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executive summary

	 goal	 To ensure that Canadians have the highest level of economic freedom and 
prosperity in the world.

	 focus	 Economic freedom—providing citizens with the opportunity and the 
means to make more of their own economic decisions—is an essential 
prerequisite to high levels of economic prosperity. Customs, institutions, 
laws, policies, and business and government practices that constrain eco-
nomic freedom, also constrain economic growth and reduce the prospects 
for prosperity. In empirical studies in the world’s top peer-reviewed aca-
demic journals, economic freedom has been shown to create investment, 
prosperity, competitiveness, and numerous other positive outcomes.

In this volume, we examine constraints on Canadians’ economic 
freedom imposed by excessive levels of government spending and taxa-
tion, barriers to internal trade, and over-regulation of business. In all 
these areas, we find Canadians’ economic freedom is unnecessarily lim-
ited and we recommend ways to reduce these limitations.

government spending and taxation

Excessive government taxation and spending limit the economic freedom 
of individuals and businesses by reducing their incomes and transferring 
economic decision-making powers into the hands of politicians and bu-
reaucrats. Based on our examination of some of the world’s best research 
on the optimal size of government and structure of taxation, we offer the 
following conclusions and recommendations.
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optimizing the size of government

	 1	 The size of government may be defined in terms of the level of government 
spending as compared to the size of the economy, that is, the percentage 
of Gross Domestic Product (GDP) consumed by the public sector. There is 
an “optimal” size for government that maximizes economic growth and 
social outcomes. At present, governments in Canada consume about 39% 
of GDP. However, top peer-reviewed research on the optimal size of gov-
ernment indicates that the optimal size for economies like Canada’s lies 
within the range of 20% to 35% of GDP. A government sector in Canada 
that consumed 33% of GDP would be within this range and much closer 
than 39% of GDP to the optimal level required to increase both prosperity 
and positive social outcomes. We therefore conclude that Canada should 
adopt this level as a target and hereafter propose measures to achieve that 
target level within six years.

	 2	 In particular, we recommend that governments of all levels in Canada 
restrain spending increases to 0.9% per year over the next five years. This 
will reduce the size of government in Canada to one-third of GDP in fiscal 
year 2011/12 and shift about $388 billion in spending away from govern-
ment and back into the hands of individuals, families, and wealth-creat-
ing, job-creating, businesses.

reducing taxation

There is a cost and a benefit associated with every form of taxation. Not 
all forms of taxation are equally efficient in raising revenues; not every 
tax reduction is equally effective in stimulating growth. Research into the 
efficiency of various taxes and tax-reduction measures leads us to believe 
that the “mix” of tax reductions recommended below would be most effec-
tive in stimulating Canada’s economic growth.

�  executive summary
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business tax relief

	 	 Accelerate the elimination of all corporate capital taxes in Canada.

	 	 Reduce corporate income-tax rates. Specifically, the federal government 
should reduce its rate to 12.0% from 21.0% over the next five years. The 
provinces are encouraged to reduce their corporate income-tax rates by a 
minimum of 30%, with a target rate of 8%. 

	 	 Eliminate the federal surtax on corporate income taxes.

	 	 The federal and provincial governments should increase the amount of 
income eligible for the small-business tax rate (preferential) with a view 
toward ultimately eliminating preferential treatment. 

	 	 The five provinces that still apply their provincial sales tax to business 
inputs, British Columbia, Saskatchewan, Manitoba, Ontario, and Prince 
Edward Island, should take measures to exempt business inputs. Spe-
cifically, all provinces should harmonize their provincial sales taxes 
with the federal goods and services tax (GST), which already exempts 
business inputs. 

personal income taxes

	 	 The federal and provincial governments should move toward a single-rate 
personal income tax. 

	 	 For those jurisdictions that retain multiple rates of personal income tax, 
the thresholds of income at which the additional rates apply should be 
increased. (One of the problems currently seen in the Canadian personal 
income-tax system is that middle and upper personal income-tax rates are 
applied at relatively low levels of income.)

executive summary  � 
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savings and investment taxes

	 	 Eliminate Capital Gains taxes. As a small, open economy that is expe-
riencing difficulty in attracting business investment, it is critical that 
Canada as a whole implement and maintain a highly attractive invest-
ment climate. 

	 	 Retain competitive taxes for dividends and interest income. The ideal 
would be to move toward a single-rate, integrated, tax system.

	 	 Eliminate contribution limits for RRSPs and RPPs. The majority of Canadi-
ans save exclusively in tax-deferred accounts such as RRSPs; thus, greater 
flexibility in their use would have beneficial effects.

	 	 Introduce tax-exempt, pre-paid savings accounts. These vehicles are es-
sentially the reverse of RRSPs in that the tax is pre-paid but the earnings 
are tax exempt, as are any withdrawals.

eliminating interprovincial trade barriers 

Canada cannot achieve the goal of leading the world in prosperity and 
economic growth without greater freedom of trade and exchange within 
our own country. Despite our professed commitment to free trade, a sig-
nificant number of interprovincial trade barriers remain in effect across 
Canada costing the Canadian economy billions per year. To ultimately re-
move these restrictions on economic growth and ensure free trade within 
Canada, we recommend the following.

	 1	 acceptance by all provincial and territorial  

governments and the federal government  

of the principle of an open domestic market

The governments would agree to:

�  executive summary
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	 	 establish rules to define what would be considered a trade barrier; 

	 	 undertake to remove or change any measures, policies, or practices that 
create an unjustifiable barrier;

	 	 support the creation of a quasi-judicial Canada Internal Trade Tribunal to 
enforce the trade rules;

	 	 take the necessary legislative steps to ensure that rules can be enforced.

	 2	 establishment of a canada internal trade tribunal

The purpose of the Tribunal would be to enforce the trade rules established 
under the principle of an open domestic market. It would be a standing 
tribunal that would hear, and act upon, complaints from individuals, busi-
nesses, or governments concerning government measures that may be 
barriers to trade, investment, and worker mobility.

	 3	 establishment of a canada internal trade council

The role of the Internal Trade Council, which should be made up of Minis-
terial representatives, would be to monitor the performance of Canada’s 
internal markets, identify issues and impediments that need to be re-
solved, and sponsor initiatives, including the negotiation of multilat-
eral and bilateral agreements, to resolve these issues. The Council would 
make annual public reports to governments and to the Council of the 
Federation. 

	 4	 clarification of the federal power to strike 

down interprovincial barriers 

Throughout the Canada Strong and Free series, we have vigorously argued 
that Ottawa should respect the division of powers in Canada’s Constitu-
tion and stop interfering in areas of provincial jurisdiction. In internal 
trade, on the other hand, Ottawa has declined to clarify, use, or expand its 
own constitutional powers to remove inter-provincial trade barriers.

executive summary  � 
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We recommend a federal reference to the Supreme Court, asking it 
to clarify the extent of the present federal commerce power (that is, the 
power of the federal government under the present Constitution to strike 
down interprovincial barriers to trade) and what kind of amendment would 
be required, if necessary, to give the federal government that power.

eliminating excessive regulation

Government regulations prevent individuals and businesses from freely 
making decisions or entering into agreements they otherwise would in 
the absence of regulation. Obviously some regulation of economic activ-
ity is necessary and beneficial but over-regulation imposes heavy costs on 
consumers and businesses and can severely limit economic growth.

After examining research into the regulatory burden borne by Ca-
nadian business in comparison to our international competitors, we rec-
ommend a fundamental change in the way Canada introduces, manages, 
and reforms regulations. These changes would ultimately revolutionize 
the regulatory structure of Canada, eliminate unnecessary regulations, 
reduce the number of bad regulations put on the books, and ensure a rela-
tively short life for ill-advised regulatory intrusion.

recommendations 

	 	 Follow up the Smart Regulation Initiative launched in 2005 by the federal 
government. The goal of the initiative, which involves all levels of gov-
ernment, is to improve the regulatory system in Canada by eliminating 
overlaps between different levels of government and its agencies and by 
updating old regulations to reflect the realities of today’s fast-changing 
world. One of the principles of the Smart Regulation Initiative is to learn 
what the best practices in regulation are from both within Canada and 
around the world, and to make those best practices, common practices 
in Canada. 

�  executive summary
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	 	 Require government officials and interest groups proposing new regula-
tions to submit detailed benefit/cost estimates, including estimates of 
compliance costs as well as administrative costs.

	 	 Require Parliament and the legislatures, or their appropriate Scrutiny of 
Regulations Committees, to hold regular “delegislation/deregulation” ses-
sions where the only item of business is to strike obsolete, unnecessary, 
and overly restrictive laws and regulations from the books. 

	 	 Incorporate “sunset” clauses into all regulations and regulatory regimes. 
While deregulatory exercises may periodically clear the regulatory 
underbrush, we recommend a structure to prevent future regulatory 
build-ups. All newly enacted or renewed regulations should automati-
cally expire in five years unless renewed; this would allow government 
to regularly re-examine its regulatory structure and determine whether 
regulations still serve a useful purpose. All levels of government, as well 
as any government bodies charged with regulatory oversight, should put 
in place this requirement.

the benefits of economic freedom

In the final section of this report, we cite international studies and com-
parisons that strongly demonstrate that the expansion of economic free-
dom reduces unemployment, poverty, and inequality, and facilitates eco-
nomic growth, human development, and the expansion of other freedoms 
around the world.

But what are the benefits for Canadians? What might a tangible 
expansion of economic freedom in this country mean for you? Simply 
this: increased income and job opportunities as you participate in the best 
performing economy in the world; the benefits of financially sustainable 
social services; and a superlative quality of life for you, your family, your 
community, and your country.

executive summary  � 



  building prosperity

Implementation of the recommendations of this report would in-
crease your economic freedom and your family’s economic freedom. That, 
in itself, is a valuable goal. You and your family, not bureaucrats and poli-
ticians, should be making your economic decisions. And as a result, you 
would see your prosperity grow. As extensive research on economic free-
dom shows, at the end of the day, individuals and families simply look 
after themselves better than governments can. The ingenuity and drive 
of individuals, families, and businesses, when economically free, foster 
innovation, create wealth, and increase prosperity.

Can and should more be done to expand economic freedom and 
other freedoms at home and broad, to support the exercise of freedom of 
scientific inquiry and the application of its results to economic progress, 
to increase the freedom and adaptability of labour markets as well as 
capital and trade markets, to ensure a broader distribution of the means 
of wealth creation to an increasing number of people, and to insure that 
economic growth is not purchased at the price of environmental degrada-
tion? Of course, and stay tuned!

But let us begin by doing something which we Canadians do very 
well—seriously searching for the right “balance.” What balance between 
our public and private sectors will induce the best performance from Can-
ada’s economy? What division of effort and resources among our three 
levels of government will deliver the peace, order, and public services es-
sential to our quality of life at the least cost and greatest responsiveness to 
our desires? What balance between “perfect” freedom and the constraints 
necessary in a complex society will generate the highest levels of wealth 
and job-creating economic performance?

In this report, we have provided our best answers to these ques-
tions along with recommendations for action based upon those answers. 
Depending on your values and perspective, your answers to these ques-
tions and recommendations for action may differ from ours. But let us 
all join in a serious national conversation about these questions in the 
months ahead, the objective being to achieve the best economic perfor-
mance in the world in a Canada strong and free! 

�  executive summary
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Our goal is a simple one: we wish to make Canada the very best place on 
the planet to live. Our intent throughout the Canada Strong and Free se-
ries has been to point toward the practical way to this objective.

This goal is not overly ambitious. As Canadians, we have already 
accomplished much. Yet the talents of our people and bounty of our land 
equip us to do more, to create nothing less than the world’s best governed 
and most prosperous nation, enjoying the highest quality of life on earth. 
The recent election of a new federal government provides a particularly 
exciting and timely opportunity to overcome the absence of policy vision 
that for more than a decade has limited Canada’s advance. 

Volume 1 of the series, A Canada Strong and Free, drew the outlines 
of a fresh vision for the future. Subsequent volumes have translated that 
vision into practical, proven policy approaches. Volume 2 of the series 
identified ways we can enhance the experience of Canadian life by improv-
ing the delivery and financing of health care, education, child-care, and so-
cial assistance. Volume 3 proposed steps to ensure that Canadians live in 
the best-run, most democratic and responsive federation on the planet. 

This, our fourth volume, now seeks for Canadians the best econom-
ic performance in the world. It is an essential complement to our second 
volume: a high quality of life cannot be accomplished or sustained with-
out high economic performance. Likewise, it is a necessary companion to 
our third volume: just as responsive democracy requires robust political 
freedoms, world-leading economic performance requires world-leading 
freedom of economic choice and action. Political freedom and economic 
freedom are indivisible.

	 1	 introduction
aiming for the top
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rebalancing: the key to prosperity

A distinguishing element in the Canadian character is our desire for “bal-
ance”—our wish to avoid extremes and find the right equilibrium between 
competing goals and alternative means in all our endeavours, whether 
personal or collective. Yet, as our previous volumes documented, Cana-
dian public policy and its administration have developed numerous and 
crippling imbalances. If our vision for a better Canada is to be realized, 
these must be corrected.

The earlier volume entitled Caring for Canadians in a Canada Strong 
and Free tackled the question: “What is the most efficient balance of re-
sponsibility and resources among our three levels of government—federal, 
provincial, and local?” If this balance is less than optimal—if Canada’s 
public sector at any level is less productive than it could be—then obvious-
ly Canadians are getting less “bang for their tax buck” than we ought to. 
That, in turn, impairs the efficiency of the Canadian economy as a whole. 

For example, in providing health care, a social service central to 
quality of life, every other industrialized country with universal health 
coverage (and medical outcomes superior to ours) has a “two-track system.” 
These achieve an efficient, effective balance between public and private 
providers in financing and delivering health care of the highest quality. 
In Canada, a monopolistic Canada Health Act prevents us from pursuing, 
let alone achieving, this balance. While restricting Canadians’ freedom of 
choice in health care, it provides medical results measurably inferior to 
those in countries that take a more balanced approach.

A key objective in our aspirations for Canada, therefore, must be 
to clear away every obstacle to attaining the best possible balance be-
tween the public and private sectors in the delivery of effective, efficient 
social services. 

What is true for Canadians’ health, we argue in this volume, is 
equally true for Canadians’ wealth. The key to a dramatic improvement 
in the national economy is to strike a new balance between our individual 
freedom to make our own economic decisions and the limits governments 
place on our choices. Balance must be restored in several important di-
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mensions: between the public and private sectors’ consumption and use 
of national wealth; in Canadians’ right to trade with other Canadians; and 
between individual Canadians’ freedom to make economic choices and 
governments’ desire to make those decisions for them through regulation. 
In short, a new balance must restrain the hand of government in order to 
unleash what has been identified empirically as the single most significant 
contributor to enhanced prosperity: Canadians’ economic freedom.

In Chapter 2, we examine this important concept more closely. We 
show how Canada ranks in economic freedom against our international 
peers and competitors. We marshal a large body of evidence to show how 
expanded economic freedom will significantly boost the prosperity and 
well-being of Canadians.

Freedom, of course, is relative. At one extreme, it may be indis-
tinguishable from anarchy. At the other, an “overweight” government 
consumes too much national wealth, limiting both present and future 
prosperity. How much is “just right”? In Chapter 3, we examine the most 
advanced research on the optimal size of government. The results are un-
ambiguous: Canada’s public sector is too large in proportion to our wealth-
producing private sector. We therefore propose a new target ratio between 
the size of our public and private sectors, one scaled to liberate Canadians’ 
innate ability to enhance our prosperity.

To attain this prosperity-enhancing new balance, we propose in 
Chapter 4 a path that addresses not only the appropriate scale of public 
spending, but a major adjustment in the types of taxation that will raise 
the necessary funds for government with the least impairment of na-
tional prosperity. We examine the efficiency of various kinds of taxes and 
propose a measured program of reduction and reform designed to leave 
substantively more wealth in the hands of Canadians. We show how this 
can be done so as to increase, rather than decrease, the sustainability of 
essential social services that governments provide. 

Having pointed to the optimal scale for government’s role in at-
taining the greatest possible national prosperity—and identified ways 
to achieve that scale—the last two chapters of this volume address other 
critical limitations on Canadians’ economic freedom. 
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In Chapter 5, we examine Canadians’ freedom to trade with other 
Canadians. Here again, the current balance is out of whack. While the fed-
eral government has intruded into many areas of provincial jurisdiction 
over the years, it has also failed to act on an important responsibility of its 
own: protecting Canadians’ rights to trade freely with each other wherever 
in our federation they may live. Provinces defend barriers to trade that 
protect powerful special interests at the expense of all Canadians—in-
cluding their own citizens. This constitutes yet another imbalance in need 
of redress if Canadians are to achieve the prosperity to which we aspire. 

