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EXECUTIVE SUMMARY

During the past two years, Atlantic Canada' s economy has grown faster than the national economy
as a whole, perhaps misleading finance ministers of the four provinces into increasing provincial
expenditures at an accelerated rate in fiscal year 2003/04. As aresult, Newfoundland and Labrador
and Prince Edward Island have found themselvesin seriousfiscal crisis, while Nova Scotiaand New
Brunswick have engendered worrisome budget deficits.

In view of these recent economic and fiscal trends, how does the health of the Atlantic provinces
finances actually fare, relative to each other and to the Canadian average? Given the crucia assump-
tion that the best budgets are those that promote economic growth by reducing taxes, deficits, debts,
and overall government expenditures, this study attempts to assign a grade to each province's finan-
cia state.

The overall grade for each province is an average of three subgrades. Grade I, which measures the
province's fiscal health before the tabling of the fiscal year 2004/05 budget in spring 2004; Grade 1,
which reflects the accuracy of the 2003/04 budget compared with data from the independent Dominion
Bond Rating Service and the revised data in the 2004/05 budget; and Grade I11, which grades the
2004/05 budget itself.

Using this methodol ogy, the ten-province Canadian average grade is C+, while the Atlantic provinces
collectively earn a dightly below average C.

Individually, New Brunswick’s C+ isthe highest of the four provinces, areflection of the good state
of its finances in 2003/04 and its decisions in the 2004/05 budget to reduce the growth of govern-
ment spending to a more realistic rate and to eschew major tax increases. The province also does
well in the accuracy of its 2003/04 budget predictions.

Nova Scotia earns an overall grade of a C/C+, or halfway between C and C+. Although the province
ended 2003/04 in reasonably good fiscal health, its grade is reduced by a high-spending, tax-raising
2004/05 budget that is hardly conducive to promoting a healthy environment for economic growth.

For its part, Prince Edward Island rates a C—/C, reflective of the province's relatively severe fiscal
difficulties, which are largely the result of chronic overspending. In its 2004/05 budget, however,
PEI has undertaken fairly restrictive measures to deal with these problems, which isto its credit.

The lowest grade of the four Atlantic provinces goes to Newfoundland and Labrador, with aC—. As
with PEI, this below-average mark reflects both the province's fiscal woes and the current provin-
cial government’s constructive, though perhaps insufficient, attempts to address them.
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As aregion that is economically poor relative to the rest of Canada and with a population that is
hardly growing at all, the Atlantic provinces ought to be trying hard to promote an economic envi-
ronment that attracts business capital and skilled labour. At the same time, each of the four provin-
cial governments finds itself having to address voters' demands for public goods and services — a
balancing act requiring a degree of budgetary skill that, on the whole, they have failed to display. In
the period leading up to the tabling of their 2004/05 budgets, the Atlantic provinces were fiscally
worse off than the nation asawhole. In the light of that warning sign, their 2004/05 budgets are both

a disappointment and an opportunity missed. Thisis alesson worth heeding as we enter the 2005/06
budget season.
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INTRODUCTION

Each spring, the release of Atlantic Canada’s provincial budgets typically draws considerable media
commentary. In 2004, with labour turmoil in Newfoundland and L abrador and labour controversy in
New Brunswick, the release of the budgets for the 2004/05 fiscal year attracted heavier-than-usual
coverage. The media’s attention is, however, fleeting and superficial — on Budget Day and the day
after, aggregate fiscal numbers are bandied about without much context, and the media move on to
more digestible stories. In any event, given the complexity of the statistics that make up a province's
annual budget statement, it is difficult for the mediaand ordinary citizens to judge the successes and
failures of the exercise.

The purpose of this study is to fill that knowledge gap by providing an overview of the finances of
the four Atlantic provinces in away that is more approachable for the nonexpert reader and makes
them easier to compare. Provincial budgets should be judged on their usefulness as tools to stimulate
economic growth. To that end, budgets that reduce taxes, deficits and debts, and aggregate govern-
ment expenditures are more desirable than budgets that do not.

The method | use is to grade each Atlantic province's financia state — to take a snapshot of where
each standsrelative to the others and to other Canadian provinces. For each budget, | assign three sub-
grades: Grade I, which judges the state of the province's fiscal finances leading up to the release of
the fiscal year 2004/05 budget; Grade |1, which assesses the accountability of the 2003/04 budget
statistics in relation to standardized budget data and revised data one year later — in effect, a measure
of the budget’s accuracy; and Grade I11, which marks the 2004/05 budget. In turn, each of the three
subgrades is made up of four indicators — twelve in all — that provide specific information about
areas where improvements are possible.

In choosing the indicators, | observed two rules. First, for simplicity’s sake, | wanted to use only the
broad fiscal aggregates described in a budget’'s summary tables or overall budget plans, rather than
get bogged down attempting to grade the composition of provincial expenditures and revenues.
Accordingly, | make no pronouncements about the size or rate of change of expenditures and rev-
enues of specific departments. Second, | wanted to use fiscal measures that are indicative of future
economic growth. For example, | assumed that high provincial debt and deficits retard economic
growth since high debt levels imply higher future taxation® and hinder in-migration of capital and

1 Thisis the theorem of “Ricardian equivalence”, which states that consumers (and suppliers of taxable labour and
capital) are forward looking and realize that today’s borrowing must be paid for with tomorrow’s tax dollars (see
Barro 1974; Mankiw 1992). US literature exists that links high taxes in state budgets to slower state economic
growth (see Scully 1989; Barro 1991).
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productive labour. High provincial debt also implies high interest payments, nearly all of which
leave Atlantic Canada, reducing spending potential within the region.

After sketching the background of economic and fiscal trends in the Atlantic provinces and describ-
ing the system | use to grade their provincia finances, | come to the heart of the study — the grades
themselves. Very broadly, the four provinces receive a C for their collective provincial public finances,
which is dightly below the Canadian average of C+. Individually, New Brunswick leads the way
with a C+. Nova Scotia follows with a grade of C/C+, just slightly below average — in other words,
amark halfway between C and C+ (one could round it either way). Nova Scotia' s score would have
been higher but for its high-expenditure, tax-raising 2004/05 budget, which threatens to harm the
province's economy. Prince Edward Island registers a C—/C, but the province is taking steps to cope
with afiscal crisis, asis Newfoundland and Labrador, which rates a C—.

