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This study evaluates the fiscal year 2006/07 provincia finances for Atlantic Canada using a stan-
dardized grading system developed in our previous two studies, Could Do Better and Could Do
Better 2, which covered fiscal years 2004/05 and 2005/06. To determine a single overall grade for
each province, we first construct three separate subgrades:

» ameasure of the fiscal health of each province just before the tabling of the fiscal year 2006/07
budget in spring 2006;

» ameasure of the fiscal accuracy, or transparency, of the 2005/06 budget, which allows us to
assess how the province has adhered to its 2005/06 budget forecast according to the revised data
in the 2006/07 budget, and how the province's budget data deviate from the more comprehensive
statistics published by the Dominion Bond Rating Service; and

» abudget impact grade, which is an assessment of the 2006/07 budget itself.

We then average the three subgrades to derive an overal grade for each of the four Atlantic
provinces, with a C+ representing an average grade across al ten provinces.

Collectively, the four provincial governments registered an overall C grade in 2006, which is
unchanged from the C recorded in 2005. This grade is slightly below the ten-province average. The
grade represents slightly improved results over last year for the fiscal health and budget impact sub-
grades, but slippage in terms of the fiscal accuracy subgrade.

The continued below-average C grade for the region as a whole masks changes among the four
Atlantic provinces. Newfoundland and Labrador raised its mark from arevised D in 2005 to a C/C+
grade in 2006 and Prince Edward Island rose from a revised D+/C—to a C. New Brunswick main-
tained its C+ grade. Of concern, however, is Nova Scotia's grade, which fell from a C+ in 2005 to
arather low C—in 2006.

Looking at the three subgrades, we note that New Brunswick’s fiscal health is at the national
average of C+. In contrast, the other provinces gradesfor fiscal health are sub-par, with Nova Scotia
posting a mark of C and Prince Edward Island and Newfoundland and Labrador scoring very low
marks of D/D+ and F/D—, respectively. Clearly, these three provinces — especially Newfoundland
and Labrador — must undertake strict fiscal discipline in future budgets in order to ensure their
long-term fiscal health.

On the fiscal accuracy, or transparency, of the 2005/06 budgets, Newfoundland and Labrador
improved its mark over the previous year and registered the highest mark in the region, a B+. Nova
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Scotia dropped from the prior year and scored the lowest mark with a D+. New Brunswick, which
had recorded commendable marks in fiscal accuracy in 2004 and 2005, saw its mark fall to a sub-
par C. In contrast, Prince Edward Island raised its fiscal transparency mark to a commendable B—.
This worthy achievement comes despite the province's having a very small budgetmaking staff.

Finally, in evaluating the spring 2006/07 budgets, we award both New Brunswick and
Newfoundland and Labrador — the two provinces that promise fiscal restraint over the 2006/07
fiscal year and project budget surpluses — commendable B grades. Prince Edward Island earns a
B— mark for promising some fiscal restraint, albeit with a projected small deficit. Nova Scotia's
budget impact mark, however, falls to a C—/C, based on increased spending and a continued small
deficit forecast.
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This study is the third in an ongoing series from the Atlantic Institute for Market Studies (AIMS)
evaluating the spring budgets of the four Atlantic provinces. In making our assessment, we proceed
from the assumption that careful, well-planned, cautious budgetmaking has a positive impact on
provincial economic growth. Lower taxes and prudently balanced budgets are key to strong provin-
cial economic development. More important, avoiding debt and encouraging growth contribute to
long-term solutions for the demographic challenges that will hit the Atlantic provinces harder and
sooner than most other provinces. Accordingly, we believe that pointing out deficiencies in the
provinces' finances can help the public, opinionmakers, and policymakers in their demands that the
four provincial governments take prudent action to secure the region’s economic future.

Our grading philosophy remains the same as that used in AIMS' previous report cards on the fiscal
health of the Atlantic provinces: Could Do Better: Grading Atlantic Canada’s 2004/05 Provincial
Finances (Murrell 2005) and Could Do Better 2: Grading Atlantic Canada’'s 2005/06 Provincial
Finances (Murrell and Winchester 2006).*

First, we grade each province's budget relative to the average of all ten provinces. To do so, however,
we need to look beyond the merits of the budgets themselves. A budget is simply a statement of how
the province intends to collect and spend revenue in the following year. To place these intentions in
context, therefore, we must measure the state of a province’s public finances before the budget is
tabled and compare that state with the national average. For example, a province that cuts govern-
ment spending might do so not out of a sense of frugality or fiscal conservatism but because it is
attempting to deal with ahigh deficit and debt load. Thus, the context in which the province under-
takes a spending cut must be taken into account. Accordingly, we assign afiscal health grade, which
isameasure of the state of the province's fiscal finances for fiscal year 2005/06, prior to the tabling
of the spring 2006 budget; this component is worth 40 percent of the total grade.

Another complication is that, although a province might promise a spending cut in its budget, it
might not deliver on that promise during the fiscal year. Alternatively, the province might forecast a
balanced budget but end up with a deficit at the end of the fiscal year. Accordingly, to assess the
government’s fiscal accountability, we assign a fiscal accuracy grade, which we determine in two
ways. First, we gauge the believability of the province's budget data using comparabl e statistics from
the Dominion Bond Rating Service (DBRS), which we believe provide the best, most complete
picture of aprovincia government’s fiscal status. We do this for per capita deficits and surpluses, as

1 For adetailed explanation of the grading scheme, see Murrell (2005, 7-11); here, we present only a brief summary
of our approach.
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Table 1: Definitions of the Fiscal I ndicators Used to Compile the Three Grades

I ndicator Definition

Indicator 1 2005/06 per capita debt interest paid

Indicator 2 2005/06 per capita deficit (or surplus)

Indicator 3 2005/06 per capita ordinary expenditures less debt interest

Indicator 4 Number of provincial employees per 1000 population in 2005

Indicator 5 Negative of the absolute value of the 2005/06 per capita deficit error (DBRS vs. budget documents)
Indicator 6 Negative of the absolute value of the 2005/06 per capita spending error (DBRS vs. budget documents)
Indicator 7 2005/06 deficit estimate error (2005/06 vs. 2006/07 estimates)

