
Introduction

Having reached its deficit elimination
target in 1997, the federal government has
enjoyed budget surpluses ever since, and can
look forward to persistent surpluses that are
projected to increase in magnitude over time
[Ruggeri 2002; Conference Board 2002].  Since
part of this fiscal success at the federal level
was gained by reducing intergovernmental
transfers, provincial/territorial governments have
faced serious difficulties in keeping their books
balanced.

Combining both orders of government
results in a net positive budget balance over the
past seven years, which is projected to continue
over the next 16 years.  These positive balances
shifted the time path of the combined debt-to-
GDP ratio from a rising to a declining trend.  This
ratio, which in the mid-1990s exceeded the 100
percent mark, has been reduced to less than 70
percent in 2003-04 and will continue to be driven
lower by the forces of economic gravity resulting
from the combination of budget surpluses and

economic growth.  Under such conditions, it is
surprising to hear new calls for speeding up the
rate of decline of the federal debt-to-GDP ratio
such as the plan by the federal Minister of Finance
to reduce that ratio to 25 percent in ten years.

Other analysts have evaluated the eco-
nomic effects of lower debt-to-GDP ratios with
respect to long-term sustainability, efficiency and
equity.  While there is a large literature on all
three of these topics, it is noteworthy that the
effects on fiscal federalism and vertical fiscal
imbalances have been relatively ignored.  It is
this aspect that we emphasize in this paper.

The federal plan for reducing its debt-
to-GDP ratio is to be implemented within a
framework of intergovernmental fiscal relations
dominated by the presence of vertical fiscal imba-
lances and the reluctance of the federal govern-
ment to renew its commitment as an equal partner
in the financing of national programs – namely,
programs of national interest delivered by the
provinces under constitutional mandate and
financed jointly by both orders of government.
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We will show that, in such a fiscal setting,
the 10-year target of a 25 percent debt-to-GDP
ratio becomes an instrument of fiscal centrali-
zation.  The requirements of debt repayment
would prevent the federal government from par-
ticipating as an equal partner in the financing
of national programs, leaving the provinces
with insufficient resources to meet their consti-
tutional obligations unless they raise taxes.  In
the post-target years, the federal surplus would
be higher than under a no repayment policy, thus
further widening vertical fiscal imbalances.  We
argue that this increasing fiscal power of the
federal government, absolute and relative to pro-
vincial governments, is a move towards fiscal
centralization.  The implications of this move will
be evaluated in future research.  In this paper,
we focus on the quantitative information that
supports our argument.

The naturally falling debt-to-GDP ratio

Although it is indisputable that public
debt accumulates because governments run defi-
cits, there is no unique way of measuring public
debt.  In this paper we use the measure of debt
derived by the Conference Board [2002], which
is equivalent to the measure of gross debt found
in the federal Department of Finance’s Fiscal
Reference Tables [2003] minus the debt of self-
financing crown corporations.  This choice was
made in order to maintain consistency with the
projections of other relevant macroeconomic
variables found in the Conference Board Report
[2002].

Table 1 shows the projected ratios of pub-
lic debt-to-GDP for the federal government, and
combined provincial/territorial/federal govern-
ments, from 2003-04 to 2019-20 under two
scenarios: first, with no debt repayment but
maintenance of federal balanced budgets; and
second, with enough federal debt repayment to

achieve the 25 percent target by 2013-14 (after
which the federal debt is assumed constant for
the rest of the period).  The second scenario
requires a debt repayment of $7.5 billion per
year, which exceeds the projected federal surplus
over the next three years.  We compensated by
increasing the annual repayment after 2005-06
to $9.5 billion.  Under both scenarios, long-run
nominal GDP is assumed to grow at 4.2 per-
cent (comprising real GDP growth of 2.5 percent
and inflation of 1.7 percent).  It is also assumed
that federal debt repayment would not affect
provincial fiscal balances.

Table 1 brings out several points.  First,
the combination of balanced budgets and increa-
sing nominal GDP inevitably leads to declining
debt-to-GDP ratios.  Any target debt-to-GDP ratio
involves a return to deficit financing (with the
size of deficits increasing at the same rate as
nominal GDP) once that target is reached.

Second, the rate of decline of the debt-
to-GDP ratio is relatively fast even without any
debt repayment.  For example, evaluating the
intergenerational equity arguments for a quick
decline in the debt-to-GDP ratio, Scarth [2004]
suggested a target of about 50 percent within
ten years.  Table 1 shows that this target will be
reached automatically in eight years without the
help of debt repayment.  Furthermore, the
maintenance of federal balanced budgets will
lead to a debt-to-GDP ratio of 29.1 percent in
ten years – just 4.1 percentage points higher than
Mr. Goodale’s target of 25 percent.

