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ON THE CONCEPT AND MEASUREMENT OF  
VERTICAL FISCAL IMBALANCES 

I.  INTRODUCTION 

It is becoming increasingly evident that the fiscal structures of the federal government and 

of provincial-territorial governments combined are not moving in parallel directions.  While 

provincial and territorial governments must be vigilant in order to avoid budget deficits, the 

federal government enjoys surpluses that will increase in magnitude over time.  This situation 

indicates that the Canadian federation is entering the new millennium with a fiscal structure that 

has a built-in tendency to generate vertical fiscal imbalances (VFI). 

The main purpose of this paper is to derive estimates of these vertical fiscal imbalances 

during the first twenty years of the 21st century.  This paper has both a methodological and a 

policy orientation.  As a first step, it aims at clarifying the concept of vertical fiscal imbalances 

and identifying the major methodological issues involved in estimating VFI.  The suggested 

methodology is then used to estimate vertical fiscal imbalances in Canada during the period from 

2000 to 2020.  The results show that, over the long-run, both federal and combined provincial-

territorial governments will have budget surpluses.  However the provincial-territorial surpluses 

will be small and precarious while the federal surpluses will be large and solid.  We estimate 

that, even when we include the tax cuts already announced and assume that Employment 

Insurance contributions will be reduced in the future to ensure a balance between revenues and 

expenditures, by fiscal year 2019-2020 the federal government will have a surplus $115 billion    

  higher than that of provincial-territorial governments combined.  While the federal fiscal 

structure can withstand major shocks, the budget position of provincial and territorial 

governments would be pushed into deficits by a recession, lower economic growth or a small 

increase in the growth rate of expenditures. 

As a second step, the paper derives estimates of VFI under selected options that result in a 

partial re-balancing the Canadian fiscal structure.  One of those options is the restoration of a 
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strong federal presence in the financing of major social programs through an immediate increase 

in  the Canadian Health and Social Transfer (CHST) cash payments and future increases in line 

with the growth of personal income tax revenue.  Our estimates show that this option would 

provide provincial and territorial governments with a more solid and stable base for financing 

their constitutional spending responsibilities in a fiscally responsible manner, but would still 

leave the federal government with substantial surpluses. 

The paper is organized as follows.  Section II clarifies the methodological issues.  Section 

III identifies the roots of vertical fiscal imbalances in terms of the different growth rates of 

revenues and expenditures.  Section IV provides estimates of the path of vertical fiscal 

imbalances from 2000 to 2020 by presenting the estimated values of revenues, expenditures and 

surpluses for selected years..  Section V presents three options for a partial re-balancing of the 

Canadian fiscal structure.  Section VI discusses the need for fiscal re-balancing and section VII 

provides some concluding comments.     

II.  CONCEPTUAL ISSUES 

A.  Concept 

There is no unique concept of vertical fiscal imbalances (VFI) in the literature on fiscal 

federalism.   According to Wagner (1973), VFI exists when “the national government has an 

excess supply of revenue while state and local governments have an excess supply of needs.” 

Hunter (1977) separates revenues controlled by state governments from revenues controlled by 

the federal government.  He measures VFI as one minus the ratio of federally to state controlled 

revenues. 

Hettich and Winer (1986) developed a welfare-theoretic index of VFI within the context 

of a three-sector model of federal, provincial and private output where the relative share of 

national output by each is determined by a public choice process.  In defining VFI, they 

compared the relative size of the federal and provincial public sectors under existing fiscal 

arrangements with the situation that would exist under a standard of reference.  Their reference 
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case is a Lindhal equilibrium, which is achieved when all possible expenditure proposals 

regarding federal and non-federal goods are combined with all possible tax-sharing formulas and 

put up for country-wide decision, and yields a Pareto-efficient ratio of federal to provincial 

output.  According to Hettich and Winer, the difference in the costs of mobility between federal 

and provincial jurisdictions combined with majority voting rules leads to a systematic departure 

from the efficient ratio of federal to provincial output.  The welfare loss arising from this 

deviation measures long-run VFI. 

Hettich and Winer showed that VFI are a structural problem because a federation has a 

built-in bias towards fiscal centralization.  Under majority rules, the median voter perceives the 

opportunity to shift the cost of federal public service to other taxpayers; this opportunity is not 

readily available at the provincial level because of the costs of inter-provincial mobility.  As 

Wagner (1973) pointed out, “The national government is a fiscal monopoly, while state and local 

governments are fiscal competitors.  As a result, majority coalitions will be better able to extract 

redistributive gains through budgetary expenditures at the national than at the state and local 

level.” 

An alternative welfare-theoretic approach (Dahlby and Wilson (1991)) evaluates VFI by 

comparing the marginal cost of public funds (MCPF) schedules of the two senior orders of 

government.  Under this approach, vertical fiscal balance exists when each order of government 

raises revenues to the point where the MCPF is equalized.  The opportunity for taxpayers to 

escape through mobility provincial taxes more easily than federal taxes creates differences in the 

MCPF of different orders of government.  This difference may be viewed as representing a 

measure of vertical fiscal imbalances.     

Although the Hettich-Winer and Dahlby-Wilson approaches have a more explicit 

theoretical foundation than the other approaches, neither one lends itself to direct quantitification. 

The Hettich and Winer approach develops a concept of VFI which, as the authors admit, “is 

difficult to measure.” The MCPF-based concept is more amenable to measurement, but its 

estimation requires complex calculations, ideally through the use of computable general 
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equilibrium models. 

In our view, the more conventional definition of vertical fiscal imbalances as a mismatch 

between revenues and expenditures of different orders of government is particularly useful 

because it offers a direct interpretation of VFI in terms of familiar dimensions of fiscal structures 

and allows a direct approach to their measurement.  In this paper we have placed the 

conventional definition within a dynamic context by comparing the tendencies towards surpluses 

or deficits built into the existing fiscal structures of federal and provincial-territorial 

governments.   

In our approach, vertical fiscal imbalances involve a comparison between the structural 

balances of each order of government where structural balance is defined as the relationship 

between the built-in growth of revenues and expenditures associated with a given fiscal structure. 

