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CHAPTER 1

Canada: A Success Story

Cemile Sancak
Lucy Qian Liu
Taisuke Nakata

Introduction

As in most advanced economies, the fiscal pressures in Canada started in the
1970s and became most pronounce< ir. the mid-1980s. Canada stands out
among the G-7 countries, however;as it successfully responded to these
pressures in the subsequent decaces through large and sustained fiscal ad-
justment. The ex-ante approach adopted in this chapter reveals that the
adjustment was underpinn=c by two substantially different plans in terms of
speed and nature of adjustment measures. The chapter compares and
contrasts these two pians, based on both ex-ante design and ex-post
performance.
The plans ar= analyzed with regard to:

m The scale of planned adjustment, in particular, whether the scale of the
planned adjustment was sufficiently large to stabilize debt

m The comparison of plans vis-a-vis outcomes

® The nature of adjustment measures

m Whether adjustment was sustained in the aftermath of the episode

The main analysis in this chapter focuses on the federal government
budget, because fiscal adjustment plans were formulated only at the federal
government level, rather than the consolidated general government level in-
cluding the provinces, territories, and local governments. However, for com-
pleteness, a separate section also discusses the consolidation efforts of the
subnational governments.
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The identification of the federal government adjustment plans is based
on an examination of federal budget documents covering 1961-2010. We
use three criteria to select an adjustment episode: (i) the adjustment plan is
clearly announced to the public (in the budget); (ii) it specifies explicit me-
dium-term fiscal targets involving substantial fiscal adjustment; and (iii) it is
formulated in a medium-term framework. Based on these criteria, we iden-
tify two adjustment plans in which the federal government announced me-
dium-term fiscal targets against the background of large and increasing debt
levels: the 1985 Plan covering 1985-91 and the 1995 Plan covering 1994-97."

The actual overall balance, the main fiscal target, outperformed plans in
both adjustment episodes. In fact, the extent to which ex-post performance
conformed to ex-ante design was exceptional in Canada compared to other
G-7 countries. That said, the 1985 Plan was criticized both domestically and
internationally for not being sufficiently ambitious: it did not'make enough
effort to reduce the deficit and eschewed tough measures on major spend-
ing programs. The 1995 Plan, on the other hand, scored better, building on
the lessons learned from the 1985 Plan. The 1995 Plary was highly ambitious
in terms of both speed and nature of planned-adiustment measures, as it
aimed to introduce major changes to governmeznt programs and services.
Indeed—to give a preview of outcomes—<ieut stabilization, the main objec-
tive of both adjustment plans, was achieve:tonly during the 1994-97 episode.
The overall balance improved by almest 5 percent of Gross Domestic Product
(GDP) over 1994-97, moved to a suiplas in 1997-98, and remained in surplus
until 2007-08 (see Figure 1.1). Tiie federal net debt declined to 34 percent of
GDP by 2007-08, compared t-74 percent in 1995-96 (see Figure 1.2).

The following elemer:its were key in ultimately bringing about a lasting
improvement in Canada s fiscal position:

m Broad-basedoubiic support

m A repositicninag of the role of government and profound structural
reforms

® Prudent macroeconomic and fiscal assumptions

m Fiscal consolidation at the subnational level

Background

Canada’s debt problems started to emerge in the mid-1970s (see Figure 1.2).
Debt accumulation was driven by both the global environment and domes-
tic policies. The main global factors were: (i) the 1973-74 energy price
surge, which reduced economic growth through a negative supply-side
shock; (ii) higher interest rates in advanced economies; and (iii) the 1973
move to floating exchange rates following the collapse of the Bretton Woods
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FIGURE 1.1 Federal Government Primary/Overall Balance, 1975-2008

Source: Fiscal Reference Tables 2009, Budget 1985 and 1995, Department of Finance
Canada.
Note: Balances between 1984-85 and 1990-91 are jn nercent of GNP.

system, which removed domestic financirig discipline. These factors to-
gether contributed to an increase in the differential between interest rates
and growth—a key determinant of tiic <ebt/GDP ratio dynamics.

The impact of these global factor: was compounded by Canadian polic-
ies. In 1973-74, Canada index=d.to inflation several expenditure programs
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FIGURE 1.2 Federal Government Gross and Net Debt, 1973-2008

Source: Fiscal Reference Tables 2009, Budget 1985 and 1995, Department of Finance
Canada.
Note: Debt ratios between 1984-85 and 1990-91 are in percent of GNP.
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and the personal income tax system—both the basic exemptions and the
brackets were fully indexed. In the high inflation environment of the 1970s,
these new indexing systems led to a sharp increase in program expenditures
and a weakening of revenue growth.>” As the economy entered into stagfla-
tion in the mid-1970s, the government consistently relied on spending in-
creases and revenue reductions to provide short-term stimulus. There was a
strong consensus among politicians and the public in favor of such stimula-
tive policies during this period, partly because the productivity slowdown
after the 1973-74 energy price shock was seen as a cyclical phenomenon
rather than a structural change. The large primary deficits, combined with
increasing cost of debt service, soon led to a rapid increase in public debt.
Within less than ten years, the federal net debt more than doubled, reaching
42 percent of Gross National Product (GNP) in 1983-84.