Chapter 6 examines the evidence that where government pre-
empts individual and corporate economic freedom, putting decisions in 
the hands of bureaucrats and politicians through excessive regulation, 
prosperity again suffers. Of course, just as the optimal size of government 
is not zero, neither is the optimal regulatory requirement zero. Once more, 
the right balance is needed. We show that in Canada the balance is off. We 
endorse measures to strike the right equilibrium between appropriate 
regulation and freedom of economic choice.

None of these efforts to rebalance the economic federation would 
be worth pursuing if their advantages were merely theoretical. We con-
clude by identifying both the economic and non-economic benefits that 
will flow from the expansion of Canadians’ economic freedom as a result 
of implementing the recommendations in this report.
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economic freedom

Economic freedom is the key to prosperity. In empirical studies in the 
world’s top peer-reviewed academic journals, economic freedom has con-
sistently been shown to create investment, increase prosperity, enhance 
competitiveness, and advance numerous other positive social outcomes. 
In contrast, customs, institutions, laws, policies, and practices in business 
and government that constrain economic freedom also constrain growth 
and reduce the prospect of prosperity.�

No nation that lacks economic freedom has ever consistently im-
proved the material lives of its citizens. Nor, for that matter, has any such 
nation ever established a stable democracy that respected other freedoms. 
Freedom is not easily subdivided. 

Canada owes much to a generally high degree of economic free-
dom—including our stable democracy and enviable prosperity. Canada 
is consistently in the top 10 of the world’s economically freest nations, 
as measured by The Fraser Institute’s annual report, Economic Freedom 
of the World (see sidebar, the fraser institute’s economic freedom in-

dex and report, pages 14–15). But “good” is a long way from “the best.” 
Indeed, Canada ranks in the bottom half of the top 10 in the measure 
of the economic freedom we provide to people and enterprises. We can 
do better. 

	�	  See, for example, Easton and Walker, 1997; Farr, Lord, and Wolfenbarger, 1998; 
Grubel, 1998; and Gartzke, 2005. For a summary of the literature, see Doucoulia-
gos and Ulubasoglu, 2006.

	 2	 liberty to prosper
rebalancing economic freedom
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Canada can and must strive to give its citizens the greatest degree 
of economic freedom in the world. That measure of freedom is an essen-
tial prerequisite to achieving both the world’s highest levels of economic 
performance and its most democratic governance.

what does economic freedom require 
and how is it constrained?

Economic freedom means liberating citizens to make more of their own 
economic decisions. The idea necessarily implies a limited government: 
over-sized governments, those that over-tax or substitute their decision-
making for individual initiative and choice, are a major constraint on 
economic freedom. 

the fraser institute’s economic  
freedom index and report
Economic freedom unleashes the drive and ingenuity of individuals and has 
positive dynamic consequences throughout the economy. The Economic Free-
dom Index, pioneered and developed by The Fraser Institute and published in 
the annual report, Economic Freedom of the World, was designed to create an 
objective test for how free individuals, families, and business enterprises are to 
make their own economic decisions. 

The Economic Freedom Index measures economic freedom using 38 data 
points in the following five key areas:

	 	 Size of government (expenditures, taxes, and enterprise)
	 	 Legal structure and security of property rights
	 	 Access to sound money
	 	 Freedom to trade internationally 
	 	 Regulation of credit, labour, and business.

The Index thereby provides both a description of an economy and, when indi-
vidual variables are compared to those of competitors, a prescription for policy 
improvement. Nobel Laureate Douglass North has called the Economic Free-
dom Index the best available description of “efficient markets.”
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Economic freedom requires an incorruptible rule of law, one that 
protects both persons and rightfully acquired property and applies equally 
to the powerful and the weak. More exactly: “Individuals have economic 
freedom when property they acquire without the use of force, fraud, or 
theft is protected from physical invasions by others and they are free to 
use, exchange, or give their property as long as their actions do not violate 
the identical rights of others” (Gwartney, Lawson, and Block, 1996). Where 
rule of law is weak or corrupted, where property rights are weak or denied, 
economic freedom is not only constrained—it can scarcely exist.

Economic freedom requires sound money. Inflation is a form of 
silent expropriation, eroding the value of wages, savings, and property. 
When inflation is not only high but also volatile and unpredictable, in-
dividuals and enterprises cannot plan for the future; they are thus ef-
fectively denied the exercise of economic freedom. An unsound money 

The genesis of the Index can be traced back to 1984. Michael Walker, then ex-
ecutive director of The Fraser Institute, in conjunction with Milton and Rose 
Friedman, started the Economic Freedom Project to enhance understanding of 
the concept of economic freedom, its linkages to political and civil liberties, and 
their role in influencing economic performance. Initial research involved 60 of 
the world’s top thinkers, including several Nobel Laureates. In the intervening 
22 years, top economists, political scientists, philosophers, and sociologists have 
refined both the understanding of economic freedom and our ability to identify 
when it exists in a place and when it does not. The Economic Freedom Project 
remains on the cutting edge of today’s research into the factors of prosperity 
and has a broad, worldwide audience.

Following the project’s research phase, Economic Freedom of the World: 
1975–1995 was published in 1996. Since then, the annually published index 
has been the subject of over 200 academic and policy articles. The Interna-
tional Monetary Fund (IMF) concluded in its most recent annual report, 
World Economic Outlook: Building Institutions (September, 2005), that the most 
important determinant of economic advancement is the quality of institu-
tions in a country. As one of its measures of institutional development, the 
IMF selected the Index published by The Fraser Institute in Economic Freedom 
of the World.
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supply or erratic and confiscatory monetary policy are therefore another 
major constraint on economic freedom.

Economic freedom is expressed in the freedom to trade, in its broad-
est sense: to buy, sell, exchange, and transport resources, goods, services, 
and information freely across domestic and international borders, and to 
make contracts concerning these transactions. Limits on trade, whether 
domestic or international, are a further serious constraint on the exercise 
of economic freedom.

Economic freedom requires that government regulation of credit, 
labour, and business be minimized rather than maximized. Governments 
not only limit domestic and international exchange, they may also devel-
op onerous regulations that limit the right to gain credit, to hire or work 
for whom you wish, or to freely operate commercial enterprises. Excessive 
regulation of this kind once again constrains economic freedom.

Most importantly, economic freedom is not readily divisible. Na-
tions that respect economic freedom in just one area, while constraining 
it in others, do not enjoy its great advantages. Conditions and policies that 
enhance economic freedom must be considered in toto, as an overall pack-
age. To attain the full prosperity of which we are capable, Canadians re-
quire the greatest possible degree of economic freedom across the board.

measuring the economic 
freedom of canadians

Canadians are justly proud of our political freedoms. But what is our record 
when it comes to economic freedom? The Fraser Institute’s annual report, 
Economic Freedom of the World, measures this equally important quality 
across 38 distinct variables in five different areas. Table 2.1 (pages 18–19) 
provides a summary of the latest outcomes of these measurements, re-
vealing Canada’s over-all rank compared to other OECD nations as well 
as the non-OECD economies of Hong Kong and Singapore. The result is 
unequivocal: on a scale where first place should be the goal, Canada’s per-
formance should be improved for the benefit of all Canadians.
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	 1	 size of government

Overall, out of 32 economies considered, Canada comes in at tenth place 
in size of government. We have the eleventh highest marginal income-tax 
rate, and the share of our economy consumed by government is closer to 
the bottom of the stack than the top: in 22nd place out of 32 jurisdictions. 
In other words, Canada is far from the top of the class. In fact, we are 
relatively heavy taxers compared to other developed nations. This unnec-
essarily decreases Canadians’ economic freedom, reducing our ability to 
make our own decisions with our own money and putting those decisions 
in the hands of politicians and bureaucrats.

This over-sized governmental sector, compared to our leading 
competitors and trading partners, constitutes a major constraint on our 
ability to achieve superior economic performance. If we are to attain the 
quality of life we aspire to, we must liberate more of our economy to cre-
ate prosperity. This will require striking a better balance between the 
public and private sectors without damaging social services. The analysis 
and recommendations of Chapters 3 and 4 describe steps we can take to 
achieve this critical goal.

	 2	 legal structure and security of property rights

An impartial legal system and secure property rights are essential to eco-
nomic freedom. But Canada’s ranking in this crucial area shows alarming 
decline. As recently as 2000, Canada ranked fifth best internationally on 
legal institutions and secure property rights, tied with Austria, Switzer-
land, and the United Kingdom with a score of 9.3 out of 10. By 2004, our 
ranking had plummeted to fourteenth and our score to 8.4. 

For lack of military interference in politics, and for law and order, 
Canada received perfect scores in both years; as did many other developed 
nations. However, Canada ranked sixteenth in protection of intellectual 
property, down from twelfth in 2004. Canada’s score fell from 8.0 in 2000 
to 7.5 in 2004.
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table 2.1:  canada’s over-all rank for economic freedom compared to	 that of other oecd nations, hong kong, and singapore

1  Size of Government 2  Legal System & 
Property Rights

3  Sound Money 4  Freedom to Trade 
Internationally

5  Regulation Summary Index 

Score Rank Score Rank Score Rank Score Rank Score Rank Score Rank

9.1 1 Hong Kong 9.2 1 Denmark 9.8 1 Sweden 9.5 1 Hong Kong 8.5 1 Iceland 8.7 1 Hong Kong
8.2 2 Singapore 9.0 2 Netherlands 9.7 2 United States 9.3 2 Singapore 8.3 2 Hong Kong 8.5 2 Singapore

8.1 3 Mexico 8.9 3 New Zealand 9.7 2 Ireland 8.8 3 Luxembourg 8.0 3 United States 8.2 3 New Zealand

7.6 4 United States 8.9 3 Iceland 9.7 2 Finland 8.6 4 Ireland 7.9 4 New Zealand 8.2 3 Switzerland

7.4 5 Switzerland 8.9 3 United Kingdom 9.7 2 Greece 8.5 5 Belgium 7.8 5 Canada 8.2 3 United States

7.3 6 Turkey 8.8 6 Finland 9.7 2 Switzerland 8.4 6 Slovak Rep 7.7 6 Switzerland 8.1 6 Ireland

6.7 7 Iceland 8.8 6 Germany 9.6 7 Denmark 8.4 6 Netherlands 7.7 6 Australia 8.1 6 United Kingdom

6.7 7 New Zealand 8.8 6 Ireland 9.6 7 Spain 8.3 8 Hungary 7.6 8 United Kingdom 8.0 8 Canada
6.7 7 United Kingdom 8.8 6 Australia 9.6 7 Austria 8.3 8 Austria 7.6 8 Singapore 7.9 9 Iceland

6.6 10 Canada 8.7 10 Switzerland 9.6 7 Luxembourg 8.3 8 Czech Rep. 7.3 10 Hungary 7.9 9 Luxembourg

6.6 10 Japan 8.7 10 Austria 9.6 7 Belgium 8.2 11 Germany 7.3 10 Luxembourg 7.8 11 Australia

6.5 12 South Korea 8.7 10 Norway 9.6 7 France 8.0 12 New Zealand 7.2 12 Denmark 7.7 12 Austria

6.4 13 Ireland 8.7 10 Luxembourg 9.6 7 Singapore 8.0 12 Sweden 7.2 12 Finland 7.7 12 Finland

6.1 14 Australia 8.4 14 Canada 9.6 7 Canada 8.0 12 Spain 7.0 14 Ireland 7.7 12 Netherlands

6.0 15 Greece 8.1 15 Singapore 9.6 7 Italy 7.9 15 Denmark 7.0 14 Netherlands 7.6 15 Denmark

6.0 15 Portugal 8.1 15 Sweden 9.6 7 Japan 7.9 15 Finland 7.0 14 Japan 7.6 15 Germany

5.8 17 Poland 7.8 17 United States 9.6 7 Netherlands 7.9 15 United Kingdom 6.8 17 Slovak Rep 7.5 17 Japan

5.8 17 Germany 7.7 18 France 9.6 7 New Zealand 7.8 18 Canada 6.7 18 Norway 7.4 18 Hungary

5.6 19 Italy 7.6 19 Belgium 9.6 7 Germany 7.8 18 France 6.7 18 Spain 7.4 18 Portugal

5.3 20 Hungary 7.6 19 Portugal 9.5 20 Portugal 7.7 20 Switzerland 6.7 18 France 7.3 20 Belgium

5.2 21 Spain 7.5 21 Japan 9.5 20 South Korea 7.7 20 Portugal 6.7 18 Austria 7.3 20 France

5.2 21 Austria 7.5 21 Hong Kong 9.5 20 Hungary 7.6 22 United States 6.7 18 Sweden 7.3 20 Sweden

5.0 23 Luxembourg 6.6 23 Czech Rep. 9.4 23 United Kingdom 7.5 23 Italy 6.5 23 Portugal 7.2 23 Norway

4.9 24 Finland 6.4 24 Hungary 9.3 24 Australia 7.3 24 Australia 6.5 23 Belgium 7.2 23 Spain

4.9 24 Slovak Rep 6.4 24 Spain 9.2 25 Hong Kong 7.2 25 Mexico 6.4 25 Czech Rep. 7.1 25 South Korea

4.8 26 Netherlands 6.3 26 South Korea 9.2 25 Poland 7.2 25 South Korea 6.2 26 Italy 6.9 26 Czech Rep.

4.7 27 France 5.8 27 Italy 9.0 27 Norway 7.2 25 Greece 5.9 27 Poland 6.9 26 Italy

4.6 28 Norway 5.8 27 Slovak Rep 9.0 27 Czech Rep. 7.1 28 Norway 5.8 28 South Korea 6.9 26 Slovak Rep

4.4 29 Czech Rep. 5.8 27 Poland 9.0 27 Iceland 7.0 29 Poland 5.8 28 Germany 6.8 29 Greece

4.3 30 Belgium 5.6 30 Greece 8.8 30 Slovak Rep 7.0 29 Turkey 5.7 30 Greece 6.7 30 Poland

4.2 31 Denmark 5.2 31 Turkey 7.9 31 Mexico 6.7 31 Japan 5.5 31 Mexico 6.6 31 Mexico
4.0 32 Sweden 4.5 32 Mexico 5.1 32 Turkey 6.4 32 Iceland 5.3 32 Turkey 6.0 32 Turkey

Source:  Gwartney and Lawson, 2006. Note that data is for 2004.
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table 2.1:  canada’s over-all rank for economic freedom compared to	 that of other oecd nations, hong kong, and singapore

1  Size of Government 2  Legal System & 
Property Rights

3  Sound Money 4  Freedom to Trade 
Internationally

5  Regulation Summary Index 

Score Rank Score Rank Score Rank Score Rank Score Rank Score Rank

9.1 1 Hong Kong 9.2 1 Denmark 9.8 1 Sweden 9.5 1 Hong Kong 8.5 1 Iceland 8.7 1 Hong Kong
8.2 2 Singapore 9.0 2 Netherlands 9.7 2 United States 9.3 2 Singapore 8.3 2 Hong Kong 8.5 2 Singapore

8.1 3 Mexico 8.9 3 New Zealand 9.7 2 Ireland 8.8 3 Luxembourg 8.0 3 United States 8.2 3 New Zealand

7.6 4 United States 8.9 3 Iceland 9.7 2 Finland 8.6 4 Ireland 7.9 4 New Zealand 8.2 3 Switzerland

7.4 5 Switzerland 8.9 3 United Kingdom 9.7 2 Greece 8.5 5 Belgium 7.8 5 Canada 8.2 3 United States

7.3 6 Turkey 8.8 6 Finland 9.7 2 Switzerland 8.4 6 Slovak Rep 7.7 6 Switzerland 8.1 6 Ireland

6.7 7 Iceland 8.8 6 Germany 9.6 7 Denmark 8.4 6 Netherlands 7.7 6 Australia 8.1 6 United Kingdom

6.7 7 New Zealand 8.8 6 Ireland 9.6 7 Spain 8.3 8 Hungary 7.6 8 United Kingdom 8.0 8 Canada
6.7 7 United Kingdom 8.8 6 Australia 9.6 7 Austria 8.3 8 Austria 7.6 8 Singapore 7.9 9 Iceland

6.6 10 Canada 8.7 10 Switzerland 9.6 7 Luxembourg 8.3 8 Czech Rep. 7.3 10 Hungary 7.9 9 Luxembourg

6.6 10 Japan 8.7 10 Austria 9.6 7 Belgium 8.2 11 Germany 7.3 10 Luxembourg 7.8 11 Australia

6.5 12 South Korea 8.7 10 Norway 9.6 7 France 8.0 12 New Zealand 7.2 12 Denmark 7.7 12 Austria

6.4 13 Ireland 8.7 10 Luxembourg 9.6 7 Singapore 8.0 12 Sweden 7.2 12 Finland 7.7 12 Finland

6.1 14 Australia 8.4 14 Canada 9.6 7 Canada 8.0 12 Spain 7.0 14 Ireland 7.7 12 Netherlands

6.0 15 Greece 8.1 15 Singapore 9.6 7 Italy 7.9 15 Denmark 7.0 14 Netherlands 7.6 15 Denmark

6.0 15 Portugal 8.1 15 Sweden 9.6 7 Japan 7.9 15 Finland 7.0 14 Japan 7.6 15 Germany

5.8 17 Poland 7.8 17 United States 9.6 7 Netherlands 7.9 15 United Kingdom 6.8 17 Slovak Rep 7.5 17 Japan

5.8 17 Germany 7.7 18 France 9.6 7 New Zealand 7.8 18 Canada 6.7 18 Norway 7.4 18 Hungary

5.6 19 Italy 7.6 19 Belgium 9.6 7 Germany 7.8 18 France 6.7 18 Spain 7.4 18 Portugal

5.3 20 Hungary 7.6 19 Portugal 9.5 20 Portugal 7.7 20 Switzerland 6.7 18 France 7.3 20 Belgium

5.2 21 Spain 7.5 21 Japan 9.5 20 South Korea 7.7 20 Portugal 6.7 18 Austria 7.3 20 France

5.2 21 Austria 7.5 21 Hong Kong 9.5 20 Hungary 7.6 22 United States 6.7 18 Sweden 7.3 20 Sweden

5.0 23 Luxembourg 6.6 23 Czech Rep. 9.4 23 United Kingdom 7.5 23 Italy 6.5 23 Portugal 7.2 23 Norway

4.9 24 Finland 6.4 24 Hungary 9.3 24 Australia 7.3 24 Australia 6.5 23 Belgium 7.2 23 Spain

4.9 24 Slovak Rep 6.4 24 Spain 9.2 25 Hong Kong 7.2 25 Mexico 6.4 25 Czech Rep. 7.1 25 South Korea

4.8 26 Netherlands 6.3 26 South Korea 9.2 25 Poland 7.2 25 South Korea 6.2 26 Italy 6.9 26 Czech Rep.

