The Canadian Experience in Reducing
Budget Deficits and Debt

Paul Martin

My objective in these remarks is to describe what we in Canada
aredoing to improve thei$cal health of the federal gesnment. |
will focus particularly onthe political dmensbns of the process,
since obviouslythere is little Ican teach this audience about the
economic dimensins. That said, we shtd begin with some back-
ground as to the @ins and magnitude danada’s fiscal problem.

Our general pattern of defts and debthas much in common with
that of many other Organization for Economic Cooperation and
Development (OECD) coungs, including the United Statedhat
is, a very high ratio oflebt to GDP coming out of the Second World
War, followed by a rapid decline of the debt ratio as the military was
demobilzed, aseconomic growth took off, and ake effective
interest rate on government debt remained low.

In Canada'sase, theatio of total government debt—federal and
provincial combined—fell from slightly more tha®0 percent of
GDP in 1945, to bottom out at about 20 percent in 1974. Since then,
the debt ratidvas risen in vidally every year and is noance again
back to approximately 100 percent of GbBut unfortunately, the
contemporary circumances do natompare with the situation fifty
years ago. Todayhere is no potential for massigperding cuts
from military demobilization, and intest rates exceed the rate of
economic growth—pecisely the reverse of the postwar diions.
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Chart 1
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The growth of debt sice the mid-1970s hawincided not only
with the maturation ofhe modern welfare state, balso with the
great produtivity slowdown in all of the advaredecononies. In
this regard, Canada’s situatitias much icommon with nost G-7
countries.

In what follows | will restrict agntion to the situation of the
federal governmert There, as we headed into theB18B2 eces-
sion, debtvas amanageable 30 percent of GDP. Five years later, the
ratio had climbed over 50 percent and warniggtls had begun to
flash. With the last recession, it jumped again, fedrout 55 percent
of GDP in 1989-90 to approximately 73 percent today.

This extremely large stock of debt, when combined withariest
ratesthatexceed Canada'’s rate of economic growth by 3to 4 percentage
points, means that simply to stabilize fhderal government’s debt
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ratio, our revenue intake must now exceedgprm spending by
about 3.5 percent of GDP orogle to C$3illion.

Coming into office in the fall of 1993, we fully expected to find a
nasty fiscal situation—the commation of misplaced prioris,
which is the stuff opolitics,and compoundnterest, the stuff of the
inexorabldaws of arihmetic. hdeed, the federal deficit in 1293
reached almost 6 percent of GDP. But the much more fundamental
problemwasthe apparenintractability of the sheer arithmetic of
debt when the intesst rate isiigher than the economic growth rate.
It became clear thateery long period of restraint wouklthve to be
endured to turn the debt momentum arduAs part of that, we also
needed to fundaméaily re-thinkthe role of the national govern-
ment and the structure of its spemgli Butthere was no ducking the
issue.
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Chart 3
Canada’s Net Foreign Debt
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The economic warning flags were everywhere. Despite Canada’s
having one of thewvorld’s best inflation records since 89, the
currency wasinder constant pssure andeal interest ates were
increasing, putting a drag on growth and obviously exacerbating the
fiscal problem3

Meanwhile, thecountry was not generating suffieint domestic
savings to financboth the investrant needs of the private sector as
well as huge and chnic publicsector deficits. Canada wawre-
fore borrowing increasingly abroad. The refias been amccumu-
lated net 6reign debt—aved by the pblic and private sectors
combined—that novexceeds 45 percent of GDP.

Despite these warningggis, the debt and deficit were slow to
become top-of-mind iseswith theCanadian public. Then, rather
suddenly, all that changed. People came to understand that the
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problem had reached a gamely critical juncture; that edless
deficits really didhave something to dwith Canada’s high real
interest rates; and that highenmgonment spending really did trans-
late into higher taxes, thelerance for which had reached its limit.