 For any order of government, the growth of aggregate revenues (T*) can be derived as a ratio to 

the growth of nominal GDP (Y*) so that 

(1)    T* = Y*Et 

Et is the aggregate growth ratio, i.e., the built-in growth rate of revenues relative to the growth 

rate of nominal GDP.  It is calculated as the weighted average of the growth ratios for each 

revenue source where the weights are the relative shares of each revenue  source in total revenue. 

  Similarly, the growth rate of total expenditures (X*) can be expressed as 

(2)    X* = Y*Ex 

For simplicity, we consider the situation where there is no public debt.  In this case, the total 

budget balance equals the balance on program spending and structural balance can be defined as 

the maintenance of a balanced budget through time.  The criterion for structural fiscal balance, 

therefore, is simply the equality between the growth ratios of aggregate revenues and 

expenditures.  The resulting measure of structural fiscal imbalance (I) is the difference 

 (3) I = Et - Ex 

Since the concept of vertical fiscal imbalances used in this paper involves a comparison 
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of the dynamic properties of fiscal structures, its measurement involves a comparison of the 

structural imbalances of the different orders of government.  If we let (f) stand for federal 

government and (p) for provincial-territorial governments, we can define vertical fiscal 

imbalances as 

 (4)   VFI = I(f) - I(p) 

In this paper we refer to expression (4) as a measure of the roots of vertical fiscal 

imbalances.  The actual path of the fiscal positions of federal and provincial-territorial 

governments depends both on the relative growth rates of revenues and expenditures and on the 

relative levels of revenues and expenditures in the base year.  The relationship between the 

magnitudes of the budget balances of federal and provincial-territorial governments over time 

will be called the path of VFI.   

B.  Measurement 

Vertical fiscal imbalances are the potential result of the dynamics of fiscal structures 

within a federation.  They arise when there is a relative mismatch between the revenue growth 

and spending pressures of different orders of government.  In estimating the magnitude of 

vertical fiscal imbalances we trace the time-path of revenues and expenditures of each order of 

government that will result from the existing fiscal structures, without taking into account 

potential future corrective measures.  The values for revenues and expenditures so derived should 

not be treated as forecasts against which to compare actual outcomes.  Rather, they represent 

projections based on certain assumptions about trends in selected demographic and economic 

variables and the associated trends in revenues and expenditures.  Therefore, in evaluating the 

results, the main focus should be placed not on the actual values in the initial years of the sample 

period but on the differences in growth rates of revenues and expenditures for the different orders 

of government and the differences in the respective fiscal positions over the long-term. 

In our study we faced three major issues with respect to discretionary changes: (a) future 

changes in Employment Insurance (EI) contributions, (b) use of the surplus and (c) treatment of 
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income tax cuts. Including in our calculations only the discretionary measures already announced 

would imply that EI contribution rates should be left at their current levels because no 

announcement about future changes has been officially made.  Given the current surplus, which 

may become larger through time if the economy grows at the rate assumed in this paper, one may 

argue that lower EI premiums are inevitable even though they have not been announced yet.  We 

assumed in our calculations that EI rates will be adjusted to ensure that in the future revenues 

equal expenditures.  This assumption will result in a lower federal surplus by the amount of the 

EI surplus that would have materialized in the absence of reductions in contribution rates. 

Any options for the use of the surplus involves a policy choice, a step which is 

conceptually inconsistent with the no policy change foundations of vertical fiscal imbalances.  In 

our calculations we tried to minimize the effect of the surplus by assuming that in each year the 

surplus is distributed to all Canadians in a lump-sum manner.  This assumption ensures that the 

use of the surplus minimizes the potential effect on economic variables and the growth rates of 

revenues and expenditures.  The effects of using a portion of the surplus to pay down the debt are 

explored in one of our re-balancing options. 

We incorporated the personal income tax cuts announced in the latest government 

budgets by making level adjustments to the estimated revenues and by reducing the potential 

growth rate of personal income taxes in response to indexation and to the flatter pattern of tax 

rates.   

Two more issues arise in the calculation of vertical fiscal imbalances: (a) the base year,  

and (b) level changes.  The calculation of vertical fiscal imbalances involves the application of 

selected growth rates to the initial values of revenue and expenditure components.  The path of 

VFI through time, therefore, depends on both the respective growth rates and the respective 

budget positions in the base year.  We used 1999-2000 as the base year because it was the latest 

fiscal year for which Financial Management System (FMS) data were available at the time of 

writing. 

Some policy changes alter the underlying growth of revenue or expenditure items while 
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other just alter the level.  Level changes may be permanent or temporary.  The former raise the 

level to which a given growth rate is applied and lead to a combined effect on future values of the 

revenue or spending item.  The latter have no effect on the long-run values of the revenue or 

spending item as is the case of the interim CHST cash payments.      

Data on the time-path of demographic and economic variable as well as details on the 

assumptions about growth rates of revenues and expenditures are found in the appendix.   

III.  THE ROOTS OF VERTICAL FISCAL IMBALANCES 

In the next two sections we present our estimates of vertical fiscal imbalances under the 

existing fiscal structures, including the discretionary changes already announced and the 

assumption that EI contribution rates will fall over time by the amount necessary to maintain 

equality between revenues and expenditures.  We call this scenario the base case.     

A.  THE REVENUES SIDE 

On the revenue side, vertical fiscal imbalances may originate from three sources: (a) the 

occupation of different revenue fields, (b) different revenue elasticities for the different revenue 

sources, and (c) different shares of total revenue for revenue sources with both federal and 

provincial-territorial occupancy.  Information on these factors is contained in table III-1 which 

shows, for each order of government, data on revenues by source and on shares of tax revenues in 

1999-2000 plus assumed growth rates.  Growth ratios can be derived simply by dividing the 

growth rates by the average annual growth rate of GDP which is estimated at 4.3% and applies to 

both federal and provincial-territorial calculations. 