Indicator 8 2005/06 expenditure estimate error (2005/06 vs. 2006/07 estimates)

Indicator 9 Change in per capita deficit (or surplus) from 2005/06 to 2006/07 (from budget documents)
Indicator 10 Change in per capita debt interest from 2005/06 to 2006/07 (from budget documents)

Indicator 11 Change in per capita dollar expenditures from 2005/06 to 2006/07 (from budget documents)
Indicator 12 Qualitative estimate of tax rate and tax base changes announced in the 2006/07 budget documents

well asfor per capitatotal spending. Second, we measure the forecasting error of the numbersin the
fiscal year 2005/06 budget as determined by the revised data for 2005/06 contained in the 2006/07
budget. The fiscal accuracy grade is also worth 40 percent of the total grade.

Finally, we assign a budget impact grade for the fiscal year 2006/07 budget, based on the extent to
which, in our judgment, it promotes the province's economic growth. We determine that grade
according to whether the budget holds spending growth to a modest rate, reduces a deficit or main-
tains a surplus, and keeps provincia tax rates down. In particular, we look for a provincia govern-
ment to cut the most pernicious taxes — such as those levied on capital, followed by those on
business and corporations— aswell as corporate payroll taxes and personal income taxes. This com-
ponent is worth the final 20 percent of the final grade.

Each of the three subgrades is determined by four indicators — 12 in all (see Table 1). Indicators 1
to 11 are calculated using a statistical measure known as a“z-score,” which permits datafrom al ten
provinces to be graded relatively. Indicator 12, on the other hand, is based on a subjective estimate
of tax changes offered in each province's budget, since no good correlation model has been devel oped
to determine the effects of tax changes on economic growth (see Table 2).

Finally, the availability of revised and more up-to-date statistics from DBRS allowed us to recalculate
the grades we assigned in last year’s report card on provincial finances. We present these revised
grades in Appendix Table A-4, which shows that Newfoundland and Labrador’s and Prince Edward
Island’s grades have been revised downward, while the grades for Nova Scotia and New Brunswick
have remained the same. Atlantic Canada's grade as a whole remains the same, at C. Accordingly,
when discussing changes in grades from 2005/06 to 2006/07, we use the revised marks for 2005/06

as our point of reference.
| i
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Table2: Announced Tax Changes by Province, fiscal year 2006/07 Budget

w

Business Per sonal Sales and Other Taxes  Indicator 12
Taxes Income Taxes Excise Taxes and User Fees Grade Reason for Grade
Newfoundland Tobacco taxes C Net increase in taxes
and L abrador increased by levied when nearly al the
1 cent per other provinces are
Cigarette reducing taxes
Prince Edward Small business B— Continuing cutsin
Island corporate tax rate business taxes good, but
reduced from some other provinces
6.5% to 5.4% have done more
Nova Scotia Large and small B— Modest reduction in
corporation business taxes earns
taxes reduced modestly higher-than-
average mark
New Brunswick Large and small B— Modest reduction in
corporation business taxes earns
taxes reduced modestly higher-than-
average mark
Quebec Small Tax deductions B— Modest reductionsin
corporation for workers corporate and personal
tax rate increased incomes taxes
reduced
Ontario Capital tax rates C Only slight business tax
gradually being reductions; phase-out of
reduced capital tax scheduled
for 2012
Manitoba Continued Continued B— Continuing effort to
reductionsin  reductionsin reduce broad-based taxes
small business, middle personal
manufacturing income tax
taxes brackets
Saskatchewan Steep cuts to A— Commendable effort to
capital and large cut broad-based business
and small taxes
corporation taxes
Alberta Small cut in large C Minor tax cuts when
corporation other provinces are
taxes doing more
British Columbia D+ No tax changes when all

provinces except
Newfoundland & Labrador
are reducing taxes

Sources. DBRS 2006, 54.
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Atlantic Canada’s economy slowed noticeably between 2003 and 2005 after good growth in 2002
(see Table 3). But the regiona economy is expected to pick up somewhat in 2006 and 2007, with
projected real growth rates of gross domestic product (GDP) per capita of 3.0 percent and 2.7 per-
cent for those years, respectively. This pattern differs from that of the Canadian economy as awhole,
which has been expanding at afairly steady rate of just above or below 2 percent since 2002 and is
forecast to drop to 1.8 percent and 1.4 percent for 2006 and 2007, respectively. Note, however, that
the superior growth forecasts for the Atlantic provincesin terms of GDP per capita are partly afunc-
tion of slow population growth or population decline in the region; in terms of growth in GDPitself,
Atlantic Canada will lag the country as awhole.

| Il |||i ||

Much of the softnessin the Atlantic Canadian economy in 2004 and 2005 can be explained by weak-
ness in the economy (measured as GDP per capita) of Newfoundland and Labrador, which actually
shrank by 0.3 percent in 2004, and then grew by only 1.2 percent the following year. Thismild reces-
sion occurred as a result of adrop in oil production during these two years. As Table 3 shows, the
three Maritime provinces also registered sub-par growth rates below 2 percent in 2005, with Prince
Edward Island and New Brunswick reporting better 2004 rates at 2.9 and 2.7 percent, respectively,
and Nova Scotia posting aweak 1.0 percent for that year.

