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Executive Summary

David Dodge, former Governor of the Bank of Canada, submitted a report to the
Government of Alberta in October 2015 on provincial capital spending and finance. That report
was incorporated into the October budget documents. There are many valuable insights and
recommendations in the report. However, a major premise of the report is that Alberta is
undersupplied with provincial government sector capital and, so, Dodge recommends that the
province should increase its capital stock to the equivalent of 16 per cent of its GDP (a
benchmark based on comparison of levels in the other five largest provinces — Quebec, Ontario,
Manitoba, Saskatchewan and British Columbia). To achieve that benchmark, Dodge’s
simulations suggest that the province could reasonably borrow to finance much of the additional
capital spending required.

This paper presents an investigation into whether the 16 per cent benchmark is
appropriate and whether the implied debt is “moderate”. The main findings indicate reasons to be
cautious of these specific recommendations. First, while Alberta’s provincial capital is relatively
low as a percentage of GDP in comparison to the five provinces, it is notably larger (about 21 per
cent greater) on a per capita basis. Including municipal government capital magnifies the per
capita difference to almost 40 per cent. Second, an examination of characteristics of the Alberta
economy indicates that the per cent of GDP versus the per capita anomaly results largely from
the exceptionally high level of GDP per person in Alberta relative to other provinces. This
feature of the Alberta economy casts doubt on the reliability of inferences about the appropriate
level of public capital from interprovincial comparison based on GDP. Levels of provincial
capital are found to be determined by household income as much as by GDP. Third, simulations
of a largely debt financed expansion of the provincial capital stock in Alberta are deemed by
Dodge to result in moderate levels of debt compared to that in other provinces when taken as a
percentage of GDP. However, when debt levels are viewed as a percentage of provincial
government total revenue, that same level of debt is strikingly large (because government
revenue is, relative to GDP, low in Alberta). The debt to GDP ratio appears moderate but, at a
level twice the provincial government’s annual revenues, it would be large (not moderate)
relative to levels in other provinces and be a substantial burden to the Alberta government and to
Albertans. These findings indicate that the 16 per cent benchmark recommendation and the
potential for debt financing indicated in the Dodge report should be viewed with caution.
Provincial capital stock is likely not underprovided (indeed it may be comparatively large), and
the potential for debt finance is overstated.



Introduction

David Dodge, former Governor of the Bank of Canada and now with Bennett Jones LLP,
submitted a report to the Government of Alberta advising it on its plans for capital spending and
its finance prior to the October 27™ 2015 budget. That report was appended to the 2015-18
Strategic Plan budget document.! The Budget and the subsequent pronouncements of the Alberta
government indicate that the government has given considerable weight to Dodge’s
recommendations.

Conditioned in large part by the impacts that the collapse of oil prices has imposed on the
Alberta economy and the resulting fiscal crisis for the Alberta government, Dodge recommends
an enhanced capital spending program to 2019-20 that would largely be debt financed. While the
recommendations are directed towards the capital plan over the next four years, those are very
much determined by the projections of capital needs and economic conditions to 2024-25.
Central to Dodge’s advice is his position that Alberta lacks sufficient infrastructure and that the
provincial capital stock can be upgraded and sustained by a greater reliance on borrowing and
debt. Given the uncertainty of oil prices and provincial resource revenues, Dodge is rightfully
cautious about the extent to which the province should follow that path. However, given his low-
to-mid oil price scenario (believed to best balance the risks), pursuing a level of provincial
capital stock equal to 16 per cent of GDP would lead to net debt stabilizing at 25 per cent of
GDP by 2024-25.

There are reasons to encourage the Alberta government to reflect further on Dodge’s
recommendations and their longer term consequences.? First, is the argument that Alberta lacks
adequate infrastructure -- because its provincial capital stock to GDP ratio is lower than that in
other provinces -- appropriate? Second, some figures on per capita capital stock are inaccurate,
and so misleading. The correct data undermines the concern that infrastructure has been
underprovided in Alberta. Third, the ability to finance the implied level of provincial government
debt is overestimated and the debt burden could be considerably more onerous than suggested.

The following section of the paper provides a review of the Dodge analysis leading to his
recommendations. In the next section the data is examined more fully and questions are raised
about the appropriateness of relying upon interprovincial comparisons to GDP. An assessment of
the long run debt implications of the (most probable) possible capital finance plan is presented in
the third major section. The conclusion completes the paper.