The 1985 Plan (Covering 1985-91)

A new Conservative government, led by Prime Minister'Brian Mulroney, rec-
ognized that further pursuing expansionary fiscal.policy would damage the
Canadian economy in the long term. To restore-i:scal responsibility and con-
trol the growing debt, Mulroney set up the Nielsen Task Force in 1984 to
review all federal departmental progra:iis.-in November 1984, the govern-
ment outlined the “Agenda for Econcm ¢ Renewal,” with the goal of reduc-
ing the fiscal deficit in an orderly manner. The essence of this Agenda was
incorporated in the 1985 Budget--henceforth “the 1985 Plan.”

The 1985 Plan consisted el two distinct, yet interrelated, elements. The
first element and the primary tocus of the Plan was a set of structural reforms
aimed at improving the competitiveness of the Canadian economy, includ-
ing the Canada-U.S/{ree trade agreement, which came into effect in 1989,
and the reform i tite federal sales tax system in 1991. These structural
reforms proviaced long-lasting, important foundations for economic growth
and fiscal adjustment. The second element—the focus of our analysis—
emphasized the need to curb overall deficit to stabilize public debt. The
1985 Plan viewed these two goals as interrelated: economic growth sup-
ported by structural reform would help fiscal adjustment by increasing the
tax base; a sound fiscal stance would foster economic growth, with in-
creased confidence in the economy promoting investment.

Given the high levels of inherited public debt and expected real interest
rates in the medium-term, the 1985 Plan aimed to stabilize debt at 65 percent
of GNP by 1990-91. This was equivalent to an overall deficit reduction of
3.6 percent of GNP over six years (from 8.5 percent of GNP in 198485 to
4.9 percent in 1990-91). Four-fifths of the adjustment would be achieved
through expenditure measures, with the remainder attributable to revenue
measures. The 1985 Plan’s adjustment in expenditures relied primarily on
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across-the-board cuts and freezes, and efficiency gains. Details on the reve-
nue and expenditure measures of the 1985 Plan are provided in the “Nature
and Composition of Adjustment” section.

The 1995 Plan (Covering 1994-97)

Benefiting from the 1985 Plan, the government initially made good progress
in reducing the deficit. By 1988-89, it achieved a small primary surplus for
the first time in almost 20 years. However, with increasing interest rates due
to growing inflationary pressures, the government consistently underesti-
mated the interest bill. As the recession hit in 1990, the overall deficit once
again started to rise, reaching 5.6 percent of GDP and the federal net debt
increased to an unprecedented 70 percent of GDP in 1992-93.

Public polls in the early 1990s revealed that reducingthe fiscal deficit
had become the primary economic issue for Canadians: The 1993 Decima
Research polls reported that Canadians’ concern for the deficit reached an
all-time high. An April Gallup poll showed that 7) percent of Canadians
would cut spending to reduce the deficit, ratherthan increase it to stimulate
the economy (Bourgon, 2009). This is in sharpr contrast to the level of public
awareness prior to the 1985 Plan. Less th2n 2 percent of respondents to a
1984 Decima Research poll had cited the tederal deficit and national debt as
Canada’s most important economic piot. lem.*

How did public awareness of the fiscal challenges increase over time?
International institutions, international rating agencies, Canadian research
institutions, and the media had been stressing the urgency to address Cana-
da’s unsustainable debt for some time. With the federal government net debt
at 73 percent of GDP by 1993, Canada had the second worst standing in the
G-7 after Italy. In Octeber 1994, the government published its report “A New
Framework for Ecenamic Policy” to educate the public about the impor-
tance of fiscal adjustment.” It shared the key messages of this report through
an intensive communication strategy, including national and regional con-
ferences organized by Finance Minister Paul Martin and substantive public
debates across the Country.6 Furthermore, contrary to the tradition of hold-
ing consultation meetings separately with each interest group, the govern-
ment held meetings mixing interest groups from different backgrounds. The
government “wanted the public to understand long before the budget was
presented that there were tough choices to be made, that there was no per-
fect answer and that everyone had to bear their fair share of the burden in
the greater good, which meant that everyone had to give” (Martin, 2010).
Canadians thus became increasingly aware of the implications of high debt
levels for growth and intergenerational equity as well as of the opportunity
cost of debt service, which consumed 35 percent of government revenues in
the early 1990s.
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During the 1993 federal election campaign, the election platforms of
most political parties included deficit reduction. A new Liberal government,
led by Prime Minister Jean Chretien, was elected in November 1993. The
Liberal election commitment was to reduce the overall federal government
deficit to no more than 3 percent of GDP by 1996-97 (from 5.9 percent in
1993-94). The 1994 Budget reaffirmed this commitment, but it was not
explicit about the supporting measures except for announcing a review of
the federal government’s programs and services—called the Program Re-
view.” This budget was criticized by financial markets at the time for not
being ambitious enough.

Following the Mexican peso crisis in late 1994, the Wall Street Journal
ran an editorial in January 1995 arguing: “Mexico isn’t the only U.S. neighbor
flirting with the financial abyss. . . . If dramatic action isn’t taken in next
month’s federal budget, it’s not inconceivable that Canada ¢Huld hit the debt
wall.”® This editorial sent shockwaves across Canada, incieasing pressure on
the government to deliver a more ambitious budget. ‘Furthermore, shortly
before the 1995 Budget, Moody’s put Canada on a “¢redit watch.” With these
developments, debt stabilization became the number-one priority for the
government.