Both senior orders of government share the following revenue sources: personal income 

taxes, corporate income taxes, social insurance taxes, general consumption taxes, miscellaneous 

taxes, fuel taxes, and investment income.  These revenue sources account for 97% of federal 

revenues and 71% of provincial-territorial revenues.  The federal government has exclusive 

domain over custom and excise duties while provincial-territorial governments have sole or 

predominant occupancy of property and related taxes, liquor and gambling profits, royalties and 
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intergovernmental transfers.  Since most revenue sources have the same growth rate for federal 

and provincial-territorial governments, the differences between the two orders of government are 

due to differences in the revenue mix.  Provincial-territorial governments have a revenue mix 

with lower potential growth for two main reasons: (a) intergovernmental transfers, which account 

for 15% of their revenues, grow at a rate far below the average and (b) personal income tax 

revenues account for a smaller share of revenues than for the federal government (56% of the 

federal share). 

Table III-1 shows that federal revenues grow on average at about the same rate as GDP, a 

result consistent with a widely used assumption about federal revenue growth (see, for example, 

the recent study by the Royal Bank).  Provincial-territorial revenues, however, are estimated to 

grow at about four-fifths of that rate primarily because the fastest growing revenue source, 

personal income taxes, represents a much smaller proportion of their revenue mix than for the 

federal revenue mix.  Our calculations suggest that it is important to itemize the revenue sources  

of federal and provincial-territorial governments so that the aggregate growth rate is derived as a 

weighted average.  This approach not only leads to more accurate measurements, but it also helps 

identify the sources of vertical fiscal imbalances.  Our results indicate that using aggregate 

approaches that apply the same growth rates to federal and provincial-territorial revenues would 

effectively assume away one of the two components of vertical fiscal imbalances.   



 
 

 
 

SIPPSIPPSIPPSIPP Public Policy Papers 

9 

 

TABLE III-1.  THE ROOTS OF VERTICAL FISCAL IMBALANCES: THE REVENUE SIDE 

 
 Federal Provincial-Territorial 
Revenue Source $ Billion 

1999-2000 
Share (%) Growth Rate $ Billion 

1999-2000 
Share (%) Growth Rate 

Personal Income 82.5 47.8 5.4* 51.1 26.7 5.4* 
Corporate Income 22.5 13.0 4.3* 11.8 6.3 4.3* 
GST/HST/PST 24.9 14.4 3.9 25.4 13.2 3.9 
Social Insurance 
and Payroll 
(Excl. CPP) 

18.7 10.9 0.8* 16.1 8.4 3.2 

Property and 
Capital 

-- -- -- 7.7 4.0 2.6 

Fuel 4.5 2.6 2.4 7.0 3.6 2.4 
Tobacco and 
Liquor 

3.2 1.9 2.4 3.0 1.6 2.4 

Custom Duties 2.2 1.3 0 -- -- -- 
Liquor and 
Lottery Profits 

-- -- -- 7.0 3.6 2.6 

Miscellaneous 4.5 2.6 1.9 8.3 4.3 1.9 
Total Tax 
Revenue 

163.0 94.5 4.4 137.4 71.7 4.2 

Investment 
Income (Excl. 
Royalties) 

4.7 2.7 1.0 7.0 3.7 1.0 

Royalties -- -- -- 12.1 6.3 1.0* 
Other 4.3 2.5 1.9 6.9 3.6 1.9 
Total Non-Tax 
Revenue 

9.0 5.2 1.5 26.0 13.6 1.3 

Own-Source 
Revenue 

172.0 99.7 4.3 163.4 85.3 3.8 

CHST -- -- -- 14.5 7.6 0.2** 
Equalization*** -- -- -- 11.2 5.8 2.5 
Other 0.5 0.3 1.9 2.5 1.3 1.9 
Total Transfers 0.5 0.3 1.9 28.2 14.7 1.4 
Total Revenue 172.5 100.0 4.3 191.6 100.0 3.5 
       
* The growth rates shown in the table differ from the underlying growth rates derived from the assumptions identified in the 
appendix because they include temporary components and policy changes already announced.  The underlying growth rates 
are 5.6% for the personal income tax,  4.3% for the corporate income tax, 3.2 % for EI contributions and 2.4% for royalties. 
** Includes supplements.  The underlying growth rate without supplements is zero. 
*** Includes special grants to territorial governments. 
 
  

The different growth rates of revenues indicate that vertical fiscal imbalances have some 
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roots on the revenue side.  Table III-1 helps identify the main reason for these revenue 

imbalances.  Throughout Canada’s history, the federal government collected  revenues in excess 

of its direct spending responsibilities in order to help provincial-territorial governments finance 

spending programs of national importance and to assist less affluent regions to provide public 

services at national standards without imposing excessive tax burdens on their residents.  In 

1999-2000, these excess funds amounted to $28.2 billion.  The federal government collects these 

excess funds through a revenue structure that generates revenue growth in line with nominal 

GDP growth, but transfers those funds to provincial-territorial governments through spending 

programs that grow at one-fourth the rate of nominal GDP.  Table III-1 shows that both orders of 

government have similar growth rates of own-source revenue.  It is the addition of low-growing 

federal transfers that lowers the growth rate of total revenues for provincial-territorial 

governments. 

B.  THE SPENDING SIDE 

There is little joint occupancy of direct spending fields, therefore, on the spending side 

vertical fiscal imbalances are affected primarily by different cost pressures on the different 

components of federal and provincial-territorial governments. 

Table III-2 shows that there are large differences in the relative growth rates of federal and 

provincial-territorial expenditures.  Federal spending is estimated to grow at about half the growth of 

nominal GDP.  This slow growth is due primarily to the fact that the only fast growing component of 

federal sending (OAS benefits) accounts for less than 10% of total spending.  A quarter of federal 

spending (interest on the debt) has no growth at all and another 17% (transfers to provincial-

territorial governments) grows at a rate of 1.5%.  By contrast, provincial-territorial expenditures are 

estimated to grow at three-quarters the growth of nominal GDP because their fast growing spending 

programs account for a large share of total spending.  Expenditures on health and education 

combined account for nearly half of provincial-territorial expenditures and they are estimated to 

grow at a slightly faster rate than nominal GDP.  The earlier comments about the benefits of using a 

disaggregated approach apply to expenditures as well as revenues.  Assigning equal growth rates to 
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federal and provincial-territorial expenditures would assume away the second component of vertical 

fiscal imbalances.            