! http://www.finance.alberta.ca/publications/budget/budget2015-october/goa-strategic-plan.pdf#page=20.
? The recommendations for the short term seem reasonable even if there are some doubts about some of the
underlying premises.
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The Dodge Evidence of an Infrastructure Deficiency

Dodge demonstrates that, relative to GDP, Alberta has a lower level of infrastructure
investment and capital stock than in the other five largest provinces. In his Chart 2, Dodge shows
that provincial investment as a percentage of provincial GDP has been lower in Alberta than the
average of that in Quebec, Ontario, Manitoba, Saskatchewan and British Columbia.>* Over the
20 years he reports, the average investment was 1.48 per cent of GDP in Alberta while the
weighted average in the other five provinces was 1.98 per cent.

Chart 4 in the Dodge report examines real net capital stock as a percentage of GDP and
demonstrates that the stock in Alberta is low compared to that in the other five provinces. From
1994 to 2013, Alberta averaged 14.3 per cent while the five province average was 15.8 per cent.
Furthermore, the Alberta level has deteriorated from an above average position in 1994 and
1995.

The percentages of real net provincial government sector capital stock in 2013 are
reported in Dodge’s Chart 5. Alberta’s is the lowest at 14.2 per cent while the others range from
16.0 in Saskatchewan to 21.8 per cent in Manitoba.

Largely from this analysis, Dodge concludes that public capital has not kept pace with
economic activity in the province and he recommends that Alberta aim to realize the long-run
five-province benchmark of 16 per cent provincial real capital stock to real GDP, perhaps by
2019-20. To do so will require an expanded level of provincial investment (relative to that
proposed in the March budget) so as to reach and to sustain the larger stock of public capital.

Reflecting on Further Evidence

Three avenues are pursued in the effort to assess the Dodge recommendations. Initially,
the per capita data and the percentage of GDP data are examined in more depth. Then, various
economic characteristics of the provinces are reviewed to get a sense of whether Alberta is
different from the other provinces. Finally, some simple econometric models were used to
explore potential determinants of capital stock levels. Each undertaking is reported in turn.

Further Analysis of the Per Capita and the Percentage of GDP Numbers

One can look at the data on provincial investment and capital stock in other ways. Doing
S0 raises questions as to the appropriateness of relying too heavily on the ratios to GDP. For
example, the per person provincial government investment in Alberta has exceeded the
(weighted average) of that in the other five provinces (Figure 1) in all but two years from 1990 to

* Investment is non-residential investment in the provincial government sector. Investment and GDP are measured
in real terms (chained 2007 dollars). The average is the weighted average.
* Charts in the Dodge report that are referred to in this paper are appended.



2013.° Over the 24 years reported here, per capita investment in Alberta averaged $1005 while
the average of the five provinces is $783 per person. In addition, per capita investment has
exceeded that in any other province in 18 of the 24 years. However, with Alberta’s reduced
investment in 2012 and 2013, Quebec’s per capita investment was slightly larger and that in
Manitoba and Saskatchewan were approaching the levels in Alberta. Thus, while Alberta’s
provincial government sector investment relative to GDP was comparatively low, its investment
per person has been relatively large.

Figure 1. Real Non-Residential Investment in
Provincial Government Sector Per Capita
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Source: CANSIM Tables 031-0005 and 051-0001.

Relatively high levels of per person capital stock are consistent with the comparatively
high levels of per capita investment. Figure 2 shows that the per capita provincial capital stock in
Alberta has consistently been larger than the five province average. However, the difference has
narrowed. In 1990, it was almost twice as large but, by 2013, the difference had gradually
declined to about 30 per cent larger.

> Asin the Dodge report, investment and capital are measured in real terms using 2007 dollars and a chained
index.



Figure 2. Provincial Government Net Real Capital Stock
Per Capita
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Source: CANSIM Tables 031-0005 & 051-0001.