The 1995 Plan introduced a major restiacturing of federal department
spending, including a reform of the unezij;loyment insurance program, revi-
sions to transfers to provinces, aridd pension reform.” The government
launched a Program Review (i.e., expenditure review) in May 1994 to
“review all federal programs in “>ider to bring about the most effective and
cost-efficient way of deliveritie. programs and services that are appropriate
to the federal government’s role in the Canadian federation (1995 Budget,
p. 11).” Program Review: decisions were included in the 1995 Budget. The
measures in the 1925 Rudget aimed to secure the achievement of the gov-
ernment’s interira deficit target of 3 percent of GDP for 1996-97, with the
ultimate goal oi a balanced budget. The government’s strategy was to adopt
two-year rolling targets, that is, each budget laid out the targets only for the
next two years and did not make promises for the longer term. The objective
of this approach was to help increase political accountability by putting
pressure on program managers to deliver promised savings and ensure that
targets were not missed due to economic uncertainties. Consistently meeting
the targets would in turn help build public confidence in the program.'’
Although the 3 percent target was announced in the 1994 Budget, credible
measures to attain it were introduced only in the 1995 Budget (hence, this
chapter calls the adjustment plan “the 1995 Plan”). About 90 percent of the
adjustment focused on expenditure measures, with the remainder expected
from revenue measures.'’ The main reason for focusing on expenditure re-
duction in both plans—and especially in the 1995 Plan—was that the tax
burden was already high relative to the United States, although lower than
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the Organization for Economic Cooperation and Development (OECD) av-
erage. Given the close integration of the economies of Canada and the
United States, especially after the North-American Free Trade Agreement
(NAFTA) in 1994, the United States was a more relevant comparator for tax
burden. Details on the revenue and expenditure measures of the 1995 Plan
are discussed in the “Nature and Composition of Adjustment” section.

Plans versus Outcomes: Macroeconomic Factors

In assessing the implementation of a consolidation plan, it is important to
understand the role of the underlying macroeconomic developments. For
instance, revenue developments are linked to an economy’s cyclical posi-
tion. We decompose revenues into cyclical and structural components to
examine how much of the difference between plans and Dutcomes can be
attributed to cyclical effects. We also decompose expenditures into primary
expenditures and interest payments.'?

Structural and Cyclical Components

Tables 1.1 and 1.2 present the headline-x id structural fiscal aggregates
scaled to nominal income.'® The columuis ef Aa — Ap present the actual im-
provement compared to the planned ‘mp»rovement. Several interesting find-
ings emerge from Tables 1.1 and 1.2

In both adjustment episodet;-che outcomes for the overall and primary
balances were better than plarined. However, the overperformance of the
overall balance was much«gveater over 1994-97, despite the 1995 Plan’s am-
bitious target over a shoit period. The actual overall balance outperformed
the plan by 1.7 percent of GDP, compared to 0.3 percent over 1985-91.

The 1995 Plan wes more ambitious, especially in terms of the speed of
its primary expenditure adjustment: it aimed to reduce primary spending by
3.7 percent of GDP within three years, whereas the 1985 Plan envisioned a
reduction of 3.5 percent of GNP over six years. Despite its shorter duration,
the 1995 Plan delivered a larger cumulative primary spending adjustment
compared to the 1985 Plan. Actual primary spending reduction amounted
to 4 percent of GDP over 1994-97, compared to 3.6 percent of GNP over
1985-91. The 1985 Plan was widely criticized at the time for moving too
slowly to reduce the deficit, even when the overall deficit target was more
than met and before the government started backsliding in its efforts to
keep the deficit under control, mainly due to the 1990-91 recession. For
example, a 1990 editorial in the Globe and Mail, a national newspaper,
stated, “On virtually every major spending program, the tough decisions
have been deferred,” and criticized the government’s measures for being
temporary, piecemeal, and insufficient.'® International institutions also
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viewed a more rapid pace of fiscal consolidation as desirable, especially
given the strong economic growth in the late 1980s." In retrospect, it is clear
that it would have been preferable to take advantage of the favorable eco-
nomic circumstances in the second half of the 1980s.

The difference in the overall balance performances of the two episodes
is explained by differing performances on the spending side. In the 1985-91
episode, expenditures were higher than planned by 0.6 percent of GNP, due
to the underestimation of interest payments by 0.8 percent of GNP—a siz-
able adverse surprise. As a result, despite the better than planned revenue
and primary expenditure performance, the overall deficit reduction
exceeded the plan only by 0.3 percent of GNP. By contrast, in the 1994-97
episode, total expenditure reduction was better than planned by 0.9 percent
of GDP, with 0.3 percent of GDP coming from the additional reduction in
primary expenditure and 0.7 percent of GDP due to prudent assumptions
for nominal interest rates.

Learning from the 1985-91 episode, the governnient adopted prudent
assumptions for nominal interest rates and other ley ‘macroeconomic and
fiscal variables in the 1995 Budget. This helped achieve a strong overall bal-
ance performance over 1994-97. From an ex-cate point of view, prudent
assumptions in the 1995 Plan also helped-s-itighter limits on planned pri-
mary spending. The 1995 Budget was trar sparent about its prudent assump-
tions about key macroeconomic variebies, highlighting that they were more
cautious than the average private sc<tor forecast. Short- and long-term inter-
est assumptions were higher thas: the private sector outlook by 60 and 70
basis points, respectively, during 1995 and 1996. Relative to the govern-
ment’s assumptions, long<erm interest rates turned out to be 180 basis
points lower, and the short-term interest rates almost 240 basis points lower,
partly as a result of public confidence in the government’s adjustment plan
and the Bank of Canada’s price stability strategy (see Figure 1.3).2 The over-
all fiscal deficit. was reduced by 4.7 percent of GDP over three years, out-
performing the plan by 1.7 percent of GDP.