All of this amounted to a crucial turning point in national psychol-
ogy. Withoutsome such shift in thpublic mindset, it would seem
to me that democratic socies cannot come fully to gripsith what
needs to be done to solve a debt problem.

In Canada’sasethe philosophicalchasnthathad always divided
the defcit hawksand doves began to close. The fact was thatno one
could denythe stark arithmetic of compounatérest. For example,
interest charges, which had consurmaty 11 cents of every federal
revenue dollar in the mid-1970s, now consume almost 34 cents or
about 6 percent of GDP.

And while some eamomists may argue about the extent to which
deficits crowd out private investment, those ofn® believe in a
socially progressive and pro-active role fmvernment understand
clearly how debt charges crowd out spending on valuddi@
programssuch as health care and old age security. Indeed, from the
perspective of the political philosophy of the Liberal Party of Can-
ada, the dbt burden has become an even more serious threat to the
social conscience @fovernment than to our bond nags.

The governments of most of Canada’s provinces—rigas of
their political ideology—have come to esseally thesame caclu-
sion. Within the last couple of years, most have moved tohgirt t
fiscal houses inmler. Undoubtedly, this heéd to create a wide-
spread public expectatiomdt the federal government would do
likewise—that it would finally stop talking about tHeficit problem
and really buckle down to do something about it.

Let me turn next to what we have done.

We entered the 1993 election campaign with a commitment to
ultimately balance the budget and a vergdfic interim target to
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Chart 4
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reduce the deficit to 3 percent of GDP by 1996t3¥hile some
have considered this to be an insufficientlybéihous arget, the
reality is that Canada’s federal deficit has exceeti&gercent of
GDP virtually every yeasince 1976 and the resulting accuation
of debt made hitting the 3 percentget in 1996-97-down from
about 6 percent in 19934—a really gjnificant challenge.

| would emphasize that 3 percent is aterim target on the way
to a balanced budget. A zedeficit is not only of fiscal signifi-
cance—it is of great sybolic significance, a benchmark d&¢al
responsibility that has been adopted as well lowimcial govern-
ments and embraced by the Canadian public. Deficit elimination is
thus a goal that will continue to discipline our budget choices. But
it can beargued that an even more fundamental objective in strictly
economic terms is to put the debt-to-GDP ratio on a steady down-
trend. This is théey to fiscal sability and assured sustainability
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and thus to a stronger economy. A much lower debt natist be a
legacy of this government.

We have already made a great deal of fiscal progress—more, in
fact,than is generally recognized. We began to turn the corner with
our first budget in February, 1994, which secured significant savings,
especially in the Department of Defense and in the Unemployment
Insurance program. Thatwasfollowed ayear later by what many regard
as the most gnificant federal budget of tipostwar era. As a result:

Fiscal actions—thatis, spending cuts and some very limited
revenue measures—will total C$29 billion over the three
years throughi$cal 1997-98. To put that figure in@.S.
context, it would be equivalent to roughly US$210 billion
of action over the same period.

The fiscal savings will come overwheimgly from spend-

ing cuts—they will outweigh tax increases by a ratio of 7
to 1. While we took some action to tighten up the corporate
tax system and geraly to improve tax fairness, we held
the line—as we also had in the 1994 budget—on sales taxes
and on personal income tax rates.

Program spending by 1996-97 will be 10 percent lower
than in 1993-94. In fact, Canada is the only member of
the G-7 to budget an absolute decline in program spending.
For a comparative perspéea, consider thatefderal pro-
gram spending in both Canada and the Urfiiiadle svas an
identical 17.5 percent of GDP 99293. Looking to 1996-

97, the U.Sbudget foecasts aaduction to 16.3 percent of
GDP while Canada’s ratio will have fallen to juster 13
percent, the lowest level since the early 1950s.