4.7 27 France 5.8 27 Italy 9.0 27 Norway 7.2 25 Greece 5.9 27 Poland 6.9 26 Italy

4.6 28 Norway 5.8 27 Slovak Rep 9.0 27 Czech Rep. 7.1 28 Norway 5.8 28 South Korea 6.9 26 Slovak Rep

4.4 29 Czech Rep. 5.8 27 Poland 9.0 27 Iceland 7.0 29 Poland 5.8 28 Germany 6.8 29 Greece

4.3 30 Belgium 5.6 30 Greece 8.8 30 Slovak Rep 7.0 29 Turkey 5.7 30 Greece 6.7 30 Poland

4.2 31 Denmark 5.2 31 Turkey 7.9 31 Mexico 6.7 31 Japan 5.5 31 Mexico 6.6 31 Mexico
4.0 32 Sweden 4.5 32 Mexico 5.1 32 Turkey 6.4 32 Iceland 5.3 32 Turkey 6.0 32 Turkey

Source:  Gwartney and Lawson, 2006. Note that data is for 2004.
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In two other subindexes, our nation suffered serious declines in 
both score and ranking. In 2000, the independence of Canada’s judiciary 
scored 9.2 out of ten, earning a rank of sixth, tied with New Zealand; four 
years later, our score had fallen to 7.6 and our ranking to fifteenth place. 
For impartial courts, we had a score of 9.2 in 2000, placing Canada in a 
four-way tie for fourth spot with Germany, Ireland, and New Zealand. By 
2004, our score had declined to 6.9—tying us for eighteenth spot with 
France. Both these falls are extremely troubling.

This document focuses on economic policy. A full discussion of 
our legal system would require a separate study. Nonetheless, the in-
tegrity and overall effectiveness of our legal system are essential not 
only to our economic well-being but also to many other aspects of our 
lives. Canada’s decline in this area should raise a national alarm. We call 
for a thorough investigation into why the reputation of Canada’s legal 
system is slipping.

	 3	 access to sound money

Canada has solved (at least for the time being) what was once a danger-
ous problem that threatened our economic security: the erosion of sound 
money through inflation. Canada is in a multi-way tie for seventh spot 
on sound money, with a score of 9.6 out of 10. This is our highest score in 
any area of the Index by more than a full point. Moreover, the 0.2 point 
by which we trail world leader, Sweden, is the closest we come to top spot 
in any area of economic freedom. 

We approve of, and support, the overall monetary course Canada is 
following to preserve its sound currency and, thus, will make no recom-
mendations in this area. It must be noted, however, that our good perfor-
mance on sound money is hardly superlative: virtually all other developed 
nations have scores about as good as Canada’s. In short, Canada’s compe-
tence in this area, while important, confers no special advantage against 
the nations that are our main competitors. 
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	 4	 freedom to trade internationally

As a trading nation whose economic prosperity is strongly linked to inter-
national commerce, Canada’s score in this area is especially disappoint-
ing. We have persistently ranked down near twentieth spot among OECD 
nations plus Hong Kong and Singapore. This is not impressive in a field 
of 32 jurisdictions.

This year, Canada is in a tie with France for eighteenth place in free-
dom to trade, with a score of 7.8 out of 10. That is a drop of 0.5 points—and 
six places—since 2000, when Canada was in a three-way tie with Den-
mark, Spain, and Sweden for twelfth spot, scoring 8.3.

Canada’s opportunity to trade is immense. In an era of relatively in-
expensive global transportation, we sit between the great markets of Eu-
rope and Asia. We share an open border with the world’s largest economy, 
that of the United States. Canadians should lead the world in our freedom 
to trade internationally. Instead, our ranking over the last four years is 
dismal—and declining.

Canada’s first problem in this area, despite our professed commit-
ment to trade liberalization, is our high and variable tariff wall. Overall, 
Canada’s tariff barriers rank us nineteenth internationally, tied with New 
Zealand. Our regulatory barriers to trade are also relatively high, placing 
us in a four-way tie for fifteenth spot with the United States, Slovak Re-
public, and Hungary. 

A future volume of the Canada Strong and Free series will offer 
concrete ideas for improving Canada’s international trade significantly 
as part of a program to give our nation a stronger leadership role on 
the world stage. In this volume, we will discuss a dimension of trade 
not directly measured by the Economic Freedom Index but significant 
nonetheless to a large federation like ours, with distinctive regional 
economies and numerous provincial boundaries. That is: restrictions 
on internal trade. Canada cannot achieve the world’s best economic 
growth unless it first accomplishes greater freedom of exchange within 
our own country. 
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	 5	 regulation of credit, labour, and business

Excessive government regulation of economic activity represents yet an-
other serious constraint on economic performance. Again Canada’s rank, 
as measured by the Economic Freedom Index, is decidedly B-team. Among 
OECD nations plus Singapore and Hong Kong, Canada ranks fifteenth 
behind Sweden, Belgium, and Italy in the amount of time business people 
must spend with bureaucrats to navigate regulatory hurdles. This is time 
they cannot spend building their enterprise and creating jobs. 

More shocking is Canada’s poor score in “irregular payments” re-
quired to secure regulatory approvals—in other words, corruption. In this 
sub-index, Canada ties for eighteenth place, in the bottom half of nations 
compared. This is the worst performance among nations with an “Anglo-
Saxon” economic heritage.

Given that the data on irregular payments is based on a survey, in-
formation on the details of this problem is lacking. A full inquiry into the 
international perception of the need for “irregular payments” in Canada 
is beyond the scope of this report. But once again, the evidence of our low 
standing raises a flag. We note that further investigation is required.

conclusion

In this chapter, we have laid out the importance of economic freedom 
and measured its extent in Canada by international comparison. In the 
league of developed countries with whom we compete most directly, our 
performance is only middling. 

We believe Canadians deserve to be as economically free as the top 
jurisdictions. In the following chapters, we examine our key deficiencies 
in more detail, and identify steps Canada can take to attain the economic 
freedom necessary to achieve a world-leading standard of prosperity. 
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government spending: size matters 

The size of government, defined as the level of government spending com-
pared to the size of the economy, has an impact on Canada’s ability to 
achieve high rates of economic growth and social progress. 

Most Canadians correctly view government as a positive force in 
the economy. Very few would argue for zero government involvement. On 
the other hand, most Canadians would also agree that governments can 
become too big. Indeed, history has proven that a completely government-
controlled economy is not conducive to economic and social well-being. 
Somewhere between the two extremes of zero government involvement 
and a completely government-controlled economy exists a point at which 
economic growth and prosperity are maximized; this is what economists 
refer to as the optimal size of government. 

The notion of an optimal size of government raises several ques-
tions: How can we know what size of government is optimal or “just right” 
for a country, in terms of maximizing economic growth and social prog-
ress? How big is government in Canada—and is its spending at the opti-
mal level? If not, how should we go about reaching the optimal level? We 
attempt to answer all of these questions below.

How much a government spends in any country is, of course, a po-
litical compromise. Most countries are made up of citizens with different 
preferences. Some voters will want to keep government spending to a 
minimum while others favour more government involvement. Regardless 
of differences over the degree of government involvement, however, we 
believe most Canadians agree in desiring the highest level of economic 
and social progress attainable. 

	 3	“right-sizing” government
rebalancing the public and private sectors 
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To that end, we reiterate our observation in the first volume of this 
series, A Canada Strong and Free: Canada needs an open, honest, and vig-
orous debate about the optimal size of government (Harris and Manning, 
2005). That debate, moreover, should be conducted on the basis of sound 
empirical research.

	 1	 the optimal size of government

Economists often use an upside down “U” curve to explain the notion of 
the optimal size of government. In Figure 3.1, the vertical axis measures 
the rate of economic growth or any other socio-economic value we wish to 
maximize. The horizontal axis measures the level of government spending 
as a percentage of gross domestic product (GDP), the value of all the goods 
and services produced by an economy. 

figure 3.1:  the optimal size of government
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The shape of the curve can best be explained using a simple analogy 
(Walker, 1997). Think of government spending as a factor of production, 
like the use of fertilizer in agriculture. The initial use of fertilizer on a 
piece of land increases its agricultural output. As more fertilizer is added, 
agricultural output continues to increase but at a decreasing rate. At some 
point, the amount of fertilizer applied is optimal: any increase or decrease 
will lower agricultural output. Eventually, if enough fertilizer is applied, 
the excess will poison the field and nothing will grow. 

Likewise, with zero government involvement in the economy, the 
level of basic public services is insufficient to sustain prosperity: economic 
growth and social progress are low. Initial government spending tends 
to finance services that promote economic freedoms: the maintenance 
of a legal system, protection of persons and property, a sound currency, 
essential transportation infrastructure, and basic education. These lead 
to greater economic growth and social progress. As the size of govern-
ment continues to increase, rates of growth and progress also rise, albeit 
more slowly. At the top of the inverted “U” curve, government spending 
is optimal: beyond this point, more government spending will actually 
reduce the rate of economic growth and may impede rather than impel 
social progress. The tax revenues being collected to support that excess 
government spending would be more productive if the money were left in 
the hands of individuals and business to spend or invest as they see fit.�

	 2	 size of government and economic growth

That is the theory. But where, exactly, is the top of the “U” curve? A grow-
ing body of empirical research into the impact of government spending on 
economic growth is illuminating the answer.

	�	  The composition of government spending is also important: for example, spend-
ing to ensure access and efficiency in the judiciary and the proper protection of 
people and property is highly effective. Spending on business subsidies and other 
grants to business may not be efficient.
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Studies tend to focus primarily on the United States. For example, 
Richard Vedder and Lowell Gallaway (1998) investigated the size of the 
US government and its effect on economic growth for the Joint Econom-
ic Committee of the US Congress. Among their many findings was that 
moderate down-sizing of the federal government between 1991 and 1997 
increased economic growth. They concluded that down-sizing government 
further still would also be growth-enhancing (Vedder and Gallaway, 1998). 
In the view of these researchers, cutting the size of the US government to 
17.45% of GDP would produce sizable and permanent increases in GDP.

Gerald Scully of the University of Texas (Dallas) reviewed six decades 
of historical data to investigate what level of aggregate tax burden maxi-
mized the rate of economic growth in the United States. Using data for the 
years from 1929 to 1989, Scully concluded that the growth-maximizing tax 
rate was between 21.5% and 22.9% of gross national product (Scully, 1995). 

Two studies have examined the size of government in Canada. Econo-
mists Herbert Grubel and Johnny C.P. Chao compared the size of govern-
ment in Canada to economic growth rates between 1929 and 1996. They con-
cluded that economic growth was maximized when governments consumed 
approximately 34% of GDP (Chao and Grubel, 1998). Using a different meth-
odology, William Mackness examined spending and growth between 1926 
and 1996; he concluded that economic growth was greatest when total gov-
ernment spending was in the area of 20% to 30% of GDP (Mackness, 1999).

In addition to these single-nation studies, a number of scholars 
have analyzed data for multiple countries. For example, Harvard econo-
mist Robert Barro investigated a wide range of variables in an attempt 
to determine their effect on economic growth in different jurisdictions. 
When investment in such services as education and defence was excluded 
from government spending, he found a “significantly negative association” 
between the share of a nation’s economy represented by government con-
sumption and GDP growth (Barro 1991: 430).

Gerald Scully explored the relationship between tax rates, tax rev-
enues, and economic growth for 103 countries. He found, in general, that 
economic growth was maximized when governments took no more than 
19.3% of GDP (Scully, 1991). 



rebalancing the public and private sectors 27 

building prosperity  

Stefan Folster and Magnus Henrekson (2001) examined the growth 
effects of taxation and government spending in “rich” countries and again 
found a strongly negative relationship. In fact, they found that for every 
10% increase in government’s consumption of GDP, economic growth fell 
by 0.7 to 0.8 percentage points (Folster and Henrekson, 2001).

Most recently, Afonso, Schucknecht, and Tanzi (2005) analyzed the 
performance and efficiency of the public sectors in 23 industrialized countries. 
They found that “countries with small public sectors report the ‘best’ econom-
ic performance.” When government spending exceeds 30% of GDP, economic 
growth declines. Strikingly, the researchers also concluded that “spending 
by big governments could be, on average, about 35% lower to attain the same 
[public sector performance]” (Afonso, Schucknecht, and Tanzi, 2005: 337). 

	 3	 size of government and social progress

The foregoing studies confirm that more government spending does not nec-
essarily lead to greater economic growth. In fact, spending beyond the opti-
mal level lowers economic growth. Many people argue, however, that societ-
ies trade off a small amount of economic growth in order to achieve greater 
social progress. But empirical studies do not confirm this relationship.

“Social progress” may, of course, mean different things to different 
people. But one important study by Gerald Scully attempted to aggregate 
many views by examining 16 different indicators from 112 countries includ-
ing literacy, infant mortality, life expectancy, caloric consumption, access to 
health care, infrastructure, political freedom, civil liberties, and economic 
freedom. Using data for 1995, Scully compared countries whose govern-
ments spent less than 40% of GDP to those whose governments spent more 
than 50% of GDP; he found little or no difference in social outcomes (Scul-
ly, 2000). Indeed, for advanced countries on average, Scully could find no 
meaningful progress on these 16 social indicators for government spending 
that rose above 18.6% of GDP (Scully, 2000). There is some variance among 
countries. For instance, the rate at which government spending ceases to 
provide any marginal benefits in Canada is 19.5% of GDP.
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Likewise, Vito Tanzi and Ludger Schuknecht studied social progress 
in 17 industrialized nations. They also found that governments spending 
more than 50% of GDP did not significantly outperform those spending less 
than 40%. In fact, not only did “large government” countries fail to progress 
faster than “small government” countries, but countries with “medium”-
sized governments (spending between 40% and 50% of GDP) also did no 
better (Tanzi, 1995; Tanzi and Schuknecht, 1997a, 1997b, 1998a, 1998b).

	 4	 the “right size” of government for canada 

On the basis of these independent studies, we conclude that there is in 
fact such a thing as an “optimal” size for government, beyond which any 
increase or decrease in spending reduces economic growth. In addition, 
there is considerable evidence that this “optimal” point is at the smaller 
end of the scale of government size rather than the larger. That is, “small” 
governments that still provide critical public services achieve the same or 
greater social progress as “large” or even “medium”-sized governments. 

The foregoing studies suggest that the optimal range for govern-
ment spending is likely between 20% and 35% of GDP. While this “right 
size” will vary from country to country and even vary over time, the esti-
mates suggest that the optimal scale for government in Canada is at the 
upper end of this range. 

government spending in canada 
relative to competitor countries
The OECD estimates that Canada’s governments spent 39.3% of our GDP in 
2005. Figure 3.2 ranks this percentage with that of 27 other industrialized 
countries. The comparison reveals that Canada maintained the ninth small-
est government, spending slightly below the OECD average of 40.7% of GDP. 