An additional factor that contributed to a higher than planned overall
balance over 1994-97 was a contingency reserve (of 0.4 percent of GDP)
included in the deficit projection to cover the risks of unpredictable events
and forecasting errors. The reserve was added to expenditures but was not
to be used as a source of funding for new initiatives; and if it was not
needed, it had to be used to pay down the debt.

Revenue increases also played a role in both episodes even though
both plans emphasized expenditure reduction as the major adjustment tool.
This is particularly true for the 1985-91 episode, when actual revenues out-
performed plans by 1 percent of GDP. This episode benefited from a positive
growth surprise—leading to a cyclical revenue overperformance of 0.4 percent
of GNP—and additional income tax policy measures not foreseen in the 1985
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FIGURE 1.3 Comparison of the Economic Assumptions with Other Forecasts (As of
February 1995)

Budget—Ileading to a structural revenue overperformance of 0.5 percent of
GNP. In 199497, actual revenues outpericenied plans by only 0.5 percent of
GDP, because the negative output gat'einded 0.3 percent of GDP of revenue
improvement. Structural revenue overperformance, at 0.7 percent of GDP,
was actually higher than in the eaili=r adjustment episode.

Growth (Denominator). 2z inflation Effects

In the comparison between planned and actual expenditure cuts, a devia-
tion from the plaaned reduction in the expenditure-to-GDP/GNP ratio re-
sults from eitherta higher- or lower-than-expected expenditure cut in
nominal terms (i.e., the numerator effect), or a higher- or lower-than-
expected nominal GDP growth (i.e., the denominator effect). To examine
the extent to which the government adhered to its original expenditure
reduction plans, we decompose the planned adjustment in the expenditure-
to-GDP ratio into (i) inflationary effect; (ii) the nominal GDP growth (or
denominator) effect; and (iii) expenditure changes in real terms.'” Applying
the same decomposition to the actual reduction in the expenditure-to-GDP
ratio, we examine the extent to which each factor contributes to the devia-
tion between planned and actual adjustment.

During the 1985-91 episode, actual expenditure reduction in real terms
turned out to be 0.8 percent of GNP greater than planned, even though the
overall cut in primary spending was only 0.1 percent of GNP greater than
planned (see Table 1.3). This unexpected real cut was largely due to the
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underestimation of inflation (1.0 percent of base-year GNP). In addition, the
denominator effect contributed to another 0.4 percent of base-year GNP dif-
ference. In the 1994-97 episode, by contrast, actual reduction for most
expenditures was greater than planned. The contributions of GDP growth
and inflation effects were both marginal.

Nature and Composition of Adjustment

The previous analysis showed that the compositions of expenditure adjust-
ments in the 1985 and 1995 Plans were different. This section further decom-
poses revenues and expenditures in order to investigate the differences in
the nature of adjustment measures introduced in the two consolidation
plans. (For the 1985 Plan, disaggregated revenue projections are available
only for the first two years.)

Revenues

In both plans, revenue increases were expected to 1nake only a small contribu-
tion to deficit reduction. Ex-post, revenue increaces outperformed projections
in both episodes. As discussed earlier, reveriue overperformance was entirely
structural over 1994-97, and more structural than cyclical over 1985-91.

In the 1985 Plan, revenues were ex»ected to increase by 0.7 percent of
GNP from 1984-85 to 1990-91, accourniing for about 20 percent of the total
adjustment effort. Key revenue increasing measures were to:

® Change the indexationfacior of personal income tax exemptions, de-
ductions, and tax brackets from full indexation to the consumer price
index (CPD) to a partizl indexation of CPI minus 3 percentage points.

® Impose tempoiary surtaxes on higher-income individuals and large
corporations.

® Eliminate the federal personal income tax “reduction” (a sizable tax
deduction).

® Broaden the sales tax base by reducing exemptions.

Increase the sales tax rate by 1 percent.

m Increase automotive fuels tax.

In the 1995 Plan, revenues were expected to increase by 0.4 percent of
GDP from 1993-94 to 1996-97. The contribution of revenue to the adjust-
ment effort, at 13 percent of total adjustment, was lower than in the 1985
Plan. The key revenue measures were to:

® Eliminate tax deferral on business income.
® Limit tax assistance for contributions to registered retirement savings
plan by high-income earners.
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m Introduce an additional tax on investment income of private
corporations.

m Increase the large corporation tax rate and the corporate surtax.

m Increase excise taxes on tobacco and gasoline.

The excise tax on gasoline would be the largest contributor.

Tables 1.4 and 1.5 present the basic features of the revenue plan and
outcome, and the contribution of each disaggregated revenue item to the
overall revenue overperformance in the two episodes. The numbers in
Table 1.4 are calculated as the two-year difference of the budget projections
and outturns, because a six-year projection for disaggregated revenues is not
available for the 1985 Plan. For example, the second column of the third
panel in Table 1.4 represents the difference between the planned and actual
changes over 1984-85 and 1986-87.