By 199697, the 3 percent deficit target will be met and our
market borrowing requirement—equivalent to the Unified
Budget Basis deficit in the United States—will be down to
1.7 percent of GDP, pjected to be the lowest among
central governments of G-7 countries.
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Chart 5
Federal Government Program Expenditure

Percent of GDP
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The operating surplus is fecast to be 3.6 peent of GDP
(C$30 billion) by 1996-97. Most significantly, this will be
sufficient to finally begin cutting the debt ratio. Increasing
operating surpluses in the future will ensure an accelerating
reduction of that ratio.

Thesefactsand figures tell only art of the story—in fact, the
lesser part in our view. More fundamentally, Wwave sought to
change permanently the stture of federal governent spending.
Since our fiscal problem is sotwral, our remeges must be struc-
tural aswell.
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Our overarching objective is to promotibg and gowth, a par-
ticularly resonant theme in Canadaven the nation’s unusually
weak recwery from the 190-91recession. Fous, ceficit cutting is
not an end in itself, but rather amgentand necessary means to
achieve our fundamental jobs and growth objective.

We have developed a comprehensive game plandmessl the
underlyingissues, focusing priarily on promoting productivity
growth while working tocorrect aspects of thalbor market that
have caused Canada’s careemployment rate to roughly double
over thepast 20 year3.Thatgame plan guides our budget choices
which, beyond their purelyidcal purpose, are designed Help
achieve the strctural chagesthat lie at the heart of our jobs and
growth strategy.

For example, it was clear to us that many long-standiusiniess
subsidies were, in fact, hurting ouroguctivity and comgtitive-
ness. So in lagtebruary’s bdget we cut total subsidies taginess
by 60 percenbver the next ttee years. Thisicluded ending a more
than one-half-billbn-dollar-a-year subsidy for grain transportation
in the west that had been in place since the last century.

We realized that many feats of Canada’anemploynent insur-
ance system were peding rather than promotintpe efficient
function of our labor market. So vee taking significant steps to
transform unemployment insurance—with emphasis on getting the
incentives right and on active measures to helpdhg-term job-
less.

We also took ahard look at federal transfer payments to the
provinces, which this year will account for almost 23 percent of
programsperding. Clearly, theiscal prdlem could never be tamed
without some redction of these transfers. We were nevertheless
determned not to cut back our support to the pnoes by any
greater percentage than we were hitting programs in our own back
yard. Furthermore, it would not haweade sensgimply to off-load
the problem onto another level of goverm



212 Paul Martin

So to give the provinces greater flexibility, we will convert the
present cost sharing of social assistance payments into part of a
larger block grant. This will also increase the incentive to develop
more innovativeand costefficientways of elivering socialassis-
tance. That said, the newodgk-funded transfer will still require
provinces to respedertain nationwide prinpies, particularly in
respect to health caréelivery but also in the social assistance
domain.

There can be no questioning the conment of the government
of Canada, and of Canadiatiemseles, to our pblicly-funded
national Medicare program. Wigew this as a joint responsibility of
the federal and pwincial governments. As such, one of thmpera-
tives of getting our fiscalhouse in oder is to beable to have
continuing, stable federal funding for health care.

The 1995 budget also announced significant reductions in spend-
ing by federal departments aagencies. As a result, depaental
outlays by 1997-98 will belose to 20 percent lower (in absolute
dollar tems) than last fiscalear; the public service will be reduced
by about 15 percent or roughly 45,000 positions; and several activi-
ties, ndably in the transport sector, will be privatized ontoer-
cialized.

Some departments—for exaie, our Departments of Industry
and of Transport—will cut their spending in half. bct, only one
department of the federal government—Indian and Northern
Affairs—will be spending more in three years’ time than it is today.
And that one excejutnal case rdects the extraordinary circum-
stances of Canada’s native peoiteery other banch of gvern-
ment will be required to get by with less.