However, Canada spends more on government than its chief trading 
partner, the United States, where governments consume only 36.6 % of GDP. 
Likewise, Canada’s government sector is substantially larger than that of 
Australia (34.9%), an economy that shares many characteristics with Cana-
da’s. Other notable comparisons include Ireland (34.6%) and Japan (36.9%). 
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figure 3.2:  government spending as a percentage of gdp, 2005

Source: Organisation for Economic Co-operation and Development, 2006.
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Figure 3.3 presents an historical perspective on government spend-
ing relative to the economy in both Canada and the United States. It re-
veals that government in Canada has historically been much smaller than 
it is today. From 1930 to 1965, apart from the period of the Second World 
War, our government spending fell within 20% to 30% of GDP. Interesting-
ly, Canadian and American governments during this period were roughly 
the same size, in percentage-of-GDP terms. 

Beginning in 1965, however, Canada experienced a dramatic growth 
in government that continued for the next 27 years, opening up a signifi-
cant gap relative to the United States. By 1992, that gap had reached 14.8 
percentage points and Canada’s government sector was consuming 38.5% 
more of our GDP than the US government did of America’s. Since then, 
Canada has reduced the size of its government from 53.3% to 39.3% of GDP; 
the gap with the United States has narrowed but not closed. 

figure 3.3:  government spending as a percentage of 
gdp �in canada and united states, 1929–2005

Sources: Organisation for Economic Co-operation and Development, 2006; US Department of Com-
merce, Bureau of Economic Analysis, 2006.
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The most important comparison however, is not the size of govern-
ment in Canada relative to other countries, or even over time, but rather 
to empirical estimates of what an optimal scale of government might be 
for us. The studies referred to above put this scale in the range of 20% to 
35% of GDP. Taking the upper end of this range as a fairly conservative 
optimal figure, government in Canada today is at least 13% larger than it 
need be to maximize economic growth and social progress. 

benefits of reducing the size of government

The trend in the size of Canada’s government from the 1960s onward is 
not unique. Indeed, from 1960 to the mid-1980s, government spending as 
a percent of GDP increased dramatically in most industrialized countries 
(Tanzi, 2005). In fact, most countries’ governments continued to grow 
well into the 1990s, albeit more slowly. However, a recent study published 
by the International Monetary Fund (Schuknecht and Tanzi, 2005) found 
that the governments of most industrialized countries stopped growing 
sometime between 1982 and 2002. Many then began to shrink quite dra-
matically. This study, in particular, provides us with good evidence of what 
happens to economies and societies when governments retrench.

Schuknecht and Tanzi determined that most OECD nations had re-
duced the size of their governments between 1982 and 2002. For instance, 
government spending as a percentage of GDP in Ireland decreased by 16.4 
percentage points from its 1982 peak to 2002. The GDP share of Canada’s 
governments dropped from a high of 52.8% in 1992 to 41.4% ten years 
later—a decline of 11.4 percentage points. All told, six countries cut their 
government spending by more than 10% of GDP. Six more cut spending by 
5% to 10% of GDP (Schuknecht and Tanzi, 2005). 

Tanzi and Sckuknecht sorted these countries into two general 
groups: “ambitious” reformers and “timid” reformers. Countries were 
considered “ambitious” if the reduction in their government spending 
exceeded 5% of GDP. Reformers were also split into “early” actors (coun-
tries whose spending peaked by the early to mid-1980s) and “late” ac-
tors (those whose spending continued to rise into the early to mid-1990s). 
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Canada was classified as an “ambitious” but “late” reformer; our govern-
ment spending reached a maximum of 52.8% of GDP in 1992, decreasing 
to 41.4% by 2002. 

Sckuknecht and Tanzi then examined the impact of reduced gov-
ernment spending on a host of indicators. Contrary to the fears of many, 
these did not include declines in economic growth. To the contrary, in 
most cases economic growth actually improved after reforms. In addition, 
economic growth rose twice as fast among ambitious reformers as it did 
among timid ones. Employment displayed similar results, with ambitious 
reformers again enjoying greater improvement than timid nations. Exam-
ining socio-economic indicators, the authors found that the negative ef-
fect on income distribution from reduced government spending was small 
and, in fact, was largely mitigated by higher rates of economic growth and 
more targeted public spending. 

Another important study, “Public Sector Efficiency: An Internation-
al Comparison” (Afonso, Schuknecht, and Tanzi, 2005), measured the per-
formance and efficiency of the public sectors in 23 industrialized countries 
in 1990 and 2000. The authors calculated indexes for two indicators: Public 
Sector Performance (PSP) and Public Sector Efficiency (PSE). For the first 
of these, the authors used seven sub-indicators, covering administrative, 
educational, health, and public infrastructure outcomes, as well as income 
distribution, an indicator of economic stability and another for economic 
performance. They found “notable but not extremely large differences 
in PSP across countries” (Afonso, Schuknecht, and Tanzi, 2005: 326). In 
general, “small” governments (spending less than 40% of GDP) performed 
better on the index than either “medium” (40% to 50% of GDP) or “large” 
governments (those consuming more than half their nations’ GDP).

Canada’s Public Service Performance rating for 2000 was the same 
as the United States’—a tie for twelfth place among the 23 countries stud-
ied. Both nations scored slightly above the group average. 

The authors next used government spending as a percentage of GDP 
to calculate different countries’ cost of achieving their measured Public 
Sector Performance. Using both total spending and spending for spe-
cific purposes (goods and services, education, health, public investment) 
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as a basis, this produced their second index—Public Sector Efficiency. 
Here, the authors find more significant differences. Canada, for instance, 
ranked tenth among the 23 countries for its Public Sector Efficiency, just 
above the average but much lower than the United States (fifth). Once 
more, “small” governments scored higher in Public Sector Efficiency than 

“large” or “medium” ones did. 
Finally, the authors measured “wastefulness” in public spending. 

In keeping with the other findings, small governments were much less 
wasteful than larger ones. Canada ranked twelfth in this calculation, 
with an input efficiency score of 0.75—meaning that Canada could at-
tain the same public sector performance using only 75% of its current 
government spending. 

conclusion

Smaller public sectors, Tanzi and Sckuknecht have found, generally per-
form better than medium-sized or big governments. Their evidence in-
dicates that Canada could attain the same public service performance it 
does today with significantly less government.

In 2005, Canada’s federal, provincial, and local governments con-
sumed 39.3% of our national income, according to OECD estimates. While 
this is the ninth-smallest government among 28 industrialized countries, 
it remains proportionately larger than those of the United States, Austra-
lia, Ireland, and Japan. More importantly, it is well beyond the level that 
maximizes economic growth and social progress. 

Marked reductions in government spending as a share of GDP in 
many OECD countries have significantly improved fiscal, economic, hu-
man-development, and institutional performance indicators. We con-
clude that Canadians would benefit economically and socially from re-
balancing the size of our government sector to an optimal level. In the 
next chapter, we recommend changes in public spending and taxation 
designed to increase Canadians’ prosperity by optimizing the size of its 
government sector.
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data used to estimate government 

spending in chapters 3 and 4
To avoid confusion, it is important to note an important distinction between 
the source of data referenced in Chapters 3 and 4. In Chapter 3, we used data de-
rived primarily from the OECD in order to provide international comparisons. 
Chapter 4 deals primarily with Canada alone. Hence, we use data drawn from 
Statistics Canada’s Financial Management System to estimate spending from 
2006/07 to 2011/12 more accurately . 

This results in a slightly different estimate of the size of government 
than previously appeared. In 2005/06, the latest year for which Statistics Cana-
da data is available, Canadian federal, provincial, and local governments spent 
a combined $546.9 billion. This amounted to 40.0% of GDP (compared to the 
figure of 39.3% that appeared in the Chapter 3). 

As a basis for our analysis in Chapter 4, we also estimate a “status quo” 
level of growth in government spending from 2006/07 to 2011/12. We base this 
estimate on Statistics Canada’s data for 2005/06 and assume that no major 
changes in spending are enacted. Specifically, we grow federal spending going 
forward by the average rate of growth from 2005/06 to 2007/08, as provided 
by the Federal Department of Finance (Canada, Department of Finance,2006). 
Growth in provincial and local government spending to 2011/12 is estimated 
using the average growth rate experienced over the past five years. 

Our baseline calculations estimate consolidated federal, provincial, and 
local government spending at $575.0 billion in 2006/07, growing to $734.5 billion 
by 2011/12. Using this estimate, the size of government is expected to be 40.4% 
of GDP at the end of the five-year period (2011/12).
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how to optimize the size of 
government in canada

It is evident that government in Canada consumes considerably more of 
our GDP than is needed to maximize economic growth and social progress. 
Estimates for Canada put the optimum somewhere between 20% and 35% 
of GDP. At present, our governments actually consume over 39% of GDP 
(see sidebar, data used to estimate government spending in chapters 3 

and 4). In the first volume of the Canada Strong and Free series, we recom-
mended that Canada move toward a government share of approximately 
33% of GDP—one-third of the economy and roughly in line with the opti-
mal size as estimated by Herbert Grubel and Johnny C.P. Chao (Chao and 
Grubel, 1998).

This will require adjustment. But change need not be wrenching. 
And it must be borne constantly in mind that the main objective of this 
adjustment is to attain for Canadians the highest standard of living and 
quality of life in the world.

We now wish to outline the shape and content of policies that would 
move us toward this goal. The changes we recommend apply to both sides 
of the fiscal ledger, to spending as well as taxation. Our target for achiev-
ing the necessary adjustment is the 2011/12 budget year—a five-year time 
horizon. We recommend that the restraint required to meet this objective 
be exercised at all levels of government. 

We also note that the overall rate of taxation, as reflected in gov-
ernment’s share of the national economy, is only part of the picture. The 
type of taxes employed to capture that share also matters. Therefore, we 

	 4	the 33% solution
		  rebalancing spending and taxation
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examine the current structure of government revenues in Canada and 
propose that reductions coincide with a rebalancing of taxation toward 
revenue sources that we believe would be most efficient. 

constraining public spending 
and reducing taxes 

The goal outlined above is to rebalance the division of the Canadian econo-
my so that more resources are left to private companies and individuals to 
spend or invest productively as they choose. This objective stands against a 
recent record in which government revenues at all levels have continued to 
increase, despite a number of important tax-rate reductions. Total govern-
ment revenues in Canada have never been higher and are now over one-half 
trillion dollars. Happily, a relatively strong economy over the last decade 
has meant that these revenues represent a declining share of GDP. Much 
more is needed, however, to reduce the total size of government perma-
nently and thus increase the share of the economy held in private hands.

Specifically, our objective requires a real reduction in the growth of 
government spending coupled with continued economic growth. Govern-
ment spending need not be reduced in absolute terms but its growth needs 
to be slowed.

There are many ways governments might reduce their overall spend-
ing to 33% of GDP but all demand some measurable restraint in public 
spending. For instance, governments could aggressively reduce spending 
in the first year of our five-year horizon (2007/08) to immediately reach 
the 33% target. Alternatively, they might gradually achieve the same re-
duction over the full five-year period. 

We recommend the latter strategy. Specifically, we propose that 
growth in consolidated federal, provincial, and local government spend-
ing be constrained to 0.9% per year for the next five years.� Under this 

	�	  In the first volume of this series, A Canada Strong and Free, we estimated that gov-
ernment spending would have to be constrained to 1.6% increases. The reduced 
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scenario, government spending would grow from $575.0 billion in 2006/07 
to $599.9 billion by 2011/12. 

Table 4.1 presents the size of government from 2006/07 to 2011/12 
under two different scenarios: growing spending using the “status quo” as-
sumptions, and growing spending at 0.9% per year. An interesting calcula-
tion is the cumulative difference between the “status quo” level of govern-
ment spending and the “constrained” level. This difference increases from 
$23.9 billion in 2007/08 to $134.7 billion in 2011/12. Over the five-year pe-
riod, the cumulative difference amounts to $388.2 billion. In other words, 
reducing the size of government to 33% of GDP by 2011/12 would shift 
$388 billion in spending away from government and back into the hands 
of individuals, families, and wealth-creating, job-creating businesses.

examining the structure of 
government revenues 

The adjustments we propose could shift more than one-third of a tril-
lion dollars from the hands of bureaucrats and politicians to the private 
sector over five years. How that shift is accomplished is also significant. 
A reduction in the size of government on this scale provides an extraor-
dinary opportunity not only to reduce taxation levels but also to reform 
the tax system. 

In order to identify the most efficient mix of tax changes, we first 
examine how government revenues are presently structured across fed-
eral, provincial, and local levels—both in absolute terms and relative to 
national income. Next, we discuss the nature of taxation in Canada and 
review the literature on which types of taxes are least damaging to eco-
nomic growth. We also compare the tax mix in Canada to that employed 
by our chief competitor nations. This analysis will set the context for the 
recommendations that follow.

level of increase reflected in the new estimate is due to recent and significant 
spending increases by the federal government and several provinces.
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	 1	 rates versus revenue: the still-
rising cost of government

Tax cuts have been much discussed and widely promised in Canada over 
the last few years. Certainly, the previous federal government’s professed 
commitment to a $100-billion tax cut, combined with major tax rate re-
ductions in Ontario, Alberta, and British Columbia, have led to a popular 
impression that taxes have been reduced in Canada. In absolute terms, 

table 4.1:  restraining the size of government in canada

2006/07 2007/08 2008/09 2009/10 2010/11 2011/12 Totals

(1) Size of government: “status quo” growth rates

Total Spending 
(millions of dollars)

575,012 603,759 634,020 665,845 699,311 734,524 3,912,471

Percent of GDP 39.6% 39.8% 39.9% 40.1% 40.3% 40.4%

(2) Size of government: constrained growth rates

Total Spending 
(millions of dollars)

579,900 584,829 589,800 594,813 599,869 2,949,212

Percent of GDP 38.2% 36.8% 35.5% 34.2% 33.0%

Difference in spending: (1) − (2)

23,859 49,191 76,045 104,497 134,654 388,246

Sources:  Statistics Canada, Public Institutions Division, 2006; Canada, Department of Finance, 2006.
Note:  To calculate a baseline for overall federal, provincial, and local spending from 2006/07 to 
2011/12 we use “status quo” growth rates. That is, federal spending is estimated using growth rates 
provided by the federal Department of Finance (2006 Budget) and provincial and local government 
spending is estimated using the average growth rate of spending from 2000/01 to 2005/06. In other 
words, the basis for our analysis assumes that federal spending grows in line with the federal gov-
ernment’s own estimates and that provincial and local governments increase spending at the average 
rate experienced over the past five years.
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this impression is wrong. While there have been important reductions in 
tax rates at both the federal and provincial levels, the amount of revenue 
collected has reached record highs. 

Figure 4.1 illustrates the growth of total revenues at all levels of 
government in Canada combined, since the 1990/91 fiscal year.� Revenues 
are depicted in both nominal and inflation-adjusted (real) terms. Clearly, 
despite tax-relief measures enacted at various levels of government, rev-
enues have continued their upward trend. Total government revenues 
increased at an average rate of 4.4% a year on a nominal basis, reaching 
$572.9 billion in 2005/06. When inflation is accounted for, the real growth 
rate is only somewhat less: still an average of 2.3% a year.

Figure 4.2 breaks down this overall growth in government revenue 
over the same period by level of government: federal, provincial, and lo-
cal. Canada Pension Plan revenues, which consist primarily of compulsory 
contributions, are displayed separately. Plainly, very little has changed. 
In 1990/91, the federal government collected 42.0% of total tax revenues 
(47.2% including CPP/QPP revenues). Provincial governments collected 
41.3%. Local governments collected only 11.5%. By 2005/06, the federal 
government collected a slightly smaller share directly, 39.9%, while still 
collecting 47.2% if CPP/QPP payments are included. Provincial govern-
ments collected slightly more, 42.7%, mostly at the expense of local gov-
ernments, whose share dropped to 10.1%.

More significant than dollar increases, however, is the share of the 
economy (GDP) drawn off by governments. Figure 4.3 shows total govern-
ment revenue as a percentage of nominal GDP between 1990 and 2007. Even 
though revenues increased in both nominal and inflation-adjusted terms 
over this period, consistent growth� meant that by the end, government 
consumed a smaller share of the economy. Specifically, total government 

	�	  Revenue figures are consolidated and include the Canada Pension Plan (CPP) and 
Quebec Pension Plan (QPP).

	�	  Between 1990 and 2005, real GDP grew at an average annual rate of 2.6%. Since 
2000, real GDP has experienced an annual growth rate of 3.0%.
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figure 4.1:  total federal, provincial, and local revenues 
(nominal and adjusted for inflation), 1990/91–2005/06

Sources:  Statistics Canada, Public Institutions Division, 2003, 2004, 2005, 2006; The Fraser Institute.

figure 4.2:  nominal revenues by level of government, 1990/91–2005/06

Sources:  Statistics Canada, Public Institutions Division, 2003, 2004, 2005, 2006; The Fraser Institute.
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revenues as a share of GDP peaked in 1998 at 44.9%. They have since declined 
to an estimated 41.0% of GDP in 2005, a decrease of 3.9 percentage points.� 
Once again, however, this decrease reflected strong economic growth rather 
than any actual decline in government revenues.

