the maximum deduction, since provinces 
would have nothing to gain by reducing their 
taxes below the deduction permitted in the fed-
eral tax. And nothing would prevent provinces 
from increasing their taxes above that deduct-
ible amount.

In corporate income taxation, for example, the 
federal government would set a national tax rate 
of (say) 36%. Provincial taxes up to 15% would be 
deductible from federal corporate income taxes 
payable. Provinces could levy corporate taxes at 
the 15% rate without fear of being undercut by 
competition from other provinces, because there 
would be nothing to be gained by doing so.

In addition to protecting provinces from the 
negative effect of tax competition on their fiscal 
capacity, this approach would have the added 
advantage of improving the effectiveness of tax 
administration in Canada by giving the federal 
government a key role in defending mobile tax 
bases against evasion and avoidance.

An approach like this has been used in the 
United States to protect state revenue from estate 
taxes and succession duties. Federal taxes permit 
the deduction of state taxes, thereby eliminating 
much of the political benefit to a state govern-
ment from reducing or eliminating the tax.

Interestingly, the precise opposite of this hap-
pened with respect to estate taxes in Canada. 
When the Government of Canada eliminated es-
tate taxes at the national level in the early 1970s, 
some provinces attempted to continue with their 
taxes at the provincial level. One-by-one, provin-
cial governments were forced to eliminate their 

estate taxes, the last being Quebec, which elimi-
nated its estate tax in the mid-1980s.

Sustaining local government
Local government is the one example of real fiscal 
imbalance in Canada’s governmental structure. 
Local governments have no control over the re-
sponsibilities assigned to them and are limited 
by provincial legislation essentially to user fees 
and taxes on real property as revenue sources. 
Furthermore, in varying degrees there are mis-
matches between revenue sources and program 
responsibilities at the local level in every province 
that tend to put downward pressure on revenue 
and exacerbate the fiscal problems.

The basic mismatch applies generally to lo-
cal governments. Unlike income and sales taxes, 
whose bases expand automatically with costs 
in the economy, the property tax and user tax 
bases do not. This means that, to keep up with 
increased costs, local governments are required 
to raise tax rates annually.

In provinces in which local governments have 
been assigned responsibilities which bear no eco-
nomic relationship at all to the property tax base, 
those mismatches further exacerbate problems. 
For example, in Ontario, local governments pay 
all or part of the cost of social assistance benefits, 
social housing and ambulance services despite 
having absolutely no control over the rules that 
govern the delivery of the service.

Part of the answer is to address the most ob-
vious of the mismatches of revenue and respon-
sibility at the local level.

But, even if the obvious policy mismatch-
es are addressed — and particularly if they are 
not — local governments need access to a broad-
er range of revenue sources than are currently 
available to them. As the data show, measured 
by direct program delivery responsibility — i.e., 
excluding transfer payments to governments, 
individuals and businesses — local governments 
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collectively in Canada are larger than the fed-
eral government.

While it would seem obvious that local gov-
ernments need access to a broader range of rev-
enue sources — one that is more responsible to 
changes in the economy that the current local 
revenue base — it is much tougher to imagine 
how a new broader tax regime would be imple-
mented. Local governments are far more vul-
nerable to tax rate competition than provincial 
governments.

If additional revenue is to be made available 
to local governments, it must be done so in a 
way that does not open the floodgates to more 
tax competition and avoidance.

The traditional approach taken by most pro-
vincial governments in Canada has been to sup-
plement property tax revenue with general or 
special-purpose grants. The major problem with 
grants as a local revenue source is that they are 
provided entirely at the year-to-year discretion 
of provincial governments. Both the aggregate 
data and the province-by-province data on pro-
vincial transfer payments to local governments 
underline how easily and quickly provincial gov-
ernments were able to pass federal government 
transfer payment cuts in the 1990s down to lo-
cal governments.

One variant of the grants approach is to ear-
mark revenue from a particular tax base for gen-
eral transfers to municipalities. The federal “new 
deal for cities” policy that transfers 2 cents per li-
tre of the gasoline tax to local governments is one 
example of an earmarked transfer. The amount 
transferred to any individual local government 
bears no relationship to the amount of gasoline 
tax collected within its borders, or within the 
province, but the global amount available for 
transfer under the formula is pegged at 2 cents of 
the federal 10-cents-per-litre gasoline tax. From 
the perspective of the individual local govern-
ment, it is no different from any other transfer 
payment program: the amount received depends 
on the transfer payment formula. The difference 

is that the linkage to the gas tax gives the ap-
pearance of a firmer guarantee of the transfer 
payment’s continued availability.