As for the three subgrades, for Grade I, on the state of their fiscal health leading up to the spring
budgets, the four provinces collectively earn a C. For Grade |1, on fiscal accuracy, the region as a
whole earns a C/C+, dlightly below the national average. For Grade 111, on their 2004/05 budgets,
both Newfoundland and Labrador and PEI post scores that are higher than the Canadian average,
while New Brunswick and Nova Scotia rate bel ow-average scores.

Following the presentation of the grades for the four provinces, the paper concludes with some pro-
posed directions for future research. Thisreport respondsto the urgent need for more public account-
ability of governments for their fiscal and budgetary performance. Although the methodology
undoubtedly will evolve over time, | trust readers will agree that thisinitial attempt is a useful start-
ing point for regular, publicly accessible, and understandable assessments of Atlantic Canada's
finances — assessments that decisionmakers and taxpayers alike can use to pinpoint ways to
improve the fiscal environment for the region’s economic growth.?

2 |l invitereaderswho wish to examine the technical details of the methodol ogy, assumptions, and data on which this study
is based to view the companion paper, “ Grading Atlantic Canada's 2004/05 Provincial Finances. Data Calculations and
Sources’, available from the Atlantic Institute for Market Studies; see web site: <www.aims.ca>.
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THE RECENT ECONOMIC

BACKGROUND AND FISCA

By any yardstick, the Atlantic provinces face considerable financial difficultiesin fiscal year 2004/05.
Slower economic growth in 2003/04 put a crimp in the provinces own-source revenues — that is,
revenues raised through, for example, taxation and user fees, exclusive of transfers from the federal
government. Economic growth in the region as a whole is expected to decelerate noticeably in the
current fiscal year. All four provinces also face increasing health care cost pressures because of their
aging populations — indeed, the region’s population is aging disproportionately faster than that in the
rest of Canada. Moreover, the region’s slow population growth threatens to limit the growth in federal
transfers, particularly payments made under equalization and the Canada Health Transfer (CHT) and
Canada Social Transfer (CST).

Slow as economic growth wasin Atlantic Canada, it was still higher than that for Canada as awhole
in both 2002 and 2003, posting real output gains in gross domestic product (GDP) of 6.7 percent and
2.8 percent, respectively, in those years (see Table 1). Atlantic Canada' s dow population growth makes
the corresponding per capitarea GDP growth numbers even more remarkable, with growth rates of
6.8 percent and 2.6 percent, respectively, for 2003 and 2004, in contrast to 2.2 percent and 0.8 percent
for Canada as awhole. Much of the superior performance came from Newfoundland and Labrador’s
energy-producing sector and from the then-low Canadian dollar, which boosted tourism and natural
resource revenues denominated in US dollars.

Table 1: Estimated and Forecast Growth in Real GDP and Per Capita Real GDP,
Atlantic Provinces and Canada, 2002-04

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

(year-over-year percentage change)

Real GDP
2002 15.4 5.7 44 4.0 6.7 33
2003 6.5 19 0.9 2.6 2.8 1.7
2004 2.6 2.6 2.7 2.7 2.6 3.0
Per capitarea GDP
2002 16.0 55 4.3 4.0 6.8 2.2
2003 6.4 1.3 0.7 25 2.6 0.8
2004 2.6 19 25 2.6 25 24

Sources: Satistics Canada Daily; average consensus forecasts taken from various banks economic forecasts.
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Table2: Growth Ratesin Components of Provincial Government Revenue,
Atlantic Provinces and Canada, fiscal years 2002/03 to 2004/05

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

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

2002/03 12.6 9.4 6.5 0.5 6.1 19

2003/04 41 2.2 2.2 7.9 4.2 39

2004/05 4.8 39 20 3.2 3.6 N/A
Transfers

2002/03 1.3 (10.5) (6.6) (5.1 (5.0 5.3

2003/04 32 12.8 9.5 0.6 34 5.8

2004/05 (16.4) 8.3 8.3 7.9 4.0 N/A
Total revenue

2002/03 6.5 1.0 16 (1.8 1.6 24

2003/04 12 6.2 47 4.7 39 4.2

2004/05 (3.3 31 4.2 5.1 2.6 N/A

Sources: Beauchemin et a. 2004; various provincial budgets for fiscal year 2004/05; and author’s calculations.

Trends in Provincial Government Revenue

Buoyant economic growth in 2002 translated into strong own-source revenue growth in the Atlantic
provincesin fiscal year 2002/03, outpacing that for the nation as awhole by 6.1 percent to 1.9 percent
(see Table 2). It was, however, a different story in 2003. In that year, while Atlantic Canada’s econ-
omy still managed to grow about 1 percentage point faster than the national economy (2.8 percent
versus 1.7 percent), the region’s own-source revenues grew at only a slightly higher rate than the
national average (4.2 percent versus 3.9 percent). As Tables 1 and 2 show, the story differs from
province to province. New Brunswick’s economy grew by 2.6 percent but its own-source revenues
grew by a healthy 7.9 percent. Newfoundland and Labrador, in contrast, experienced real GDP
growth of 6.5 percent but own-source revenues grew by only 4.1 percent, while Nova Scotia and PEI
had not only anemic real GDP growth rates but own-source revenue growth that fell below the
national average.

Much of the slow growth in total government revenues in Atlantic Canada — 1.6 percent in fiscal
year 2002/03 and 3.9 percent in 2003/04 — is, however, accounted for by the relatively slow growth
of federal transfers to the region over the past two years. In 2002/03, federal transfers actually
declined by 5 percent, even as they increased by 5.3 percent nationally. The region’s strong economic
growth that year led to a clawback of equalization payments, while its slow population growth was
reflected in relatively reduced per-capita-based transfers such as those made under the CHT and CST.
In 2003, as economic growth rates in Atlantic Canada slowed to alevel closer to the national average,
federal transfers to the region increased by 3.4 percent but by 5.8 percent for the nation as awhole.
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Among the individual Atlantic provinces, PEI, Nova Scotia, and New Brunswick increased their
total government revenues in 2003/04 and 2004/05, with federal transfers climbing considerably
from 2002/03. As Table 2 shows, however, Newfoundland and L abrador saw adecline in the growth
of total government revenues over the three fiscal years, largely due to drastic cutbacks in federal
receipts, including a stunning 16.4 percent drop expected in 2004/05. Again, alarge part of the reason
for these cuts is the clawback of equalization payments as a result of increased oil royalties and a
declining population, a situation the “Valentine’'s Day Accords’ just signed between the federal gov-
ernment and the provinces of Nova Scotia and Newfoundland and Labrador are intended to address.