	 2	 not every dollar alike: how taxes differ 

It is not only the overall burden of taxation that may constrain Canada’s 
prosperity. Equally important is the structure of the tax burden, often 
called the “tax mix.” Not all forms of taxation are equally efficient; similar-
ly, not every tax reduction may be equally effective at stimulating growth.

	�	  Represents an 8.7% decrease in total government revenues as a share of GDP. It is 
important to note that Canada as a whole has moved from a marked position of 
deficit in 1990 of 5.8% of GDP to a surplus of 1.7% of GDP in 2005 (OECD, 2006).

figure 4.3:  total government revenues (tax and non-tax 
receipts) as a percentage of nominal gdp, 1990–2007

Source:  Organisation for Economic Co-operation and Development, 2006.
Note:  Values for 2006 and 2007 are forecasts.
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Every tax imposes some economic cost, distorting the behaviour of 
individuals and businesses. Taxes on investment income (interest, divi-
dends, and capital gains) for instance, decrease the after-tax rate of re-
turn; this leads to less saving and investment than would otherwise occur. 
Likewise, taxes on capital (corporate income and capital taxes) reduce 
the rate of capital accumulation so that, again, fewer resources are avail-
able for investment. Sales taxes distort consumption decisions. Taxes on 
labour incomes reduce take-home wages, discouraging effort and dimin-
ishing the number of hours worked. Research has consistently found that 
business or capital-based taxes impose significantly higher costs on an 
economy than do sales, payroll, or personal income taxes.� 

These differences mean that reductions in various types of taxes 
also produce uneven effects. The federal Department of Finance, for in-
stance, recently calculated the “welfare gain”—the increase in economic 
well-being—that would result from each dollar of reduction in various 
taxes (Baylor and Beausejour, 2004).� Differences were dramatic, as can 
be seen in Table 4.2. Each $1 cut from personal income taxes on capital 
(dividends, capital gains, and interest income), offset by a $1 increase in 
lump-sum tax revenues, led to a welfare gain of $1.30. At the other end of 
the scale, $1 cut from consumption taxes, similarly offset, produced the 
smallest benefit, a mere 10¢.� 

Similarly, the economic cost of raising a dollar of revenue from one 
kind of tax may be different from that of raising a dollar from another. 

	�	  For further information on the effects and costs of capital-based taxes, please 
see: Auerbach, 1983 and 1996; Beaulieu et al., 2004; Chirinko and Meyer, 1997; 
Chirinko et al., 1999; Cummins et al., 1996; Fazzari et al., 1988; Goolsbee, 1998, 
2004a, 2004b; Razin and Yuen, 1996.

	�	  Benefits of different types of tax cuts were calculated by assuming that any rev-
enue loss was offset by a non-distortionary “lump-sum” tax increase.

	�	  A number of other studies examine the economic or welfare costs of specific taxes 
in the United States: Feldstein, 1999; Gravelle, 2004, 1989; Gravellle and Kotlikoff, 
1993; Cai and Gokhale, 1997; Lui and Rettenmaier, 2004; and Holtz-Eakin and 
Marples, 2001a, 2001b. For a summary of these studies, see US GAO, 2005.
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Most studies on the subject quantify this difference as the “marginal effi-
ciency cost” (MEC) of a particular tax. Estimates of the MEC for Canadian 
taxes, based on another study from the Finance Department, are shown in 
Table 4.3.� Corporate income taxes are found to carry a much higher MEC 
($1.55) than more efficient types, such as sales ($0.17) and payroll ($0.27) 
taxes. Both these studies concluded that consumption and payroll (wage) 
taxes impose lower economic costs than do capital-based taxes. 

	�	  Among the most widely cited calculations of marginal efficiency costs are those 
completed by Harvard professor Dale Jorgensen and his colleague Kun-Young Yun 
(1991). Jorgensen and Yun’s estimates of the MEC of select US taxes indicate a sig-
nificant difference in the economic costs of different taxes. Specifically, corporate 
income taxes ($0.84) were shown to impose much higher costs than other more 
efficient types of taxes such as sales ($0.26). In other words, it costs the economy 
$0.26 to raise an additional dollar of revenue using consumption taxes and $0.84 
to raise an additional dollar of tax revenue using corporate income taxes.

table 4.2:  welfare gains from tax reductions1

Capital Cost Allowance $1.40 2
Sales Tax on Capital Goods $1.30
Personal Capital Income Tax $1.30
Capital Tax $0.90
Corporate Income Tax $0.40
Average Personal Income Tax $0.30
Wage Tax $0.20
Consumption Tax $0.10

Source:  Baylor and Beausejour, 2004.
Note 1:  Revenue loss is assumed to be recovered through “lump-sum” taxation. 
Welfare gains are calculated as the gain in economic well-being per dollar of tax 
reduction.
Note 2:  The estimate for an increase in capital cost allowances (CCA) is for new 
capital only. Increasing CCA is not a tax reduction per se but rather an increase 
in a deduction against corporate income taxes.
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	 3	 canada’s tax mix compared to that 
of our chief competitors

According to the most recent OECD dataset, the share of Canada’s economy 
taken up by government ranks in the low mid-range of OECD countries: 
tenth out of 28 (Figure 4.4). At 41% of GDP, however, Canada’s government 
revenue is higher than the average of 38% among OECD members, which 
include most of the world’s industrial nations.� It is also higher than that 
of our biggest trading partner by far, the United States (32.8%). 

In addition to collecting more than the OECD average in taxes overall, 
Canada is among the most reliant on the most economically damaging types 
of taxes. Table 4.4 breaks down how much revenue, as a percentage of the 
total, various industrialized countries collect from five different groups of 
taxes: income and profit, social security, payroll, property, goods and services, 
and other taxes. The comparison reveals that Canada is the fourth-highest 
user of the most damaging type of taxes, those on income and profit. Cana-
dian governments collected 46.0% of their total revenue from those damag-
ing tax types in 2003, fully one-third more than the OECD average of 34.4%.

At the same time, Canada makes relatively light use of more effi-
cient revenue sources such as consumption taxes (referred to in Table 4.4 
as “taxes on goods and services”). Governments in Canada collected only 
26.1% of their revenues from efficient consumption taxes in 2003, com-
pared to an OECD average of 32.1%.

	�	  Although Canadian governments spend 39.3% of GDP, government revenue 
equals 41% of GDP.

table 4.3:  estimates of marginal efficiency 
costs (mecs) for select canadian taxes

MEC ($CDN)
Corporate Income Tax $1.55
Personal Income Tax $0.56
Payroll Tax $0.27
Sales Tax $0.17

Source:  OECD, 1997.
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figure 4.4:  general government revenues as share of nominal gdp, 2006

Source:  Organisation for Economic Co-operation and Development, 2006.
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table 4.4:  revenue, as a percentage of the total, 
collected from different taxes (2003)

Income  
and profit

Social  
security

Payroll Property Goods  
and services

Other

Poland 18.2 41.4 0.6 4.0 35.8 —

Slovak Republic 22.3 39.6 — 1.8 36.2 0.0

France 23.2 37.7 2.5 7.3 25.5 3.6

Greece 23.3 36.1 — 4.5 35.8 0.0

Turkey 23.7 20.8 — 3.2 49.5 2.9

Portugal 24.5 31.7 — 4.1 36.7 2.8

Hungary 24.8 30.5 2.5 2.2 39.4 0.7

Czech Republic 25.3 43.6 — 1.4 29.7 0.0

Netherlands 25.5 36.3 — 5.2 31.8 0.5

Mexico 26.5 16.9 1.8 1.6 52.5 0.7

Germany 27.4 40.5 — 2.4 29.4 0.0

Korea 28.0 19.5 0.2 11.8 37.1 3.3

Spain 28.2 35.3 — 7.5 28.2 0.5

Austria 29.7 33.7 6.2 1.3 28.2 0.7

Japan 30.6 38.5 — 10.3 20.3 0.3

Italy 30.9 29.5 — 8.0 25.7 6.0

OECD average 34.4 26.1 0.9 5.6 32.1 0.8

Luxembourg 36.3 27.9 — 7.5 28.1 0.1

Sweden 36.3 29.1 4.9 3.1 26.3 0.3

United Kingdom 36.5 18.5 — 11.8 32.7 —

Finland 38.7 26.7 — 2.3 32.0 0.1

Belgium 39.0 31.8 — 3.3 24.6 0.1

Ireland 39.3 14.8 0.6 6.5 38.4 —

Switzerland 42.9 25.5 — 8.3 23.3 —

United States 43.3 26.4 — 12.1 18.2 —

Norway 43.3 22.9 — 2.5 31.2 —

Iceland 44.3 8.6 — 5.9 41.0 0.2

Canada 46.0 15.4 2.1 10.0 26.1 0.4
Australia 55.2 — 5.6 9.5 29.7 —

New Zealand 59.6 — — 5.2 35.2 —

Denmark 59.9 2.5 0.4 3.8 33.0 0.0

Source:  Organisation for Economic Co-operation and Development, 2005.
Note:  Categories may not add to 100.0 due to rounding.
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recommendations

The foregoing evidence is unequivocal. The difference in the economic im-
pact of different types of taxes is striking: as much as $1.20 in economic 
welfare gained or foregone for each $1 tax cut, depending on which type of 
tax is reduced. At the same time, Canada stands dramatically apart from its 
OECD peers in relying disproportionately on the least efficient tax types. 

Clearly, Canadians can choose to do better. As we observed at the out-
set of this chapter, Canada has an opportunity to improve its economic per-
formance dramatically by changing its tax system in two ways. The first is to 
capture the increased prosperity that would flow from rebalancing our econo-
my toward a more optimal size of government involvement through substan-
tive reductions in the overall level of taxation. The second is to accomplish 
that reduction by cutting first and most those taxes that are most damaging 
to economic growth. Therefore, we make the following recommendations.

size of government
We propose that growth in consolidated federal, provincial, and local gov-
ernment spending be constrained to 0.9% per year for the next five years. 
Under this scenario, government spending would grow from $575.0 billion 
in 2006/07 to $599.9 billion by 2011/12.

business tax relief
There is no category of taxes in Canada in greater need of reduction than 
business taxes, broadly defined.10 These levies, more than any other, pre-
vent Canadians from achieving our full economic potential.11 Remedies 
include the following.

	 10	 For a thorough discussion of business taxes and the rationale for their reduction, 
please see Veldhuis and Clemens, 2006.

	 11	 Jack Mintz, the eminent Canadian tax economist who headed up the influential 
federal Technical Committee on Business Taxation, has calculated that Canada 
has the second highest effective tax rate on capital investment among industrial 
countries (Mintz et al., 2005).
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	 1	 Accelerate the complete elimination of all corporate capital taxes.12 This is 
largely a provincial issue, as the federal government has already commit-
ted itself to rapidly eliminate capital taxes. 

	 2	 Reduce corporate income tax rates. Specifically, the federal government 
should reduce its rate to 12.0% from 21.0% over the next five years.13 The 
provinces are encouraged to reduce their corporate income-tax rates by a 
minimum of 30%, with a target rate of 8%. The cost of these reductions 
will vary dramatically by province since some (notably British Columbia, 
Alberta, and Saskatchewan) are already approaching the target rate. 

	 3	 Eliminate immediately the federal surtax on corporate income taxes.14 
This remnant of the deficit era of the 1980s and 1990s no longer serves a 
productive purpose. To the contrary, by increasing overall capital-based 
taxation, the surtax is extraordinarily costly and inefficient.

	 4	 The federal and provincial governments should aggressively increase 
the amount of income eligible for the “preferential” small-business tax 
rate. Over time, this “preference” should be eliminated entirely, not by 

	 12	 A recent study (Veldhuis and Clemens, 2006) estimated that all governments in 
Canada would collect a total of $3.9 billion in corporate capital taxes in 2006/07. 
The total cost of eliminating corporate capital taxes over the five-year period was 
estimated at $12.0 billion.

	 13	 The federal corporate income-tax reduction was estimated to cost $28.8 billion 
over five years (Veldhuis and Clemens, 2006). The provincial reductions were cal-
culated to cost roughly $18.3 billion over the same five-year period (Veldhuis and 
Clemens, 2006). Veldhuis and Clemens (2006) provide a number of suggestions 
(such as closing preferential tax loopholes) to reduce the net cost of the suggested 
tax relief. The annual savings from these suggestions was estimated to be $6.2 
billion in 2005/06 alone.

	 14	 The 2006 federal Budget proposed eliminating the corporate surtax completely 
by 2008.
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raising the small-business tax rate but rather by reducing the general 
corporate income-tax rate.15

	 5	 The five provinces that still apply sales tax to business inputs, namely 
British Columbia, Saskatchewan, Manitoba, Ontario, and Prince Edward 
Island, should immediately end this practice. These provinces are further 
encouraged to harmonize their provincial sales taxes with the federal 
goods and services tax (GST), which already exempts business inputs. This 
would provide a double benefit by also reducing by one-half the paper-
work required for businesses to collect and remit sales taxes. Provinces 
that implement exemptions without harmonization will not benefit from 
reduced administration and compliance costs, and could actually increase 
these costs.16

personal income tax relief
After business, the revenue base next most in need of marked tax reduc-
tion is personal income. Personal income-tax rates in Canada are gen-
erally high and the incomes at which they are applied are relatively low. 
Substantial cuts in middle- and upper-bracket personal income-tax rates 
would harness the productive energies of workers, business owners, and 
entrepreneurs across the country. We suggest the following measures.

	 1	 The federal and provincial governments should follow the lead of Alberta 
by moving toward a single-rate personal income tax. Removing the dis-
incentives for work, saving, investment, and entrepreneurship inherent 
in increasing tax rates as incomes rise, will encourage productive activity 
and make the Canadian economy more efficient.

	 15	 For further information on the small-business income-tax rate and the problems 
associated with large marginal increases as firms lose their eligibility for the 
lower rate, please see Hendricks et al., 1997 and Clemens and Veldhuis, 2005.

	 16	 For an excellent discussion of this problem, please see Veldhuis, 2006.
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	 2	 For jurisdictions that retain multiple tax rates, it is critical that the thresh-
olds at which higher rates apply be raised. One of the problems in the cur-
rent Canadian personal income-tax system is that “middle” and “upper” 
income-tax rates are applied at relatively low levels of real income.

savings and investment tax relief
A number of changes could be made to the taxes levied on savings and 
investment that would yield sizeable benefits to the Canadian economy 
without sacrificing substantial amounts of government revenue. These 
include the following.

	 1	 Eliminate capital gains taxes.17 As a small, open economy struggling to 
compete for business capital, it is critical that Canada create and maintain 
a strongly attractive investment climate. Eliminating levies on capital 
gains would not only remove one of the most economically costly of tax 
types but also send a strong pro-development and investment signal to 
potential investors.

	 2	 Retain taxes on investment income at competitive rates. The ideal would 
be to move toward a single-rate, integrated, tax system.18 Failing that 
more fundamental reform, however, it is critical that Canada and its 
provinces ensure that our treatment of savings, dividend, and interest 
income remains strongly competitive internationally, especially with the 
United States. 

	 3	 Eliminate contribution limits for RRSPs and RPPs. The majority of Cana-
dians save exclusively in tax-deferred accounts such as RRSPs. Greater 
flexibility in their use would have beneficial economic effects.

	 17	 For further information on the benefits of eliminating capital gains taxes, please 
see Grubel, 2000, 2001, 2003.

	 18	 For further information on integrated flat tax systems, please see Emes and Cle-
mens, 2001 and Hall and Rabushka, 1995.
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	 4	 Introduce tax-pre-paid savings accounts. These are essentially the reverse 
of RRSPs, in that the tax is pre-paid but earnings are tax-exempt, as are 
any withdrawals.19

conclusion

The size of Canada’s government sector is clearly greater than the optimal 
point, identified in Chapter 3, that would maximize our nation’s future 
economic performance and social progress. In this chapter, we have iden-
tified a practical target for rebalancing government closer to this optimal 
point of roughly one-third of the Canadian GDP.

The policies we have recommended are designed to reach this target 
in a practical and progressive way, restraining the growth of government 
spending to less than 0.9% per year over five years. This can and should 
be accomplished by reducing those taxes that most heavily penalize work, 
savings, investment, and entrepreneurship. The effect would be to trans-
fer more than a third of a trillion dollars of economic decision-making 
power from the hands of bureaucrats and politicians to Canadian families, 
workers, consumers, and businesses.

What might this mean to the average Canadian? Simply this: in-
creased income and job opportunities as you participate in the best per-
forming economy in the world; the benefits of financially sustainable so-
cial services; and a higher quality of life for you and your family.

	 19	 For further information, please see Kesselman and Poschmann, 2001.
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Liberty to work, trade, and do business with whom we prefer is a central 
component of economic freedom. It is essential to our goal of attaining for 
Canadians the greatest possible prosperity and quality of life. 