The five province average masks considerable inter-province variation. The real net per
capita capital stock of all six provinces in 2013 is reported in Figure 3. While the five province
unweighted average is $8799 and the provincial amounts range from $7810 (Ontario) to $9712
(Manitoba), these are all less than the $10,707 level in Alberta. It is clear that, while there is
considerable variation in the levels of per capita provincial net capital stock, Alberta still (and
despite a diminishing relative level) has the highest level of provincial capital per person. In
addition, if Alberta in 2013 had the 16 per cent of GDP level of capital that Dodge recommends,
that would amount to $12,192 per capita — a level 14 per cent larger than that which was in place
and 39 per cent larger than the unweighted average in the five provinces.®

® Alberta’s October budget increased planned capital spending to 2019-20 beyond the planned levels in the March
budget but not fully to the extent recommended in the Dodge report. Dodge recommended a $6.3 billion
enhancement but the October budget added $4.5 billion. Hence, Dodge’s 16 per cent target is unlikely to be
achieved; perhaps reaching 15.5 per cent instead. In addition, Dodge’s proposal was backend loaded (larger
expenditures in later years) while the budget plan is frontend loaded.



Figure 3. Provincial Government Sector Real Net
Capital Per Capita, 2013
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Figure 3 parallels Chart 3 in the Dodge report but differs in important ways from the
depiction there. While the data are the same for Alberta, Quebec, Ontario and British Columbia,
the per capita levels are much lower here for Manitoba and Saskatchewan -- $9712 versus
$13,572 in the case of Manitoba and $9080 rather than $13,534 for Saskatchewan. The Dodge
analysis mistakenly included municipal government net real capital stock in its Manitoba and
Saskatchewan values and over reported the values for those two provinces.” The corrected data
certainly undermines if not nullifies the Dodge hypothesis that there may be strong economies of
scale to public capital (scale as to population). It also weakens the argument that Alberta is
undercapitalized in having a low level of provincial government capital per person in comparison
to the other provinces.

The mistaken inclusion of municipal capital stock in the Dodge report does point to the
potential value of also considering municipal government capital; infrastructure that is
commonly supported by provincial government transfers. Figure 4 expands Figure 3 to report
both municipal capital and provincial capital and indicate their total. There are a number of
points to note. Municipal capital adds significantly to the sub-national government public sector
capital stock within a province. On average, municipal capital represents approximately one-
third of the combined provincial and municipal capital. The municipal share is somewhat smaller
in Manitoba (about 28 per cent), somewhat larger in Ontario and British Columbia (37-38 per
cent) and notably larger (at 42 per cent) in Alberta. Including municipal capital reduces the

’ This error did not occur in Chart 5 of, or elsewhere in, the Dodge report.



differences in capital stock per person among the five other provinces. The range is from
$12,569 (Ontario) to $13,782 (British Columbia) for a difference of $1213 which is 14 per cent
of the unweighted five province average. The difference across the five at the provincial level
was $1902 or 22 per cent. It appears that there are some differences among provinces in the
municipal-provincial responsibilities for public capital with the result that when taken together,
the overall capital stock per person across the five provinces is relatively homogenous. Again,
Alberta stands out as having the highest per capita provincial ($10,707), municipal ($7066) and
combined ($18,473) capital stock of the six provinces. Indeed, incorporating municipal capital
magnifies the extent of the per capita capital stock premium in Alberta. The total of $18,473 is
39 per cent larger than the five province average of $13,291 (compared to 23 per cent larger for
the Alberta provincial government capital). As indicated in Figure 5, Alberta has consistently
had a larger municipal plus provincial capital stock per person than the five provinces. The
relative difference declined until 2007 but has since expanded. That recent growth can largely be
attributed to growth in the municipal share in Alberta. There has been a quite steady growth in
the municipal share of capital in Alberta; from 29 per cent in 1990 to 42 per cent in 2013. The
municipal shares have also increased in British Columbia and Saskatchewan since 1990 but they
have been relatively constant in Quebec, Ontario and Manitoba.

Figure 4. Provincial and Municipal Net Real Capital Stock
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Figure 5. Provincial and Municipal Net Real Capital

Per Capita
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Source: CANSIM Tables 031-0005 and 051-0001.

Despite the addition of municipal

capital, Alberta’s provincial (plus municipal) capital
stock as a percentage of GDP is still below that of the five province average (Figure 6.)
However, since 2007, the relative differences between the two are smaller than those for
provincial government capital (only) as a percentage of GDP. So, while the addition of the
considerable municipal capital moderates Alberta’s disparity relative to GDP, it does so only
slightly. Thus the anomaly remains. Alberta has levels of public capital stock and levels of public
investment that in per capita terms are well above those in the other five provinces but, relative

to GDP, public capital stock and investment are comparatively low.




Figure 6. Provincial and Municipal (combined) Net
Real Capital Stock as a Percentage of GDP
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Is Alberta Different?