TABLE III-2.  THE ROOTS OF VERTICAL FISCAL IMBALANCES: THE SPENDING SIDE 

______________________________________________________________________________ 

                                                              Federal                        Provincial-Territorial 

                                             -------------------------------------    --------------------------------------- 

                                             $ Billion      Share     Growth        $ Billion      Share     Growth 
Spending Item                      1999-2000    (%)       Rate            1999-2000     (%)      Rate 

OAS                                    16.4             9.6           4.5 

GIS and SPA                         7.1            4.2            1.9 

Family Benefits                     6.1            3.6            4.1* 

EI\WCB                              11.7            6.9             3.2                5.6             2.9          3.2 

Social Assistance                                                                        15.2             8.0          1.9 

Other Social Services            8.9            5.2             1.9              11.3            5.9          1.9 

Transfers to Business            4.0             2.3            1.0                4.0             2.1         1.0 

Health Care                                                                                 55.9           29.4         4.8 

Education                             4.4              2.6            3.9              38.0           20.0         3.9 

CHST                                  14.5             8.5            0.2 

Equalization                        11.2             6.6            2.5 

Other Transfers                     2.5             1.5             1.9               0.5              0.3         1.9 

General Gov.  Services         6.0             3.5             1.9               2.8              1.5         1.9 

National Defence                11.5             6.8             2.4 

Other Protection                   6.9             4.1             2.9                7.3             3.8         2.9 

Other Program Spending    17.2           10.1             1.9              21.7           11.3         1.9 

Total Program Spending 128.4          75.5            2.6             162.3           85.2         3.6 

Interest on the debt              41.6           24.5            0.0               28.1           14.8         0.0 

Total Spending                 170.0         100.0            2.1            190.4         100.0          3.2 
______________________________________________________________________________  

* The underlying growth rate equals inflation plus population growth (2.6%).                                   
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C.  THE OVERALL FISCAL STRUCTURE 

The roots of vertical fiscal imbalances in Canada expressed in terms of differential growth 

rates of revenues and expenditures for the two senior orders of government are shown in Table III-3. 

They can also be expressed in terms of growth ratios, as is done in expression (4) in section II, by 

dividing all growth rates by the growth rates of nominal GDP shown in the first column.   

TABLE III-3  The Roots of Vertical Fiscal Imbalances 
 Average Annual Rates of Change 

 
Period Federal 

 
Provincial/Territorial 

 
Fed.  Minus Prov/Terr. 

 
GDP 

 
Rev.     Exp.   Diff. Rev.      Exp.        Diff.  Rev.     Exp.       VFI 

1999-2000 to 2004-5  4.9 3.6 2.1 1.5 3.4 3.1 0.3  0.2      (1.0)         1.2 
 

2004-5 to 2009-10 4.4 4.6 1.9 2.8 3.6 3.1 0.4  1.0      (1.2)         2.2 
 

2009-10 to 2014-5 4.1 4.5 2.1 2.4 3.5 3.2 0.3  1.0       (1.1)        2.1 
 

2014-5 to 2019-20 4.0 4.4 2.2 2.2 3.5 3.3 0.2  0.9       (1.1)       2.0 
  

1999-2000 to 2019-20 4.3 4.3 2.1 2.2 3.5 3.2 0.3  0.8       (1.1)       1.9 
 

 

Let us first compare the structural balances of the two orders of government.  Table III-3 

shows that, over the entire period, in the absence of discretionary policy changes other than those 

incorporated in our calculations, federal revenues are expected to grow twice as fast as expenditures. 

By contrast, provincial-territorial revenues are expected to grow only slightly faster than 

expenditures.  The fiscal structure of provincial-territorial governments is roughly in balance.  This 

balance, however, is precarious and can be upset even by relatively small changes in economic 

conditions or spending pressures.  The fiscal structure of the federal government is very unbalanced. 

 The large difference between the growth of revenues and expenditures ensures the persistence of this 

imbalance even in the face of worsening economic conditions or increases in cost pressures. 

The last three columns of table III-3 compare the federal and provincial-territorial fiscal 

structures in terms of differences in growth rates.  We notice that, for the entire period, federal 
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revenues grow on average eight-tenths of one percent faster than provincial-territorial revenues.  We 

also notice that federal expenditures grow on average at a rate 1.1 percentage points lower than 

provincial-territorial expenditures.  These two effects work in the same direction generating vertical 

fiscal imbalances of 1.9 percentage points in terms of growth rates or 44% of the growth rate of 

nominal GDP.  As a result, while the fiscal position of provincial-territorial governments will 

improve very slowly, the federal government will enjoy rapidly increasing budget surpluses.    

IV.  THE PATH OF VERTICAL FISCAL IMBALANCES 

In this section, the estimated growth rates of each revenue and spending item are applied to 

the levels in the base year in order to derive the time-path of tax revenues and expenditures over the 

period from 1999-2000 to 2019-2000.   

A.  THE REVENUE SIDE 

It was shown in the previous section that the federal revenue mix has a higher built-in growth 

rate than the provincial-territorial revenue mix.  However, the higher growth rate is applied to a 

lower base-year level.  This difference in base-year revenue levels between federal and provincial-

territorial governments weakens the potential effect of the growth rate differentials.  Table IV-1 

shows the estimated changes in revenues for selected periods.  We notice that the difference between 

federal and provincial-territorial changes is very small during the first ten years, but amounts to $ 35 

billion over the entire period. 

TABLE IV-1.  Changes in Revenues for Selected Periods ($ billion) 

 1999-2000 
2004-5 

2004-5 to 
2009-10 

2009-10 to 
2014-15 

2014-5 to 
2019-20 

1999-2000 to 
2019-20 

Federal 33.6 52.2 63.0 76.4 225.2 
 

Provincial-Terr. 35.1 43.3 59.2 60.6 190.2 
 

Difference  (1.5)  8.9 11.8 15.8  35.0 
 

B.  THE SPENDING SIDE 
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On the spending side, the federal government has both a lower growth rate and a lower initial 

level of expenditures.  These two factors operate in the same direction, thus magnifying their impact 

on the divergence in the time-path of spending over time.  As shown in table IV-2, by 2019-20 

federal expenditures will be $81 billion less than provincial-territorial expenditures, a difference 

more than double that found on the revenue side. 