In an upcoming volume of the Canada Strong and Free series deal-
ing with ways that Canada can give stronger leadership on the world stage, 
we will offer concrete suggestions for improving our nation’s position in 
international trade. Here, however, we draw attention to a type of restric-
tion on trade that is not explicitly measured by the index published in 
Economic Freedom of the World but which nonetheless imposes very real 
costs upon a large federation like Canada, with our distinctive regional 
economies and numerous provincial boundaries. That is: restrictions on 
internal trade. 

Canada cannot achieve the goal of leading the world in prosperity 
and economic growth without greater freedom of trade and exchange 
within our own country. In other words, Canada needs an open, efficient, 
and predictable domestic market in order also to improve its productivity 
and competitiveness in an increasingly globalized world. There would be 
ancillary benefits: more open trade at home would strongly reinforce the 
integrity of our federation as a true economic union.

The sadly balkanized state of Canada’s domestic market, fragment-
ed by persistent inter-provincial barriers to trade, is analyzed below. That 
discussion leads to recommendations for removing those barriers and 
achieving a freer domestic market. 

	 5	 free at home
striking down barriers to trade in canada
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background: a legacy of restriction

Sir John A. Macdonald’s “National Policy” created an economic environ-
ment that, in one form or another, dominated Canada for 80 years—until 
after the Second World War. This policy allowed Canadian business to 
develop behind high tariff walls. The immediate result was a high-cost 
manufacturing sector based almost exclusively in central Canada. 

But the same policy had other negative consequences. It acted to 
discourage processing of natural resources in Canada, since products 
made by inefficient, tariff-protected manufacturers were seldom able to 
compete with foreign products. It protected certain farmers with “supply 
management” programs; these erected barriers to domestic trade and left 
a legacy of inefficient production that still demands protection. For Cana-
dians, these policies have ultimately meant higher prices, lower wages, less 
consumer choice, and severely constrained productivity. 

Canada was not alone in following this protectionist strategy. Other 
countries did the same, including the United States. But it was a strategy 
that allowed our governments to ignore the impact their policy choices were 
having on the efficiency of Canada’s domestic market and our overall com-
petitiveness (Hart, 2004: 8; Statistics Canada, 2002: Introduction, p.3). 

Happily, federal governments in more recent years have stepped 
away from this nineteenth-century strategic thinking—albeit only par-
tially. But among the provinces it remains disturbingly robust. This is de-
spite the clear intent of Confederation’s founders. Section 121 of Canada’s 
Constitution in effect prohibits the erection of tariff-based barriers to 
trade within Canada. In a crucial oversight, however, it does not provide a 
mechanism to eliminate non-tariff barriers.� Moreover, this section does 
not cover trade in services or intellectual property.

The federal government has constitutional authority to regulate 
some key aspects of inter-provincial trade. It uses this authority in rela-

	�	  “All articles of the Growth, Produce, or Manufacture of any one of the Provinces 
shall, from and after the Union, be admitted free into each of the other Provinces” 
(The Constitution Act, 1867, Article 121).
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tion to drugs, some aspects of trade in agricultural and food products, 
and the labeling of goods traded inter-provincially. But this federal au-
thority cannot interfere with the right of provinces to regulate within 
their own areas of constitutional authority. Provincial governments, for 
example, have constitutional authority (sometimes shared with the fed-
eral government) to regulate workers, building standards, the environ-
ment, agricultural and food products sold within their borders, trans-
portation, businesses, finance and securities, education, and alcoholic 
beverages.

For nearly 130 years, provincial governments have exercised these 
powers to maintain barriers to inter-provincial trade, investment, and 
labour mobility—all in the name of protecting local and provincial in-
terests. The result is a mishmash of measures and standards that create 
resilient but virtually invisible non-tariff barriers in Canada’s domestic 
market, with no effective incentive or mechanism to remove them. As one 
observer has said: “inter-provincial barriers to trade create an interlock-
ing, tangled and expensive web of vested interests. Together they slowly 
and steadily choke Canada’s economic arteries, losing output, incomes and 
jobs for Canadians” (Parsons, 1994: 2).

Three practices in particular create most of these internal barriers 
to trade: 1. discriminatory rules, such as preferences based on provincial 
residency; 2. differential standards or regulations that, for example, re-
quire different qualifications for identical occupations; and 3. inequitable 
administrative practices, such as local worker requirements. 

These barriers harm both consumers and producers. The additional 
costs are mostly borne by consumers while producers sell less due to high-
er prices. They reduce the ability of Canadian firms to trade in other pro-
vincial markets and limit their international competitiveness. The result 
is a less efficient economy than we could have. The costs to the Canadian 
economy are difficult to estimate. Whatever the real cost to Canadians, it 
is measured in billions of dollars per year.� 

	�	  See Beaulieu, Gaisford, and Higginson, 2003, which provides a review of the 
literature on costs.
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looking abroad: changing patterns of 
international and domestic trade

Numerous studies and commissions over the years have identified barriers 
to interprovincial trade as a major impediment to the Canadian economy. 
The Rowell Sirois Commission identified them as an issue in 1940.� So did 
the Macdonald Commission in 1985.� In constitutional negotiations in 
1980 and again in 1990, Canadian governments tried without success to 
agree on steps to free the domestic market. 

By 1990 however, the pattern of Canada’s overall trade began to 
change significantly. The tariffs that had protected Canada’s domestic 
market for years, the residue of the old National Policy, were disappearing. 
This was particularly true for trade within North America, as a result of 
the Canada-US Trade Agreement (CUSTA) and the North American Free 
Trade Agreement (NAFTA). But it also followed from the introduction 
of the World Trade Organization (WTO). As the external tariff wall fell, 
internal barriers that reduce the productivity and the competitiveness of 
the domestic economy became correspondingly more important.

The change in trade that ensued was significant. In 1990, Canada’s 
interprovincial and international exports were almost identical in volume. 
By 1995, interprovincial exports were only 62% of international exports, 
and had fallen still further to 44% by 2000. The balance swung somewhat 
back by 2005, when interprovincial exports amounted to 53% of interna-
tional exports.

	�	  “The heart of the problem lies in the fact that the simplest requirements of pro-
vincial autonomy … involve the use of powers which are capable of abuse … The 
problem is to preclude or restrict abuses without interfering with legitimate and 
even necessary powers” (Canada, Royal Commission on Dominion-Provincial 
Relations, 1940).

	�	  “Federalism justifies variation among provinces in response to local preferences 
… the need to accommodate diversity … must be balanced against the objective of 
gains from trade” (Canada, Royal Commission on the Economic Union and Devel-
opment Prospects for Canada [Macdonald Commission], 1985: vol. 3, pp. 135–40).
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Viewed another way, international exports were 26.1% of GDP in 
1989 and interprovincial exports, 22.1%. By 1997, international exports 
were 40.2% of GDP and interprovincial exports, 19.7%. By 2005, the levels 
were 37% and 20%, respectively.� 

The increase in international exports has been driven by improved 
Canadian labour costs relative to the United States, reduced US tariffs, 
and the American appetite for imports (Grady and Macmillan, 1998: 26). 
The declining share of interprovincial exports in GDP is the result of lower 
Canadian tariffs (encouraging more international imports), slower growth 
in Canada than in the US market, and relatively small increases in the 
prices of goods traded interprovincially.

Interprovincial trade remains more regional than national in Can-
ada. Trade is concentrated within four regions: the Atlantic provinces in-
cluding Newfoundland and Labrador; central Canada, which is Québec and 
Ontario; the western provinces; and the North (Statistics Canada, 2002: 10). 
Domestically, the provinces and territories in these groupings trade mainly 
among themselves. Distance makes a difference; that is, the Atlantic region 
has the smallest trade with the western provinces and vice versa.

Despite the great distances of our geography and persistent inter-
nal non-tariff barriers, interprovincial trade remains a significant part of 
the Canadian economy. Studies in the 1990s determined that borders re-
duce trade between nations by more than would be expected on the basis 
of official barriers alone. This is because it is more expensive and difficult 
to trade internationally, where potential business partners may not be 
well-known to each other, than it is to trade at home, where partners are 
more likely to share common values, understandings, and circumstances 
(Helliwell and McCallum, 1995; Helliwell, 2002; McCallum, 1995). Inter-
national trade contributes more to Canada’s economy than ever. It could 
be more important still, if our domestic economy were more productive 
and efficient. 

	�	  Comparative analysis of international and domestic trade data can be found in 
several studies from Statistics Canada including: Statistics Canada, 1998; 2000; 
2002; 2004.
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dashed hopes: efforts to free 
canada’s domestic market

The Charlottetown Accord to amend the Constitution, which was ac-
cepted unanimously by Canadian governments on August 28, 1992, 
committed legislatures to remove barriers to the movement of persons, 
goods, services, and capital.� The Accord was defeated by a referendum 
on October 26, 1992.

Having failed to resolve the issue through constitutional change, 
Canadian governments turned to non-constitutional means (Knox, 
1998). In December 1992, federal, provincial, and territorial trade min-
isters agreed to negotiate a comprehensive agreement to “promote an 
open, efficient and stable domestic market for long-term job creation, 
economic growth and stability.” This was to be accomplished by reducing 
and eliminating “to the extent possible, barriers to the free movement of 
persons, goods, services and investments within Canada” ([Committee 
on Internal Trade], 1995): “Preamble,” p. 1). First ministers signed the 
Agreement on Internal Trade (AIT) on July 18, 1994. It came into force 
on July 1, 1995.

The AIT includes general rules that establish reasonable principles 
for an open domestic market. Unfortunately, these apply only to specific 
sectors in a manner laced with qualifications, exclusions, and exceptions. 
Disputes under the agreement can only be directed to a complicated, time-
consuming, and ultimately unenforceable resolution process. The AIT has 
changed some things. But governments have ignored many of its obliga-

	�	  “Reducing Internal Trade Barriers. Forging an economic union today means mov-
ing beyond a simple prohibition against interprovincial tariffs on goods to-
wards free internal movement of persons, goods, services and capital. A new 
provision would reflect the commitment of governments to this objective. First 
Ministers have agreed to discuss how best to implement the principles of a 
stronger internal common market” (Canada, Intergovernmental Affairs, Privy 
Council Office, 2001).
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tions, particularly those intended to extend its coverage. Ten years after 
it came into force, the agreement has proven to be ineffective. It is now 
being reviewed and revised by governments under the leadership of the 
Council of the Federation (CoF).� 

Several provinces are also attempting to remove internal barriers 
to trade on bilateral terms through bilateral agreements. On April 28, 
2006, for example, the Premiers of British Columbia and Alberta ratified 
a Trade, Investment and Labour Mobility Agreement, or TILMA (British 
Columbia, Ministry of Economic Development, 2006). This pact marks a 
significant improvement over the AIT. It is inclusive; that is, everything 
is covered unless specifically identified as an exception. It has one set 
of general rules and principles that apply to all government measures 
that relate to trade, investment, or labour mobility. It is comparatively 
simple and accessible. And, it has a single, shorter, and more accessible 
dispute-resolution process than the AIT, with consequences if a judg-
ment is ignored.

While the Alberta/BC TILMA is an improvement on the AIT, it 
is not yet perfect. Both provinces identified numerous exclusions, even 
though many are temporary and all subject to regular review. Although 
its dispute-resolution process is simpler than that of the AIT, it will not 
necessarily be easier for a person or business harmed by a non-tariff bar-
rier to use; the maximum penalty of $5 million for non-compliance is too 
low to deter the erection of every non-tariff barrier.

Barriers to internal trade, investment, and labour mobility con-
tinue to limit the productivity and competitiveness of Canada’s do-
mestic market. The initiatives just described and a number of recent 
studies (see sidebar, studies in sclerosis: reports on internal trade 

in canada, page 64, for a partial list) have served to clarify the prob-
lem. They also point the way to a number of conclusions and possible 
remedial measures. 

	�	  The Council was established in December 2003 and is made up of the leaders of 
all of Canada’s provincial and territorial governments.
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conclusions 

Past and present efforts to liberalize internal trade in Canada, and the 
studies referred to above, suggest the following conclusions. 

	 	 Canada has an open and healthy domestic market that operates reason-
ably well, given our relatively small economy and large physical size.

	 	 Although our domestic market is open and healthy, it is neither as open 
nor as flexible as it ought and needs to be. This is because of significant 
and complex non-tariff trade barriers between provinces that are a func-
tion of Canada’s federal structure and the legacy of more than 100 years 
of protective trade policy.

	 	 These barriers are not uniform but rather a mix of measures. Some are 
intended to protect local or special interests. Some result from differences 
among jurisdictions in standards and regulations. Still others arise from 
duplicative and protective administrative practices, at both the federal 
and provincial levels. 

	 	 Some barriers are obvious; others are almost invisible, embedded in long-
standing and accepted interprovincial practice. Many of these seem in-
tractable, protected by a culture of entitlement and a tradition of applying 
constitutional authority unilaterally rather than cooperatively. These at-
titudes may be rooted in historic regional differences and mistrust. 

	 	 These barriers, whatever their characteristics, continue to limit Canada’s eco-
nomic productivity and competitiveness. They reduce the ability of our busi-
nesses to adapt creatively and quickly to changes in world economic conditions, 
and to the needs of our main trading partners, particularly the United States.

	 	 Canada lacks effective constitutional means to strike down barriers to 
trade in our domestic market. There is no constitutional obligation for 
Canadian governments to apply their authority in a way that does not cre-
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ate such barriers or to avoid compromising the integrity and productivity 
of the national economy. Two attempts to strengthen the economic union 
and deal with non-tariff barriers, in 1980 and 1990, failed.

	 	 Non-constitutional initiatives to eliminate domestic trade barriers, nota-
bly the 1995 Agreement on Internal Trade and ongoing efforts to establish 
some form of national regulation of financial securities, have met with 
very limited success.

	 	 The Alberta/BC Trade, Investment and Labour Mobility Agreement 
(TILMA) is a step in the right direction. But, in the future negotiation of 
such agreements: 
	 	 no measure that can operate as a barrier to domestic trade should 

be excluded;
	 	 any measure that constitutes such a barrier should be changed or 

removed unless it can be demonstrated that it is necessary to an 
essential public policy, and that it accomplishes this purpose in the 
least trade-restrictive way possible; and

	 	 penalties for maintaining proscribed barriers, as assessed by any 
tribunal established under such agreements, should not be limited 
and should apply until the barrier is removed.

recommendations

The abolition of costly and unproductive barriers to internal trade would 
significantly enhance the performance of the Canadian economy, both 
at home and in its international competitiveness. To that end, we recom-
mend the following measures.

	 1	 Formal acceptance by all provincial and territorial governments and the 
federal government of the principle of an open domestic market
The purpose of such acceptance would be to establish that all Canadian 
governments accept that measures they undertake must not operate as 



62  striking down barriers to trade

  building prosperity

barriers to trade, investment, and worker mobility. The governments 
would agree to:
	 	 establish rules to define what would be considered a barrier; these 

might be similar to those in the current AIT;
	 	 define under what circumstances a measure presenting a barrier to 

trade might be permitted; this could be based on the “legitimate 
objective” provision in the AIT; 

	 	 remove or change any measures, policies, or practices that create an 
unjustifiable barrier;

	 	 support the creation of a quasi-judicial Canada Internal Trade Tri-
bunal to enforce the foregoing trade rules;

	 	 commit themselves to taking the necessary legislative steps to en-
sure that these rules can be enforced in relation to measures in 
their jurisdiction.

	 2	 The establishment of a Canada Internal Trade Tribunal
The purpose of the Tribunal would be to enforce the trade rules established 
under the principle of an open domestic market. It would be a standing 
tribunal that would hear complaints from individuals, businesses, or gov-
ernments against measures that may be barriers to trade, investment, and 
worker mobility.

It is assumed that governments will continue to enter into multi-
lateral and bilateral agreements on matters such as public-sector procure-
ment. The Tribunal could also provide an enforceable dispute-resolution 
mechanism for these agreements.

Ideally an existing body, such as the Canadian International Trade 
Tribunal, could serve as the Internal Trade Tribunal. A legal basis for the 
Tribunal we propose might be found under the federal power to legislate in 
relation to interprovincial trade. If not, it should be established by inter-
provincial agreement under the auspices of the Council of the Federation.

	 3	 The establishment of a Canada Internal Trade Council
The purpose of the Internal Trade Council would be to provide an advi-
sory and political forum for issues not covered by the general agreement 
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referred to in Recommendation 1 above. As such, it should be made up of 
ministerial representatives from all governments.

Not all impediments to trade will be susceptible to challenge before 
the Internal Trade Tribunal. Issues such as public-sector procurement, 
business registration, and disclosure requirements affect the domestic 
market but will require a separate specific agreement to resolve. The same 
applies to many regulatory regimes that are better reconciled by agree-
ment than through challenge before a panel.

The role of the Internal Trade Council would be to monitor the 
performance of Canada’s internal market, identify issues and impedi-
ments that need to be resolved, sponsor initiatives including multilater-
al and bilateral agreements, and resolve these issues. The Council would 
issue annual public reports to governments and to the Council of the 
Federation. 

