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Executive Summary

+ Poor government policy has led to a significant deterioration in Canada’s federal
finances over the last decade. The introduction of new and expanded govern-
ment programs has caused federal spending to increase substantially, resulting
in persistent deficits and rising debt.

+ Canada also maintains markedly uncompetitive personal income taxes relative
to many other advanced economy jurisdictions. This hinders Canada’s ability to
attract and retain highly skilled workers, entrepreneurs, and business owners.

+ Canada must make meaningful policy reforms by pursuing reductions in both
federal spending and tax rates to address the current fiscal and economic
challenges.

« The federal government should eliminate 49 federal PIT tax expenditures and
remove the three middle income tax rates of 20.5, 26.0, and 29.0 percent while
reducing the top marginal PIT rate from 33.0 to 29.0 percent.

+  The federal government can introduce a comprehensive tax reform package and
achieve a balanced budget by 2026/27 through reducing nominal annual pro-
gram spending by 2.3 percent over a two-year period.

+ Returning to balanced budgets should be viewed as a starting point rather than
the end goal.

+ Imposing a Tax and Expenditure Limitation (TEL) rule that caps growth in pro-
gram spending at the rate of inflation plus population growth would be the
next step for federal finances over the long-term.

+  This would allow for budget surpluses in subsequent years after achieving the
initial balanced budget and ensure discipline in government spending for the
foreseeable future.
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Introduction

Poor government policy has led to a significant deterioration in Canada’s federal finances
over the last decade. The introduction of new and expanded government programs has
caused federal spending to increase substantially, resulting in persistent deficits, rising
debt, and climbing debt servicing payments. Moreover, no change in trajectory is expected
in the near future as the latest federal budget projects more of the same for at least the
next five fiscal years (Canada, Department of Finance, 2024). Of particular concern, there
are minimal fiscal rules that keep spending disciplined and debt manageable.

In addition to significant challenges with regards to federal spending and debt, Canada
continues to maintain markedly uncompetitive personal income taxes relative to many
other advanced economy jurisdictions, particularly the United States (Fuss and Munro,
2024). The country’s relatively high tax rates (federal and provincial combined) discourage
individuals from working, investing, saving, and engaging in productive entrepreneurial
activity. They also hinder Canada’s ability to attract and retain highly skilled workers,
entrepreneurs, and business owners.

Canada must make meaningful policy reforms by pursuing reductions in both federal
spending and tax rates to address the current fiscal and economic challenges. This study
calculates the size of spending reductions needed to enable the federal government to
balance its budget by 2026/27 while also creating enough fiscal room for impactful tax
reductions. The first section will examine the current federal fiscal situation in detail, while
the following section will make a case for changes to the personal income tax system. The
third section models how the government can achieve a balanced budget within two fiscal
years while simultaneously introducing tax relief for Canadians. The final section explores

longer-term fiscal rules that should govern federal finances.
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Background on the Current Federal Fiscal Situation

The Trudeau government’s tenure has been characterized by uninterrupted budgetary
deficits and substantial debt accumulation. The size of the federal deficit rose for five con-
secutive years after the government took office in 2015 (Canada, Department of Finance,
2023a). From 2015/16 to 2019/20, the federal government recorded cumulative deficits
amounting to $94.1 billion. During the pandemic, the annual deficit then skyrocketed.
The federal government recorded a $327.7 billion deficit in 2020/21 and followed it up
with another shortfall of $90.3 billion in 2021/22.

In subsequent years, when the effects of the pandemic had subsided, the government
continued to run discretionary deficits equaling $35.3 billion in 2022/23 and $40.0 billion
in 2023/24 (Canada, Department of Finance, 2023a; 2024). As shown in figure 1, further
annual deficits averaging $31.3 billion are planned until at least 2028/29. These forecasted
deficits are about $12.4 billion larger than the annual average recorded in the five years

leading up to the pandemic.

Figure 1: Annual Federal Budgetary Balance, Nominal, 2014/15 to 2028/29
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Note: “(p)” indicates the data represents planned values as of the 2024 Federal Budget
Sources: Canada, Department of Finance, 2023a, 2024.