This lingering difference in indicators of the adequacy of Alberta’s public capital raises
the question as to what is the appropriate standard of comparison among provinces. Is it public
capital stock relative to population or relative to GDP, or neither/both/something else? Closely
related, is Alberta different? Table 1 provides various measures that, for our purposes, serve to
characterize the six provinces. The values of those indicators are provided for 2013 and also their
1990 to 2013 averages. For ease of comparison, the provincial government sector real capital
stock per person in 2013, previously provided in Figure 3, is provided in the first line of the
table. The provincial capital stock as a percentage of GDP follows. These are the two measures
that are the focus of the above discussion. As has been observed, the per capita amount for
Alberta is relatively large while the percentage of GDP is relatively low (both for 2013 and the
long-term average).

Turing to the other indicators, GDP per person is and has been much higher in Alberta.
Both in 2013 and from 1990 to 2013, GDP per capita has been about 60 per cent larger in
Alberta than the five province average. Note too, however, that the GDP levels are most similar
among Ontario, Manitoba and British Columbia with Quebec trailing somewhat. That in
Saskatchewan (like Alberta, also a resource oriented economy), is noticeably above the levels in
the other four provinces.

The distribution of factor incomes also varies among the provinces. Approximately 50
per cent is paid as compensation to employees in Quebec, Ontario, Manitoba and British
Columbia but that share is notably smaller at about 46 per cent in Alberta and even lower



(averaging about 40 per cent) in Saskatchewan. Corporate net operating surpluses as a
percentage of GDP has an opposing pattern. It is lowest in Quebec, Ontario, Manitoba and
British Columbia (averaging in the 10 to 13 per cent range since 1990) and is larger at about 20
per cent in Alberta and Saskatchewan (with a particularly strong showing at 28.2 per cent in
Saskatchewan in 2013).

Wide differences in the non-government capital stock among provinces is a reason for the
differences in the distribution of factor incomes. Non-government non-residential capital stock
per person is greatest in Alberta at $237,872 in 2013 and lowest in Quebec and Ontario at
approximately $54,000 per capita. The levels in Manitoba and British Columbia are next largest
at $67,893 and $76,491 respectively. That in Saskatchewan, at $148,289, sits well below Alberta
but well above the other four provinces.

Interprovincial differences in per person non-government capital stock do not necessarily
translate into parallel differences in residents’ incomes. In 2013, and also since 1990, household
per capita incomes were relatively similar across the five provinces other than Alberta. In 2013,
incomes ranged from $37,657 to $44,288 but incomes and non-government capital stock ranked
differently. Also, relative incomes shifted over time. At $54,088 per person in 2013, household
income was substantially higher in Alberta — almost one-third greater than the five province
average. That was not always the case. Incomes in Alberta began to diverge from the pack at the
turn of the century with a recovery in the energy sector. The 1990 to 2013 average for Alberta is
only about 22 per cent above the five province average rather than 33 per cent larger in 2013.
Note too that per capita household income in Saskatchewan in 2013 was the highest of the five
provinces while its 1990 to 2013 average was the lowest. Incomes in Saskatchewan surged after
2007.

Household incomes also differ as a percentage of GDP. Household income is typically in
the 85 to 90 per cent range in Quebec, Ontario, Manitoba and British Columbia but at
considerably lower levels (i.e., the low 70s in Alberta and Saskatchewan). In 2013, the
percentage in Alberta was 65.5 and in Saskatchewan was it was 62.6.

Table 1 demonstrates that the Alberta economy is different in some rather important ways
from those of the other five provinces and, particularly, Quebec, Ontario, Manitoba and British
Columbia. Albertans work with large amounts of private sector capital, produce a high level of
GDP per person and, particularly over the past 15 years, earn high incomes (despite incomes
being a lower share of GDP). The Dodge report acknowledges this (page 16) but apparently
believes that those differences should not modify the percentage of GDP that provincial
government capital should be and recommends that Alberta meet the 16 per cent benchmark that
is the weighted average of the five other provinces. Dodge notes, “...real economic activity per
capita is far more intense in Alberta than in the other provinces and public capital has not kept
pace with this activity to the same extent as in the other provinces over the past 20 years.” One
expects that public capital would increase in parallel with population but is it to be expected that