The primary obstacle to taking the next step 
and providing local governments with direct ac-
cess to tax bases other than real property is the 
risk either that tax competition will limit take-
up or that differences in take-up will create in-
centives for tax avoidance. One way to avoid 
the take-up problem would be to transfer tax 
points to local governments through umbrella 
tax mechanisms like those discussed above. In 
this scenario, specified points of either federal or 
provincial taxes could be made available to lo-
cal governments on an opt-in basis. Where local 
governments did not opt in, the revenue would 
flow back to the taxing jurisdiction — either the 
federal or provincial government. One variant 
might be to adopt a matching system. For ex-
ample, access to provincial or federal sales tax 
revenue might be made conditional on the local 
government setting and taking political respon-
sibility for a local incremental sales tax. 

Another way to reduce the tax competition 
problem would be to make the increased fund-
ing available on a broader regional basis, or to 
provide much more limited access to a variety 
of different tax bases.

Reliable fiscal partnership 
The data for the period 1961 to 2005 tend to sup-
port the provinces’ claim that the federal govern-
ment has not been a reliable fiscal partner, either 
in areas of provincial jurisdiction or in areas of 
overlapping jurisdiction. Data on federal trans-
fers show that, after an initial boost in transfers 
in the late 1960s and early 1970s, federal govern-
ments turned the heavy lifting in the develop-
ment of the modern Canadian public economy 
over to the provinces. After that period of growth 
in federal transfers, it was growth in provincial 
own-source revenue that fuelled the develop-
ment of the Canadian public sector. And, when 
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it came to addressing its deficit problem in the 
1990s, the federal government acted unilaterally 
to pass the hot potato on to the provinces.

In the major area of shared jurisdiction, in-
come security, the federal government was able 
to cut Employment Insurance benefits but not 
the problems EI was supposed to be address-
ing. By default, those problems were passed on 
to the provinces.

In more recent experience, provinces are 
entitled to be more than a little unhappy to see 
funding for child care — a new national program 
in provincial jurisdiction with long-term fiscal 
implications — eliminated after only a year of 
operation.

The “solution” of ending shared cost programs 
in provincial jurisdiction or making all funding 
unconditional is convenient to conservatives who 
would like to see the public sector shrink and to 
radical decentralists who would like to see the 
federal government marginalized. But it is not a 
solution for the vast majority of Canadians, who 
support the idea of national projects. And it is 
not a solution for Canada in an international en-
vironment that demands coherence in the policy 
areas under greatest decentralist pressure.

If the federal government is to become a re-
liable fiscal partner in national projects within 
provincial jurisdiction, two fundamental prob-
lems must be addressed. First, the federal gov-
ernment is a government, not a bank. There 
cannot be, and indeed should not be, an expec-
tation that programs established by one gov-
ernment should bind forever all future govern-
ments. With respect to child care, for example, 
the Harper Conservative party made it clear in 
the 2006 election campaign that it intended to 
take a different approach to child care funding 
than that taken by the previous government. One 
may disagree with the policy, and one may legiti-
mately question an electoral system that gives a 
party that received far less than 50% of the vote 
the power to overturn policies supported by all 
of the other parties, but in principle it is difficult 

to argue in a democracy that governments should 
not be permitted to change policies.

On the other hand, from the provinces’ per-
spective, if the expectation is that funding can 
be yanked at any time without meaningful no-
tice, no reasonable province would be prepared 
to make commitments to shared-cost programs 
with longer-term implications. A middle ground 
must be found: perhaps through a requirement 
for an extended period of notice in advance of 
material reductions in federal transfer payment 
programs. A notice requirement of five years 
might be appropriate, in that for practical pur-
poses a government seeking to cancel or sub-
stantially cut back on a major transfer payment 
program would have to be re-elected to imple-
ment the cut.

The second fundamental problem concerns 
the political viability of ongoing federal gov-
ernment transfer payment programs in areas 
of provincial jurisdiction. The practical reality 
is that governments are reluctant to take ac-
tions for which they pay a political price but get 
little or no political credit. For new programs, 
this is not a particularly serious problem. The 
publicity surrounding the development, pro-
motion, and implementation of a new initiative 
provides enough political credit to go around. 
The problem is with the funding of established 
programs. Because these programs are delivered 
by the government receiving the transfer pay-
ment funding, that government gets the politi-
cal credit associated with program delivery. The 
obverse is also true, as the behaviour of various 
federal governments over the past three decades 
makes clear. Once programs are established and 
running, transfer payments can be reduced with 
little political visibility. For example, under Paul 
Martin’s leadership as Minister of Finance in the 
mid-1990s, established program financing was 
abolished and replaced by much lower compre-
hensive transfer payments. The impact on pro-
grams was substantial, but it was experienced in 
program delivery, at the provincial level.
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The strategy of the governments of the Chré-
tien-Martin era was to shift towards transfers 
directly to individual Canadians, largely through 
the personal income tax system.

The key both to sustaining the commitment 
of the federal government to reliable fiscal part-
nerships and to continuing the development of 
national political projects is to devise programs 
that allow explicitly for the federal government 
to earn political credit for its involvement. To 
ignore that political reality — to treat the fed-
eral government as if it were a bank whose only 
function is to provide no-strings-attached fund-
ing to the provinces — cannot be a viable long-
term basis for fiscal federalism.