Trends in Provincial Expenditure Growth

One might have expected sluggish government revenue growth rates to have prompted the Atlantic
provinces to restrict the growth of their expenditures — and, indeed, they did so to a limited extent
in fiscal year 2002/03 (see Table 3). Yet growth in provincia government spending outpaced growth
in total government revenues in the region in both 2002/03 and 2003/04, with spending in the | atter
year actually growing at a rate marginally higher than that for Canada as a whole. Government
spending in the region is expected to increase again in 2004/05, despite negligible population growth.
By contrast, the rest of the country — thanks to positive net interprovincial immigration and high
international in-migration — is experiencing a steadily rising population stock.

Table 3: Growth Ratesin Components of Provincial Government Expenditures,
Atlantic Provinces and Canada, fiscal years 2002/03 to 2004/05

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

(year-over-year percentage change)

Hedlth
2002/03 5.9 15.3 2.9 31 4.3 5.8
2003/04 32 0.3 6.6 4.8 49 6.3
2004/05 11 1.7 8.0 4.4 4.6 N/A
Interest
2002/03 (0.9 (0.5) (7.0) 29 (4.0) (2.8)
2003/04 3.6 9.1 35 4.4 49 35
2004/05 18.6 3.0 1.2 2.7 57 N/A
Residual
2002/03 2.7 (2.9 1.4 33 2.0 2.4
2003/04 6.2 3.2 3.4 2.4 4.0 3.2
2004/05 (2.9 8.7) 3.6 13 0.4 N/A
Total
2002/03 3.2 21 0.2 3.2 2.0 3.0
2003/04 4.9 4.7 4.6 4.6 4.7 4.5
2004/05 1.2 (3.6) 49 2.3 25 N/A

Sources: Beauchemin et a. 2004; various provincial budgets for fiscal year 2004/05; and author’s calculations.
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What accounts for Atlantic Canada’s high growth in total expenditures? Clearly, one reason is that
strong public demand is driving increased spending on health care. As Table 3 shows, spending in
this key area increased by more than 4 percent in 2002/03 and 2003/04 and is projected to increase
by another 4.6 percent in 2004/05. Interest payments on accumulated provincia debt also grew faster
than the national average in 2003/04, following a welcome decline in 2002/03, and are forecast to
rise another 5.7 percent in the current fiscal year.

Given the Atlantic provinces' apparent political commitment to rising health care spending and their
legal obligations with respect to debt repayment, one might expect them to have limited spending in
other areas, such as education, social services, transportation, and general government. Yet, as Table 3
shows, “residual” spending, which includes these components, continued to grow in 2002/03 and
2003/04 — in the latter year by a profligate 4 percent versus 3.2 percent for the nation as a whole.
Newfoundland and Labrador, despite its declining population, increased residual spending by a
whopping 6.2 percent in 2003/04. Nova Scotia and New Brunswick have increased their residual
spending aswell — occasionally at above the average national rate, again despite the two provinces
essentially zero population growth.

In summary, increases in total government revenues in Atlantic Canada in fiscal years 2002/03 and
2003/04 failed to keep pace with rising government spending in those years, setting the stage for
drastic fiscal action in 2004/05. In its current budget, Newfoundland and Labrador expects to hold
spending increasesto just 1.2 percent, while cutting spending on “residual” components by nearly 3 per-
cent. PEI is cutting total spending by more than 3.5 percent, while slashing its spending on residual
outlays by 8.7 percent. New Brunswick, too, islimiting the growth of itstotal spending to 2.3 percent,
just haf the growth rate of 2003/04, with its spending “residud” is budgeted to grow by only 1.3 percent.
Nova Scotia, in contrast, plans to increase spending once again, abeit with substantial tax increases,
at arate similar to the national average despite its slow-growing economy and popul ation base.
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THE GRADING SYSTEM

A Province’s Financial Health:
More than Its Spring Budget

With the Atlantic provinces' recent economic and fiscal history in hand, the next step isto devise a
way to assess — to grade — their provincia finances. One cannot, however, simply look at the most
recent spring budget in order to determine a grade, for several reasons.

First, the budget revises estimates set out in the previous year’s budget and forecasts spending, rev-
enues, and balances for the coming year. In that sense, the budget is only the provincial government’s
written promise as to how and where it will levy taxes and spend tax money. Since the budget is
merely a promise, a miscreant provincial government could overstate fiscal data, thereby inflating
any grade that might be applied to it.

Second, the provinces do not use standardized ways of presenting budget data. Newfoundland and
Labrador, for example, provides budget deficit statistics on a “cash” basis, rather than an “accrual”
basis as the other provinces do, which would lead to data comparison errors.

A third, and perhaps more fundamental, reason for looking beyond the spring budget to measure a
province' sfiscal hedlth isthe need to take context into account. For example, adeeply indebted province
might feel obliged to slash spending by far more than another, less-indebted province, resulting in
its budget being awarded a higher grade than it deserves. Accordingly, to make valid comparisons
among the provinces, one should look at their fiscal situations at a point just prior to the tabling of
their spring budgets. Consider the analogy of afitness clinic that might want to grade each member
on his or her promise (or plan) to lose weight; the obvious starting point would be to see how much
the member’s actual weight deviated from his or her desired, or “optimum”, weight. One could call
this first measure, which gives context to the spring budget, Grade I.

The next step is to compare the statistics from the previous fiscal year’s budget — in this case, the
budget for 2003/04 — with standardized budget data from an independent source, the Dominion
Bond Rating Service (DBRYS) as reported in its most recent annual study (Beauchemin et al. 2004),
and with revised data for the previous fiscal year contained in the current budget (in this case, for
2004/05). Cdll this second measure Grade 1. In the fitness clinic analogy, Grade I1, in effect, meas-
ures the accuracy of the data self-reported by the member; in the assessment of provincia finances,
Grade || measures the accuracy of the government’s budget predictions.
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Thethird step isto grade the spring budget itself on its perceived contribution to the goal of improv-
ing the environment for economic growth. Call this Grade I11. At the fitness clinic, it is analogous
to evaluating the member’s weight-loss goals for the upcoming class.