We believe, neveheless, thabvecause of the nature of our spend-
ing decisions—which reflecteommitment to get government right
and to promote the stcturalchangesthat lead to higher productivity
and more jobs—we can restore fiscal health whgatlyimproving
the micro-foundations of Canada’s economy. Let melesjze that
the measures | have been ddsiag are not mealy a budget wish
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Chart 6
Changes inFederal Department Spending
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list. In this case, one of the ahtages of Canada’s parliamentary
system—where the executive dadislative banches are one in the
same—is that the budget that is announcedsis the lndget that is
enacted (povidedthe gowernment holds a rajority of seats in the
House of Commons). In fact, oueBruary budget was completely
passednto law by June of this year.

The public reaction to the 1995 budget has beerrédle on the
whole, especially given that few readpits offederal spending were
left untouched. Iparticular,the reaction of affected interest groups
was muted, prhaps reflecting the fact that the measures were
carefully bahnced and appantly considered to be equitable by the
great majority of Canadians. As for the fimégad markets, tieir
verdictwas gemrally positve. Indeed, the 199budget probably
met or exceeded most expeavats of what wewould actually
deliver.
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Chart 7
Canada-U.S. Comparison

Exchange rate U.&ents T-bill spread pecentage points
75 6
Exchange rate -5
70 -4
-3

Spread

65 [ 12
HH H HH H I
60 I—‘H T T T T T T T T T T T T HH T T ’_HT 0

4 18 1 15 1 15 29 12 26 1024 7 21 5 19 2 16
Jan Feb Mar Apr May Jun Jul Aug

1995

Given the history of federal gemments, some in thdrfancial
community remain skefal that the government will stay the course
for as long as it takes. | can assure you, their skepticism is misplaced.
In fact, we believe that, overall, markets have been reassured by the
scope andhature of our a@dns. And while one must beary of
attributing too nuch cause and effect, it may imelicativethat the
Canadal).S.Treasury bill spead has narrowed from thecinity of
200 basigointslast February to about 100 basis points fimid-
August 1995) while the exchange rate has remained quite stable.

Let me turn now tdhowwe managed to do all this—our strategy,
the politics, and some of the lessons tmght be more broadly
applicable.

Our theme in the 1993 electiomas “Jobs and @wth,” and
reflecting our conviction that sounth&nces and a sound economy
go hand in hand, a key element of thittformwas the 3 percent
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interim deficit target for 1996-9% This proved to be an esdih
political anchorfor our budget strategy. Withogbme fixed and
guantified target, any femce minster risks emling up on a slippery
slope. But with the unequivocal support of the primaeister, and

that target as a foothold, we were able to combine an economic
forecast with our fiscal model so as to quantify, in relatively unas-
sailable terms, the total amount of fiscal action required.

That made the politics managble. Wihout a target to wibh we
were all irrevocably comm#id, the nairal reluctance of minis-
ters—myself included—to accept cuts in their own domains would
likely have caused things to unelvBut once thei$cal target was
set, tadeoffs became in@able and the only questiavas pecisely
what those tadeoffs would be.

The budget strategy

Our broadbudget stragy rested on three principal elements—
that is, setting our tagds and assumptionsj@tating the spending
cuts; and consulting with the public.

Short-term targets; prudent assumptions

We began by confirming the 3 percent deficit target for 1996-97,
sticking with our campaign commitment despitdsgzél messhat
turned out to be even worse than we had anticipated. For us, the
importance of maitaining that polittal anchowas uppermost. We
were also not content simply to state the 3 pereegét for 1996-97.

So we committed to interim annual targdtattwould lead uthere.
In fact, we have bettered tharget for last fiscal year.

Foremost in our thinkingvasthe need to restore the ssely
damaged credibility of the government, which for ydaad been
over-promising and under-achieving itsdfal targets. VWhout credi-
bility, any positive market é&cts of a budget will be delayed as
skeptics adopt a wait-and-see attitude. So when planning the 1995
budget, weused forecasts of gwth and interestates that were
considerably more cautious than the private sectorageer
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We alsadnclude in our deficit projeatins a “coningency reserve”
equal to about 1 percent of combined revenue and spending to buffer
nasty surprises arising in the eoony. And significantly, if the
reserve is not required to hit our target, it will not be spent. It will
contribute nstead to an even lower deficit.