Persistent deficits have resulted in significant debt accumulation. Federal gross debt
has increased by $946.7 billion, or 89.5 percent, since 2014/15 (Canada, Department of
Finance, 2023a; 2024). In 2024/25, federal gross debt is expected to approach $2.1 trillion
(figure 2). This rapid pace of debt accumulation imposes substantial costs on Canadians,

and those costs will continue to grow. Growing government debt, all else equal, leads to
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4 A New Fiscal Framework for Canada

Figure 2: Actual and Planned Federal Gross Debt, Nominal, 2014/15 to 2028/29
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Note: Values from 2024/25 to 2028/29 are projections based on the 2024 Federal Budget.
Sources: Canada, Department of Finance, 2023a, 2024.

increased debt servicing costs, which leaves fewer resources for other important priorities.
Elevated interest rates add to the burden. Annual federal debt servicing costs, adjusted for
inflation, have grown from $879 per person in 2014/15 to $1,331 per person in 2024/25.

Central bankers in Canada and other advanced economies have indicated that long-
term interest rates will likely be higher going forward than in the years before and during
the COVID-19 pandemic (Beaudry, 2023). Consequently, governments will face higher debt
servicing costs for the foreseeable future. This is another reason why, in the near term, the
federal government should pursue fiscal consolidation.

Continued deficits and a substantial run-up in debt have come despite fiscal anchors in
place intended to prevent the deterioration of federal finances. Rather than abide by these
constraints, the Trudeau government has consistently violated its own fiscal anchors on
multiple occasions. Before taking office in 2015, the Trudeau Liberals ran on the promise
of modest deficits for three years before balancing the budget in 2019/20 (Liberal Party
of Canada, 2015). When the government quickly realized it would not achieve this goal,
it shifted to a new fiscal anchor rather than adopt the spending restraint necessary to
honour its original commitment.

The new goal was to reduce federal government debt relative to the size of the Canadian

economy. Well before the pandemic struck, however, the government violated this new
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A New Fiscal Framework for Canada

fiscal anchor in the 2019 fall fiscal update (Canada, Department of Finance, 2019). Then,
the government spent and borrowed hundreds of billions during COVID, driving debt-to-
GDP up significantly. Following COVID, the government re-committed to decrease the
debt-to-GDP ratio, but this promise once again was cast aside quickly. The 2023 fall eco-
nomic statement showed the government was on track to violate its self-imposed anchor
again in 2023/24, as debt was projected to grow faster than the economy (Canada, Depart-
ment of Finance, 2023b).

The underlying cause of the government’s chronic fiscal problems has been a failure
to restrain program spending. As previous research has shown, deficits have been driven
largely by program spending increases that outpace the combined rate of inflation plus
population growth (Fuss and Hill, 2022). Figure 3 shows actual and planned program
spending from 2014/15 until 2028/29. Nominal program spending rose by 78.7 percent,
from $256.2 billion in 2014/15 to $457.9 billion in 2023/24. This was more than double
the amount required to keep up with growth in prices and population.

The level of federal spending today is unprecedented. The Trudeau government has
recorded the six highest levels of inflation-adjusted per-person program spending in Cana-
dian history, between 2018/19 and 2023/24. While the pandemic boosted spending signifi-
cantly, real spending per capita was at historically high levels even when all COVID-related
spending is excluded from the estimates in 2020/21 and 2021/22 (Fuss, 2023). Further-
more, despite a decline in real per capita spending in 2022/23 and 2023/24, spending still

remained above pre-pandemic levels in both years.

Figure 3: Nominal Federal Program Spending, 2014/15 to 2028/29
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Note: “(p)" indicates the data represents planned values as of the 2024 Federal Budget.
Sources: Canada, Department of Finance, 2023a, 2024.
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6 A New Fiscal Framework for Canada

There are significant problems in the current direction of federal fiscal policy. Continu-
ing to increase program spending from levels that are already elevated is a path that leads
to more deficits, higher debt servicing costs, and marked debt accumulation. For instance,
the latest federal budget forecasts that annual program spending will grow a further 18.4
percent and reach $542.0 billion by 2028/29 (Canada, Department of Finance, 2024).
Deficits are planned for at least the next five years, debt servicing costs are projected to
consume more than 10 percent of revenues for the foreseeable future, and gross debt is
expected to approach $2.5 trillion by 2028/29.* This is not a reasonable path forward for
federal finances.