Finally, to obtain an overall grade for the province, one simply averages the three subgrades.

Determining Grades: The Twelve Indicators

How are the three grades to be determined? Above, | stated the assumption that lower deficits (and
debt) and lower spending are key to strong economic growth. That assumption accordingly influ-
ences the choice of indicators to ook at in assigning grades. For each of the three grades, | examine
four indicators (see Table 4). Some indicators are negative in the sense that a rise in them means
slower economic growth — these are designated by a minus sign. Positive indicators, where arise
implies faster economic growth, are designated by a plus sign.

For Grade I, which focuses on the previous fiscal year (in this case, 2003/04), two of the four indi-
cators denote the status of the province's debt and deficit and two measure government expenditure:

* Indicator 1: the debt interest paid per capita (-);

e Indicator 2: the deficit per capita (-);

* Indicator 3: ordinary expenditures per capita less debt interest paid (-);

e Indicator 4: the number of “public administration employees’ per 1000 population (-).3

Each of the four indicators is weighted equally, so that each of the pairs of debt/deficit and expen-
diture variables accounts for 50 percent of Grade I.

For Grade I1, two indicators compare fiscal data from the province's budget books for the previous
fiscal year (2003/04) with statistics from the DBRS, and two compare the province's forecast of fiscal
aggregates from the previous year’s budget with the revised data for that year in the current year’s
(2004/05) budget books:

» Indicator 5: the per capita deficit error, calculated as the negative of the absolute value of the per
capitadeficit in the previous year’s budget minusthe per capitadeficit as reported by the DBRS (+);

* Indicator 6: the per capita spending error, calculated as the negative of the absolute value of per
capita government spending in the previous year’s budget minus per capita spending as report-
ed by the DBRS (-);

» Indicator 7: the per capitadeficit forecasting error, calculated as the per capita deficit for the pre-
vious fiscal year as reported in the current year’s budget minus the per capita deficit for the pre-
vious year as forecast in the previous year’s budget (+);

3 As, defined by Statistics Canada, “public administration employees’ does not include heath, education, or social
workers, or other professional occupations beyond those on direct departmental payrolls.

Atlaniic

AINS
[ () ket Studed



©

Table 4: Definitions of the Fiscal I ndicators Used to Compile the Three Grades

I ndicator Definition

Indicator 1 2003/04 per capita debt interest paid

Indicator 2 2003/04 per capita deficit (or surplus)

Indicator 3 2003/04 per capita ordinary expenditures less debt interest

Indicator 4 Number of provincial employees per 1000 population in 2003

Indicator 5 Negative of the absolute value of the 2003/04 per capita deficit error (DBRS vs. budget documents)
Indicator 6 Negative of the absolute value of the 2003/04 per capita spending error (DBRS vs. budget documents)
Indicator 7 2003/04 deficit estimate error (2003/04 vs. 2004/05 estimates)

Indicator 8 2003/04 expenditure estimate error (2003/04 vs. 2004/05 estimates)

Indicator 9 Change in per capita deficit (or surplus) from 2003/04 to 2004/05 (from budget documents)
Indicator 10 Change in per capita debt interest from 2003/04 to 2004/05 (from budget documents)

Indicator 11 Change in per capita dollar expenditures from 2003/04 to 2004/05 (from budget documents)
Indicator 12 Qualitative estimate of tax rate and tax base changes

» Indicator 8: the per capita spending forecast error, calculated as per capita spending in the pre-
vious year’s budget minus per capita spending for the previous year as reported in the current
year’s budget (+).

Again, in the calculation of Grade Il, each of the four indicators is equally weighted. Note that if a
government considerably underestimates or overstates spending deficitsrelative to datafrom the DBRS,
that is considered a negative. Similarly, if the province considerably overstates or underestimatesits
deficit and expenditures in the previous year’s budget relative to the revised datain the current budget,
that is also considered a negative.

For Grade I11, the first three indicators are taken from projections in the current budget, while the
final indicator is a subjective assessment of tax rate changes.

» Indicator 9: the projected change in the current fiscal year’s per capita deficit (or surplus) from
that of the previous year, as reported in the current budget (+);

* Indicator 10: the projected change in per capita debt interest paid in the current year from that
of the previous year, as reported in the current budget (-);

» Indicator 11: the projected change in per capitatotal government expendituresin the current year
from that of the previous year, as reported in the current budget (-);

» Indicator 12: asubjective assessment of tax rate changes, grading (in descending order of impor-
tance) those for corporate income tax, personal income tax, and sales tax (-); see Table 5.4

Again, al four indicators are equally weighted to obtain Grade I11.

4 Notethat it is extremely difficult to aggregate tax bases and tax rates into a single tax intensity indicator due to the
difficulty of obtaining effective tax rates, especially now that the provinces are freer to change personal and corporate
income tax bases. Conseguently, | use expenditure statistics, which are more easily comparable across provinces.
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Table 5: Announced Tax Changes by Province, fiscal year 2004/05 Budget

Corporate
Incomeand  Personal Sales and Other Taxes Indicator 12
Capital Taxes Income Taxes Excise Taxes and User Fees Grade Explanation

Newfoundland excise taxes C+ No meaningful tax changes,

and L abrador on tobacco except as announced, thus

products raised “average’ grade of C+

Prince Edward Capital tax rate Excisetax rate  User fees raised D+ Capital taxes inhibit

Island raised from 3% on gasoline on avariety of economic growth, and
to 5% raised by 3¢ gov. services raised this tax by alot

per litre

Nova Scotia Financial corp. Phased out Some user fees F Capital taxes raised;
capital taxes  rate decreases raised province reneged on
raised to 4%; announced in previous personal income
large corp. previous tax cuts
capital taxes  budgets
raised to 3%

New Brunswick Some user fees B— Only revenue increases
and penalties were user fees, the least
raised economically damaging tax