We have also decided to adopt a tyear budget horizon—rolling
the second yeartarget forward one year at ang. This is central
to our overall strategy. We have rejected the tiadal apppoach
where typically a balanced budget would be projected five or more
years down the line. Frankly, thatpslitical never-neverdnd for
the simple reason that electiorrgeivene before thenagic date
arrives. Politicalaccountability is lost and the bureaucracy can
safely put off the day when thegally have to buckle dowand find
the savings. The result, as w&aw inCanada during at least the last
ten years, is a progression of missed targets, looming fiscal crisis,
and growing public cynicism.

With our two-year rolling targetsand our promise to hit them
“come hell or high water,” the situation is very different. Since the
targets are always staring us straight infdoe, our feet arbeld to
the political fire. This keepsthe goappermost in the cabinet’s mind
and puts maximum pressure on the program managers in the public
service to deliver promed savings.

The result is that whave been able to meet all of our targets to
date—something of a novelty for federal fiscal managers in recent
times—and we are totally committed to meeting them in the future.

We nevertheless stillate pressure tabandon the strategy of
two-year rolling deficit targets and announce a firm dalen the
budget will be balanced. We will resteit piessure and stick to our
game plan. Next February’s budgtl in clude adeficit target for
1997-98 (that is, one year beyond the announced 3 percent target for
1996-97) together with the measures needed toewehit. The
balanced budget target will be announcaedewe areonfidently
within two years of its achievement.
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A frequently advocated alternative to the approach we have
adopted is taise “balancedbudget” legislation—oeven a consti-
tutional provision—to guamtee the fiscal respomdity of | egisla-
tures. In our view, that is not the waygo. Apart from limiting the
choices of duly elected gernments, thiségalistic approach simply
encounges mngenous poliicians and bureaucrats to spend time
looking forways to get around the rulesaligh accounting hocus-
pocus and subterfuges of various kindseléms to us that a simple
ironclad commitment to credible short-term targets is more demo-
cratic, and given egry politician’s desire to avoid public oppro-
brium, more effective.

Program review—allocating the cuts

The second principal element of oisdal strategy is a practical
procedure to address the seemingly inehlet problem of allocating
spending cuts among departmegutsl agencies. Even with aatg
collective commitment to ddcal target, it isnherently difficult for
a large group oministers taaccept spesing cuts hat differ sgnifi-
cantly from ministry to ministry. The reason is that such variations
put the spotlight ordifferences in gogrnment priorities and put
individual ministers atisk of looking like losers to their constitu-
encies, lheir perceved losses being the stuff of headlines.

That iswhy all governnents are tempted to resort to uniform cuts
across all programs. And while this can stimes be justified in
the early stages of fiscal consolidation, it eventually becomes a
cop-out. Moreover, it is fraught with moral hazard since a policy of
uniform cuts destroys the incentive fodinidual departments to
become as lean and efficient as pblesi-that is, in the next round
of cuts, the keenerould risk hittingbonewhile their lax counter-
parts would still have fat to slice.

We therefore rejected aniform, across-the-board apgaich to
meeting our deficit tamgts. Instead, wkaunched a comprehensive
review of virtually all progams to dentify those where a continuing
federal rolavas still justifed and to find ways tdeliver our serices
more efficiently. The prime minister appointed a special committee
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of ministers to consider proposedmhrtmental spending cuts. This
involved my colleagues dictly in the tough job of examining
spending, line by line, and thus fostered an evemgémobuy-in to

our budget goals. The@eess wadisciplined by a firm requirement
that the individuakpending cuts had to add up to a predetermined
level of savings needed to meet our budget targets. Oncephed
mental amounts weratified, it wasleft to individual ministers to
establish priorities within their own areas of responsibility so as to
achieve their sub-targets.