TABLE IV-2  Changes in Government Spending for Selected Periods ($ billions) 

  
1999-2000 to 
2004-5 

 
2004-5 to 
2009-10 

 
2009-10 to 
2014-5 

 
2014-5 to 
2019-20 

 
1999-2000 
to 2019-20 

Federal  18.7  18.2  22.4  26.5  85.8 
 

Provincial-Terr.  31.9  36.9  44.8  53.5 167.1 
 

Difference (13.2) (18.7) (22.4) (27.0)  (81.3) 
 

 

C.  THE COMBINATION OF REVENUES AND EXPENDITURES 

Table IV-3 combines revenues and expenditures to derive the time-path of the net budget 

position of federal and provincial-territorial governments.  On the revenue side, the difference 

between federal and provincial-territorial revenues is affected by two forces operating in opposite 

directions.  The provinces and territories have slower growing revenue sources, but a higher initial 

level of revenues.  On the spending side, those two forces operate in the same direction.  Provincial 

and territorial governments have a higher starting level of spending and a higher growth rate.  In 

dollar terms, the spending side makes a much larger contribution to vertical fiscal imbalances than 

the revenue side.  When the two sides are combined the net result is a path of future surpluses for the 

federal and provincial-territorial governments.  Since the growth rates of revenues and expenditures 

of provincial-territorial governments do not differ very much, their surpluses grow very slowly 

reaching a value of $24.3 billion in 2019-20.  By contrast, the federal government has revenues 

growing at twice the rate of expenditures, therefore, its surplus increases rapidly, reaching $141.9 
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billion in 2019-20.   

TABLE IV-3.   The Path of Vertical Fiscal Imbalances ($ billion) 

Selected Years Federal Provincial/Territorial 

 Rev. Exp. Surplus Rev. Exp. Surplus  

1999-2000 
 

172.5 170.0 2.5 191.6 190.4 1.2 

2004-5 
 

206.1 188.7 17.4 226.7 222.3 4.4 

2009-10 
 

258.3 206.9 51.4 270.0      259.2         10.8 

2014-5 
 

321.3 229.3  92.0 321.2 304.0         17.2 

2019-2020 
 

397.7 258.0 141.9 381.8 357.5         24.3 

Change from 1999-
2000 to 2019-2020 
 

225.2 85.8 139.4 190.2 167.1         23.1 

 

V.  THE EFFECT OF SELECTED POLICY CHANGES 

In this section we evaluate the effects of two hypothetical partial re-balancing options on the 

time-path of federal and provincial-territorial budget positions.  The first option involves higher 

CHST cash payments while the second option combines higher CHST payments with lower 

economic growth and higher growth of health care spending.   

Option 1.  Variation of the Premiers’ Proposal 

At their meeting of August 9-11, 2000 held in Winnipeg, the Premiers expressed their 

concern “about the current and growing imbalances between the federal and provincial/territorial 

governments’ ability to finance their respective program responsibilities.”  They pointed out that “the 

immediate and full restoration of the Canada Health and Social Transfer to 1994-95 levels, together 

with an escalator, is a modest step, and one that would still leave the federal government with 

substantial surpluses.”  
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We used the Premiers’ observations as a basis for the development of a proposal that contains 

two major elements.  It restores CHST cash financing to $18.7 billion in 2000-1 and it provides 

annual increases in CHST cash payments in line with the growth of personal income tax revenues. 

This escalator is roughly equal to the growth rate of nominal GDP plus one percentage point.  Using 

as the escalator the growth of PIT revenue for the federal government is equivalent, in terms of 

aggregate revenue effects to the transfer of PIT points to provincial-territorial governments.  

Increasing federal transfers, as is done in this option, affects VFI through two channels: (a) it 

increases federal spending and its rate of growth thus reducing the difference with respect to 

provincial-territorial governments, (b) it increases provincial-territorial revenues and their growth 

thus reducing the difference with respect to the federal government.  This option contains a level 

change and a growth-rate change.  Only the latter component is captured by the calculations of the 

roots of VFI shown in Table V-1.      

TABLE V-1 The Roots of Vertical Fiscal Imbalances under Option 1 
Average Annual Percentage Change 

Period                            GDP Federal 
 

Provincial/Territorial 
 

Fed.  Minus Prov/Terr. 
 

 Rev.     Exp.   Diff. Rev.      Exp.        Diff.  Rev.     Exp.       VFI* 

1999-2000to 2004-5  4.9 3.6 3.0 0.6 4.2 3.1 1.1  (0.6)     (0.1)    (0.5)  
 

2004-5 to 2009-10 4.4 4.6 2.5 2.1 4.0 3.1 0.9  0.6       (0.6)      1.2 
 

2009-10 to 2014-5 4.1 4.5 2.7 1.8 3.9 3.2 0.7  0.6       (0.5)      1.1 
 

2014-5 to 2019-20 4.0 4.4 2.8 1.6 3.8 3.3 0.5  0.6       (0.5)      1.1 
 

1999-2000 to 19-20 4.3 4.3 2.7 1.6 4.0 3.2 0.8  0.3       (0.5)      0.8 
 

 

This option would increase the average annual growth rate of federal expenditures by 0.6 

percentage points, thus reducing the difference from the growth of provincial-territorial spending to 

0.5 percentage points.  At the same time, it would raise the growth rate of provincial-territorial 
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revenues by 0.5 percentage points, thus bringing it close to equality with that of federal revenues. As 

a result, the roots of vertical fiscal imbalances are substantially reduced, falling from 1.9 to 0.8.   