Table 1. Provincial Characteristics

2013 Value

AB Qu ON MB SK BC
Provincial Govt Sector
Capital Stock (2007$ 10707 8734 7810 9712 9080 8658
chained)
Provincial Govt Sector
Capital Stock as % of

14.1 21.6 16.8 21.6 16.2 18.4
GDP (both 2007$
chained)
GDP Per Capita (2007S

. 76,201 40,353 46,570 45,049 55,981 47,113
chained)
Compensation of
Employees as % of 46.7 53.5 53.7 49.6 36.6 50.5
GDP
Corporate Net
Operating Surplus as 19.1 10.6 11.7 13.4 28.2 9.1
% of GDP
Non-Govt, Non-
Residential Capital 237,872 53,809 54,658 67,893 148,289 76,491
Stock (2007S chained)
Household Income 54,088 37,687 41,678 37,657 44,288 42,652
Per Capita (nominal S)
Household Income as o o 90.8 85.7 81.8 62.6 89.9
% of GDP (nominal $) ) ) ) ) ’ ’
1990-2013 Average
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Employees as % of 45.6 52.2 53.1 49.9 40.3 51.4
GDP
Corporate Net
Operating Surplus as 20.1 11.8 11.0 12.9 21.1 9.9
% of GDP
Non-Govt, Non-
Residential Capital 176,624 51,064 54,663 60,337 105,030 66,289
Stock (2007S$ chained)
Household Income 35,141 27,533 31,654 26,848 27,498 30,821
Per Capita (nominal S)
Household Income as  _, , 88.9 85.2 84.8 73.4 88.5

% of GDP (nominal S)
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it should increase proportionately with output per capita? Do more productive workers need
proportionately more public infrastructure?®

Some Econometric Explorations

In an effort to get a better understanding of the determinants of the levels of public
capital, some simple econometric explorations were undertaken. The basic model seeks to
explain provincial government capital stock per capita or as a percentage of GDP with
population, population growth rate, real GDP per person and real household income per person
as the potential explanatory variables.? Data covers 1990 to 2013. No details are provided but
what appear to be robust results are summarized.

First, Alberta is definitely distinct from the other five provinces. Also, Saskatchewan too
seems distinct. Indeed, models estimated for Alberta and Saskatchewan combined and for the
four other provinces together (Quebec, Ontario, Manitoba and British Columbia) perform well.
These results suggest that the four (not five) province group is a more homogeneous group for
comparison. Even so, the results also suggest that decisions on provincial capital stock have been
different in Alberta than in the other (and especially the other four) provinces over the period
examined. That implies, based on the decisions made over 24 years, that the levels per capita or
as a percentage of GDP elsewhere may not be applicable to Alberta.

A second interesting result relates to the role of GDP per person. Per capita GDP allows
for the “real economic activity per capita” that the Dodge report emphasizes. Included here also
is real household income per capita -- included to reflect differences in household income to
GDP among the provinces and to reflect the possible impact of residents’ income on demand for
(and possibly the cost of) provincial capital stock. Despite being correlated, both GDP and
household income per person have (highly) significant coefficients. Particularly interesting is
that the coefficient of GDP per capita is negative while that for household income per person is
positive. This indicates that the level of provincial government capital stock per person increases
as household income becomes larger but, after controlling for income and other factors, the level
is reduced as GDP per person increases. These results suggest that GDP per person is itself not a
good predictor of the levels of public capital stock. Determination of the levels is more complex
and including both household income per person and GDP per person results in superior model
performance (predictive power) and suggests that it is household income per person (not GDP

® While it is true that the provincial capital stock as a percentage of GDP has declined relative to the five province
average over the past 20 years (see Chart 4 in the Dodge report), that decline many not represent a serious
deterioration in its productive contribution. Rather, the high percentages observed in the mid-1990s may
represent the tailing off (due to deterioration of economic and fiscal conditions) of the surge in capital spending
that followed the 1970s energy boom and that saw the provincial capital stock climb to almost 23 per cent of GDP
in the mid-1980s.