The program review excisewas conpleted in about six months
and produced agreement on departmental spending reductions total-
ing almost 20 percent from 1994-95 levelsesmtover three years.
This represents an unprecedented, and in many ways rievaly;
change in the way th@overnment ofCanada operates. It isrting
the government taoicus sharply on thoskings—and only on those
things—it is in the best position to do.

The incentive to choose carefully is particularly powetdinice
under our Expenditure Management System there aianger any
“policy reseres” set aside to finance new iatives. Anew prposal
must therefore find funds from re-allocationedfisting spending.

All of this is part of a procesthat we call “getting government
right” and, like the analogousqeess in the jwate sector, itis a job
that is really never finished. What is neetleelefore is to inculate
in government a culture of continus improvement and continuous
assessmnt of priorities.

Public consultation—the open budget process

The third major element of our budget stratbggbeen to engage
the public—the experts, the inemt groups, and thaverageciti-
zen—in dialogue as to the adequacy of our targets, the prudence of
our assumptions, and tipetential fscal measures themselves. In
Canada, by contrast with theggice in theUnited States, budget
secrecy has beerry much the tadition. My predecessors began to
change that, and we havaeilb on their efforts.
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Although the details dhst February’s budget were kept confiden-
tial right up to budget day, we initiated the consultatimtpss more
than four months in advance. It was kicked off whb release of
major background pagps that launched an extensivend of public
hearings by the Finance Committee of the House of Comsth

This proved to be a remarkably effective public educgtiogess,
both for the public and for us. Among othemtys, it stimulated an
out-pouring of detded mock budgets by variousterest groups,
media columnists, and individual i@éns. Alhough therevas no
clear consensus—except perhaps that our economic assumptions
should be prudentand that personal&d®s should notbe increased—
the open budget pcess unearthed virally every feasible option.

Overall, we believe that the consultation contributed importantly
to creating reasonable expeoavais as to the agnitude and the
general nature of the budgetiacis that wer@eeded. This is saly
of great importance in blging public understanding arglpport
for any ambitious program of fiscal consolidation.

We alsotook care to ensure that the budgetunderstood alwad.
Senior economic ministers traveled to the financial capitals—New
York, London, Tokyo—and were available on budget day tivelel
briefings and to answer questionseditly on the economic and
political significance of what we were announcing simultaneously
in Ottawa.

To summarize—the principal elements of our budget strategy
were:

First, to setwo-year rolling deficit targets backed up by an
ironclad plitical commitrment to hit theargets and to base
fiscal forecasts on prudent economic asgtions further
supported by substantial contingency reserves;

Second, to establish an internabpess with thauthority
to allocate snding reductions among departments, reflect-
ing overall government priorgs; and
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Third, to engage in wide-ranging pre-budget public con-
sultations.

Frankly, his neat ordering suggestdegree of logi@nd strategic
coherence that is more apparent in retrospect than it was as events
were unfolding in all of their uncertainty. For while it is true that we
tried to guide ourselvgsetty much ashave just described, external
factors also played a key, and in some respectsmatative role.

The most important of these factors arose from the macro-
economic climate during the pre-tyet period from about Septem-
ber 1994 through budget day on February 27th of this year.
Successiveouts of currency volatility—particularly marked during
the Mexican peso crisis—put unexpectgavard pressure dbana-
dian interest rates. We had to deal with this just weeks before the
budget to ensure we had a credible plan to hit our upcoming target.
It alsounderlined our fiscal ulnerability and the loss of control that
comes from too much debt.

Mexico’s difficulties last winter were soething of a wake-up
call. There wesaw a cacrete demonstration of a nation’s vulner-
ability to global financial markets. It was the kindadfject lesson
that politicians find more conghing than hymthetical scenarios
from business eammists, media punditand rating agncies.