TABLE V-2.   The Path of Vertical Fiscal Imbalances under Option1 ($ billion) 

Selected Years Federal Provincial/Territorial 
 

 Rev. Exp. Surplus Rev. Exp. Surplus 

1999-2000 
 

172.5 170.0 2.5 191.6 190.4 1.2 

2004-5 
 

206.1 197.5 8.7 235.5 222.3 13.2 

2009-10 
 

258.3 222.9 35.4 286.1      259.2 26.9 

2014-5 
 

321.3 254.3  67.0 346.1 304.0           42.2 

2019-2020 
 

397.7 291.7 106.0 411.7 357.5 60.2 

Change from 1999- 
2000 to 2019-2020 
 

225.2       121.7 103.5 226.1 167.1 59.0 

 

The estimated value of revenues, expenditures and surpluses for each order of government is 

shown in table V-2.  We notice that the change in federal expenditures from 1999-2000 to 2019-2000 

increases by $ 35.9 billion  to $121.7 billion.  Correspondingly, the change in provincial-territorial 

revenues increases by the same amount.  As a result, the federal surplus falls to $ 106.0 billion by the 

end of the period and the provincial-territorial surplus increases to $ 60.2 billion.  It is evident that 

this option produces only a partial re-balancing of the Canadian fiscal structure.  Even with the 

higher growth of CHST cash payments, in 2019-2020 the federal surplus is still $ 45.8 billion higher 

than the combined surplus of provincial and territorial governments. 

Option 2.  Higher Health Care Spending Growth, Lower Nominal GDP Growth and Higher CHST 
Cash Transfers. 

This option raises the growth rate of health care spending by one percentage point, reduces 

the growth rate of  nominal GDP by the same degree, half a point from lower employment and half a 
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point from lower labour productivity and includes the higher CHST cash payments under option 1.   

 

TABLE V-3  The Roots of Vertical Fiscal Imbalances under Option 2 

Average Annual Percentage Change 
 

Period                        GDP Federal 
(1) 

Provincial/Territorial 
(2) 

Fed. Minus Prov/Terr. 
(1) – (2) 

 
 

Rev.     Exp.   Diff. Rev.      Exp.        Diff.  Rev.     Exp.       VFI* 

1999-2000to 2003-4  3.9 2.6 2.9 (0.3) 3.5 3.3 0.2  (0.9)    (0.4)    (0.5) 
 

2004-5 to 2009-10 3.4 3.6 2.2 1.4 3.2 3.3 (0.1)  0.4      (1.1)     1.5 
 

2009-10 to 2014-5 3.1 3.4 2.4 1.0 3.1 3.5 (0.4)  0.3      (1.1)     1.4 
 

2014-5 to 2019-20 2.9 3.2 2.5 0.8 3.0 3.6 (0.7) 0.2       (1.1)     1.3 
 

1999-2000to2019-20 3.3 3.2 2.5 0.7 3.2 3.4 (0.2) 0.0       (0.9)     0.9 
 

 

This option incorporates a variety of complex effects on vertical fiscal imbalances.  The 

implications of higher CHST cash payments have already been discussed.  Higher growth of health 

care spending will affect only provincial-territorial spending by raising its growth rate.  Lower 

nominal GDP growth will affect the growth rates of both revenues and expenditures for federal as 

well as provincial-territorial governments, though not to the same degree.  The combined magnitude 

of these effects on the roots of vertical fiscal imbalances is shown in table V-3. 

Table V-3 shows that this option lowers the growth rate of revenues and increases the growth 

rate of expenditures for both orders of government.  However, for the federal government revenues 

still grow at a faster rate then expenditures.  For provincial-territorial governments, expenditures 

grow at a slightly faster rate than revenues.  Vertical fiscal imbalances still remain, but their 

magnitude is cut in half.   
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The effects of this option on the values of revenues, expenditures and surpluses for selected 

years are shown in table V-4.  Compared to the base case, the federal surplus in 2019-2020 is 

reduced  to $ 46.8 billion.  Provincial and territorial governments combined, however, end up with a 

deficit of $ 15 billion.  This option indicates that restoring CHST cash payments to $18.7 and using 

the growth of personal income taxes as an escalator simply provides an insurance against higher 

health care spending and lower economic growth.     

TABLE V-4.   The Path of Vertical Fiscal Imbalances under Option 2 ($ billion) 

Selected Years Federal Provincial/Territorial 

 Rev. Exp. Surplus Rev. Exp. Surplus (Deficit) 

1999-2000 
 

172.5 170.0 2.5 191.6 190.4 1.2 

2004-5 
 

196.4 195.7 0.7 227.6 223.5 4.1 

2009-10 
 

234.1 218.3 15.8 266.3      262.9 3.4 

2014-5 
 

276.3 245.6   30.7 309.5 312.1         (2.6) 

2019-2020 
 

324.2 277.5  46.8 358.3 373.3       (15.0) 

Change from  
1999-2020 
 

151.7 107.5  44.3 166.7 182.9       (16.2) 

 

VI.  THE NEED FOR FISCAL RE-BALANCING 

A.  Why We Need to Redress Vertical Fiscal Imbalances 

Our results show that the existing fiscal structure will generate large and rapidly increasing 

surpluses for the federal government.  The provincial-territorial fiscal structure will also generate 

surpluses in the long-run but at a fraction of federal surpluses.  One may ask the following question 

at this point: if the long-run tendency is for surpluses for both federal and provincial-territorial 

governments why should we be concerned with vertical fiscal imbalances? We address this question 
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in two steps.  First we identify the major issues arising from the fiscal projections and then discuss 

the more general implications for the well-being of the federation. 

With respect to the fiscal projections, we want to emphasize first that federal surpluses are 

large enough to safely accommodate potential increases in its spending, but provincial-territorial 

future surpluses are precarious.  In our calculations we used fairly conservative assumptions about 

the growth of education and health care spending.  If, for a given pattern of economic growth, the 

combined average annual growth rate of spending on health care and education increases by half a 

percentage point, the provincial-territorial surplus in 2019-20 would be wiped out and there will be 

deficits for all previous years.    

Second, the federal government surpluses are large enough to withstand major recessions. In 

contrast, future provincial-territorial surpluses would be hard hit even by a moderate recession.  In its 

2000 budget, the federal government estimated that a one percent increase in income would raise the 

surplus by $2.4 billion.  With a trend growth rate of 4.4%, even a moderate recession would involve 

a drop in income of at least five percent from its trend line.  Such a reduction would lower any 

potential provincial-territorial surplus, assuming a similar response, by over $10 billion.  This means 

that a recession of this magnitude occurring any time over the next twenty years would push 

provincial-territorial budgets into the red.    