’ltis expected that adding provincial government fiscal characteristics could be helpful but consistent data on
those of interest are not available (since the demise of Statistics Canada’s Financial Management Series) for the full
period.
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per capita) that is the main (positive) driver of the levels of provincial capital stock. This
outcome persists whether the estimates are made across all six provinces, the other five
provinces, or the four provinces excluding Alberta and Saskatchewan.™®

The examination of the data in Table 1 plus the econometric explorations offer some
cautionary insights. Alberta is different and comparison of its provincial capital stock levels with
other provinces based on GDP may not be all that informative. The determination of public
capital stocks is more complex than simply the relationship to GDP. Hence, setting an objective
of provincial capital stock equal to16 per cent of GDP because that is the average of the level in
five other provinces is probably an imperfect and unreliable benchmark.*

Capital Financing: The Long-Run Implications of Debt Financing

The Dodge report recommends that the Alberta government increase the net capital stock
of the provincial government sector to 16 per cent of GDP (a long term benchmark seen as
characterizing the five other provinces) by 2019-20. Sustaining the 16 per cent level into the
future requires an extended commitment to considerable capital expenditure. Based on working
assumptions (page 29 of the Dodge report) and simulations provided by Alberta Treasury Board
and Finance, Dodge projects the public finance implications of the expanded capital program
under four oil price scenarios. For each oil price scenario and assuming (particularly) that the
province’s non-resource revenues remain a constant portion of GDP, the simulations project
significant increases in the provincial debt in all four cases. Taking the low-to-mid oil price
scenario (i.e., low to 2019-20 and mid from then to 2024-25) as the preferred option (i.e.,
“probably the one that best balances the risks”, page 24), Dodge projects that “...net debt would
stabilize about to 25 percent of GDP by the mid-2020s....” (page 30). The shift from a net
financial asset to a net debt position and its leveling off at about 25 per cent of GDP is shown in
Chart 11 of the Dodge report which is reproduced below.

10 Population and population change were included in the econometric specification but are of little interest to the
theme of the discussion. Also, those results are not very informative. For completeness, however, mention is made
here. Including population allows for possible economies of population size. The coefficient of population is
typically significant but the sign depends upon the method of estimation. Population change was not expected to
play much of a role in explaining capital stock and its coefficient is normally not statistically significant except in
fixed effects estimation.

A provincial government’s capital expenditures are the product of a capital plan encompassing a large number of
individual projects being undertaken in an environment of an existing infrastructure. The merits of those projects
should be individually assessed and pass a social benefit-cost standard to warrant inclusion in the plan. Thus,
capital spending is, or should be, the product of a myriad of (presumably well made) micro decisions and not the
result of pursuing some arbitrary macro benchmark. Dodge acknowledges the micro fundamentals but anticipates
that the investments necessary to achieve the 16 per cent benchmark would meet such a social rate of return
standard.
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Chart 11 (of Dodge report)

Net Lending/Borrowing and Net Financial Assets
as % of GDP
Low Oil Price Scenario to 2019
Oil Price Rising to US$82 at 2020 Prices by 2024
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Dodge considers provincial net debt at 25 per cent of GDP “moderate” by provincial
standards and points to the current levels in Quebec (51 per cent), Ontario (39 per cent) and
British Columbia (16 per cent).*? To complete the comparison, the 2014-15 levels of net debt to
GDP are shown for all six provinces in Figure 7 along with the projected level for Alberta in
2024-25. By this standard, a net debt level of 25 per cent appears not unreasonable.*?

2 see page 19 and Chart 8 in the Dodge report.
2 In addition, being unique among provinces in having positive net financial assets, Alberta has (as Dodge points
out, page 19) “...prudent room for net borrowing....”

13



Figure 7. Net Debt as a Percentage of GDP
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There is a problem with the Dodge proposal. While net debt of 25 per cent of GDP may
appear moderate compared to other provinces, GDP is a questionable standard for comparison.
Provincial governments differ considerably in their size relative to their economies. To
demonstrate, Table 2 reports the total revenues of the six provinces relative to their GDPs for
2014-15. The percentages range from 12.1 per cent in Alberta to 26.1 per cent in Quebec.
Alberta has the smallest provincial government relative to its economy with a level only 60 per
cent of the average of the other five provinces. Despite these differences, total revenues per
capita are quite similar. The average across the six provinces is $10,899 per person with a range
from $8664 in Ontario to $11,761 in Quebec.* Alberta, at $10,986 ranks in the middle. Thus, it
is argued that debt relative to provincial revenues is a valuable alternative measure, and in some
cases a more appropriate indicator, of a province’s capacity to bear debt.

Table 2. Provincial Government Total Revenue as a Percentage of GDP
and Per Capita, 2014-15

Qu ON MB SK AB BC
As % of GDP 26.1 16.4 231 17.0 121 19.4
Per Capita 11,761 8,664 11,532 12,492 10,986 9,959

Source: Finance Canada, Fiscal Reference Tables, 2015.