One approach may be to design cost-sharing 
programs to build in an explicit and visible fed-
eral government involvement. For example, the 
offer by the provinces prior to the most recent 
round of health care funding talks of a direct 
federal role in drug insurance was an important 
missed opportunity. In post-secondary educa-
tion, one could envisage a direct federal role in 
funding college- and university-based research 
and in student financial support. Recently, in-
terest has been expressed in a broader role for 
the federal government in income security pro-
gramming, building on the federal government’s 
current responsibilities for employment insur-
ance and old age security and the foundation of 
the national child benefit.16

National public policy projects
Governments may be required to respect con-
stitutional limitations or to find creative ways 
to work around them, but the people who elect 
them, and the political forces they set in motion, 
are not. In spite of the best efforts of provincial 
governments to defend their jurisdiction, Ca-
nadians have not lost their appetite for national 
political projects. Canadian federalism demands 
credible mechanisms through which national 
public policy projects can play out.

There is no magic formula for success in devel-
oping national projects. Their origins are, almost 
by definition, political rather than constitutional 
or administrative. Constitutional limitations and 
the realities of federal-provincial relations mean 
that national projects will always pose significant 
political challenges. Their success will always re-
quire extraordinary political will.

But it is simply unacceptable to suggest that 
there can and should be no national political 
projects in Canada unless they are entirely within 
the jurisdiction of the federal government. Ca-
nadians will have no patience or respect for op-
position to national projects that falls back on 
constitutional niceties as a substitute for debate 
on merits.

Funding for public infrastructure clearly qual-
ifies as a national project. As the data show, the 
weakness of Canada’s investment in public capi-
tal is a problem of long standing. In particular, it 
is not a phenomenon that emerged for the first 
time in the deficit-obsessed mid-1980s.

Despite the fact that it now has jurisdiction 
over only a small fraction of public infrastruc-
ture in Canada, the federal government has a key 
role to play in a national infrastructure funding 
strategy. The federal government is able to finance 
infrastructure borrowing at interest rates 25 to 75 
basis points lower than rates paid by provincial 
governments, at least 100 basis points lower than 
rates paid by local governments, and at least 250 
basis points lower than the rates paid by public 
private partnership (P3) projects.17 It does not 
make economic sense to refrain from using the 
federal government’s borrowing power as the en-
gine of Canadian infrastructure renewal.

Furthermore, infrastructure is one area in 
which there is a tradition going back for many 
decades of federal government involvement both 
with provincial governments and directly with 
municipal governments.

The problems of transfer payment accounting 
and deficit phobia can easily be avoided by creat-
ing a series of federal-provincial infrastructure 
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funding agencies — one for each province — that 
would borrow the funds necessary for the fund-
ing of public infrastructure projects and lease 
the projects back to the appropriate agency, play-
ing a role that in the private sector is commonly 
played by banks.

Borrowing costs would be kept to a mini-
mum. Accounting rules will permit the agency 
that is borrowing the money to amortize the 
costs. And the budgetary cost would be spread 
out over the life of the assets.
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1 In the classic prisoner’s dilemma, each of two 
prisoners is presented with three scenarios.

• If you confess and implicate the other 
prisoner while the other prisoner remains 
silent, you will be released and the 
other will be convicted and receive the 
maximum sentence. 

• If you remain silent while the other 
prisoner confesses, you will receive the 
maximum sentence and the other prisoner 
will go free. 

• If both you and the other prisoner confess, 
you will both be convicted and receive less 
than the maximum penalty. 

• And if both of you remain silent, you will 
be subject only to a minor penalty.

The “prisoner’s dilemma’ is that, while each pris-
oner’s individual interest would lead him or her 
to confess, both would be better off if they both 
remained silent. Translated to the world of in-
ter-provincial tax competition, the prisoner’s 
dilemma suggests that all provinces would be 
better off both economically and politically if 
they did not compete to reduce taxes, but each 

province thinks it can advance its own interests 
by cutting its taxes.

2 Source: Statistics Canada, Government Sec-
tor Accounts, CANSIM #381-000.

3 Program and capital spending is estimated from 
National Accounts data as the sum of: current 
spending on goods and services net of capital 
consumption allowances; transfers to persons, 
businesses and non-residents; and non-financial 
capital acquisition. It does not include interest 
payments on public debt. Inter-governmental 
transfers are netted out in the consolidation of 
data for the three orders of government.

4 The 2005 spike in federal program funding 
from own-source revenue as a share of GDP and 
the drop in provincial program funding from 
own-source revenue as a share of GDP are both 
attributable to the front-end loading of federal 
transfer payments arising from the 2004 health 
accord and other federal-provincial agreements 
and changes in the timing of other transfer pay-
ments. This is evident in the corresponding spike 
in Chart 10 in net federal government transfers 
to provincial governments.
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