Finally, the results presented in this paper apply to the combined revenues and expenditures 

of all provinces and territories.  We know from past experience that not all provinces have the some 

economic prospects.  For some provinces, the small potential long-run surpluses estimated in this 

paper may translate into deficits even within the framework of moderate growth in health care 

spending and steady economic growth.        

Aside from the need to place the finances of both senior orders of government on more 

balanced and sustainable footings, there are other reasons for redressing the wide vertical fiscal 

imbalances built into the current fiscal structures. 

Misplaced Priorities: Numerous opinion polls have shown that health care and education are the top 
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priorities of Canadians.  However, the provincial-territorial governments that deliver those programs 

do not have the revenue growth necessary to meet these public demands in the future.  The federal 

government, which has excess revenue growth, has reduced its commitment to these national 

programs.  To the extent that the federal government uses part of its growing surplus to finance 

increases in expenditures, it will increase spending in areas that are a lower priority for Canadians. 

As a result we will have a misallocation of public funds towards misplaced priorities.   

Potentially Higher Combined Tax Burden: When provincial and territorial governments try to 

respond within their limited financial means to public demand for people-oriented spending while 

the federal government increases spending in areas of lower priority, the net result is a higher overall 

tax burden than if priorities were not misplaced.  Therefore, Canadians may end up paying more in 

order to get less of what they have demanded, and more of what they do not want as strongly. 

Overlapping:  Aside from transfers to persons and to other governments, the federal government’s 

involvement in the delivery of direct spending programs is quite limited.  If the federal government 

uses a portion of its surplus to expand its direct spending, it most likely will end up encroaching in 

areas of traditional responsibility of provincial-territorial governments.  The result will be not only 

lack of coordination, but increased intergovernmental tensions.   

Misplaced priorities, inefficient public spending, uncoordinated delivery of programs within 

artificial joint occupancy of spending fields and increased intergovernmental tensions are not the 

desirable features of a federation that wants to be successful in an increasingly competitive world 

arena.  In a world where the globalization and information revolution is reshaping the world 

economy, it is essential, especially for an small open economy such as Canada’s, to have a 

framework for the formulation and implementation of public policy with sufficient flexibility to 

respond quickly to changes in the world economic environment.  It is also important that this 

flexibility take into account the diversity of the economic structures and potential of the different 

regions.  This public policy framework can be developed only through mechanisms of joint decision 

making whereby the major orders of government act as equal partners in the national interest.  For 

such equality in partnership to be effective it is necessary to minimize vertical fiscal imbalances so 
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that the contribution of provincial-territorial governments is not distorted by fiscal dependence.   

B.  Rebalancing Principles 

Rebalancing the fiscal side of the Canadian federation would be more effective if it were 

accompanied by a review of the spending responsibilities of the two senior orders of government for 

the purpose of minimizing the conflicts that arise from joint occupancy and duplication.  Given the 

current situation, however, rebalancing the Canadian fiscal system is primarily an issue of the 

financing of people-oriented programs that are a constitutional responsibility of provincial and 

territorial governments, but are financed through the involvement of the federal government.  We 

suggest that the debate on reforming the financial foundations of these programs should address the 

following questions: 

- Do they generate large spillover effects? 

- Do they contribute to productivity at the national level? 

- Do they strengthen national unity? 

- Is it important to have national standards? 

If the answer to these questions is no, then there is no rationale for federal involvement.  Such 

programs would be entirely a provincial-territorial responsibility.  Provincial and territorial 

governments would determine independently the level of spending and the delivery mechanisms in 

response to the demands made by their residents through the political process. In this case the reform 

of fiscal arrangements would require the transfer of sufficient tax room from the federal government 

so that provinces and territories have sufficient funds to meet expected future cost pressures. 

If the answer to the questions is yes, then these programs become national programs and 

other considerations come into play.  Provinces can no longer act independently, but must observe 

some common standards.  These standards can be developed cooperatively among provinces and 

territories or can be set in cooperation with the federal government.  In either case there is a need for 

change in federal-provincial fiscal arrangements to ensure adequate and secure financing.  If the 

national standards are set and enforced by the provincial-territorial governments, the federal 

government is not directly involved and reforming fiscal arrangements simply involves the transfer 
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of tax room.  In this case, the federal role would be largely confined to facilitating the provincial-

territorial agreements and helping set-up the appropriate enforcing mechanisms.  If these standards 

are set and enforced jointly by the two orders of government, then a full financing partnership must 

be established.  It is important to stress that when we deal with national programs in which there is 

both federal and provincial-territorial involvement, their financing cannot be dependent on federal 

budgetary requirements.  That is a constraint that applies to federal programs only and cannot be 

used in the financing of national programs.  In this case, both orders of government make decisions 

with a view to the national interest although from different perspectives.  Therefore, both orders of 

government must give priority to the financing of national programs in a manner that is not 

dependent on the vagaries of annual budgetary processes.  This means that, if the federal government 

is to maintain its involvement in health care and education, it must become again a full partner, 

making the appropriate contribution to their financing and through financing formulas that give 

provincial and territorial governments the certainty of the financial means to meet public demand and 

emerging cost pressures. 

It also means the federal government would have an input in the formulation of policies 

leading to reforms of national programs without interfering with their delivery. 

VI.  CONCLUSION 

That there is an imbalance between the fiscal system of the federal government and that of 

the provinces and territories has been known for some time.  While provinces were struggling in 

their efforts to balance their books, the federal government eliminated its deficit quickly and has 

started accumulating large surpluses.  What is becoming more evident as time passes is the large 

dimension of these vertical fiscal imbalances.  We estimated in this paper that while provincial and 

territorial governments will continue to be hard pressed to maintain balanced budgets, the federal 

government will have an embarrassment of riches, with surpluses increasing rapidly year after year.  