There is a clear need for fiscal reform and consolidation, especially in the context of
learning from what happened during the 1990s in Canada. After decades of unrestrained
spending and debt, the country faced dire fiscal and economic circumstances in part due
to a downgrading of Canadian government debt, high interest payments, and the under-
mining of monetary policy as a stabilization tool (Clemens et al., 2017). New Zealand’s
fiscal crisis in the 1980s also offers a cautionary tale for Canada today. Runaway spending
and debt led their government to hit a fiscal wall when their debt auctions failed and they
were required to make drastic spending cuts to fix the problem (Wilkinson, 2017).

1 Continuing to run sizable deficits in good times and bad also runs the risk of leaving the government
with less fiscal capacity to respond to future shocks and recessions.
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Tax Reductions to Boost Economic Growth

While federal finances are currently in a precarious position, sluggish economic growth
in Canada is perhaps an even bigger concern. A recent study found that per-person eco-
nomic growth from 2013 to 2022 was at its lowest point since the 1930s (Cross, 2023).
Low economic growth results in several negative consequences for Canadians including
slower growth in employment, incomes, and living standards.

One policy option that could boost economic growth is to reduce federal personal
income tax (PIT) rates while eliminating several tax credits. Meaningful changes to the
PIT system have not been made in decades and are long overdue. The last fundamental
reform to the system originated in 1987 with the publication of a major White Paper on
taxation (Canada, Department of Finance, 1987), and most of the changes that have taken
place in the years since have been incremental and ad hoc.

For instance, the top federal PIT rate was increased in 2016 from 29.0 to 33.0 percent
(Canada, Department of Finance, 2015). The government also lowered the second-lowest
PIT rate from 22.0 to 20.5 percent, while eliminating several tax credits. These changes
resulted in 86 percent of Canadian families paying more in taxes than previously (Palacios
et al., 2022). Meanwhile, more substantial tax reforms have been avoided or ignored.?

Canada has been uncompetitive on tax rates with jurisdictions in the United States for
decades, but the federal government’s decision to increase its top PIT rate to 33.0 percent
in 2016 has caused Canada’s tax competitiveness to deteriorate significantly in recent
years. In 2023, out of 61 Canadian and American jurisdictions, nine Canadian provinces
ranked in the top ten on their top combined marginal PIT rates (Fuss and Munro, 2024).
The only remaining province, Saskatchewan, ranked 15th. All ten provinces also have some
of the highest combined marginal PIT rates in North America at incomes of CA$75,000
and CA$150,000. Among a broader group of 32 OECD countries, Canada had the fifth
highest top combined PIT rate in 2022 (Fuss and Munro, 2024).

Canada’s personal income tax system has also become increasingly complex over time
and now consumes considerable resources in the form of compliance costs.®> One main

source of this increasing complexity is tax expenditures—the proliferation of credits,

2 In the 2024 federal budget, the government also increased the capital gains inclusion rate for realized
capital gains above $250,000. This further worsens Canada’s competitiveness challenges.

3 Vaillancourt and Li (2024) estimate the total compliance costs associated with filing 2022 Canadian
personal income taxes to be $4.2 billion, or 0.15 percent of GDP.
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8 A New Fiscal Framework for Canada

deductions, and other special preferences. The Trudeau government eliminated a number
of tax credits in 2016, but 149 federal PIT expenditures remain in place (Canada, Depart-
ment of Finance, 2023c).

Many of these tax expenditures do little to improve economic incentives and spur
growth. The layering of tax expenditures for certain population groups or activities distorts
the tax system and creates biases against individuals who are not eligible for these special
preferences (Lammam et al., 2015). Fuss and Palacios (2024) identify 49 different federal
tax expenditures that could be eliminated and provide the federal government with $32.1
billion to lower marginal PIT rates.

The revenue generated from the removal of these tax expenditures along with a modest
reduction in government spending would enable the federal government to remove the
three middle income tax rates of 20.5 percent, 26.0 percent, and 29.0 percent. At the same
time, the government could reduce the top marginal PIT rate from 33.0 to 29.0 percent.

These changes would establish a new tax landscape with just two federal PIT rates (table
1). Nearly all Canadians would face a marginal tax rate of 15.0 percent, while top earners
would pay a marginal tax rate of 29.0 percent. Canadian provinces would be significantly
more tax competitive with their counterparts in the United States and provide a much-
needed boost to the national economy by improving incentives to work, save, and invest.