The soaring price of energy through 2005 and into mid-2006 explains the sluggish performance of
the three Maritime provinces, which, unlike Newfoundland and Labrador, are not benefiting from
higher worldwide demand for energy. Increasing energy prices work through three negative channels.
First, higher energy prices reduce consumers' real incomes. Second, higher prices raise the produc-
tion costs of businesses, which reduces profits. And third, higher energy prices in Canada raise the
Canadian dollar’s exchange rate relative to other currencies — and a rising exchange rate reduces
export volumes, particularly of non-energy-related items. Consider two key exports of the Maritime
provinces, tourism and forestry products. Tourism spending has decreased noticeably in all three
Maritime provinces since 2002, particularly as measured by road traffic from the New England
states. Pulp and paper mills have been closing due to increased costs (and a structurally lower
demand for newsprint products). Lumber output has been healthy over the past few years, but an end
to the housing bubble may have a negative impact across the region. Per capita GDP forecasts for
2006 for the Maritime provinces range from alow of 1.8 percent in Prince Edward Island to a high

of 2.6 percent in Nova Scotia.
i il
|
| i
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Table 3: Estimated and Forecast Growth in Real GDP Per Capita,
Atlantic Provinces and Canada, 2002-07

Newfoundland Prince Edward Atlantic
and Labrador Island Nova Scotia  New Brunswick Provinces Canada

(year-over-year percentage change in GDP per capita)

2002 15.9 45 3.8 4.4 6.6 2.0
2003 6.5 0.8 1.0 2.2 2.6 0.8
2004 (0.3 29 1.0 2.7 13 23
2005 12 19 18 0.6 13 19
2006 4.4 18 24 2.7 3.0 18
2007 3.4 18 2.6 24 2.7 14

Sources: Satistics Canada Daily; economic forecasts from BMO Neshitt Burns.

Turning to Newfoundland and Labrador, when the data are in for 2006, it is forecast to have broken
out of its two-year, slow-growth pattern and expanded by about 4.4 percent. A big part of the
province's turnaround can be attributed to the opening last year of the White Rose offshore oil field.

In 2007 the entire region is expected to register real GDP per capita growth of 2.7 percent, with
Newfoundland and Labrador leading the way at 3.4 percent. Nova Scotia and New Brunswick will fol-
low with rates of 2.6 and 2.4 percent, respectively. Prince Edward Idand isforecast to lag, at 1.8 percent.

Trends in Provincial Government Revenues

Growth in per capita provincial government revenues for the Atlantic region is expected to decelerate
noticeably from 12.3 percent in fiscal year 2005/06 to 2.7 percent in 2006/07, with important impli-
cationsfor provincial budgets (see Table 4). Scarcer revenue dollars will mean that all four provinces
will have to spend those dollars carefully in order to balance their budgets. Moreover, long-range
spending commitments will have to be set against the reality of diminished forecasts. What was
promised in the 2006 budget cycle may well limit the room for promises in this year’s budgets. In
particular, Newfoundland and Labrador, which saw a huge increase (33.1 percent) in per capita
revenues in 2005/06, will face a much more modest increase (2.1 percent) in per capita revenuesin
2006/07. The three Maritime provinces all are expected to experience smaller increases for 2006/07
than 2005/06, with the 2006/07 figures ranging from a low of 0.4 percent for New Brunswick to a
high of 5.2 percent in Nova Scotia.

All four provinces experienced strong growth in own-source revenues per capita in 2005/06. In
2006/07, Newfoundland and Labrador, Nova Scotia, and Prince Edward Island all are expected to
experience lower growth rates than the prior year — athough Newfoundland and Labrador and
Nova Scotia are still expected to post significant 2006/07 increases of 7.2 and 6.0 percent, respec-
tively, ahead of Prince Edward Idand’s meagre 0.5 percent — while New Brunswick actualy will see
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Table 4: Growth Ratesin Components of Provincial Government Revenue Per Capita,
Atlantic Provinces and Canada, fiscal years 2003/04 to 2006/07

Newfoundland Prince Edward Atlantic
Component and Labrador Island Nova Scotia  New Brunswick Provinces Canada

(year-over-year percentage change)
Own-source revenue

2003/04 8.3 2.8 9.4 7.1 8.0 2.8
2004/05 111 5.9 51 2.7 5.8 9.8
2005/06 16.9 6.4 75 7.0 9.6 8.6
2006/07 7.2 0.5 6.0 (1.8 3.6 (2.0)
Transfers
2003/04 (1.9 14.3 59 (1.9 16 7.3
2004/05 (6.0) 11.0 14.9 22.9 11.8 14.5
2005/06 24.3 12 6.3 1.0 8.0 5.7
2006/07 (9.0 55 3.7 3.7 0.7 24
Total revenue
2003/04 5.2 7.1 8.2 3.7 5.9 35
2004/05 6.4 7.8 8.4 10.0 8.4 10.6
2005/06 33.1 4.3 7.1 4.6 12.3 8.3
2006/07 21 25 5.2 0.4 2.7 (1.2)

Sources: Dominion Bond Rating Service; Statistics Canada.

a decline of 1.8 percent. As a whole, the Atlantic region drops from an increase in own-source
revenue per capita of 9.6 percent in 2005/06 down to 3.6 percent in 2006/07.

With regard to federal transfers per capita, Newfoundland and Labrador posted a large increase of
24.3 percent in 2005/06 followed by a significant expected decrease of 9 percent in 2006/07. Prince
Edward Idand and New Brunswick parallel each other with small increasesin 2005/06 (1.2 and 1.0 per-
cent, respectively) followed by larger increases the next year (5.5 and 3.7 percent). Nova Scotia goes
in the opposite direction with an increase of 6.3 percent in 2005/06 followed by a more modest
increase of 3.7 percent the next year. Across the Atlantic region, growth in per capitafederal transfers
drops from 8 percent in 2005/05 to 0.7 percent in 2006/07. Some observers might see this as a cue
to put more pressure on Ottawa to increase transfers, but pro-growth economic strategies call for fiscal
restraint at home to begin with.