Quebec Capital tax Child Assistance C+ No tax changes except
exemption on  Tax Credit raised; for minor adjustment to
SMEsraised falsely touted as capital tax base
to $1 million  “tax decrease”

Ontario Piggybacked  Taxeson F New Hedlth Tax isa

new Hedlth Tex cigarettes and massive persona income
onto personal  alcohoal raised and is regressive
income tax

Manitoba Corporate 6% tax cut on A Broad-based tax cuts
income tax rate  middle-income on persona and corporate
reduced by brackets incomes announced
0.5 percentage announced
point to 15%

Saskatchewan Some brackets Sales tax Various user F De-indexation of personal
and rates increased from  fees and revenues income tax is an effective
de-indexed 6% to 7% increased and hidden tax increase;

salestax rate increase is a
major tax increase

Alberta Corporate School property A— Commendable corporate
income tax rate tax rate cut by income tax cuts, but no
cut by 1.0 2.3% personal income tax cuts
percentage
point to 11.5%

British Columbia Tax incentives Threshold for B— Unspecified corporate
increased for  homeowner grant income tax incentives
businesses increased to promised, but little else

$585,000
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Table 6: The Grading Scheme

Grade Z-Score Interval Grade Interpretation
A+ 1.11 and above outstanding
A 091to11 excellent
A— 0.71t0 0.9 excellent to very good
B+ 0.51t0 0.7 very good
B 0.31t0 0.5 good
B— 0.11t0 0.3 dlightly above average
C+ -01t00.1 average
C -0.11t0-0.3 dightly below average
C- -0.31t0o-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

With the datafor thefirst 11 indicators in hand, the next step isto convert them into standard scores,
or “z-scores’, astatistical devise that allows data from different provincesto be graded relatively —
“on acurve”, to use a common phrase — and compared (see Games and Klare 1967, 151) in order
to assign Grades I, II, and Il1. Z-scores are a powerful and useful tool: Maclean’s magazine uses
them in its ranking of universities, and so does the United Nations in its ranking of countries “eco-
nomic development” (the UN Development Index).

To arrive at an overall grade that describes a province's finances, | simply added the z-scores for
Grades|, I, and 111, but giving the first two grades aweight of 0.4 each and Grade |11 alower weight
of 0.2 (because it evaluates a subjective promise of future fiscal behaviour, rather than the actual
results that underpin the other grades). | then assigned 13 different letter grades, from A+ to F, to
ranges of z-scores, along with intuitive interpretations of the grades (see Table 6). Thus, for example,
C+ — right in the middle between A+ and F — also happens to be close to the ten-province
Canadian average. It makes sense, then, to call that grade “average’.
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PRESENTING THE GRADES

If C+ isthe average grade for the current overall state of provincia financesin Canada, how do the
four Atlantic provinces measure up? Collectively, they earn only a C, amark slightly below average.
Individualy, only New Brunswick manages to garner an average C+. The other three provinces all
fal short of the Canadian average. Newfoundland and L abrador, in the midst of corrective stepsto resolve
itsfiscal crisis, earnsamediocre C—. Prince Edward Island, in similar fiscal difficulties, earnsamar-
ginally higher C—/C. Nova Scotia would have received an average mark or better except that its
budget accuracy needs improving and its most recent budget is a poor, high-expenditure, tax-raising
effort that threatens to dampen economic growth in the province — accordingly, it rates a C/C+.

A look at the components of the overall grade, however, reveals some divergence within the region.
For Grade | — on their fiscal health leading up to the fiscal year 2004/05 budgets — the four
provinces collectively rate a C, but both PEI and Newfoundland and Labrador score much more

poorly. For Grade Il — on the accuracy of their budget predictions — the region earns a C/C+.
Individually, PEl and New Brunswick perform well, while the other two provinces are dightly below
average. For Grade |1l — on the contribution of their 2004/05 budgets to the goal of stimulating

economic growth — the Atlantic provinces are right at the Canadian average with a C+. The budgets
of PEI and Newfoundland and L abrador rate better than average, while those of New Brunswick and
Nova Scotiafall short.

Table 6 summarizes the grades of the government finances of all ten Canadian provinces. Let us
look now at the four Atlantic provinces individually.

Newfoundland and Labrador

Overdl Grade: C—-

Newfoundland and Labrador’s dlightly below average overal grade is a reflection both of the
province's fiscal woes and of the current government’s attempts to address them. The precarious
nature of the province'sfinances prior to itstabling of the fiscal year 2004/05 budget last April rates
it avery poor D—/D for Grade | and a slightly below average C for the budget numbers offered up
in its 2003/04 and 2004/05 budgets (Grade 11). For its commendable 2004/05 budget plan, the
province earns a B. Newfoundland and Labrador is making some efforts to address its fiscal prob-
lems, but one wonders if the province's expenditure cutting so far is enough to do the job.
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Table 6. Grades for Provincial Government Finances and Budgets

Gradel Gradell Gradelll Overall Grade
Atlantic Canada C C/C+ C+ C
Newfoundland D-/D C B C-
Prince Edward Island D-/D C+ B-/B c-/C
Nova Scotia B- C C- C/C+
New Brunswick C B— C C+
Quebec D/D+ B— C C
Ontario B+/A- F D+ c-/C
Manitoba B+ C+ B B-/B
Saskatchewan C B+ C C+/B—
Alberta A A— B— A—
British Columbia B C+ C+/B- B-

Grade | (Budget Context): D—/D

In presenting the 2004/05 budget, Newfoundland and Labrador’s finance minister Loyola Sullivan
acknowledged his province's severe financial circumstances and said that ongoing deficits would
“compromise the fiscal integrity of the province” (Newfoundland and Labrador 2004, 1). He added
that higher debt loads would, by 2007/08, “cost the province an additional $150 million in interest
payments every year” (p. 6). The data support the finance minister’s assertions. The per capitainterest
payment on the province's debt in 2003/04 (Indicator 1), as measured by the DBRS, was $980, the
third-highest of any provincein the country, aswas its DBRS-measured deficit (Indicator 2), at $410
per person. These two indicators earn the province its low mark on Grade I. (For a province-by-
province summary of marks for the three grades and for their 12 indicator components, see
Appendix Tables A-1, A-2, and A-3.)