Actual revenues outperformed plans by 1 perceni of GNP in the
1985-91 episode (see Table 1.1) and 0.5 percent of GIUP in the 1994-97
episode (see Table 1.5), with a different set of ove petforming revenues in
each episode. More specifically, personal income. t2x revenues consistently
outperformed the budgets in the 1985-91 episcde, owing to tax policy mea-
sures not foreseen in the 1985 Plan and intr<iaced to compensate for higher
than planned public debt charges. (Spzefically, the surtax on personal in-
come tax was increased from 3 to 5 percent and an additional 3 percent sur-
tax was levied on high-income ean:ers in 1989.) An additional contributing
factor to the overperformance vras the restriction of indexation of brackets
to increases in CPI in excess‘@i 3 percentage points. The so-called “bracket
creep” was estimated at 0:2 percent of GNP annually. Sales and excise taxes
and duties underperforniea budget projections dramatically over 1988-89 to
1990-91, likely due io.ithe introduction of the Value Added Tax (VAT)—
called the Goods and Services Tax in Canada, which while intended to be
revenue neutralirractuality caused a temporary revenue decline. The corpo-
rate income tax revenue outcome also tended to be lower than planned. In
the 1994-97 episode, personal income tax revenues slightly underper-
formed while other revenues marginally overperformed, due to the prudent
revenue elasticities in the 1995 Plan (see Table 1.5).

Expenditures

The entire approach to expenditure adjustment differed markedly between
the two plans. The main measures in the 1985 Plan included: (i) rationaliza-
tion and improved efficiency of government programs; (i) privatization and
rationalization of the activities of Crown Corporations; and (iii) reduction in
transfers and subsidies to various sectors. The 1985 Plan’s adjustment in
nonstatutory expenditures relied primarily on across-the-board cuts and
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freezes, and efficiency gains, rather than a fundamental review or change in
mandate.'® The 1986 Budget Papers stated that a general cut averaging
2 percent of nonstatutory expenditures (excluding defense and foreign aid)
would be implemented by 1986-87, and funding for operations and mainte-
nance would be allowed to grow by only 2 percent per year from this re-
duced base over the remainder of the decade. Departments were expected
to use efficiency gains. Although the 1985 Budget recognized that reduction
of the deficit over the medium-term would require a reduction in transfers
to persons and other levels of government (which accounted for half of
primary expenditures), measures in these areas were limited."

Having learned from the 1985-91 episode and backed by un-
precedented public support, the government introduced in the 1995 Plan
major initiatives centered around four pillars:

i. A Program Review encompassing a comprehensive 12view of federal
department spending, excluding only major statutosv programs
ii. A reform of the unemployment insurance progs.m
iii. Major revisions to the system of transfers tc. tiic-provinces
iv. Pension reform

This section will focus on the Progsm Review, leaving the discussion of
the latter three initiatives to the section on structural reforms.

The Program Review, announced in the 1994 Budget and incorporated
in the 1995 Budget, aimed to “ernsure that the government’s diminished re-
sources are directed to the fiighest priority requirements and to those areas
where the federal govermment is best placed to deliver services” (1995 Bud-
get, p. 11). It stressed that fiscal adjustment could not be the only element to
a strategy to promate growth and employment. The Program Review, conse-
quently, helpedi<focus the role of government by examining the mandates
for the federal government as a whole and for each department.®” It encom-
passed all program spending, except major statutory spending, such as un-
employment insurance, old age security, and major transfers to the
p1rovinces.21 Ministers were asked to assess their own programs and activi-
ties by applying six criteria:

i. Serving the public interest
ii. Necessity of government involvement, as opposed to the private sector
ifi. Appropriateness of federal role, as opposed to other levels of
government
iv. Scope for public and private sector partnerships
v. Scope for increased efficiency
vi. Affordability
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The Program Review suggested a “long-lasting structural change in
what the government does” and a “fundamental change in how the govern-
ment delivers programs and services” (1995 Budget, pp. 11-12). The main
changes included:

® Elimination and substantial reduction of subsidies
m Redesign of programs to make them more efficient
m Merger and consolidation of programs

m Transfer of programs to other levels of government
m Privatization of activities

The program review exercise was politically challenging, including
within the government. Many ministers initially found it difficult to accept
the extent of the cuts expected of them. Nevertheless, Finarce Minister Paul
Martin fostered their support, with the firm backing of Piime Minister Jean
Chretien.** “The [program review] process was disciplined by a firm require-
ment that the individual spending cuts had to add up to a predetermined
level of savings needed to meet the budget targets? (Martin, 1996). “If a min-
ister did not identify the cuts necessary to reach the target, the [program re-
view] committee would do it for him. . .. The committee] was told they
could alter the specific targets for cuts to-ach department, but it was a zero
sum game: if they wanted to lowe: tie target on one department from
20 percent to 10 percent, they couid: but then they had to cut deeper else-
where” (Martin, 2008). After ‘the committee ratified the departmental
amounts, individual ministers.established priorities within their own areas
of responsibility.

As a result of the reduction or elimination of government programs,
expenditures of somie departments would be cut in half. There would be a
reduction in the wumber of federal civil servants by 14 percent compared to
the 1994-95 lev=l over three years. In addition, there was an extension of the
civil service wage freeze.*> Other major cuts in spending included a reduc-
tion in defense spending by 0.4 percent of GDP.