Trends in Provincial Government Expenditures

AsTable 5 shows, the growth rate of total provincial government expenditures per capitain Atlantic
Canada has bounced up and down from 7 percent in fiscal year 2003/04 to an expected 4.3 percent
in 2006/07. The decrease between 2005/06 and 2006/07 is a positive step, but the growth rate of

MMWM”WW%
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Table5: Growth Ratesin Components of Provincial Government Expenditures Per Capita,
Atlantic Provinces and Canada, fiscal years 2003/04 to 2006/07

Newfoundland Prince Edward Atlantic
Component and Labrador Island Nova Scotia  New Brunswick Provinces Canada

(year-over-year percentage change)

Health
2003/04 8.4 53 9.2 116 9.7 75
2004/05 25 10.8 10.2 2.7 5.4 6.3
2005/06 6.0 2.3 10.2 6.1 75 5.2
2006/07 10.0 37 5.7 6.2 6.7 4.6
Interest
2003/04 7.8 5.6 0.8 (14.0) 0.6 3.1
2004/05 (2.8) (0.4) 38 (0.4) 0.3 2.8
2005/06 12.3 121 (1.8) 26 47 (2.2
2006/07 17.2) 0.8 0.6 (6.0 (7.6) 2.0
Residual
2003/04 85 13.0 11.0 0.2 6.8 25
2004/05 8.7) (5.7) 3.2 8.9 0.7 5.9
2005/06 26.7 5.0 85 7.8 12.9 8.2
2006/07 75 34 9.0 0.1 53 1.3
Total
2003/04 8.3 10.1 8.8 3.2 7.0 37
2004/05 @4.7) (33) 59 5.7 23 5.7
2005/06 18.2 4.8 7.8 6.8 9.9 6.1
2006/07 4.1 33 6.6 2.1 4.3 2.6

Sources: Dominion Bond Rating Service; Statistics Canada.

spending exceeds the growth rate of anticipated total revenues, a worrying trend with implications
for the recurrence of budget deficits, and particularly in light of Atlantic Canada's aging population
and the lack of growth in the numbers of its workers and taxpayers. Such concerns serve to under-
score the importance of finding efficiencies in government.

Government spending increases in fiscal years 2005/06 and 2006/07 vary considerably among the
four provinces. Spending is increasing faster in Nova Scotia and Newfoundland and Labrador, both
energy producers with specia equalization accords, than in energy-poor New Brunswick and Prince
Edward Island. Both Nova Scotia and Newfoundland and Labrador have attempted to be prudent in
allocating one-time funds to deficit and debt elimination, but revving up spending is unwise given
the region’s recent fluctuations in economic growth. The difference in spending growth among the
provinces also has implications for how we grade their budgets, as we explain later in this paper.

The major spending components continue to exhibit patterns similar to those we observed in previous
report cards. Growth in health spending continues at a fast pace in all the Atlantic provinces except
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Prince Edward Island, spurred by agreements among the First Ministers for more federal funds and
by the health needs of Atlantic Canada’s aging population. Indeed, the cost of health care is consum-
ing an ever-increasing share of overall government spending, outpacing growth in revenues and the
growing need to fund other priorities, with serious implications for the region’s overall fiscal health.

One bright spot is interest payments to service Atlantic Canada’s provincial government debts,
which are forecast to decline in fiscal year 2006/07, mainly thanks to expected decreases in New
Brunswick and Newfoundland and Labrador. The decline in Newfoundland and Labrador’s interest
payments, as stated in its 2006/07 budget, seems particularly steep given the province’'s modest
expected total revenue growth and continued high rate of program spending.

When it comes to “residual” spending — that is, total spending minus health and interest payments
on the debt — New Brunswick and Prince Edward Island are expected to show some frugality.
Indeed, residual spending in New Brunswick is actually anticipated to decrease slightly. In the other
two provinces, however, residual spending is expected to grow significantly.
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In grading thefiscal year 2006/07 spring budgets of the four Atlantic provinces, we assign the region
acaollective C, signifying no improvement over the C we awarded last year and dightly lower than the
C+ that is considered average for al ten provinces in our relative grading scheme (see Table 6). Thisis
not good newsfor aregion still struggling to keep up with the rest of the country in economic growth.

PresEN A

As Table 7 shows, Atlantic Canada as a whole earns a C—/C for its fiscal health grade, with diffi-
culties apparent in all provinces except New Brunswick, which earns a national average mark of C+.
As for its fiscal accuracy grade, we give the region as a whole a dightly better C/C+ mark. Both
Newfoundland and Labrador and Prince Edward Island improved over last year’'s marks, earning
grades of B+ and B—, respectively. New Brunswick slipped from last year’s transparency mark,
earning a dlightly below average C grade. Nova Scotia's fiscal accuracy mark, however, comes in
as a D+, clearly below the national average and a decline in the grades it earned in our first two
report cards. As for the budget impact grades, assigned for the 2006/07 budgets themselves,
Newfoundland and Labrador and New Brunswick earn B grades for their solid budgets, while Prince
Edward Idand also posts an above-average mark of B— Nova Scotia's spendthrifty budget, however,
earnsit alow C-/C.

Asfor overall grades, New Brunswick |eads the way with a C+, the same mark it earned in our 2005
report card. Newfoundland and Labrador and Prince Edward Island come in second and third with

Table 6: The Grading Scheme

Grade Z-Score Interval Grade Interpretation
A+ 1.11 and above outstanding
A 091to 1.1 excellent
A— 0.71t0 0.9 excellent to very good
B+ 0.51t00.7 very good
B 0.31t0 0.5 good
B— 0.11t00.3 dlightly above average
C+ -01to0.1 average
C -0.11t0-0.3 dlightly below average
C- -0.31to-0.5 mediocre
D+ -0.51t0-0.7 mediocre to poor
D -0.71t0-0.9 poor
D- -091to-1.1 very poor
F —1.11 and below failure
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grades of C/C+ and C, respectively; these are improvements for both provinces. Nova Scotia’s mark
declined, however, from a C+ ayear earlier to a below-average C—in 2006.

We note that, unlike last year, the two offshore energy revenue accords that Newfoundland and
L abrador and Nova Scotia signed with Ottawa (the Atlantic Accord and the Offshore Offset Agreement,
respectively) may have led to differing effects on the two provinces grades. Newfoundland and
Labrador’s fiscal health grade is F/D—, while Nova Scotia records a C. Having an offshore agree-
ment did appear to benefit Newfoundland and Labrador, but not Nova Scotia. And looking at the
two provinces without offshore energy production — and thus without lucrative offshore deals with
the federal government — New Brunswick registers higher marks than Prince Edward Island for
fiscal health and budget impact, but alower mark for fiscal accuracy.