As noted earlier, Newfoundland and Labrador’s high deficits are largely the result of the structural
decline in the province's equalization payments and its high rate of government spending. Indeed,
the province could have taken firmer control of its spending over the past two years. For example,
its per capita program spending of $6409 in 2003/04 (Indicator 3) was nearly athousand dollars per
person higher than the ten-province average.and the second-highest in the country. Considering its
fiscal difficulties, Newfoundland and Labrador has been spending at a very high rate, at least until
its 2004/05 budget. The province's 13.2 public administration employees per 1000 population in
2003/04 (Indicator 4) was aso the second highest in the country.
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Grade Il (Budget Accuracy): C

Despite the government’s considerable reworking of the numbers in its 2004/05 budget, the datain
the 2003/04 budget had been stated fairly conservatively — particularly compared with the drastic
revisions that took place in the budgets of Ontario and PEI — which led the province to overstate
its deficit by a considerable margin. For this per capita deficit error (Indicator 5), the province earns
apoor D—/D. The government also overestimated total provincia spending (Indicator 6), to earn aC.
On the whole, its 2003/04 budget forecasts were reasonably accurate, with a below-average D+/C—
for its deficit estimate (Indicator 7) — attributable to the province'sfailure to forecast accurately the
sudden drop in federal equalization payments — offset by avery good B+ for its spending estimate
(Indicator 8). On the positive side, the province has begun to move from a cash to an accrual meas-
ure of deficit spending, as the DBRS had urged.

Grade 11l (The Economic Strength of the 2004/05 Budget): B

Thetabling of the spring 2004 budget was followed by a serious strike of public service employees.
Here, however, | avoid comment on that controversy and focus instead on the relative merits of the
budget itself. Starting with its good points, the budget states up front the government’s intention to
fight its large deficit (Indicator 10) by reducing expenditures, not by raising taxes, which earnsit an
excellent A/A+. Indeed, per capitatotal expenditures (Indicator 11) are expected to grow by only a
modest $56 in 2004/05 over ayear earlier, for which the province earns a B/B+. By forgoing major
tax increases (Indicator 12), except on tobacco products, it earns an average C+, a mark it also
receives for the budget's projection of amodest decline of only $85 per person in the 2004/05 deficit.

Prince Edward Island

Overdl Grade: C-/C

Prince Edward Island receives a poor D—/D for the state of its finances before the tabling of the
2004/05 budget (Grade 1) — more for the province's high spending habits than for its debt and
deficit situation per se. Its budget accuracy mark (Grade 1) of C+ reflects erratic 2003/04 budget
predictions that offset an otherwise well-prepared budget data methodology. The province earns a
B—/B for its promise of arather stark fiscal retrenchment in its 2004/05 budget (Grade I11). In sum-
mary, PEI faces considerable fiscal difficulties, but the provincia government has undertaken fairly
restrictive measures to address them.

Grade | (Budget Context): D—/D

In his 2004/05 budget speech, PEI provincial treasurer Mitch Murphy blamed the federal govern-
ment for shortfallsin transfersto his province. Yet the DBRS reports that federal transfersincreased

Atlaniic

AINS
[ () ket Studed



o

15

in 2003/04 by nearly 13 percent over the previous year, compared with 5.8 percent for the country
as awhole or 3.4 percent for the Atlantic region. To be sure, the province saw a sharp drop in the
growth of own-source revenues, but the increase in transfers meant that total revenues grew by a
fairly healthy 6.2 percent in 2003/04.

PEI's marks for its debt and deficit levels (Indicators 1 and 2) are at or slightly above average.
Provincia treasurer Murphy worried that “the fiscal position deteriorated significantly during the
past year” (Prince Edward Island 2004, 1), without specifically discussing deficit numbers. However,
the per capita deficit estimate from the DBRS of about $174 is actually moderately lower than that
for the Atlantic region, and is lower than the national average.

The deficit problem in PEI's 2003/04 budget was the result of rather high spending growth —
4.7 percent as measured by the DBRS, mainly in nonhealth care spending and interest payments on
the provincia debt. PEI rates an F for its much higher than average per capita program spending
(Indicator 3). That the island province's small scale likely plays a significant role in boosting per
capita spending does not absolve the government of the need to address this problem. On Indicator 4,
the province scores another failing grade for its 22 public administration employees per 1000 pop-
ulation, more than three times the national average and nearly twice the average for Atlantic Canada.

Grade Il (Budget Accuracy): C+

For asmall province with alimited staff of number crunchers, PEI does a commendable job of keep-
ing its budget document figures in line with DBRS statistics. Nevertheless, the province found it
necessary to revise its 2003/04 forecast deficit and expenditure numbers (Indicators 7 and 8) dras-
tically in the 2004/05 budget. A projected $23 million deficit for 2003/04 came in at almost
$104 million in the 2004/05 budget, while total expenditures for 2003/04 rose from a projected
$1.053 hillion to an actual $1.106 billion in the 2004/05 budget. For these errors, the province rates
very poor grades.

Grade 11l (The Economic Strength of the 2004/05 Budget): B—/B

PEI’s 2004/05 budget set fairly good guide markers in two key areas, which one hopes the province
will follow conscientiously. First, it sets out an ambitious plan to lower the per capita deficit from
$753in 2003/04 to $237 in 2004/05 — sufficient to earn the province an A for Indicator 9, the high-
est of any province. Second, although the provincial treasurer was vague about specific details, the
budget projects both total spending and per capita spending to fall, which earns the province an out-
standing A+ for Indicator 11. Asfor interest payments on the provincial debt (Indicator 10), the bud-
get’sforecast of asmall per capitaincrease earnsit a C—, or slightly below the ten-province average.
Increases in the capital tax on financial corporations and the gasoline tax give the province afairly
poor D+ on Indicator 12.
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Nova Scotia

Overdl Grade: C/C+

Entering 2004, the state of Nova Scotia's finances was rather good, with the province managing to
avoid the severe financial crisesthat beset Newfoundland and Labrador and PEI. On Grade |, there-
fore, Nova Scotia earns a dightly above average B—. As for Grade |1, although the province accu-
rately forecast its 2003/04 fiscal estimates, its 2003/04 own-budget data deviate considerably from
adjusted financial data reported by the DBRS; accordingly, a slightly below average C is all Nova
Scotia can muster. And certainly, given its hikes in personal income tax rates and lavish spending
plans, the 2004/05 budget is a disappointment, earning it a C—for Grade I11.