	 4	 Investigation of federal constitutional powers in internal trade
Throughout the Canada Strong and Free series, we have vigorously argued 
that Ottawa should respect the division of powers in Canada’s Constitu-
tion and stop interfering in areas of provincial jurisdiction. In internal 
trade, on the other hand, Ottawa has declined to use its own constitu-
tional powers, which are admittedly unclear, to remove interprovincial 
trade barriers. 

Unfortunately, the use of this power involves a more difficult ques-
tion than may first appear. Few trade barriers are erected specifically as 

“trade barriers,” even if that is their intent. Instead, they are typically 
enacted under the guise of consumer protection or some other provincial 
power. Removing such barriers could thus be interpreted as an intrusion 
on provincial responsibility.

We recommend a federal reference to the Supreme Court asking 
it to clarify, first, the extent of the present federal commerce power (i.e., 
the power of the federal government under the present Constitution to 
strike down interprovincial barriers to trade) and, second, what kind of 
amendment would be required, if necessary, to give the federal govern-
ment that power.
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A fundamental message in this volume of the Canada Strong and Free 
series has been that economic freedom is the most potent driver of pros-
perity that we know. Where economic freedom is constrained, so too are 
prosperity, social progress, and quality of life. As we established in chap-
ter 2, excessive government regulation constitutes a critical constraint on 
economic freedom and, hence, on Canada’s economic performance. If we 
are to achieve the best-performing economy in the world, we must address 
and relieve this burden. 

Regulation is defined as the imposition by government of rules 
intended to modify economic behaviour (Jones and Graf, 2001: 7). These 
rules may be imposed on individuals, business and labour entities, activi-
ties, or markets. They are enforced by the threat or imposition of penalties. 
In addition to their goal of modifying behaviour, such regulations inevita-
bly also create costs for those affected, costs that are ultimately borne by 
consumers and taxpayers.

The impact of regulation on business competitiveness cannot be em-
phasized enough. Regulations shape the environment in which firms oper-
ate at every turn. They affect an entrepreneur’s decision to start a business, 
the size of the business, and how it operates. Regulations also condition 
the speed at which businesses are able to respond to market changes and 
new opportunities. In short, they decisively affect a firm’s ability to inno-
vate and compete in the constantly evolving global marketplace.

Measuring the impact of regulation on economic activity is quite 
different from—and harder than—determining the impacts of taxa-
tion and public spending (Jones and Graf, 2001: 3). These latter activi-
ties are highly visible, typically recorded in public accounts, and subject 

	 6	red tape, red ink
reducing regulation to increase prosperity
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to intense scrutiny by political opponents, media, and citizens at large 
(Jones, 2002: 9). Regulation is less visible; it is generally far less subject to 
scrutiny and accountability. The economic impact of regulatory activity is 
also much more difficult to determine; the only fraction readily accessible 
is the impact of the administrative cost of enforcement (Jones and Graf, 
2001: 3). Nonetheless, it is important to make the effort. As the following 
section shows, the results are illuminating. 

the costs of regulation

Regulations impose two kinds of costs on business and society: direct and 
indirect (Jones and Graf, 2001: 3–4). 

direct costs

Direct regulatory costs can be broken down further into administrative 
and compliance costs. Administrative costs are those that government 
agencies incur in the course of overseeing and enforcing regulations. 
These costs appear in government budgets and are the only part of 
the regulatory footprint that is visible and easily measured (Jones and 
Graf, 2001: 3). 

The second, and more significant, direct cost of regulation lies in 
compliance. These are costs that firms and individuals incur in order to 
abide by regulations. Unfortunately, governments are required neither to 
estimate nor to report these costs. Some call these kinds of costs “hidden 
taxation” (Jones and Graf, 2001: 3), since they act as an additional tax on 
doing business. 

The Fraser Institute has attempted to measure both components 
of regulatory cost in Canada. Jones and Graf (2001: 4) estimated that 
Canadians spend about $103 billion a year, or about $13,700 per family 
of four, on regulatory compliance. This represents a burden of “hidden” 
taxation equivalent to 43% of what such an average family already pays in 
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recognized taxes. In other words, due to government regulation, an aver-
age family’s real tax burden is actually 43% higher than it appears to be.� 
The estimate of compliance costs by Jones and Graf (2001) was based on 
previous research by Weidenbaum and DeFina (1976), which found that 
for every dollar government spends to administer regulation, the private 
sector spends $17 to $20 to comply with it.

indirect costs

Indirect costs refer to the price paid by individuals and businesses as 
they amend the choices they would otherwise freely make, in order to 
accommodate regulatory requirements. Indirect costs include profits 
foregone when regulations force a business to postpone getting a prod-
uct to market (for example, to secure government approval for a drug). 
They include the cost of changing a product to respond to a regulatory 
mandate (as when labelling requirements are changed). Regulations im-
pose additional unquantifiable costs when they prevent individuals from 
acting freely on their own preferences in choosing certain products or 
services (Jones and Graf, 2001: 4). These indirect costs multiply when 
excessive requirements for permits, licences, and regulatory approvals 
hinder innovation, delay development, and reduce both productivity and 
competitive flexibility. 

Of course, the optimal level of regulation is not zero. Some reg-
ulations, such as those that directly protect persons, property, and the 
sanctity of contracts, provide important benefits. Distinguishing between 

“good” and “bad” regulation—determining which regulations yield a posi-
tive benefit-to-cost ratio and which do not—is at the heart of effective 
regulatory reform.

The challenge is the same we encountered earlier when considering 
the size of government: to strike the right balance between free economic 

	�	  Figures in this section from Jones and Graf, 2001 supplemented with unpub-
lished data from The Fraser Institute for Tax Freedom Day, 1997.
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choice and regulation that truly carries a net benefit. As with the “optimal” 
size of government, that balance is critical to achieving for Canadians the 
best economic performance and quality of life. 

It is beyond the scope of this study to determine the benefit/cost ra-
tio of every category of regulation, let alone of the host of specific rules in 
force in Canada. What we propose instead is to examine the overall regula-
tory burden on Canada’s citizens and their businesses in comparison with 
that imposed on their competitors in other OECD countries, Singapore, 
and Hong Kong. As proxies for this purpose, we will examine regulations 
that affect the start-up, operation, and termination of a business, and the 
property rights that are the foundations of all business.

where we stand: international comparisons

Our data for this inquiry come from two sources:

	 	 The Global Competitiveness Report, published annually by the World Eco-
nomic Forum.� These data are based on a survey of business decision-
makers in each country.

	 	 The World Bank’s recently created database, Doingbusiness: Benchmark-
ing Business Regulations (2005), which measures the actual requirements 
placed on businesses in various countries and their associated costs. 

global competitiveness report 

The Global Competitiveness Report ranks the countries it surveys on a 
number of indicators, including the following three aspects of business 
regulation.

	�	  Note that the data from the World Economic Forum used in this section were 
taken from Gwartney and Lawson, 2006.
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	 1	 Burden of Regulations:  the burden imposed by such requirements as busi-
ness permits, regulations, and reporting. 

	 2	 Time with Government Bureaucracy:  an indication by senior managers 
who rate, on a scale of 1 to 7, whether they have to spend a substantial 
amount of time dealing with government bureaucracy.

	 3	 Irregular Payments:  an impression of the extent to which irregular pay-
ments must be made to secure such normal business requirements as 
import and export permits, business licences, currency exchange, tax as-
sessments, police protection, or loan approvals. 

As can be seen from Table 6.1:

	 1	 Twelve countries impose a lighter administrative burden on business enter-
prises than Canada. Canada ranks thirteenth (tied with Japan and Portugal) 
on this scale, out of 32 countries (30 OECD plus Hong Kong and Singapore).

	 2	 In 14 countries, senior managers spend less time with bureaucracy than 
they do in Canada. 

	 3	 With respect to demands for irregular payments as conditions of regu-
latory approvals—an arbitrary practice that generates uncertainty and 
opens the door to corruption—Canada ranked seventeenth (tied with 
Netherlands and Portugal) in 2004. In other words, irregular payments 
were viewed as less frequent in 16 other countries. 

doingbusiness: benchmarking business regulations

The data from Doingbusiness: Benchmarking Business Regulations focuses on 
three specific areas of regulation: the requirements to start a business, to 
close a business, and licences. Each of these is broken down further into 
components (Table 6.2, pages 72–73).
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table 6.1:  business regulations

Burden  
of Regulations

Time with Government 
Bureaucracy

Irregular  
Payments

Score Rank Score Rank Score Rank

Australia 3.0 20 5.3 21 6.3 7

Austria 3.3 16 5.9 9 6.2 10

Belgium 2.2 31 5.9 9 5.4 24

Canada 3.4 13 5.6 15 6.0 17
Czech Rep. 2.8 23 6.3 6 4.8 27

Denmark 4.0 5 5.2 22 6.4 5

Finland 4.5 3 6.8 1 6.5 3

France 2.8 23 5.4 18 5.9 20

Germany 2.7 28 5.0 25 6.1 13

Greece 2.8 23 4.9 27 4.7 29

Hong Kong, China 4.8 2 4.3 29 5.9 20

Hungary 2.9 22 6.8 1 5.4 24

Iceland 4.4 4 6.4 4 6.7 1

Ireland 3.8 6 6.0 8 6.1 13

Italy 2.1 32 5.8 13 5.5 23

Japan 3.4 13 6.4 4 6.2 10

Luxembourg 3.3 16 6.2 7 6.3 7

Mexico 2.5 30 2.8 32 4.4 30

Netherlands 3.1 19 4.5 28 6.0 17

New Zealand 3.2 18 5.5 17 6.7 1

Norway 3.5 10 5.6 16 6.4 5

Poland 2.7 28 5.2 22 4.3 31

Portugal 3.4 13 3.8 31 6.0 17

Singapore 5.4 1 5.9 9 6.5 3

Slovak Rep 2.8 23 5.4 18 4.8 27

South Korea 3.8 6 5.0 25 4.9 26

Spain 3.5 10 5.4 18 5.6 22

Sweden 3.5 10 6.5 3 6.2 10

Switzerland 3.8 6 5.9 9 6.1 13

Turkey 2.8 23 3.9 30 4.3 31

United Kingdom 3.0 20 5.8 13 6.3 7

United States 3.6 9 5.2 22 6.1 13

Note:  Scores on a scale of 1 to 7; higher scores indicate less regulation. Rank out of 32.
Source:  Gwartney and Lawson, 2006.
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The “starting a business” area measures the general requirements 
to start a business in each country: the number of procedures, their cost, 
the time needed to complete them, and minimal capital required. Canada 
ranks first, implying that Canada, of all OECD countries, is the easiest 
place to start a business. It takes only three days to complete the two 
principal procedures required and costs less than 1% of average per-capita 
income to start a business in Canada.

The “closing a business” area measures both the cost and time re-
quired to terminate a business, and the recovery rate once a business fails. 
Here, Canada ranks fourth out of 31 countries (OECD plus Hong Kong and 
Singapore). Only Japan (first), Singapore (second), and Norway (third) do 
relatively better. These data show that it takes almost ten months and 4% 
of the value of the business to close a business in Canada. By comparison, 
it takes just over seven months and 4% of the estate to close a business 
in Japan. It takes somewhat longer to close a business in Singapore (ten 
months) and Norway (11 months) but costs less (1% of the estate). The 
OECD countries where closing a business is most difficult are the Czech 
Republic and Turkey, where it takes nine and six years, respectively.

Canada scores poorly, however, on “licensing requirements.” Com-
pared on the time and expense of acquiring all the licences and permits 
needed to build a warehouse, Canada ranks twelfth out of 31 countries 
(OECD plus Hong Kong and Singapore). It should be noted that the test 
case for Canada was Toronto, where it was determined to take 87 days on 
average to complete the 15 necessary procedures, at a cost of 123% of per-
capita income—that is, the average income of each person in the nation. 
Experience may be different elsewhere in Canada.

when less is more: the benefits 
of lighter regulation

Both the direct and indirect costs of regulation make firms less efficient 
and thus less competitive. Regulations that are too restrictive make it 
difficult to reallocate capital and labour in a timely way to respond with 
agility to market changes. Either way these costs are ultimately paid by 
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table 6.2:  starting and closing a business and dealing with licences

Starting a Business Closing a Business Dealing with Licences
Procedures 
(number)

Time 
(days)

Cost 
(% of income 

per capita)

Min. capital 
(% of income 

per capita)

Rank 
(out of 31)

Time 
(years)

Cost  
(% of 

estate)

Recovery 
rate  

(cents on 
the dollar)

Rank 
(out of 31)

Procedures 
(number)

Time  
(days)

Cost  
(% of 

income per 
capita)

Rank  
(out of 31)

Australia 2 2 1.9 0.0 2 1.0 8.0 80.0 13 16 121 12.3 6
Austria 9 29 5.7 61.5 22 1.1 18.0 73.4 18 14 195 81.6 20
Belgium 4 34 11.1 13.5 16 0.9 4.0 86.7 8 15 184 64.1 18
Canada 2 3 0.9 0.0 1 0.8 4.0 90.1 4 15 87 123.0 12
Czech Republic 10 40 9.5 39.0 24 9.2 14.0 17.9 30 31 245 16.1 26
Denmark 3 5 0.0 47.0 11 3.3 9.0 63.0 22 7 70 71.3 3
Finland 3 14 1.2 28.0 12 0.9 4.0 89.1 5 17 56 76.2 10
France 7 8 1.2 0.0 9 1.9 9.0 47.7 24 10 185 78.3 13
Germany 9 24 4.7 47.6 20 1.2 8.0 53.0 23 11 165 82.8 11
Greece 15 38 24.6 121.4 31 2.0 9.0 46.0 26 17 176 71.9 21
Hong Kong, China 5 11 3.4 0.0 6 1.1 9.0 81.2 12 22 230 38.5 25
Hungary 6 38 22.4 79.6 23 2.0 14.0 35.8 29 25 213 279.1 29
Iceland 5 5 2.9 17.1 10 1.0 4.0 81.7 10 20 124 16.8 16
Ireland 4 24 5.3 0.0 8 0.4 9.0 88.0 6 10 181 23.6 8
Italy 9 13 15.7 10.8 18 1.2 22.0 40.0 27 17 284 147.3 27
Japan 11 31 10.7 75.3 25 0.6 4.0 92.7 1 11 87 19.7 2
Korea 12 22 15.2 308.8 29 1.5 4.0 81.7 11 14 60 232.6 14
Mexico 9 58 15.6 13.9 26 1.8 18.0 64.1 20 12 222 159.0 22
Netherlands 7 11 13.0 64.6 17 1.7 1.0 86.7 7 18 184 142.7 24
New Zealand 2 12 0.2 0.0 4 2.0 4.0 71.0 19 7 65 29.3 1
Norway 4 13 2.7 27.0 13 0.9 1.0 91.1 3 13 97 53.9 5
Poland 10 31 22.2 220.1 28 1.4 22.0 64.0 21 25 322 83.1 30
Portugal 11 54 13.4 39.4 30 2.0 9.0 74.7 17 20 327 57.7 28
Singapore 6 6 1.1 0.0 5 0.8 1.0 91.4 2 11 129 24.0 4
Slovak Republic 9 25 5.1 41.0 21 4.8 18.0 38.6 28 13 272 18.0 19
Spain 10 47 16.5 15.7 27 1.0 14.0 77.9 14 12 277 77.1 23
Sweden 3 16 0.7 35.0 14 2.0 9.0 74.9 16 8 116 119.6 7
Switzerland 6 20 8.7 31.3 15 3.0 4.0 46.9 25 15 152 59.2 15
Turkey 8 9 27.7 20.9 19 5.9 7.0 7.2 31 32 232 368.7 31
United Kingdom 6 18 0.7 0.0 7 1.0 6.0 85.3 9 19 115 70.2 17
United States 5 5 0.5 0.0 3 2.0 7.0 76.3 15 19 70 16.9 9

Note 1:  Luxembourg has been excluded. 