Tables 1.6 and 1.7 show that the primary (program) expenditure out-
come was better than planned in both episodes. In terms of the composition
of expenditure adjustment, the 1995 Plan put somewhat more emphasis on
cuts in transfers compared with the 1985 Plan: 55 percent of planned pri-
mary expenditure adjustment in the 1995 Plan was in transfers to persons
and other levels of government, compared to 45 percent in the 1985 Plan.
Ex-post, transfers were lower than planned over 1994-97 and higher than
planned over 1985-91. This reflected the lack of structural reforms in the
1985 Plan, which relied primarily on a change in the indexation scheme, in
contrast with a major structural reform of the unemployment insurance pro-
gram in the 1995 Plan. Similarly, other spending, the primary focus of the
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1985 Plan, overperformed over 1985-91. Furthermore, the reduction in most
expenditure categories was greater than the target set by the 1995 Plan. The
next section will further examine the structural reforms introduced in the
1985 and 1995 Plans.

Structural Reforms

The spending reduction in the 1994-97 episode was buttressed by a struc-
tural reform of major statutory spending programs associated with transfers
to persons and transfers to other levels of government, whereas there was
no major attempt to reform these programs during the 1985-91 episode.**

Most of the reduction in statutory spending over 1985-91 was carried out
through a change in the indexation factor used for family allowances and
old-age security payments, from full CPI adjustment to an ir'ci=ase in the CPI
minus 3 percentage points—introduced in the 1985 Buagec The change in
indexation for old-age security was later withdrawn-in iesponse to intense
public criticism. Toward the end of the 1985-91 ¢uisode, there were also
efforts to contain transfers to the provinces (thiough freezes and caps) and
an unemployment insurance reform, but.these were of relatively limited
scope and implication. By contrast, the 1995 Plan aimed to reduce spending
in the statutory programs through maicr reforms explained below.

Transfers to Persons: Unemployn:ent Insurance

The Canadian unemployment insurance system was characterized as not
only distortionary but alse {1scally costly relative to other OECD countries in
the early 1990s.*> Two distortions stood out: (i) the system encouraged a
high incidence of freaient users; and (ii) the regional differences in the ben-
efits exacerbat=d the regional differences in unemployment.

An initial sev of reforms was introduced through the 1994 Budget, in-
cluding: () an increase in the minimum period of work required to qualify
for unemployment insurance benefits; and (i) a reduction in the maximum
duration of benefits and the benefits rate, especially for the high-
unemployment regions. A major labor market reform was introduced by the
1996 Employment Insurance Act, which overhauled the system of benefits as
well as labor market policies and funding of the system.26 Together, these
reforms helped reduce the distortions and excessive cost of the un-
employment insurance system.

Transfers to Provinces

In the 1995 Budget, the system of transfers to the provinces was changed, to
increase cost-effectiveness and flexibility. Canada Assistance Plan, a shared-cost
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program for provincial social welfare programs, and Established Programs
Financing, a block grant from the federal government to finance provincial
post-secondary education and health, would be replaced by Canada Health
and Social Transfer, a full block grant. In addition to reducing federal transfers
to the provinces, the move from partial cost-sharing to full block grants was
designed to increase the incentive for provinces to limit additional social expen-
diture. The shared-cost program, under which the federal government covered
up to one-half of the provincial governments’ spending on a broad range of
social services and social assistance, had grown at an unsustainable rate even
during periods of strong economic growth. The full block grant system would
also provide the provinces more flexibility in allocating social expenditures.

With these reforms, the provinces played an important role in the elimi-
nation of the federal government deficit. Actual transfers to the provinces
had already been reduced by 0.5 percent of GNP from 1984-25 to 1993-94.
They were further reduced by 1.1 percent of GDP 1y 1996-97—from
3.7 percent of GNP in 1993-94 to 2.6 percent of GDF. in 1996-97. Despite
these cuts in transfers, the provinces improvedtheir own finances, as
discussed below.

Both adjustment plans were at the federal g>vernment level, rather than
at the consolidated general government level Flowever, in view of the reduc-
tion in transfers to subnational goverivacnts, we augment the analysis
through an assessment of the condordated general government overall
balance.*” This assessment is done on an ex-post basis due to the constraint
in budget data availability at the= subnational government level. Figure 1.4
depicts the overall balance paths at the federal, subnational, and consolidated

Percent of GDP
A

- = = General government

-8
. Federal government
1
-10 { w-*.,” 1985-91Plan 19980 an Subnational
government
—12 ]

1980-81 1983-84 1986-87 1989-90 1992-93 1995-96 1998-99 2001-02 2004-05 2007-08

FIGURE 1.4 General, Federal, and Subnational Government Overall Balances
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general government levels. The subnational government overall balance
improved together with the federal government overall balance over
1986-87 to 1989-90. However, the former deteriorated to a much larger
extent than the federal government overall balance after 1989-90, result-
ing in a fast deterioration of the consolidated general government bal-
ance. The deterioration in the subnational government overall balance is
explained by the large increase in subnational government expenditure
related to the 1990-91 recession. The financial markets reacted to these
developments by downgrading provincial credit ratings, which in turn
induced most provincial governments to take drastic adjustment mea-
sures in their 1993 Budgets. In response, most provincial governments
introduced plans to balance their budgets within three years, with some
passing balanced-budget legislation.”® During 1994-97, the overall bal-
ance of subnational governments, the federal government balance, and
the consolidated general government balance all improved.