We now discuss the results of the four provincesin turn.

Newfoundland and Labrador

Overall Grade: C/C+

Newfoundland and Labrador’s overall 2006 grade of C/C+ represents a noteworthy improvement on
its revised 2005 grade of D. With additional federal transfers flowing to the province as a result of
the signing of the Atlantic Accord 2005 and the opening of the White Rose oil field, the provincial
government expects increased energy-related revenuesin fiscal year 2006/07 and beyond. This opti-
mism could allow the province to maintain its respectable mark in the future if it is disciplined and
fiscally prudent.

The province receives good B+ and B marks, respectively, for budget accountability and a solid
2006/07 budget, largely thanks to energy revenues. But these grades stand in stark contrast is its
fiscal health grade of F/D—, a continuation of the poor marks it received in this areain our previous
two budget-review exercises. Clearly, despite an improved 2006/07 budget and the optimism engendered
by offshore energy revenues, the provincial government needs to table even better budgets in the
future in order to improve its long-term fiscal position, particularly with respect to debt per capita,
interest payments on the debt, and government spending per person.

Fiscal Health Grade: F/D-

In his 2006 budget speech, Finance Minister Loyola Sullivan stressed that the recent signing of the
Atlantic Accord would put the province “on the right track; we are more confident today than we
have ever been; and we are sensing the momentum of progress as our destination comes more clearly
into focus with each passing day” (Newfoundland and Labrador 2006, 1).
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Table7: Grades for Provincial Government
Finances and Budgets, fiscal year 2006/07

Fiscal Health Fiscal Accuracy Budget Impact Overall
Grade Grade Grade Grade

Atlantic Canada c-/C C/C+ C+/B— C
Newfoundland and L abrador F/D—- B+ B/B+ CIC+
Prince Edward Island D/D+ B— B— C
Nova Scotia C D+ Cc-C C-
New Brunswick C+ C B C+
Quebec C+ C- C+ C
Ontario B+ B— B— B
Manitoba C+ B— B—- C+/B—
Saskatchewan cC C B+ C+
Alberta AlA+ C+ D-/D B—-
British Columbia B-/B B- c-/C B-

It is true that the province has succeeded in eliminating its high annual budget deficits. Indeed, in
fiscal year 2005/06, it even recorded a budget surplus equivalent to $263 per capita— a sharp turn-
around from the $2321 per person deficit registered in the previous fiscal year. Moreover, this per
capita surplus is the highest of the eight easternmost provinces and is slightly above the national
average of $236 per capita (driven largely by the strong fiscal performance of the four western
provinces, particularly Alberta). Consequently, the province's surplus, while commendable, earns it
only a C+ for thisindicator (see Table A-1). But even with awelcome turnaround in its longstanding
provincia deficit, Newfoundland and Labrador still faces high interest paymentsto service its debt:
$1722 per capitain 2005/06, an amount considerably higher than the $668 ten-province average. So,
for this indicator, the province receives afailing grade of F (again, see Table A-1).

Given its recent budget surplus, with more on the horizon, the province now has an opportunity to
begin to pay down its debt over the medium term, a move that would substantially improve its
grades in these areas.

Although Newfoundland and Labrador plansto cut residual spending, it still spends almost $1700 per
capita more on government than do the other three provinces in the region. Total ordinary spending
per capita hovers at dightly less than $8300, which is considerably higher than the ten-province
average of $6125. (Given acost of living that is significantly lower than that of Canada as a whole,
the cost of the province's government seems even more problematic.) The provincial government
employs 96 workers per 1000 population, compared with the ten-province average of 81. Together,
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these per capita debt and spending indicators keep the province's fiscal health grade at a cellar-
dwelling F/D—, the lowest of the ten provinces.

Fiscal Accuracy Grade: B+

In its fiscal year 2005/06 budget, unlike in the previous two budgets, Newfoundland and L abrador
improved considerably in reconciling its budget numbers with those of DBRS. The province's
underestimate of its reported surplus— by about $114 per person — represents a clear improvement
on estimates in the two previous budgets. But it fared worse in estimating its ordinary expenditures,
underestimating its mark by nearly $440 per person — worse than the ten-province average margin-
of-forecast error. Its budget forecasting was outstanding, underestimating the 2005/06 surplus by
more than $1100 per capita, which awards the province good marks in our grading model. Even
more commendably, its revised per capita spending number came in under 2005/06 projections —
again, a welcome development. Those outcomes earn Newfoundland and Labrador an A+ for both
Indicators 7 and 8 (see Table A-2).

Budget Impact Grade: B

Under the beneficial Atlantic Accord 2005 that Newfoundland and Labrador negotiated with the
federal government, the province keeps 100 percent of royalties it earns from offshore oil without
having its level of equalization payments reduced. One would expect to see increased revenues
resulting from the Accord to lead to increased surpluses (or reduced deficits) — but, in fact, the
province's surplus declined from fiscal year 2005/06 to fiscal year 2006/07 by just under $140 per
capita, in contrast to the $1062 per capitaincrease recorded over the prior two fiscal years. Still, the
2006/07 budget was in surplus, and this allowed the province to reduce per capitainterest payments
on the debt by a rather large $304 from 2005/06 to 2006/07. However, the province increased its
total spending by over $370 per capita, considerably higher than the ten-province average of $230.
One other complaint we would have about the 2006/07 budget is that no provincial taxes were
reduced and one (on tobacco products) was increased. Given the province's increased revenues,
some tax cuts might have been justified. (See Table A-3 for grades on budget impact indicators.)