Grade | (Budget Context): B—

In the 2004 budget speech, finance minister Peter Christie claimed success for his plan to “balance
the budget within three years” (Nova Scotia 2004, 1), yet the province's debt and deficit problems
are far from solved. Per capita interest payments in 2003/04 were significantly above the national
average, earning the province a poor D—/D on Indicator 1. Despite this flaw, Nova Scotia has been
making some progress, as the slightly above average mark for Grade | reflects. Its spending levels
also compare favourably with the ten-province average. The number of provincia public adminis-
tration workers per 1000 population, at 9.5, is only moderately above the national average— a good
signpost for a small Maritime province. And 2003/04 provincial per capita expenditures, at $5270,
compare well with the national average of $5481.

The trouble with Nova Scotia's spending is that its year-over-year increase has been too high for a
province with such slow population growth. According to the DBRS, despite only a marginal
increase in its population, the province increased total spending by 4.6 percent in 2003/04; the
national average was 4.5 percent. The finance minister’s apparently sanguine attitude toward the
province's debt and debt interest payments thus offers misplaced support for the strong spending
increases in the current budget.

Grade Il (Budget Accuracy): C

On the positive side, Nova Scotia predicted its major 2003/04 fiscal aggregates more accurately than
the Canadian average. A discrepancy exists, however, between the government’s major fiscal num-
bers and those of the DBRS, with the province claiming a 2003/04 budget surplus of $14.5 million,
while the DBRS estimates a $120 million deficit. Similarly, the province claims a total spending
figure that is $420 million lower than the DBRS-adjusted estimate. For these poor showings of
Indicators 5 and 6, the province earns an overall mark for Grade Il that is slightly below average.
Nova Scotia seems to offer a budget picture that falls short of fully reflecting the province's bor-
rowing and debt picture.
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Grade 111 (The Economic Strength of the 2004/05 Budget): C—

In its 2004/05 budget, Nova Scotia set a very small surplus target of $2.1 million, a slight decline
from the revised 2003/04 budget surplus. The province also expects a modest increase in debt-service
payments. It bears emphasizing, however, that Nova Scotia might be underestimating its actual deficit,
causing it to assume, wrongly, that it can increase expenditures at afaster pace than might be prudent.
In his budget speech, finance minister Christie enthusiastically declared that it would take a consid-
erable amount of histime that day to account for the “new dollars we will invest through thisyear’s
budget to make life better and alittle easier for Nova Scotiafamilies’” (Nova Scotia 2004, 1). Indeed,
the budget calls for arather large 4.9 percent increase in total spending, a growth rate much higher
than that of the other three Atlantic provinces.

Asfor tax increases, Nova Scotia has reneged on the personal income tax cuts announced three years
ago and is phasing in rate increases for middle- and upper-income taxpayers. The very highest
income earners will pay even more tax than they did before the tax cuts. The province is also
increasing its financial capital tax rate from 3 percent to 4 percent, and its large corporation capital
tax rate from 0.25 to 0.33 percent. These personal and corporate income tax increases can only hurt
the province's economic growth prospects. Accordingly, its 2004/05 budget rates a mediocre grade
of C—.

New Brunswick

Overdl Grade: C+

Like Nova Scotia, New Brunswick entered the fiscal year 2004/05 budget cycle without facing a
severe budget crisis. Its debt and deficit situation, although far from ideal, is better than the national
ten-province average. The province's spending, however, is worryingly above the national norm.
The 2004/05 budget accordingly ratesonly a C, slightly below the national average. New Brunswick
avoided major tax increases in the current budget, set a deficit target that is somewhat better than the
national average, and projects total spending right at the national average. Per capita debt interest
payments are, however, expected to rise at a rate above the national average. Having said that, the
accuracy of the province's finances is modestly good, and on Grade 1l it earns a B—.

Grade | (Budget Context): C

Of al the Atlantic provinces, New Brunswick had the highest mark (B-) for its per capita debt interest
payments (Indicator 1), which were considerably lower than the national average. Moreover, its DBRS-
measured deficit was considerably less than the corresponding ten-province per capita deficit, which
earns it a B— for Indicator 2. Provincial spending was somewhat higher than the national average,
however, which brings down the overall mark for Grade | to dlightly below the national average.

Atlaniic
Fsldiide inr

AINIS
[ Markei S



o

18
Grade 1l (Budget Accuracy): B—

To its credit, the province's Finance Department rel eases clear, carefully constructed budget numbers
— its“Budget Plan” tables are the most comprehensive of any of the ten provinces— and its 2003/04
deficit numbers match the corresponding DBRS estimates almost exactly. The province's spending,
however, comes in considerably above the corresponding DBRS estimates, which earns it a very
poor D— on Indicator 6. With deficit and expenditure forecasts at or slightly better than average, the
province rates a B— on Grade |1, the highest of the four Atlantic provinces.

Grade 111 (The Economic Strength of the 2004/05 Budget): C

In two key areas — deficit positioning and tax policy (Indicators 9 and 12) — New Brunswick’s
financial plans as expressed in the 2004/05 budget are fairly good. The province promises to bal-
anceits 2004/05 budget, following afairly significant deficit in the previous year. However, its debt-
interest payments are expected to rise considerably faster than average. Per capitaprovincia spending
isalso above average, again despite the province's near-zero population increase. Finally, the 2004/05
budget schedules no major tax increases other than nominal rises in user fees, fines, and penalties.
Overall, however, New Brunswick’s most recent budget scores slightly below the national average.
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SUMMARY AND DIRECTIO

FOR FURTHER RESEARCH

When provinces plan budgets, they often find themselves on a knife edge — wanting to please their
constituents' demand for government goods and services while avoiding higher taxes, deficits, and
debt. A province that fails to keep taxes, deficits, and debt down risks becoming a less attractive
location for potential corporate investment and the in-migration of entrepreneurs. A relatively less
well developed region like Atlantic Canada, however, must attract corporate and small business for-
mation to grow.