" The range would be considerably smaller if revenues in Ontario covered its $10.9 billion deficit. If so, revenues
would be $9482 per person (and much closer to that in British Columbia) and be 17.9 per cent of GDP. Ontario is
the only one of the six provinces with such a (relatively) large difference between revenues and expenditures; that
is, the only province for which such a calculation makes a material difference to these numbers.
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Using provincial government revenues rather than GDP as the base provides quite a
different perspective on the magnitude of provincial debt and a province’s ability to finance that
debt. Figure 8 shows the 2014-15 level of net debt as a percentage of total revenues for the six
provinces. Quebec and Ontario stand out in that net debt is essentially 200 and 240 per cent
respectively of provincial revenues. The magnitudes in Manitoba, Saskatchewan and British
Columbia are notably lower and range between 40 per and 127 per cent. In 2014-15, Alberta still
had net financial assets (i.e., negative net debt). The Dodge report outlines a largely debt
financed capital program leading it to debt stabilizing at 25 per cent of GDP about 2024-15.
Were Alberta now to have net debt equal to 25 per cent of GDP, Alberta’s net debt would
amount to 200 per cent of provincial revenues. That would be a level of debt comparable to those
in Quebec and Ontario, neither of which is in an enviable position and, as to be expected, whose
bond ratings are below those of the other four provinces. Looked at in this context, a debt burden
of 25 per cent of GDP seems less moderate and much less appealing than implied in the Dodge
report.

Figure 8. Net Debt as a Percentage of Provincial Revenues,
2014-15 (and Alberta if debt was 25 per cent of GDP)
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A capital finance program leading to net debt stabilizing at 25 per cent of GDP has other
ramifications. Stabilization of the debt level at 25 per cent of GDP suggests a permanent level of
debt. That implies a continuous debt financing burden. Debt servicing costs currently represent
approximately 10 per cent of provincial revenues in Quebec and Ontario. A similar cost could be
added to the Alberta budget if net debt approximated a quarter of GDP (and perhaps more if
interest rates increase from the current low levels). That additional cost becomes a new burden
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for Alberta residents. It must be met either from increased taxes and/or reduced services. If
Albertans were to face those additional costs by 2024-25, they should give serious consideration
to avoiding the debt service costs by financing sooner a larger share of capital investments from
revenues (either by reducing other expenditures and/or increasing taxes).' So, even if Alberta
can readily borrow and could carry a considerable level of debt, a sustained long-term debt
financed capital program should not be attractive.

Conclusion

The Dodge report provides many valuable insights and its recommendations for the near
term, particularly regarding stabilization, are sound. Also, the attention to and warnings of the
sensitivity of provincial revenues to oil prices and so fiscal plans, even in the short term, is a
service. The concern in this analysis is the position that the provincial public sector capital stock
is deficient compared to other large provinces and the resulting recommendation that Alberta
should increase its capital stock to a level equivalent to 16 per cent of its GDP (a benchmark
taken from the long term levels in five other provinces; Quebec, Ontario, Manitoba,
Saskatchewan and British Columbia). This paper presents evidence casting doubt on the merits
of that recommendation.

A major piece of cautionary evidence is that the real per person capital in Alberta
currently exceeds considerably that in each of the other five provinces (and by 21 per cent on
average). Augmenting the stock to the 16 per cent of GDP level that Dodge recommends would,
if in place in 2013, have resulted in the per capita level in Alberta being 39 per cent larger than
the average in the other five provinces. These data come from correcting a misleading error in
Chart 3 of the Dodge report. Including municipal government capital magnifies the per capita
difference between Alberta and the others.*® Provincial and municipal per capita capital stock
amounted to $18,473 in Alberta while the five province average was $13,291.