The new Atlantic Accord allows Newfoundland and Labrador to record budgetary surpluses, a note-
worthy and welcome development for the province. Although its fiscal state is still poor, the
province has taken a deliberate step to put itsfiscal house in order by recording a surplus, albeit one
whose sizeis mainly aresult of increased federal transfers, rather than tight spending discipline. For
that progress, Newfoundland and Labrador’s overall grade is C/C+, a strong improvement over our

revised D mark in the previous year.
|
il
| i
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Prince Edward Island

Overall Grade: C

Last year, Prince Edward I sland registered arevised overall grade of D+/C—. Thisyear, the province
earns an improved C. Itsfiscal heath grade is still a poor D/D+, but its fiscal accuracy and budget
impact marks both come in at a respectable B—. The latter grades are both improvements on what it
earned last year.

In his 2006/07 budget speech, Provincial Treasurer Mitch Murphy stated, “1 am pleased...to stand
before you to say that we have, for the past two years, met or exceeded our budget expectations’
(Prince Edward Island 2006, 2). The budget was, in fact, a continuation of the province's Program
Renewal Effort, first announced in 2004/05. This approach is taking the province in the right
direction, as our analysis confirms. In our first report card, we awarded PEI an overall grade of D+.
Last year the province earned a revised C—, and this year the grade has improved again, to C. We
commend the provincial government for this steady progress.

Fiscal Health Grade: D/D+

While the province has improved its fiscal accuracy and budget impact marks, itsfiscal health grade
of D/D+ ispoor (see Table A-1). The province's DBRS-adjusted deficit of $58 per capitais still high
— this at atime when most provinces report surpluses. The province's interest charges on its debt
comein at about $725 per capita, slightly above the national average, earning the province a C+ for
Indicator 1.

The province earns a below-average C— for the $7091 per capita it spent (Indicator 3), but its very
high number of provincial government employees per 1000 population (Indicator 4) givesit afail-
ing F on this measure. In his budget address, however, the provincial treasurer stated that PEI had
reduced government size by 500 full-time-equivalent jobs (Prince Edward Island 2006, 6), which
bodes well for next year’s grading exercise.

Fiscal Accuracy Grade: B—

As we emphasized in our previous two reports, despite the small size of Prince Edward Island’s
Treasury staff, the province gets good grades for fiscal accuracy — this year earning a commend-
able B— (see Table A-2). PEI's deficit and expenditure data also compare well with comparable
DBRS statistics, for which it earns B+ marks for Indicators 5 and 6. These are the best marks of the
Atlantic provinces in these categories.

The province's record on its fiscal year 2005/06 budget forecasts, however, is mixed. It undershot
its deficit forecast by only $29 per capita, but since other provinces such as Alberta, Saskatchewan,
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and Newfoundland and Labrador posted extremely strong marks for this item, PEI registers alow
D+ for Indicator 7.7 As for the accuracy of its planned 2005/06 expenditures, the province revised
its spending upward by about $11.5 million (or $33 a person), but this is a small error in relation to
those in other provincia budgets, and earns PEI a B—for Indicator 8.

Budget Impact Grade: B-

In its 2006/07 budget, PEI provided $27 million for what the provincial treasurer called “new
initiatives.” These measures, plus other spending increases within continuing programs, transate
into an increase of about $40 million (or 2.6 percent) in total expenditures. This is good budgeting
relative to the performance of other provinces, and earns PEI a B—for Indicator 11. On the tax side,
the province is reducing its small business rate on corporations from 6.5 percent to 1 percent over
five years, an initiative for which it earns a B—for Indicator 12 (see Table A-3).

The province’'s numbers on the deficit and debt-interest payments are mixed. On the positive side,
its consolidated deficit is forecast to decline from $18 million in fiscal year 2005/06 to $12 million
in 2006/07. Given that the other provinces are posting declining surpluses (or rising deficits), PEI's
improved showing earns it an A— for Indicator 9. On the negative side, interest charges on the debt
are projected to rise from $113 million in 2005/06 to more than $118 million in 2006/07, for which
we award the provincia government alowly D+ for Indicator 10.

To summarize, Prince Edward Island earns some positive marks for limiting expenditure growth,
reducing the small business tax, and reducing its deficit. It also does remarkably well on fiscal
accountability. But, unlike most other provinces, the Island government still posts budget deficits
and spends increasing amounts on servicing its debt. These last two problems must be addressed for
the province to improve on its overall C grade.

Nova Scotia

Overall Grade: C-

Nova Scotia earns an overall grade of C- in this year’s report card, down considerably from the
revised C+ it earned last year. Its fiscal health grade is slightly below average at a C and is the
second highest among the four Atlantic provinces, but its grades for fiscal accuracy and budget
impact are the lowest in the region. In particular, Nova Scotia continues to spend at too high arate,
and its interest payments on the debt continue to rise.

2 On January 31, 2007, Provincial Treasurer Mitch Murphy announced that the province would post a surplus of
$678,000 for fiscal year 2005/06, rather than a deficit of $22 million, as had been forecast originally.
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Fiscal Health Grade: C

Nova Scotia sfiscal health rates a C, slightly below the ten-province average of C+, but the second
highest of the four Atlantic provinces (see Table A-1). It does well for one indicator of the size of
government: government spending. Expenditures per person amounted to $6317, the lowest in the
Atlantic region, which earnsit a B+ for Indicator 3. Nova Scotia s ratio of 97 government employees
per 1000 population, though, is considerably above the ten-province average, earning it only aC—/C
for Indicator 4.

Nova Scotia is till having difficulties with its deficit and debt and it earns only a C— for its poor
performance on Indicator 2. DBRS also reports that Nova Scotia paid $872.9 million in debt-
servicing costs — in per capita terms, only Quebec and Newfoundland and L abrador were higher.
According to DBRS data, in 2005/06 Nova Scotia owed $11.6 billion, or $12,344 per Nova Scotian.
Clearly, the province still has a considerable debt problem on its hands.

Fiscal Accuracy Grade: D+

Nova Scotia's grade of D+ for fiscal accuracy is the worst of the ten provinces. The accuracy mark
was pulled down by differences with DBRS numbers, along with some errors in forecasting. The
province did not fare too badly in measuring its deficit (Indicator 5), earning it a C. It underestimated
true spending per capita (Indicator 6) by $605, an amount considerably higher than the ten-province
average, for which it earns an F (see Table A-2).