Altogether, Fuss and Palacios (2024) estimate this package of tax reductions, fully
implemented, would cost $37.7 billion. While the elimination of $32.1 billion in tax expen-
ditures will not cover the entire cost of the package, the remaining $5.6 billion (in 2023

dollars) could be covered by an equivalent amount of federal program spending reductions.

Table 1: Proposed Federal PIT Tax Rates

Income thresholds Current Tax Rates New Tax Rates
$15,705-$55,867 15.0% 15.0%
$55,868-$111,733 20.5% 15.0%
$111,734-$173,205 26.0% 15.0%
$173,206-$246,752 29.0% 15.0%
$246,753+ 33.0% 29.0%

Sources: Canada Revenue Agency, 2024; calculations by authors.
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Balancing the Budget While Reducing Personal Income Taxes

There is no targeted date for a return to balanced budgets in the latest federal budget.
Instead, the government plans for at least five more deficits, beginning at $39.8 billion
in 2024/25 before gradually reducing over time to $20.0 billion by 2028/29 (Canada,
Department of Finance, 2024). The government’s projections also include an expected
$486.9 billion nominal increase in gross debt over the next five years. Table 2 summarizes
the current federal fiscal plan from 2024/25 to 2028/29, which is our baseline scenario
in this study.

Table 2: Baseline Scenario for Federal Finances (in billions of dollars)

2024/25 2025/26 2026/27 2027/28 2028/29

Revenue 497.8 514.6 535.7 561.4 586.3
Program Spending 483.6 498.7 509.5 527.3 542.0
Debt Charges 54.1 54.9 57.0 60.9 64.3
Total Spending 537.7 553.6 566.5 588.2 606.3
Budgetary Balance -39.8 -38.9 -30.8 -26.8 -20.0
Gross Debt 2,091.3 2,200.0 2,298.0 2,400.1 2,491.4

Source: Canada, Department of Finance, 2024.

Speeding up the timeline to balance the budget would enable Ottawa to accumulate
less debt in the years ahead and help slow the growth in debt servicing costs. It would
also help create the necessary fiscal room for the comprehensive tax reductions outlined
in the previous section. Meeting the dual challenges of improving tax competitiveness
and eliminating budget deficits will be a difficult task for the federal government, but it
is definitely possible.

This section calculates the scale of spending reductions the federal government needs
to make to balance its budget over a two-year period (2026/27) while also creating enough

fiscal room for meaningful tax reductions.* Our model is based on the framework out-

4 Itis beyond the scope of this paper to examine the exact areas to reduce spending. However, Munro
and Fuss (2024) provide three examples of potential areas to target: corporate welfare, public sector

compensation, and fiscal waste.
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10 A New Fiscal Framework for Canada

lined in Munro and Fuss (2024)°, but the numbers are updated using the latest budget
projections and incorporate the fiscal impact of the tax reductions delineated in Fuss and
Palacios (2024).° The scenario presented in this study assumes the tax reductions would
be implemented in 2025/26.

Past history shows that spending reductions are an effective tool to reverse deteriorat-
ing government finances. In the early 1990s, nearly one-third of active federal spending
was funded by debt and net debt amounted to 70.9 percent of gross domestic product
(GDP) (Clemens et al., 2017). Moreover, debt interest costs as a share of government
revenues amounted to over 30 percent in 1993, meaning roughly one in three dollars
collected in revenues was spent on debt interest.” Federal government debt threatened
to spiral out of control, yet through a reexamination of federal spending that resulted in
a 9.7 percent reduction® over two years along with limited spending growth in the third
year, the Chrétien government was able to balance the budget and help usher in a period
of strong economic growth and prosperity (Clemens et al., 2017).°

Figures 4 and 5 model the spending reductions required to balance the budget by
2026/27 while also implementing a comprehensive package of tax reductions. Figure 4
displays currently planned federal program spending along with adjusted program spend-
ing, while Figure 5 shows planned budgetary balances compared with those resulting from
the spending reductions.