Third, the federal debt-to-GDP ratio is
projected to decline at a much faster rate than
the ratio for provincial/territorial governments
because the latter have projected deficits over
the next 14 years.  As a result, the gap in the
debt-to-GDP ratio between the two orders of
government is projected to shrink from 22.9
percentage points in 2003-04 to 6.3 percentage
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points even in the absence of federal debt
repayment.  Under the federal debt repayment
plan, the federal debt-to-GDP ratio is only 3
percentage points higher than that of provincial/
territorial governments by 2020.

Since the 25 percent mark for the federal
debt-to-GDP ratio is projected to be reached in
13 years in the absence of debt repayment, the
logic of shortening this period by three years by
making annual debt repayments is not evident
– especially since it involves keeping provinces
on financial life support by retreating from long-
standing commitments to the financing of
national programs.  It is not supported by con-
cerns over fiscal sustainability, efficiency or inter-
generational equity.  For example, Kennedy and
Matier [2002] found that the current fiscal system

in Canada is more than sustainable over the long
run.  Dahlby’s [2004] estimates of a small net
gain from debt reduction grossly overstate the
potential gains from the federal 25 percent target
because they involve a much larger reduction in
this ratio than under the federal plan.  Scarth
[2004] concludes that a faster decline in the debt-
to-GDP ratio can be justified only on inter-
generational equity arguments, but his target of
a 50 percent total ratio in 10 years will be reached
ahead of time without the need for federal debt
repayment.  There must be some other reasons,
other than fiscal sustainability, efficiency or inter-
generational equity, behind this federal plan.

Although these reasons are not known,
the implications of these decisions can be iden-
tified and evaluated.  Osberg [2004] has empha-

Table 1
Projections of the debt-to-GDP ratio under no federal

debt repayment and under a 25 percent target

Source: Authors’ calculations based on Conference Board [2002].

Fiscal year
ending March 31

2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018
2019
2020

 no  debt  repayment 25 percent target

Federal

43.8
42.0
40.4
38.8
37.1
35.6
34.2
32.9
31.6
30.3
29.1
27.9
26.8
25.6
24.6
23.6
22.7

Total

64.7
62.2
60.0
58.0
55.8
54.0
52.2
50.7
49.2
47.8
46.4
45.1
438
42.5
41.3
40.2
39.1

Federal

43.8
41.6
39.8
37.9
35.8
33.7
31.8
30.0
28.3
26.6
25.0
24.0
23.0
22.0
21.2
20.3
19.4

Total

64.7
61.8
59.4
57.1
54.4
52.1
49.8
47.8
45.9
44.1
42.3
41.2
40.0
38.9
37.9
36.9
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sized that “the real issue in the debt debate is
the implication for equity – within generations.”
While agreeing with Osberg on the potential
effects of debt policy on intragenerational equity,
we want to point out another (intended?) effect
of the federal plan to accelerate the decline in
the debt-to-GDP ratio – namely, an increase in
fiscal centralization.

Towards greater fiscal centralization

The trend towards fiscal centralization
may be detected by comparing the projected fis-
cal balances of federal and provincial/terri-
torial governments, shown in Table 2.  The data
on provincial/territorial budgetary balances are
taken directly from the Conference Board.  The
first set of federal balances is derived by making

the following adjustments to the projections
developed by the Conference Board [2002].  In
that study, the fiscal balances were derived by
assuming that the surplus in each year is used
entirely for debt reduction.  In the initial case,
we assume that the surplus is distributed entirely
in the form of transfers (to individuals) or lump-
sum tax reductions (to individuals or corpora-
tions).  Therefore, we recalculated the federal
budget balance in the absence of debt repayment
by subtracting from revenues the sum of program
spending and a constant value of debt charges –
namely, the value in 2003-04, which implies the
assumption of a constant rate of debt charges over
the entire period.

A comparison of the second and third col-
umns of Table 2 identifies the dimensions of ver-
tical fiscal imbalances.  The projected federal

Table 2
Projected fiscal balances of federal and

provincial/territorial governments, in $ billions, 2004-2020

Fiscal year
ending March 31

2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018
2019
2020

Source: Authors’ calculations based on Conference Board [2002].