As for indicators of the accuracy of Nova Scotia's fiscal year 2005/06 budget forecasts compared
with the revised figures in its 2006/07 budget, the huge upward revisions of surpluses in oil-rich
Alberta and Newfoundland and Labrador dwarf the results for the other eight provinces, including
Nova Scotia, who earns alow relative grade of D+/C—for Indicator 7. It scores better on its spending
forecast, however, having had to revise its 2005/06 number only from $6418.1 million to $6498.8 mil-
lion, which earnsit a B— relative to the ten-province average for Indicator 8.°

Budget Impact Grade: C-/C

As we emphasized last year, Nova Scotia now has a good opportunity through its Offshore Offset
Agreement with Ottawa to make solid reductions in its long-term debt and debt-interest problem.

3 Asresearchers faced with the task of making interprovincial budget comparisons, we should say a word about the
manner in which Nova Scotia presents its budget numbers. For example, its“Budget Summary” — the income state-
ment that ostensibly summarizes the state of the province's finances — is buried well inside a document called Nova
Scotia Budget: Assumptions and Schedules for the fiscal year 2006-2007 (Nova Scotia 2006). All the other nine
provinces include a summary table with the budget speech itself, for ease of reference. Moreover, Nova Scotia’'s budget
summary includes data on ordinary expenditures, revenues, and surpluses, but not on capital spending, as do the other
provincesin their yearly budget speeches. These drawbacks make it more difficult than necessary to compile the rele-
vant income statement statistics from Nova Scotia's budget information.
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But athough the province has made modest gains, they pale in comparison to the much stronger
advances made by Newfoundland and Labrador, which is aso benefiting from an offshore accord.
Essentially, in contrast to Newfoundland and Labrador, Nova Scotiais just marking time.

In some respects, Nova Scotia earns good marks. Given the very large decreases in surpluses that
some other provinces are experiencing from 2005/06 to 2006/07, Nova Scotia earns a commendable B
for Indicator 9 (see Table A-3). In its 2006/07 budget the province did lower taxes in a number of
areas. It raised its small business threshold to $500,000, effectively lowering its small business
corporate incometax rate, it lowered its capital tax rate on large corporations, and it also gave house-
holds a rebate on the harmonized sales tax paid on home heating and basic electricity. (With regard
to thislast item, we support tax reductionsin general; however, thistype of rebate isinferior to many
aternative tax reductions that could have been implemented. The rebate on the harmonized sales tax
paid on home heating and basic electricity is distortionary and reduces the incentives to conserve
energy.) Because of these measures, the province earns a B—for Indicator 12.

Nova Scotia is, however, forecasting a small increase in per capita interest payments in fiscal year
2006/07, so it earns only amodest C for Indicator 10. Furthermore, total spending rose from $6.5 bil-
lion in 2005/06 to $6.9 billion in 2006/07, a 6.3 percent increase that one could describe as spend-
thrifty, earning the province a well-deserved F for Indicator 11.

To summarize, Nova Scotia, like Newfoundland and Labrador, has benefited from its offshore
agreement with the federal government. And like Newfoundland and Labrador, Nova Scotia went
into its spring budget suffering from a high per capita provincial debt load. Unlike Newfoundland
and Labrador, however, Nova Scotia continues to increase government spending too quickly — a
worrying tend if it were to continue.

New Brunswick

Overall Grade: C+

New Brunswick’s overall grade of C+ isthe highest among the four Atlantic provinces, and the state
of its fiscal health before the tabling of the 2006/07 budget is also a C+, again the highest in the
region. Unlike the previous two years, New Brunswick’s fiscal accuracy is sub-par, cominginat aC.
The province’s budget impact grade has improved to an above-average B, the highest mark it has
posted in the three years of our grading exercise.

Fiscal Health Grade: C+

Jeannot Volpé, then New Brunswick’s minister of finance, in presenting his 2006/07 budget, stated
that it “continued the government’s dedication to prudent fiscal discipling’” (New Brunswick 2006, 8).
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Indeed, we give high marks for the budget itself (see our remarks below). For the state of the
province's fiscal health before the budget was tabled, we award an average C+ (see Table A-1). This
mark is a distinct improvement over the C— mark we awarded |ast year.

New Brunswick posted a budget surplus of $17 per capita in fiscal year 2005/06, according to
DBRS, a decline from the $175 per capita surplus the province recorded the previous year. As for
interest payments on the provincial debt (Indicator 1), the amount of $490 per person in 2005/06
was the lowest of any Atlantic Canadian province and the fourth lowest of the ten provinces. Low
interest payments reflect the New Brunswick government’s long-standing commitment to balanced
or surplus budgets, as well as its strong fiscal foundation. These statistics garnered New Brunswick
marks of B and C—for Indicators 1 and 2, respectively.

In the past two report cards, we stressed the challenges posed by the relatively large size of
New Brunswick’s government. Again in 2005/06, spending per capita, at $6922, was dightly higher
than the national average, while the province's employment of 88 workers per 1000 population was
near the ten-province average. These results earn the province grades of C and B—/B for Indicators 3

and 4, respectively.

Fiscal Accuracy Grade: C

Aswe noted in our two previous report cards, New Brunswick does credible work when it comesto
fiscal transparency, particularly considering the relatively small size of its staff of number crunchers.
Indeed, as we have remarked in the past, its Department of Finance publishes budget estimates that
are the clearest and easiest to comprehend of those of any of the ten provinces. But having said that,
the province's 2006 fiscal accuracy grade slipped to a C from a B— recorded a year earlier.

The provincial government’s 2005/06 estimate of its surplus differed by $138 per person from the
corresponding DBRS estimate, which earns it a B— for Indicator 5 (see Table A-2). Total spending
per capita (Indicator 6) differed by nearly $340 from the DBRS estimate, for which we award a C—.
Theresult for Indicator 7 also is sub-par. Like many provinces, New Brunswick forecast its 2005/06
surplus quite closely, underestimating by just $24 per capita, but the unexpectedly high surpluses
recorded by Alberta and Newfoundland and Labrador make New Brunswick’s performance look
relatively anemic, and we award only a D+ for Indicator 7. Its expenditure forecast underestimated
the actual amount by $175 per capita, arelatively poor performance that earns the province a C for
Indicator 8.