The state of the Atlantic provinces finances before their most recent spring budgets was slightly
below the national average. One had hoped that the provinces would use the opportunity of their
2004/05 budgets to improve this state of affairs. Yet their collective mark of C+ for Grade | reflects
only an average effort on their part to attract productive businesses and skilled |abour.

Newfoundland and Labrador and PEI face crisis-level debt and deficits, which they are trying to
address through spending cutbacks. In view of the fact that both provinces still expect to register
budget deficits, however, their retrenchment efforts do not go far enough. Nova Scotia and New
Brunswick began the most recent budget cycle in comparatively better financial shape, but Nova
Scotia has veered off toward irresponsibly higher spending and taxes — a stance not conducive to
economic growth. New Brunswick, in contrast, has kept spending increases to a more modest level
and has avoided tax increases, which keeps its overall performance at the national average.

Given these mixed results and the improbability of uniformly bad or good provincial fiscal perform-
ance, the construction of aclear and easily understandable grading system for provincial government
financesisacritical analytical tool for decisionmakers and taxpayers aike. In assigning a grade, one
must decide what indicators to include, what they are to measure, and how to weight them.

Grading the fiscal context of a province's budget (Grade 1), its budget data accountability (Grade 11),
and the contribution of the current budget to stimulating economic growth (Grade I11) are al useful
objectivesin their own right. The grading system should aso be uncluttered and easy to understand.
Thus, | concentrate on constructing aggregate, well-recognized fiscal data— data that, for the most
part, are reported in summary budget tables.

Fruitful areas for further research nevertheless exist. First, the grading system should include a
quantitative provincial revenue indicator, rather than a ssimple indicator of per capita own-province
revenues, for the following reason. Assuming away tax rate information — holding that constant for a
moment — one would expect arich province (such as Alberta) to have higher per capita own-source
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revenues than a poorer province (such as New Brunswick). Consequently, tax rates become crucially
important. The public finance literature suggests, moreover, that marginal tax rates are more impor-
tant than average tax rates in influencing future provincial economic growth. Thus, one has to find
away to identify different marginal tax rates across different tax sources (personal income, corporate
income, and so on) and across provinces. In other words, one needs to construct an ideal tax inten-
sity index.

Second, although | chose to use aggregate indicators for the sake of simplicity, one could make a
case for investigating the composition of aggregate spending. In a way, such an investigation is
implicit in my use of ordinary provincial spending, rather than total provincial spending, whereby |
subtract capital spending (since it could be argued that capital spending stimulates provincial eco-
nomic growth). Carrying this argument further, the composition of provincial ordinary expenditures
might well matter. One could argue, for example, that provincial subsidies to business are more
harmful than, say, education expenditures. Since the economic literature exploring the relationship
between the composition of provincia (or state) spending and economic growth is nonexistent,
however, it may take time to develop reliable indicators of this type.

Finally, readers may want to challenge this grading system’s composition — its weighting, the actual
indicators used, and perhaps even the study’s basi ¢ objectives and assumptions. Alternative suggestions
are welcome and might well lead to useful fine tuning. | would be cautious about making wholesale
changes, however, in order to be able to compare grades year to year in subsequent analyses of the
Atlantic provinces government finances.
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APPENDIX TABLES

Table A-1: Scoresfor Indicator Components of Grade |

Indicator 1 Indicator 2 Indicator 3 Indicator 4 Gradel
Atlantic Canada Cc-/C C+ C- C+ C
Newfoundland and L abrador D- D-/D D+/C- F/D— D-/D
Prince Edward Island C+ B- F F D-/D
Nova Scotia D-/D B B— A B-
New Brunswick B— B— D Cc-C C
Quebec F D B-/B D+/C- D/D+
Ontario C+ B-— AlA+ A+ B+/A—
Manitoba AlA+ B+ B-/B B— B+
Saskatchewan C+ F/D— B— C+/B— C
Alberta A+ A+ B+ C-C
British Columbia B+/A— D- AlA+ A-IA B

Table A-2: Scoresfor Indicator Components of Grade ||

Indicator 5 Indicator 6 Indicator 7 Indicator 8 Gradell

Atlantic Canada C+ D+ C/C+ B- C/C+
Newfoundland and L abrador D-/D C C-/D+ B+ C

Prince Edward Island A+ A F D-/D C+
Nova Scotia D+ D B— B C

New Brunswick A+ D- C+ B—/B B—-
Quebec F/D- C B-/B A+ B—
Ontario F/ID— D+/C- F F F

Manitoba D/D+ A— C C+/B- C+
Saskatchewan B A+ B+ B—-/B B+
Alberta B A+ A+ D A—
British Columbia A/A+ F B— C+ C+
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Table A-3: Scoresfor Indicator Components of Grade |11
Indicator 9 Indicator 10 Indicator 11 Indicator 12 Gradelll
Atlantic Canada C+ C+ C+ C/C+ C+
Newfoundland and Labrador C+ AlA+ B/B+ C+ B
Prince Edward Island A C- A+ D+ B-/B
Nova Scotia c-/IC C+ D+ D+ C-
New Brunswick B— D/D+ D+/C- B— C
Quebec C+/B F/D— C+ C+ C
Ontario A— F D F D+
Manitoba B— A+ A B
Saskatchewan c-/C C+ B D C
Alberta F A+ B— A— B—
British Columbia A— C+ D B C+/B—
Killantie
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Retreat from Growth: Atlantic Canada and the Negative-
Sum Economy, by Fred McMahon

Road to Growth: How Lagging Economies Become
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(photocopies only)

Commentary Series

Locking Up the Pork Barrel: Reasoned Economic
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Brian Lee Crowley and Bruce Winchester

Following the Money Trail: Figuring Out Just How
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David Murrell

First, Do No Harm: What Role for ACOA in Atlantic
Canada? by Brian Lee Crowley

Research Reports

Debtor’s Prison I1: Shortening the Sentence, by Roland
T. Martin

Debtor’s Prison: Public Sector Debt and What It Means
for You, by Tom Riley

The Atlantica Power Market: A Plan for Joint Action, by
Gordon L. Well

New Brunswick’s Plastics Industry: Rhetoric versus Reality,
by Isaiah A. Litvak

Fencing the Last Frontier: The Case for Property Rights
in Canadian Aquaculture, by Robin Neill
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