Pension Reform

Consistent with the focus on long-term fiscai s istainability and following
extensive debate, the federal government aric the provinces also reformed
the Canada Pension Plan (CPP) in 1998 3PP pensions are paid entirely by
contributions made by employers ard ¢mployees; hence, public pension
accounts are not part of the fedeial government’s budgetary accounts.*
Nevertheless, as in several otheiadvanced economies, pensions are a key
long-run fiscal challenge for tii<. government.

In the mid-1990s, it was clear that, owing to population aging, slower
productivity growth, and generous benefits, action needed to be taken to
ensure the sustainahbiiity of the pension system. The net present value of the
unfunded liabilitics.of the CPP stood at 75 percent of GDP in 1995, a level
comparable to the net federal debt at the time. Based on status quo trends,
the contribution rate would have to increase from 5.6 percent in 1995 to
14.2 percent for pay-as-you-go sustainability. In 1998, the federal and pro-
vincial governments agreed to pre-fund the CPP by raising premiums over
1998-2003 from 5.6 percent to 9.9 percent, and to create an independent
CPP Investment Board charged to invest the excess contribution income
using a market-driven investment strategy (Courchene, 1997). Thanks to
these measures, the CPP has since been assessed to be actuarially sound.

Extent to which Adjustments Were Sustained

The last element in our analysis examines the extent to which the adjustment
gains accomplished by the plans were sustained in subsequent years. In
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short, while both adjustment plans result¢d 11 improved fiscal balances, the
1994-97 gains were better sustained, because they were accomplished
through durable, structural reforms. Trsures 1.5 and 1.6 present the develop-

ment of the headline fiscal aggregates after each adjustment episode.
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The 1985 Plan resulted in an improvement in the primary surplus to
1.6 percent of GDP in 1990-91. However, the primary balance deteriorated
in the following three years, owing to a recession and subsequent moderate
growth. Both declining revenues and increased spending contributed to this
deterioration (see Figure 1.5). Spending increase was a result of both the
automatic increase in the unemployment insurance benefits and other dis-
cretionary policies.

The 1995 plan firmly raised the primary surplus to above 4 percent of
GDP in 1996-97, setting the debt-to-GDP ratio on a downward path. In sub-
sequent years, this permitted some tax cuts in combination with a stabiliza-
tion of the spending-to-GDP ratio.” Primary surpluses were maintained for
11 consecutive years until the economic crisis of 2008-09.

Conclusion

Canada, which currently has the lowest net general government debt—to-
GDP ratio among the G-7 countries, stands out-based on its successful re-
sponse to fiscal pressures through large anf-sustained adjustment. This
chapter’s analysis of two fiscal adjustment jians in Canada finds that four
elements brought about a lasting improve:aent in Canada’s fiscal position:

i. Broad-based public support

ii. A repositioning of the role ol government and deep structural reforms
iii. Prudent macroeconomic arnd fiscal assumptions
iv. Fiscal consolidation atth.e subnational level

In both adjustment episodes, the actual overall balance outperformed
plans. The 1985 Plan,-however, was not able to stabilize the public debt-to-
GDP ratio. The 1985 Plan relied primarily on across-the-board cuts and
freezes and was criticized both domestically and internationally for not be-
ing sufficiently ambitious. Indeed, throughout the 1985-91 episode, the gen-
eral government overall deficit remained higher than all G-7 countries’
except Italy’s.

By contrast, over 1994-97, Canada’s general government overall bal-
ance improved from the second worst to the top ranking in the G-7 coun-
tries and remained there until 2009 (see Figure 1.7).

Despite its shorter duration, the 1995 Plan was able to stabilize debt,
benefiting from a repositioning of the role of government and profound
structural reforms. A comprehensive review of federal departmental spend-
ing proposed and implemented major changes to what the federal govern-
ment did and how it delivered its programs and services. In addition,
structural reforms addressed inefficiency and sustainability issues with
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transfers to provinces, unemployment insiitance, and the pension system.
Prudent macroeconomic and fiscal assuirptions helped the overall balance
outcome to be consistently better tivin plans, raising public confidence in
the plan. The subnational governni=nts also helped to improve the general
government balance, by increasiny their fiscal balances despite cuts in trans-
fers from the federal governnient.

The ambition of the 1995 Plan reflected a stronger public mandate for
fiscal consolidation. While a small percentage of the public viewed the fed-
eral deficit and natienal debt as a major economic problem prior to the
1985-91 episode; /9 percent of Canadians were in favor of cutting spending
to reduce the acficit, rather than increasing it to stimulate the economy, prior
to the 1994-97 episode. The government’s intensive communication strategy
on the implications of high debt levels for growth and intergenerational
equity helped to raise public awareness of the need for fiscal adjustment
and supporting structural reforms.
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Notes
1. More specifically, the 1985 Plan was announced in the February 1985 Budget and

covered fiscal years 1985-86 to 1990-91. The 1995 Plan was announced in the
February 1994 and February 1995 Budgets and covered fiscal years 1994-95 to
1996-97. The fiscal year in Canada runs from April 1 to March 31.

. Strong productivity growth before 1973 and tax bracket creep from inflation had

resulted in strong personal income tax revenue growth in the 1960s and early
1970s.

. Bank of Canada’s policy switch toward greater emphasis on price stability in the

early to mid-1980s further contributed to high short- and medium-term interest
rates. (See Courchene, 2005, for a more detailed discussion.)

4. Globe and Mail, “Confronting the Debt,” August 14, 1984.

. Government of Canada, A New Framework for Economic Policy, Qttawa, 1994.

6.