Budget Impact Grade: B

Former finance minister Volpé€'s characterization of the fiscal year 2006/07 budget as one of
continuing “prudent discipline” is supported by much of the data in the budget documents. On the
positive side of the ledger, New Brunswick has forecast another decline (of about $20 million) in
the amount of interest it will pay on its debt. Equally commendably, the former government increased
total expenditures at a prudent rate of only 1.7 percent. As for tax changes, the 2006/07 budget
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promised to reduce the tax rate on large corporations by 1 percent and the rate on small corporations
down to 1.5 percent; it also raised the small business threshold to $500,000. (Note that this report
card focuses on the 2006/07 budget introduced in the spring of 2006. The recently unveiled 2007/08
budget which rescinds these tax reductions is not reflected in this report card. These tax increases
likely will cause New Brunswick’s gradesto suffer in next year’sreport card.) For these achievements,
the province earns an A— and a B— for Indicators 11 and 12. New Brunswick’s surplus is expected
to decline from $116.8 million in 2006/06 to about $22 million in 2006/07, which earns the province
aB-for Indicator 9.
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The signing of energy royalty accords with the federal government does not necessarily trandate
into better fiscal grades for either Nova Scotia or Newfoundland and Labrador. Of much more
importance is how a province uses the money in afiscal mix — for instance, to what extent does it
cut taxes, deficits, and the debt, or increase expenditures? Newfoundland and Labrador, for the
coming year, has chosen to rein in spending, build up its fiscal surplus, and cut its large debt.
Moreover, it has made clear improvementsin itsfiscal accuracy and budget impact marks. Together,
these moves earn it a higher grade than it received last year.
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In Nova Scotia, in contrast, expenditures continue to grow at a worrisome rate, while its budget
balance is still in the red. Combined with its low mark for fiscal accuracy and a modest decline in
its 2006/07 budget mark, this performance leaves Nova Scotia with a lower overall grade than we
awarded last year.

At the same time, energy-poor New Brunswick and Prince Edward Island — neither of which has
the benefit of an accord with Ottawa — managed to improve their grades this year, with New
Brunswick’s being higher across the board than PEI’s. Both provinces achieved good results on
fiscal accuracy and improved their spring budget marks. We encourage both provinces to keep to
meeting their budget targets.

Finally, we should stress the importance of measures of provincial fiscal health — debt, debt servicing,
and government size— where backsliding can have serious consequences later on. On thisvital eval-
uation, Atlantic Canada posts a rather mediocre collective grade of C—/C, and only New Brunswick
manages an average C+. Clearly, therefore, al four Atlantic provinces should design prudent fiscal
targets and tax policies, as well as set spending and deficit goals, to improve their fiscal health.
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Table A-1: Scoresfor Indicator Components of Fiscal Health Grade

Indicator 1 Indicator 2 Indicator 3 Indicator 4 Grade
Atlantic Canada D+ C-/C C C-/C
Newfoundland and Labrador F C+ F C F/D—
Prince Edward Island C+ C- C- F D/D+
Nova Scotia C- C- B+ C C
New Brunswick B C- C B-/B C+
Quebec D- D/D+ A A- C+
Ontario C+/B— D+/C- A+ A+ B+
Manitoba A— C B— D C+
Saskatchewan B-/B C C/C+ D C
Alberta A+ A+ D+ A AlA+
British Columbia B+ C+ C+ A— B-/B
Table A-2:  Scoresfor Indicator Components of Fiscal Accuracy Grade

Indicator 5 Indicator 6 Indicator 7 Indicator 8 Grade
Atlantic Canada C+ D- C B C/C+
Newfoundland and Labrador B D- A+ A+ B+
Prince Edward Island B+ B+ D+ B- B—
Nova Scotia C F D+ B— D+
New Brunswick B— C- D+ () C
Quebec D+ D+ D+ B+ C-
Ontario A- A- C- C+ B—
Manitoba A— A- D+ C- B—
Saskatchewan B— B B— F C
Alberta F A+ A+ F C+
British Columbia B+ B- C B B—
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Table A-3: Scoresfor Indicator Components of Budget | mpact Grade

Indicator 9 Indicator 10 Indicator 11 Indicator 12 Grade
Atlantic Canada B B+ D+ C+/B- C+/B-
Newfoundland and L abrador B— A+ D- C B/B+
Prince Edward Island A- D+ B— B— B-
Nova Scotia B C F B— Cc-/C
New Brunswick B— C+ A— B— B
Quebec B+ D+ C- B—- C+
Ontario B C- A- C B-
Manitoba B C C+ B B—-
Saskatchewan C- C A+ A- B+
Alberta F C D+ C D-/D
British Columbia C+ C- C C- Cc-/IC
Table A-4: Changeto Total Grades, fiscal years 2005/06 to 2006/07
Total Grade Revised Total Total Grade Direction
2005/06 Grade, 2005/06 2006/07 of Change
Atlantic Canada C C C no change
Newfoundland and L abrador D+/C- D CIC+ strong increase
Prince Edward Island C C- C increase
Nova Scotia C+ C+ C- decrease
New Brunswick C+ C+ C+ no change
Quebec C C+ C decrease
Ontario B-/B B B no change
Manitoba C+ B— C+/B— slight decrease
Saskatchewan C+ C+/B— C+ slight increase
Alberta B- B B-— decrease
British Columbia B— B— B— no change
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Atlantic Canada on the Road to Prosperity, by Brian Lee
Crowley and Don Mclver

Definitely Not the Romanow Report, by Brian Lee Crowley,
Brian Ferguson, David Zitner, and Brett J. Skinner

Taxing Incentives: How Equalization Distorts Tax Policy
in Recipient Provinces, by Kenneth J. Boessenkool
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They can aso be found on our web site: www.aims.ca
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