The Mexican episode did influence the budget becauseeiitti
affected something that had the potential to throw usafiet—Ilike
an unanticipated hike in Canadaistarest rates or alownbeat
change in the growth forecast. So, while the Mexican crisis clearly
fell into the category of real pertations in theeconomy, Moody's
pre-budget signal of a potential downgrade of our debt did not.

Once we set our fiscal target, the thihgttmatters above all else
is our absolute g@itical commitment to hit that target. And the fact
that the targets arpear-term reansthat we havehad to react
immediately toevents like Mexto. Had the deficitarget instead
been several years off, we could easily haveomatized doing
nothing to correct ourourse. Over the,however, the consequences
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of such complacency tend to actulate—one more reason why

targets end up eing missed. Our approach avoids that risk.

What lessons mght be dawn from all this? boking back in
summary on last ébruary’s budet, | believe it succeededespite

the tough medicine, for basically thelfaing reasons:

First and most fundamentally, tmeajority of Camdians
were already on-side with our general objective—in fact,
on the fiscal isue, thepublic was out in front of most
govermments, a message many in our caucus brought home
to us loud and clear.

Secondwas the fact that thiudget immediately won the
approval of opinion leadersdahks to the prudence of its
overall set of assumptiosd to the structurgjuality of the
measures themselves.

Third, the actions in thbudget were broadlgeen to be
balanced and fair and to be generally responsive to the
public’'s overallsense of priorities. Most of theedit for

this has to go to mgabinet coléagues who not only had to
make the sacrifices in theswn ministies, but hen had to

sell the overall justification to their consti#ncies.

Fourth, we achieved substantial fiscal savings while keep-
ing new taxes to a minimum and especially by ruling out
any personal income tax rakereasesT he fact that we cut
back so heavily on our own actiigs, rather than putting
the burden of deficit reduction on thadks of taxpayers,
was a key plusThe biggest hits, as they wousdy in
Washington, were “inside the Beltway.”

Finally, we have had reasonalskgccess in anmunicating
why action to deal with deficits and debt had to be the
government’s immedite priority and why this was not
inconsistentwith our jobs and grwth agenda—in fact,
quite the contrary.
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The 1995 budget is, of course, not the enthefstory. The goals
of a significantly reduced debt ratio and a balanced budget are that
much closer, but still not achieved. There will be new interim deficit
targets to be set and further stuwret reforms to be impleanted.
Forexample, we are aady comntied to reform the public pension
system to make it fairer and more sustainable. We will shortly be
introducing further structural reform of unemployment insurance.
Our program review contires.

The bottom line message here is clear. It is that our commitment
to stay theourse of fiscal recovery is unequaial, and the founda-
tions for that recovery are already solidly im@é.

Reflecting, inconclusbn, on the bwader significance of what we
are going thragh, the 1994 and 1995 budgets wereialbsly much
more than cost-cutting exercises to get the markets off our back.
What we have really launched is a fundamental reappraisal of the
appropriate role othe national governaent.

The context for such a reappraisal is an increasingly interdependent
global economy where no nati, however powerful,can really
control even so basic a parameter as the exchange value of its currency.
The truth is that the limits on the ability of governmentsrgwhere
to decree social and economic outcomes have become starkly apparent.

This has created a dissonance between what wecbadéioned
our citizens to expect frortheir goverments, and whatayern-
ments are actually able to deliver. Gawlictions aband.

For examplethe public is increasingly skeptl that government
can drectly create net new jobs, yet when tlieemployment rate
rises, goernment is blamed.

There is a similar public skepticism about #i®lity of govern-
ment by itself to cure many of the social iifflicting individuals
and communities. Yet it is in our cgrassonate natue—as that
nature has been conditioned over the past several decades—to still
expect government to set things right.
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We could go on citing exaphes like these. But the point tisat
those of us who are committed to a pro-active role for government,
in both the social and economic daims, also have @sponsibility
to begin distinguishing clearly ¢ise thingsgovernnents can do
from those they can not. It's time to come clean and stegtiog
unrealistic expectations.