The figures demonstrate the federal government can introduce a comprehensive tax
reform package and achieve a balanced budget by 2026/27 by reducing nominal annual
program spending by 2.3 percent over a two-year period. In this scenario, nominal pro-
gram spending would decline from $483.6 billion in 2024/25 to $472.6 billion in 2026/27.

5 The model assumes that debt servicing costs remain consistent with Budget 2024 estimates over
the timeframe analyzed. This means our projection is conservative and underestimates the potential
scale of debt reduction and reductions in debt servicing costs, while likely overestimating the scale of
spending reductions required.

6 The revenue implications of the tax reductions are applied in 2025/26 in the model. Since Fuss and
Palacios (2024) calculate the cost of tax reductions in nominal dollars, their estimates are adjusted by
projected inflation in both scenarios as well.

7 For perspective, the current net debt-to-GDP ratio is estimated at 45.8 percent, while federal debt
interest costs account for 10.9 percent of revenues (Canada, Department of Finance, 2024).

8 It should be noted that the Chrétien government did incorporate some tax increases as part of its fis-
cal plan, however, spending reductions remained the primary mechanism to achieve deficit reduction.
Furthermore, at the same time as the Chrétien government was balancing the federal budget, Alberta’s
Klein government was successfully balancing its budget while utilizing no tax increases, instead rely-
ing solely on spending reform and reductions (Clemens et al., 2017).

9 Research from Alesina (2012) shows that fiscal consolidations based on spending reductions have
positive economic effects and are superior to balancing the budget through tax increases.
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Figure 4: Planned Federal Program Spending and Program Spending Adjusted to Achieve a
Balanced Budget by 2026/27
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Figure 5: Planned Budget Deficits and Adjusted Budgetary Balances with Return to Balanced
Budgets by 2026/27
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Sources: Canada, Department of Finance, 2024; calculations by authors.

Per-person and adjusted for inflation, the spending reduction becomes more substantial
as real per capita spending would fall 8.6 percent from 2024/25 to 2026/27.

By reducing program spending, the federal government would record a budget deficit
in 2025/26 that is $14.6 billion smaller than it currently plans to run. The government
would also achieve a balanced budget in 2026/27 as opposed to a $30.8 billion deficit.
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12 A New Fiscal Framework for Canada

Following this approach would allow the federal government to achieve a balanced
budget in conjunction with significant tax reductions. This outcome is markedly different
from the current fiscal plan which does not include a balanced budget at all, while simul-
taneously failing to provide tax reductions for Canadians.

Through efforts to reduce spending and balance the budget, the federal government
would not only be able to provide tax relief to Canadians, but it would also avoid accumu-
lating some of the debt that is currently planned. Figure 6 displays planned gross debt
levels from 2024/25 to 2026/27 along with the gross debt that would be accumulated in
the scenario presented. By balancing the budget in two years the federal government would

accumulate $45.4 billion less debt than currently planned.

Figure 6: Federal Gross Debt Accumulation (in billions $), 2024/25 to 2026/27
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Sources: Canada, Department of Finance, 2024; calculations by authors.
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Longer-Term Fiscal Rules

Balancing the budget is a necessary short-term step in addressing the federal government’s
fiscal problems. However, a balanced budget should be viewed as a starting point rather
than the end goal. Once the federal government achieves a balanced budget it must remain
fiscally disciplined as it will likely face pressure to increase spending using the newfound
fiscal room. Without long-term restraints on fiscal policy, history shows that governments
are quick to spend away hard-earned (or unexpected) surpluses. This short discussion
points out some of the problems that will remain to be considered and solved once the
immediate and time-sensitive challenges are overcome.

Past history shows that governments in Canada are often quick to abandon fiscal dis-
cipline in response to improving economic conditions. Following the fiscal consolidation
of the 1990s, and during a time of strong economic growth in the early 2000s, the federal
government began to increase program spending at a rapidly increasing rate (Clemens et
al., 2017). From 2000/01 to 2009/10, annual federal program spending increased over
$100 billion in nominal terms, and by 2008/09 the federal government was back to run-
ning deficits. Though the Harper government eventually slowed spending growth and
gradually reduced the deficit—following a ramp up during the 2008 Financial Crisis—the
election of the Trudeau government in 2015 marked the end of fiscal restraint from the
federal government.

Ottawa’s fiscal challenges will not be solved overnight, so given the general lack of fis-
cal discipline from governments in the long run, the federal government should consider
implementing a binding limitation on its ability to grow spending.