> Debt finance of capital only delays and increases the cost of capital to the province. Had 10 per cent of revenues
been needed to meet debt service costs in 2014-15, that would have amounted to $4.5 billion dollars. $4.5 billion
compares with capital plan expenditures of $6.2 billion that year, $6.8 billion per year average annual capital
outlay planned by the NDP government over the next five years, and the $7.2 billion average over five years
recommended in the Dodge report. That is, avoiding the interest expense of debt finance (at the 25 per cent of
GDP level) would meet about two-thirds of annual capital outlays. Since prolonged reliance on debt finance of
capital increases the cost, it seems better to avoid (as much as possible) debt and lower the cost. Debt is best
reserved for the meeting deficits arising from those unexpected and short term emergencies such as the fiscal
crisis imposed by the collapse of oil prices when contingency funds are not available or are inadequate. Debt is
typically a costly approach for meeting long term expenditures including the regular annual outlays necessary to
provide and maintain public infrastructure. For further discussion see section 3.1 of M. McMillan, Hard Math,
Harder Choices, Parkland Institute, October 2015, http://s3-us-west-2.amazonaws.com/parkland-research-
pdfs/hardmathharderchoices.pdf.

'® |t also reveals that the sub-national government per capita capital stock is more homogeneous among the five
provinces than the provincial only levels.
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That Alberta has a high level of public capital stock per person but a low level relative to
GDP poses the issue of which is the appropriate standard of comparison (or are both relevant,
neither, or something else). An examination of various characteristics of the provincial
economies suggests that the Alberta is different. In particular, Albertans work with large
amounts of private sector capital, produce a high level of GDP per person and, particularly over
the past 15 years, earn high incomes despite incomes being a lower share of GDP. The data
indicates that four provinces (Quebec, Ontario, Manitoba and British Columbia) are quite
similar. Alberta, and in some ways Saskatchewan, are unlike the other four. Those differences
raise questions about the reliability of comparisons with GDP in other provinces for making
inferences about Alberta. Some econometric explorations into the determinants of provincial
capital stock per capita and as a percentage of GDP support the distinctiveness of the Alberta
economy. In addition, household income is observed to have a major influence on the stock of
public capital in all provinces. Determining the appropriate levels of public capital stock in our
situation appears to be more complicated than simply appealing to GDP.

Dodge projects the public finance implications for Alberta of implementing the 16 per
cent of GDP benchmark based on a set of reasonable assumptions and four oil price scenarios.
The implications are that the enhanced capital stock would be largely debt financed and result in
the province assuming considerable levels of net debt. Following the low-to-mid price of oil
scenario, debt would stabilize at 25 per cent of GDP. Dodge regards that level as moderate.
However, when one recognizes the smaller size of provincial government relative to GDP in
Alberta, that level of debt is twice the annual revenue of the province. That is not a moderate
level and it compares to the levels in the high debt provinces of Quebec and Ontario. Carrying
debt of that magnitude imposes a significant cost to the provincial budget, perhaps in the order of
10 per cent of revenues depending upon interest rates at the time. Viewed from this perspective -
- that is, the financial resources of the provincial government rather than the size of the economy
— there is reason to believe that the potential debt burden is (effectively) understated in the
Dodge report and, so, good reason to be less sanguine about the fiscal consequences.*’

This analysis argues that Albertans be cautious about following Dodge’s recommendation
that the provincial government pursue a provincial public sector capital stock equal to 16 per
cent of GDP. In the case of Alberta, GDP appears to be a tenuous base up which to make
interprovincial comparisons. Alberta already has a high level of public capital per capita
although that stock is somewhat lower relative to GDP. Also, Albertans should be cautious about
financing extensions of its capital stock by borrowing. While the amount of debt that could result
appears moderate relative to GDP, that amount is large relative to provincial government
revenues and the burden on the provincial budget (and so taxes and services) is significant.

7 Of course, the province need not rely so heavily on debt finance even if expanding capital expenditures.
Alternative expenditures and revenue/tax choices could reduce the need for borrowing. Dodge mentions tolling.
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Appendix: Charts from the Dodge Report

Chart 2:

Real Non-Residential Investment in Provincial
Government Sector as % of Real Provincial GDP

Weighted average of Quebec,Ontario,Manitoba,Saskatchewan, British
Columbia

M Alberta

Source: Statistics Canada, Cansim matrices 031-0005 and 384-0038.

Chart 3:
Population and Real Net Capital Stock per Capita
in the Provincial Government Sector
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Sources: Statistics Canada Cansim matrices 031-0005 and 051-0001.
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Chart 4:

Real Net Capital Stock in Provincial Government
Sector
as % of Real Provincial GDP
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Source: Statistics Canada, Cansim matrices 031-005 and 384-0038.

Chart 5:
Real Net Capital Stock In Provincial Government Sector
as % of Real Provincial GDP - 2013
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Source: Statistics Canada, Cansim matrices 031-005 and 384-0038.
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