In Canada’s case—a highly sophdstied, yetelatively small and
open economy, heavily indebted to bedhese issues hayparticu-
lar salience and urgency. For usalghlization—whether of financial
markets or of economic agpetition—is simply adct of life. The
real chalenge we face is to turngpalization to our favoand to
maximize our freedom of action.

The only way to do this, it seems to us, is to put our fiscal house
in order, and to do all we can to boost produigt This last mint
is crucial because pradtivity is the foundation of compeitieness,
and international competittness is the only dependable route to
economic independenceogvth, and pbs.

Seen in this light, our fiscal strategy is also a strategy egsafd
Canada’s independence. But it is also true that the restraint associ-
ated with the strategy is leading to a government that is smaller, at
least by the measures afddcount and spendingplume. Forsome,
smaller government is an objective in itself. Butdist it is smply
a means to an end. We Helieve thagovernment should do only
what it can do best—and leave the rest for those who can do
better—whethebusiness, labor, or thelntarysectors.

What we must still achieve at the end of the day isvegment
that is fully capable of assisting the disadvantagedyvemment
that is unequivocally committed to our publicly-funded national
system of health care;gmvernment that is more adept at providing
those things the private mkatplace cannot—thingsich as strategic
support for aspects of science and technology; and a government
that is bcused on gtting the incentes light—whether to foster
environmental proteatn, to attact footloose investment, or to
spring people from the welfare trade and onto the job ladder.
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In broadesbutline, the edefined role of goernment is becoming
clearer. In metaphorical tes, it is to be rare like the tiller of a
sleek, modern sailboat than the paddle wheel of a nineteentbry
steamer.

Yet achieving the transformation still poses a very large challenge.
This is because the habits and incentives of bureaucrats and politi-
cians, and the institions theyhave createdver thepast fifty years,
have all been adapted to the fiscedwth of goverment. We have
not yet leaned how to act as créatly as we must in the new
environment of static or shrinking financial resoes. That con-
straint is also forcingus, asnever befoe, to camcentiate on the
setting of priorities, and on discovering how to do whatisugnely
needed wthout spending a lot of taxpayers’ money.

What is called for here is not only a change iitiate; it is a sea
change in the nature of padis as it has beengrticed in the affluent
democracies over the past five decades. The job of getting govern-
ment right, or re-inventing government, or whatever thexph is
much more than a slogan. Creating a public sector wheaa truly
be said that “less is more” is the greatest challengeage f
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Endnotes

1The debt figures in this paper are stated on a Public Accbasits to accord with most
presentations of $cal data irCanada. On a National Accounts basis—wtgotresponds to
OECD camparative presentas, and tdJ.S. budget data—net government debtCanada
is about 64 percent of GDP.

2The federal government is currently responsible for approximately 47 percent of the
program spending of the federal and provincial governmeamtbined, while the nefederal
debt is about 73 percent of the combined total.

3Upon takingoffice in 1993, the government agreed formally with Bank of Canada to
a target band for CPI inflation of 1 percent to 3 perderiugh 1998.

4Creating oportunity: TheLiberal Plan forCanada, 1993p. 20.
5SeeA New Framework foEconomic GrowthGovernment of Canada, October 1994.

SWe have also set a deficit target of C$32.7 billion for 1995-96, but thigbeiwed much
less public attentiorhtan the 1996-97atget of 3 percent of GDP (estimated to be C$24.3
billion).

7A New Framework for Economic Growgind Creating a Healthy Fiscal Climate: The
Economic and Fiscal Updat&he latter publication presented the fiscal implications of a range
of economic scenarios and derived from these the amount of fiscal action in each case needed
to achieve the designated deficit targetd885-96 and 1996-97. The document alsoaioet
quite detailed inform&n on departmental spending, tax expewdis, and revenue sources.