We project that in 20 years both orders of government will have surpluses, but the federal surplus 

will be $118 billion higher than the small combined surplus of all provincial and territorial 

governments.   
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The concern about vertical fiscal imbalances is not a numbers game, but an issue that strikes 

at the very heart of the Canadian federation.  Provincial and territorial governments were saddled by 

the Constitution with heavy spending responsibilities.  They must have sufficient revenue sources to 

discharge those responsibilities in a fiscally responsible manner, alone or in partnership with the 

federal government.  The federal government entered personal income taxation, a tax field 

traditionally reserved for the provinces, because of unusual circumstances, a world war.  It expanded 

its role in that field because of another world war and maintained a prominent role because of its role 

as a full partner in the financing of social programs largely delivered by provincial and territorial 

governments.  Given the recent federal retrenchment from its traditional commitments to the 

financing of social programs, the rationale for holding a primary position in direct income taxation 

has no standing.  It seems that the federal government should either resume its role as full partner in 

maintaining a sustainable and stable financial foundation to people-oriented programs delivered by 

provincial and territorial governments or vacate sufficient income tax room to allow those 

governments to address their spending pressures.   

To successfully compete in the new world economy we need public policies that are 

sufficiently flexible to accommodate change and reflect the reality of regional differentials in 

resource endowments and economic potential.  These policies can only be developed within a 

decision-making framework where the two senior orders of government are equal partners.  This 

necessary partnership is not achievable within a fiscal structure where one party holds the purse and 

the other holds the hat. Re-balancing the fiscal structures of the Canadian federation is not just an 

exercise in adjusting the relative sizes of surpluses and deficits.  It is a necessity if we want to 

develop policies that respect the priorities expressed by the Canadian public and optimize the 

benefits that Canadians receive from the use of their tax dollars.    
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APPENDICES 

A.  Demographic and Economic Assumptions 

Table A-1.  Percentage Change in Demographic and Economic Variables Used in Our 

Calculations 
 
FiscalYear                                                                  Labour         Real       Nominal    
Ending in                   Population   Employment    Productivity    GDP          GDP      CPI 

2000                               .94               2.45               1.60                 4.09       6.38          2.2 

2001                               .86               1.75               1.27                 3.04       5.20          2.1 

2002                               .83               1.90                 .98                 2.90       4.90          2.1 

2003                               .81               1.70               1.10                 2.82       4.77          1.9 

2004                               .78               1.65               1.10                 2.76       4.71          1.9 

2005                               .76               1.55               1.20                 2.76       4.71          1.9 

2006                               .74               1.40               1.20                 2.62       4.57          1.9 

2007                               .72               1.30               1.20                 2.52       4.46          1.9 

2008                               .70               1.20               1.20                 2.41       4.36          1.9 

2009                               .69               1.10               1.20                 2.31       4.26          1.9 

2010                               .69               1.10               1.20                 2.31       4.26          1.9 

2011                               .68               1.00               1.20                 2.21       4.15          1.9 

2012                               .67               1.00               1.20                 2.21       4.15          1.9 

2013                               .65                 .90               1.30                 2.21       4.15          1.9 

2014                               .64                 .90               1.30                 2.21       4.15          1.9 

2015                               .63                 .80               1.30                 2.11       4.05          1.9 

2016                               .61                 .80               1.30                 2.11       4.05          1.9 

2017                               .60                 .70               1.30                 2.00       3.95          1.9 

2018                               .59                 .70               1.30                 2.00       3.95          1.9 

2019                               .57                 .70               1.30                 2.00       3.95          1.9 

2020                               .55                 .70               1.30                 2.00       3.95          1.9 

Average                         .70                1.24               1.24                2.50        4.48        1.94 
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B.  Fiscal Assumptions 

Table A-2.  Assumptions about the Growth of Revenues and Expenditures 
 
Item     Assumptions  

A.  Revenues 

Personal Income Tax   For the period up to fiscal year 2004-5 it grows at 1.3 times nominal 

GDP minus the revenue reductions due to changes already announced 

in budgets. After 2004-5, PIT revenue grows at 1.25 times nominal 

GDP. 

Corporate Income Tax   Revenue grows in line with nominal GDP minus revenue reductions 

announced in budgets. 

GST, HST, PST   Revenue grows at 0.9 times nominal GDP. 

Payroll Taxes (EI, WCB etc.) Revenue growth equals CPI growth plus labour productivity  growth. 

Custom and Excise Duties Zero growth. 

Fuel Taxes   Revenue growth equal to CPI growth plus .5 percentage points. 

Miscellaneous Revenue  Revenues increase with CPI growth. 

Property and Related Taxes Revenue growth equals CPI growth plus population growth. 

Liquor and Gambling Profits Revenue growth equals CPI growth plus population growth.   

Investment income (Excl. royalties) Revenues increase 1% per year. 

Royalties    Revenue growth equals CPI growth plus half a percentage point. 

CHST    Cash payments equal $12.5 in billion 1998-9, $14.5 b. in 1999-2000, 

$15.5 b.in 2000-1 to 2003-4, and $15.0 b. thereafter. 

Equalization and Territorial Revenue Growth of 2.5% per annum. 
 Special Grants  

B.  Expenditures 
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OAS    Spending growth equals CPI growth plus growth of population 65+. 

GIS and SPA   Spending growth equal to CPI growth. 

Family Benefits   Federal 2000 budget  estimates up to 2003-4; for remaining years, 

spending growth equal to CPI growth plus population growth. 

Employment Insurance and  Spending growth equals CPI plus labour productivity growth. 
 WCB Benefits 

Social Assistance   Spending growth equals CPI growth. 

Other Transfers toPersons Spending growth equals CPI growth. 

Transfers to Business   Spending growth equal to 1\2 CPI growth.. 

CHST    As in revenues. 

Equalization and Territorial As in revenues. 
 Special Grants 

Health care   Spending growth equals CPI growth plus population growth plus 

aging factor (from cost driver study) plus cost pressure of 1.2% per 

year. 

Education   Spending growth equal to .9 times nominal GDP growth. 

Other Program Spending  Spending growth of 2.4% per year developed as follows.  We 

assumed a 40/60 split between wage and non-wage spending. We 

assumed that the first component increases at the rate of inflation 

plus labour productivity and the second component tracks inflation.  

Debt Charges   Zero growth. 
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