Another important document (“Creating a Healthy Fiscal Climaie ) presented the re-
quired fiscal actions to achieve the desired deficit reductior. targets for 1995-96 and
1996-97; Government of Canada, Creating a Healthy Fista! Climate, Ottawa, 1994.

. This budget contained some expenditure reductier. mieasures, primarily for de-

fense spending and unemployment benefits.

. Wall Street Journal, “Bankrupt Canada?” Japuary 12, 1995.

9. The 1995 Plan launched the discussions‘wi‘n the provinces on the reform of the

10.

11.

12.

13.

14.

Canada Pension Plan (CPP). The pen<ion reform was implemented in 1998.

The 1995 Budget proposed revenuc and expenditure measures for three years
(i.e., 1995-96 to 1997-98). Hawever, medium-term revenue and expenditure
projections were limited to the first two years.

A budget allocation of-0.4 percent of GDP was to be kept in a contingency
reserve, and hence, was not recorded as part of planned deficit reduction
(see Table 1.2).

Previous studies-have shown that the elasticity of expenditures, and thus, the cy-
clical expendivure component is small in Canada.

To match the authorities’ original presentation, we use GNP as a scaling variable
for the 1985 Plan and GDP for the 1995 Plan. For simplicity, we scale the headline
and structural variables to nominal GNP (or GDP) rather than potential GNP (or
GDP). The equation we used for decomposition is

R RY" RY-Y"
Y YY Y Y
where Ris nominal revenues; Yis actual GNP (or GDP), and ¥ is potential GNP

(or GDP). For comparison, we also present major structural variables as percent-
ages of potential GNP (or GDP) in memo items.

Globe and Mail, “[Finance Minister] Mr. Wilson Didn’t Go Far Enough,” February
21, 1990. For a similar comment a year earlier, see Globe and Mail, “Ottawa
Urged to Halve $29 billion Deficit,” February 22, 1989.
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15.

16.

17.

18.

19.

20.

21.
22.

23.
24.

International Monetary Fund, “Staff Report for the 1988 Article IV Consultation,”
Washington, D.C., 1989; Organization for Economic Co-operation and Develop-
ment, “OECD Economic Surveys: Canada,” Paris, 1994.

The government’s real GDP growth assumptions were also prudent compared to
the private sector and OECD assumptions, however, the government’s assump-
tions turned out to be more optimistic than the outcome.

Denote G as the planned nominal government expenditure, and Yas the nominal
GDP. Subscript ¢ refers to the year when the fiscal adjustment plan is announced,
and 7+ N is the target year. The adjustment (both planned and actual) in the
expenditure-to-GDP ratio can be decomposed as follows:

(GtJrN B th) _ Pr1(8rin — &i-1) n (Piun — Pr1)8an
Yiun Y Y, Y1

B <Yz+N - Yz1> (Gt+N>
Y, Yien

Assuming that government expenditures are fully indexed t the consumer price
index, P, the first term on the right-hand side of the above equation describes
the contribution from expenditure changes in re:l 12ims, the second term the
inflationary effect, and the last term the deneininator effect coming from the
nominal GDP growth. This analysis is especially important in periods of high
inflation and output volatility, as in the 1930x.

Nonstatutory expenditures are those tiict.Varliament approves annually through
an Appropriation Act. Federal deparini:ciital expenditures fall under this category.
Statutory expenditures are those'thav Parliament has approved through legisla-
tion (other than Appropriatiors-A cts) setting out the purpose of the expenditures
and the terms and conditiens tunder which they may be made. Transfers to per-
sons and to other levels.of government fall under the latter category.

Major components of ‘expenditures were (i) transfers to persons (28 percent of
total primary expenaitures); (i) transfers to provincial governments (22 percent);
(iii) defense (9. percent); and (iv) other expenditures (40 percent) in 1984-85.

See Bourgon (2009) for a detailed discussion on the distinct approach taken by
the Program Review.

1995 Budget in Brief, p. 8.

The political challenges of the program review process were discussed with the
then—Finance Minister Paul Martin and Assistant Deputy Minister for Economic
and Fiscal Policy Paul-Henri Lapointe. They are explained in detail in Paul
Martin’s memoirs (Martin, 2008).

Civil service wage freeze was first introduced in March 1991.

Transfers to persons consisted of old-age security benefits, family allowance and
children’s benefits, and unemployment insurance benefits. Transfer programs to
other levels of government included the Established Programs Financing, the
Canada Assistance Plan, and Equalization Payments.

. See OECD Economic Surveys, Canada, 1994.
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20.

27.

28.
29.

30.

The main changes to the system of benefits included: (i) the basing of the eligibil-
ity requirement on hours worked rather than weeks; (ii) the basing of the benefit
calculation on earnings over a fixed reference period; (iii) the introduction of a
new intensity rule that reduced the replacement rate for frequent users; (iv) a
reduction in the duration of benefits in higher unemployment regions; (v) a re-
duction in maximum insurable earnings; and (vi) a clawback of benefits for fre-
quent high-income users.

The reduction in transfers to provinces was found to be too drastic in some cases.
These transfers were later increased, although they never went back to the levels
in terms of GDP prior to the 1994-97 adjustment.

The two largest provinces, Ontario and Quebec, were slower to adjust.

CPP is included in the general government accounts, which is relevant for inter-
national comparisons.

The 2000-01 recession was very mild in Canada compared to the United States or
compared to the 1990-91 recession.
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