Provincial/Territorial

-0.4
-2.4
-3.6
-4.9
-5.0
-5.6
-6.3
-7.1
-8.3
-9.6
-10.6
-11.2
-11.3
-11.3
-11.6
-12.0
-12.3

Federal

no debt repayment

4.6
3.3
4.9
7.5
10.1
12.8
15.5
18.0
21.0
24.6
28.6
32.8
37.1
41.4
45.5
50.2
55.3

25 percent target

0
0.6
1.4
1.5
2.0
5.5
8.9

12.1
15.9
20.2
24.9
38.6
42.9
47.2
51.3
56.0
61.1
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surpluses, which increase in magnitude over time,
are contrasted to deficits, small but rising over
time, for provincial/territorial governments.  This
situation will lead to increasing fiscal centrali-
zation as the federal government gains expanded
policy flexibility, while provincial/territorial gov-
ernments struggle to balance their budgets.  The
last column of Table 2 indicates that this poten-
tial trend towards greater fiscal centralization will
be strengthened by the federal plan to speed up
the decline in the debt-to-GDP ratio in two ways.

First, debt repayment will drastically
reduce the small federal ‘disposable’ surpluses
projected over the next four years, thus providing
an excuse for the next government to hold back
on its contribution to the financing of national
programs.  Second, after the 25 percent target is
reached, federal surpluses will be higher than
under the no debt repayment case by nearly
$6 billion per year because of lower debt charges.
These higher surpluses will further increase the
fiscal gap between the two orders of government,
unless the interest savings are passed on to
provincial/territorial governments in the form of
increased intergovernmental transfers.

Two other factors may strengthen the
potential for further fiscal centralization.  Fed-
eral surpluses must be disposed of, and there is
no shortage of demands for their use – from
higher transfers to persons, additional spending
on public services and lower income taxes.  Debt
repayment is a way of diffusing these demands
by reducing the amount of ‘disposable’ surplus.
Therefore, there is a built-in incentive to continue
the debt repayment plan after the 25 percent target
has been achieved.

Prolonging the debt repayment policy, of
course, will extend the cycle discussed earlier –
namely, a justification for holding back on inter-
governmental transfers and the generation of
even larger surpluses, and vertical fiscal imbal-

ances, later on.  Because the projected federal
surpluses are quite large, especially after the 25
percent target has been reached, it is likely that
a portion of those surpluses will be allocated to
increased spending and income tax reductions.
To the extent that these policies strengthen
economic performance, they will improve fiscal
outcomes for both federal and provincial/
territorial governments.  These fiscal benefits,
however, will be larger for the federal gov-
ernment because of its dominance of the income
tax field.  As a result, efficiency gains from
growth-enhancing uses of the federal surplus
will further widen the fiscal gap between fed-
eral and provincial/territorial governments, thus
strengthening the forces of fiscal centralization.

It could be argued that in this paper we
wish to “have our cake and eat it too.”  We argue
that faster debt repayment has only a very small
effect on the speed with which the federal debt-
to-GDP ratio falls.  In that case, one might sup-
pose that this implies it must also have only a
very small effect on the tendency towards fiscal
centralization.  Therefore, we need to emphasize
the point that the tendency towards fiscal cen-
tralization still will occur even without the faster
debt repayment plan.  Our point is that this plan
exacerbates an already difficult issue in inter-
governmental relations.  Moreover, the added
monies ($7.5 billion each year) that need to be
used for debt repayment, while small relative to
total federal debt, are large relative to total
provincial and territorial deficits.

Conclusion

This paper evaluates the implication of
the federal plan to speed up the decline in the
federal debt-to-GDP ratio for intergovernmen-
tal fiscal relations.  Its general conclusion is that
this plan has the potential of leading to greater
fiscal centralization.  Ruggeri [2004] suggested
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that the federal government has embarked on a
policy of leveraged unilateralism, an approach
that expands federal influence over provincial
programs while minimizing the fiscal cost to the
federal government.  Examples of this policy
thrust are (a) incremental ad hoc adjustments to
federal health care contributions tied to specific
health care reform conditions, (b) increased direct
transfers to individuals and institutions of higher
learning (Millennium Scholarships, enhanced
Registered Education Savings Plans, Canada
Research Chairs), and (c) new directions in direct
funding of local governments.  We argue that
federal debt repayment in a framework of fed-
eral retrenchment from its commitment to the
financing of national programs will entrench this
policy of leveraged unilateralism and lead to
greater fiscal centralization.

In the 1990s, insufficient appreciation of
the dynamics of fiscal systems led to federal
budgetary polices that aggravated vertical fiscal
imbalances through cuts in intergovernmental
transfers that were not needed to eliminate the
federal deficit in a timely fashion.  There is a
danger that a similar lack of appreciation of the
dynamics of federal debt reduction could lead to
policies that further distort national priorities and
weaken the federal foundations of Canada.
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