One approach is to impose a Tax and Expenditure Limitation (TEL) on the federal
government that restricts the pace of spending growth. TELs are rules that restrict the
growth of expenditures, for instance, to either a fixed dollar amount or tie them to the
growth rate of another economic variable (common variables include population growth
plus inflation, personal income growth, or GDP) (Di Matteo, 2021). When designed right,
these policies can help constrain government spending during times when there is little
political incentive to do so. As of 2020, 33 US states had some kind of TEL in place, with
significant variation in the design and effectiveness of these policies (Di Matteo, 2021).

Clemens et al. (2003) discuss the features of an effective TEL, finding that an optimal
TEL is constitutional (making it difficult to change), initiated and approved by citizens,
and applies broadly to government spending and revenues. Following these criteria, a TEL

would provide binding limits on the federal government’s ability to substantially increase
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14 A New Fiscal Framework for Canada

program spending and take on debt, which may prove essential for addressing the federal
government’s long-term fiscal issues. As such, the federal government should consider
implementing such a policy in addition to the short-term spending reductions previously
discussed.

Implementing a TEL rule that caps growth in program spending at the rate of infla-
tion plus population growth would be an effective strategy for the federal government
moving forward.'® Under such a rule, the federal government would be in a position to
run surpluses in the years following their initial return to a balanced budget in 2026/27.
Figure 7 uses the balanced budget scenario from the previous section as a starting point
to show the projected federal budgetary balance out to 2028/29 if the government caps
program spending growth at the rate of inflation plus population growth.™ This projection

is mapped against the current federal fiscal plan outlined in the 2024 federal budget.

Figure 7: Current Plan for Federal Budgetary Balances Compared to Budgetary Balances with

a TEL Rule
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Sources: Canada, Department of Finance, 2024; calculations by authors.

10 An economic shock, such as a major recession or future pandemic, may require a temporary suspen-
sion of the expenditure growth rule. Di Matteo (2021) notes that it is possible to structure a TEL that
allows for such a case.

11 Projected rates of inflation come from Budget 2024 (Canada, Department of Finance, 2024) and popu-
lation growth projections are calculated based on Statistics Canada’s M1 scenario (Statistics Canada,
2024).
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A New Fiscal Framework for Canada 15

If the government were to balance the budget by 2026/27 and cap program spending
growth at the rate of inflation plus population growth thereafter, it would record projected
surpluses of $6.4 billion in 2027/28 and $12.3 billion in 2028/29.** This stands in stark
contrast to the current fiscal plan to record deficits of $30.8 billion in 2026/27, $26.8
billion in 2027/28, and $20.0 billion in 2028/29.

12 Once again, the model assumes that debt servicing costs remain consistent with Budget 2024 esti-

mates over the timeframe analyzed. This means our projection is conservative and likely underesti-
mates the size of potential surpluses.
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Conclusion

Federal finances are currently in a precarious position due to an absence of spending
restraint, persistent deficits, and rising debt. Canada also faces weak economic prospects
for the future, in part due to waning tax competitiveness with the United States and other
advanced economies around the world. In light of these policy issues, it is imperative the
federal government returns to balanced budgets and cuts personal income tax rates in
the near future.

This study shows the federal government could reduce the top personal income tax
rate to 29.0 percent and eliminate the current three middle tax rates of 20.5 percent,
26.0 percent, and 29.0 percent, while simultaneously balancing the budget over a two-
year period. Specifically, the government can implement a comprehensive tax reduction
package while balancing the budget in 2026/27 if it reduces nominal program spending
by 2.3 percent over two years

Implementing a binding TEL rule that caps growth in program spending at the rate of
inflation plus population growth would be the next step for federal finances over the long
term. This would allow for budget surpluses in subsequent years after achieving the initial
balanced budget and ensure discipline in government spending for the foreseeable future.

Overall, the fiscal framework delineated in this study provides a concrete plan for the
federal government to pursue balanced budgets and tax reductions. Achieving these two
goals concurrently will not be easy, but it can be done if Ottawa is willing to undertake
meaningful reductions in federal spending. By following these steps, the government can
eliminate its budget deficit, reduce tax rates, and create a fiscally sustainable, pro-growth

policy environment.
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