Note 2:  For details on how ranks are computed, see “Ease of Doing Business: An Appendix” at 	 <http://www.doingbusiness.org/Documents/C.%20Appendix_ease%20of%20doing%20business.pdf>.
Source:  World Bank, 2005.
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table 6.2:  starting and closing a business and dealing with licences

Starting a Business Closing a Business Dealing with Licences
Procedures 
(number)

Time 
(days)

Cost 
(% of income 

per capita)

Min. capital 
(% of income 

per capita)

Rank 
(out of 31)

Time 
(years)

Cost  
(% of 

estate)

Recovery 
rate  

(cents on 
the dollar)

Rank 
(out of 31)

Procedures 
(number)

Time  
(days)

Cost  
(% of 

income per 
capita)

Rank  
(out of 31)

Australia 2 2 1.9 0.0 2 1.0 8.0 80.0 13 16 121 12.3 6
Austria 9 29 5.7 61.5 22 1.1 18.0 73.4 18 14 195 81.6 20
Belgium 4 34 11.1 13.5 16 0.9 4.0 86.7 8 15 184 64.1 18
Canada 2 3 0.9 0.0 1 0.8 4.0 90.1 4 15 87 123.0 12
Czech Republic 10 40 9.5 39.0 24 9.2 14.0 17.9 30 31 245 16.1 26
Denmark 3 5 0.0 47.0 11 3.3 9.0 63.0 22 7 70 71.3 3
Finland 3 14 1.2 28.0 12 0.9 4.0 89.1 5 17 56 76.2 10
France 7 8 1.2 0.0 9 1.9 9.0 47.7 24 10 185 78.3 13
Germany 9 24 4.7 47.6 20 1.2 8.0 53.0 23 11 165 82.8 11
Greece 15 38 24.6 121.4 31 2.0 9.0 46.0 26 17 176 71.9 21
Hong Kong, China 5 11 3.4 0.0 6 1.1 9.0 81.2 12 22 230 38.5 25
Hungary 6 38 22.4 79.6 23 2.0 14.0 35.8 29 25 213 279.1 29
Iceland 5 5 2.9 17.1 10 1.0 4.0 81.7 10 20 124 16.8 16
Ireland 4 24 5.3 0.0 8 0.4 9.0 88.0 6 10 181 23.6 8
Italy 9 13 15.7 10.8 18 1.2 22.0 40.0 27 17 284 147.3 27
Japan 11 31 10.7 75.3 25 0.6 4.0 92.7 1 11 87 19.7 2
Korea 12 22 15.2 308.8 29 1.5 4.0 81.7 11 14 60 232.6 14
Mexico 9 58 15.6 13.9 26 1.8 18.0 64.1 20 12 222 159.0 22
Netherlands 7 11 13.0 64.6 17 1.7 1.0 86.7 7 18 184 142.7 24
New Zealand 2 12 0.2 0.0 4 2.0 4.0 71.0 19 7 65 29.3 1
Norway 4 13 2.7 27.0 13 0.9 1.0 91.1 3 13 97 53.9 5
Poland 10 31 22.2 220.1 28 1.4 22.0 64.0 21 25 322 83.1 30
Portugal 11 54 13.4 39.4 30 2.0 9.0 74.7 17 20 327 57.7 28
Singapore 6 6 1.1 0.0 5 0.8 1.0 91.4 2 11 129 24.0 4
Slovak Republic 9 25 5.1 41.0 21 4.8 18.0 38.6 28 13 272 18.0 19
Spain 10 47 16.5 15.7 27 1.0 14.0 77.9 14 12 277 77.1 23
Sweden 3 16 0.7 35.0 14 2.0 9.0 74.9 16 8 116 119.6 7
Switzerland 6 20 8.7 31.3 15 3.0 4.0 46.9 25 15 152 59.2 15
Turkey 8 9 27.7 20.9 19 5.9 7.0 7.2 31 32 232 368.7 31
United Kingdom 6 18 0.7 0.0 7 1.0 6.0 85.3 9 19 115 70.2 17
United States 5 5 0.5 0.0 3 2.0 7.0 76.3 15 19 70 16.9 9

Note 1:  Luxembourg has been excluded. 

Note 2:  For details on how ranks are computed, see “Ease of Doing Business: An Appendix” at 	 <http://www.doingbusiness.org/Documents/C.%20Appendix_ease%20of%20doing%20business.pdf>.
Source:  World Bank, 2005.
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consumers, through higher prices, or by employees whose jobs are lost 
when their employers are forced out of business. 

On the other hand, empirical research demonstrates that reduc-
ing business regulation leads to more business investment and higher 
productivity overall. Nicoletti and Scarpetta (2003), for example, looked 
at the effect of regulation on both manufacturing and service industries 
in 18 OECD countries over the last two decades. They found that lowering 
barriers to entry—such as restrictive licensing, limits on foreign firms, 
administrative burdens, and tariff and non-tariff barriers—resulted in 
productivity gains. Indeed, they found that if some European countries 
reduced their elevated barriers to entry in service industries to the OECD 
average over a ten-year period, they could expect to see total factor pro-
ductivity in that service sector increase by 0.1 to 0.2 percentage points. 

Alesina et al. (2005) studied barriers to entry in seven utility, trans-
portation, and telecommunications industries in 21 OECD countries from 
1975 to 1998. They found that reductions in barriers to entry lead to higher 
levels of investment in the long run. 

Bassanini and Ernst (2002) investigated the impact of regulation 
and non-tariff trade barriers on innovation in 18 manufacturing indus-
tries, using data from 18 OECD countries. They found that non-tariff bar-
riers and inward-oriented regulation both had an unambiguous negative 
relationship with research and development. On the other hand, “stronger 
protection of intellectual property rights [was] positively associated with 
higher R&D intensity” (2002: 6). 

At the extreme, the cost of complying with excessive regulation 
may reach a point at which a firm is better off bribing officials in order 
to avoid their obligations or operating in a black market. Djankov et al. 
(2002) found exactly this when they examined the regulation of start-up 
firms in 85 countries in 1999. After looking at the number of procedures 
and forms, time, and cost required to operate legally, they found that 
countries with heavier regulatory burdens also had higher levels of cor-
ruption and larger unofficial economies.�

	�	   They also found that a higher level of regulation of entry is not associated with 
higher-quality products, lower levels of pollution, or better health outcomes.
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Based on these studies and Canada’s rank relative to its OECD com-
petitors according to World Economic Forum and the World Bank, we 
must conclude the following.

	 	 In comparison with its industrialized peers, there are only two areas of 
business regulation in which Canada is a top performer: the requirements 
for starting and closing a business. 

	 	 If Canada places thirteenth on burden of regulation, fifteenth in the 
amount of time consumed with bureaucrats, and seventeenth on demands 
for irregular payments, there is obviously both scope and an urgent need 
for significant reform in each of these areas.

	 	 Reducing regulation is essential to putting Canadian business enterprises in 
a better position to compete with those in other industrialized countries.

recommendations

Canada needs to clear away the regulatory jungle that currently hampers our 
ability to innovate, adapt, seek out new markets for our products, and attain 
the achievable goal of leading the world in prosperity and quality of life. We 
therefore urge a fundamental change in how Canada introduces, manages, 
and retires business regulation and recommend the following measures.

	 1	 Follow up on the Smart Regulation Initiative
In March 2005, the Government of Canada launched the Smart Regula-
tion Initiative (Canada, Privy Council Office, 2006). “Smart” stands for 
Specific, Measurable, Attainable, Realistic, and Timely. This initiative’s 
goals are to improve the effectiveness and efficiency of regulation at all 
levels of government by eliminating overlaps among agencies and jurisdic-
tions, and to update old rules to reflect new realities. A key principle was 
to identify “best practices” in regulation both within Canada and around 
the world and to encourage their general adoption. The Smart Regulation 
Initiative should be acted on and continued. 
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	 2	 Require government officials and interest groups proposing new regulations 
to submit detailed benefit/cost estimates, including estimates of compliance 
as well as administrative costs.

	 3	 Require Parliament and legislatures, or their appropriate committees, to 
hold regular “delegislation/deregulation” sessions where the only item of 
business is to strike obsolete, unnecessary, and overly restrictive laws and 
regulations from the books. 

	 4	 Enact compulsory “sunset” provisions with every new regulation. 
All new or renewed regulations should automatically expire in five years 
unless specifically extended for a similar term. This will oblige government 
to regularly re-examine its regulatory structure and determine whether 
individual rules still serve a useful purpose. Every level of government, as 
well as any public agency charged with regulatory oversight, should adopt 
this requirement.
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Some readers may have concluded that the foregoing pages are aimed 
only at those who are already “haves”: high income earners, business own-
ers, those with capital wealth or property. We hope the remaining pages 
in this volume of the Canada Strong and Free series will persuade them 
otherwise. The economy, after all, belongs to all of us. Canada is strongest 
when all Canadians prosper. As the evidence below shows, that happens 
when we all enjoy the greatest degree of economic, as well as civic and 
political, freedom.

Balance is a core Canadian value. What balance between our pub-
lic and private sectors will induce the best performance from Canada’s 
economy, on which all of our jobs, incomes, and living standards depend? 
What division of effort and resources among our three levels of govern-
ment will deliver the peace, order, and public services essential to our 
quality of life at the least cost and greatest responsiveness to our desires? 
What balance between “perfect” freedom and the constraints necessary 
to a complex society will generate the highest levels of wealth- and job-
creating economic performance? 

Depending on your own values and perspective, your answers to 
these questions may differ from ours. Your prescriptions for achieving 
better balances may differ from ours as well. But let us all join in a seri-
ous national conversation about these questions because all will agree, 
we hope, that the potential payoffs for getting the answers “right” are so 
enormous that we should make the effort to determine and implement 
whatever policies will realize them.

	 7	conclusion
economic freedom benefits all canadians
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We have argued here that finding the “optimal” balance between 
Canada’s public and private sectors will not only generate more “bang” 
for our tax dollars, in terms of improved services at lower cost, but also 
greater economic growth with more and better employment. Removing 
the barriers that continue to impede our trade with other Canadians, 
strengthening the rule of law and property rights, reducing needless 
regulation and time spent fighting bureaucratic red tape are measures 
that will increase our ability to prosper in an increasingly competitive 
global economy.

But we agree that these gains will be of little value to the great 
majority of Canadians if they accrue to only a few. For this reason, we 
conclude this volume with a special emphasis on the powerful evidence 
that greater economic freedom leads to substantive improvement in the 
well-being of every citizen in a variety of ways.

the benefits of  
economic freedom

Research on economic freedom may be modern but its practice is as an-
cient as human history and as common as the village market. The mechan-
ics of economic freedom are easy to understand. It should be equally easy 
to understand why we should all aspire to the highest level of economic 
freedom for Canadians.

Any transaction freely entered into must benefit both parties. Any 
transaction that does not would surely be rejected by the party whom 
it disadvantages. This simple truth has consequences throughout the 
economy. Consumers who are free to choose will be strongly attracted 
by superior quality and price. A producer in a competitive market must 
constantly improve on both counts or innovate new products. A pro-
ducer who does not will simply send business to competitors who do. 
Billions of mutually beneficial transactions occur every day on this basis, 
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powering the dynamic that spurs increased productivity, creativity, and 
wealth around the world.

Conversely, any restraint—from confiscatory taxation to coercive 
limits on choice—that prevents people from freely making mutually ben-
eficial transactions, stunts all three of those desirable outcomes. 

Not surprisingly, numerous fact-based articles in top-rated peer-
reviewed journals have confirmed that economic freedom promotes eco-
nomic growth and prosperity, whether the study examined jurisdictions 
around the world or states and provinces in North America (e.g., Easton 
and Walker, 1997; Karabegović and McMahon, 2005).

It is important to recognize, however, that the rewards of economic 
freedom are not solely material. Economic freedom cannot be separated 
from the exercise of other liberties. When a government may determine 
the capacity of individual citizens to feed, clothe, house, or educate their 
families and themselves, whether they hold a job or start a business, with 
whom they may enter into a transaction or sign a contract, that govern-
ment has all the power it needs to suppress other freedoms as well. When 
economic freedom is absent or deficient, people must depend on the fa-
vour of the state for security and advancement, even for subsistence. Eco-
nomic freedom conveys independence of livelihood, empowering citizens 
to insist on other freedoms. 

This organic connection between economic freedom, democracy, 
and the exercise of other freedoms has also been confirmed by empirical 
research (Griswold, 2004; Dawson, 1998). The following charts and com-
mentary—based on the Economic Freedom Index published in Economic 
Freedom of the World: 2006 Annual Report (Gwartney and Lawson, 2006)—
document the powerful contribution that economic freedom makes to 
prosperity, the reduction of poverty and inequality, and the exercise of 
other freedoms. 

These rewards are of such enormous value to Canadians and others 
around the world that we should do everything in our power to identify 
and act upon the public policy choices that unlock them.
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economic freedom promotes prosperity 
and economic growth

In Figure 7.1, the 130 nations included in Economic Freedom of the World: 
2006 Annual Report have been sorted into four groups (quartiles), based 
on their levels of economic freedom. As can be seen, nations with the 
most economic freedom have by far the highest GDP per capita as well 
as the highest GDP growth rates. Those with the least economic free-
dom suffer the least prosperity and lowest economic growth. 

But does economic freedom really promote economic growth? 
Or were some nations already rich for historical reasons and economic 
freedom followed prosperity rather than the other way around? Is it 
possible that central economic planning—with its state-imposed re-
strictions on economic freedom—is more conducive to growth than 
economic freedom? 

figure 7.1:  economic freedom and prosperity

Note:  Figures are in constant 2000 dollars adjusted for purchasing power parity.

Source:  Economic Freedom of the World: 2006 Annual Report.
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Figure 7.2 tells the story. It is especially striking that the least free na-
tions (in the fourth quartile), whether their economies are centrally directed 
or not, are regressing—becoming poorer. At the same time, today’s freest 
nations, regardless of their economic inheritance, continue to enjoy strong 
economic growth. Some jurisdictions experiencing high levels of prosperity 
today, for example South Korea and Ireland, were very poor until they adopt-
ed policies that significantly increased the economic freedom of their people.

economic freedom reduces poverty

Those opposed to freer markets and freedom of enterprise often argue that 
these create wealth for the few and poverty and repression for most. To test 
this thesis, we first examined the United Nations Human Poverty Index 
(HPI) for developing nations. This index establishes a poverty ranking for 
each nation based on: 1. probability at birth of not surviving to age 40; 

figure 7.2:  economic freedom and economic growth

Source:  Economic Freedom of the World: 2006 Annual Report.



82  economic freedom benefits all canadians

  building prosperity

2. adult literacy; 3. portion of the population without access to improved 
water; and 4. percentage of children underweight for their age. It is im-
portant to bear in mind that, in this formula, a low score represents less 
poverty; that is, more prosperity. 

We then compared these poverty scores with the same nations’ 
rankings on the Economic Freedom Index. What do we find? Those na-
tions that have the least economic freedom also score the worst on the 
Human Poverty Index (see Figure 7.3).

economic freedom and unemployment

Another indicator of poverty is the ability (or inability) to find work. 
Figure 7.4 compares the degree of economic freedom in the world’s na-
tions to the extent of unemployment. The link is clear: the more economic 

figure 7.3:  economic freedom and poverty as measured 
by the united nations human poverty index

Source:  Economic Freedom of the World: 2006 Annual Report.
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freedom, the fewer jobless. This is because, where citizens enjoy economic 
freedom, governments do not stand in the way of agreements, including 
work contracts, that are freely entered into and economic freedom un-
leashes job-creation energy and ingenuity.

economic freedom and inequality

Even if a rising tide lifts all boats, it may be argued that it lifts the rich-
est more than the poorest, increasing inequality. But, in fact, the share of 
national income received by the poorest appears to be largely unaffected 
by economic freedom and open markets and, indeed, is slightly higher 
in the “most free” nations than in the “least free” (Sala-i-Martin, 2002). 
However, the much greater prosperity in nations with more economic 
freedom means that the same share of the economic pie in those countries 
produces much greater real incomes for the poor (Figure 7.5). 

figure 7.4:  economic freedom and unemployment

Source:  Economic Freedom of the World: 2006 Annual Report.
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economic freedom increases other freedoms 

Other empirical evidence confirms the connection between economic free-
dom and other rights and liberties important to our democratic values. To 
demonstrate, we compared nations’ economic freedom by quartile, this 
time with two indexes developed by Freedom House, an independent non-
governmental organization that has studied and supported democratic 
freedoms for more than half a century (Figure 7.6). The first Freedom 
House Index ranks political rights, the second, civil liberties. Both indexes 
use a scale of 1 to 7 and higher scores mean fewer rights and liberties.

Again, greater economic freedom is undeniably associated with 
higher ratings on both political rights and civil liberties. Indeed, no nation 
that lacks economic freedom has ever supported stable political and civil 
freedoms. It can also be argued that no jurisdiction that has ever adopted 
economic freedom has failed to evolve toward political freedom, with the 
exceptions of Singapore and Hong Kong; and the jury is still out on them. 

figure 7.5:  economic freedom and inequality

Source:  Economic Freedom of the World: 2006 Annual Report.
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When a government has the power to determine individuals’ ability 
to feed, clothe, house, and educate their families or to hold a job and get a 
promotion, and power to restrict their ability to move ahead in other ways, 
it has all the tools it needs to suppress democracy and other freedoms, at 
least until life becomes unbearable and recourse is had to violence.

Economic freedom liberates individuals from dependence on gov-
ernment by producing other power centres such as independent individu-
als, businesses, and unions. Empirical studies support the connection 
between economic freedom, other freedoms, and democracy.

A further comparison in many ways sums up the benefits of eco-
nomic freedom. The United Nations every year releases its Human De-
velopment Index (HDI) as a global measure of a range of indicators of 
freedom, economic well-being, and social progress. How does that ranking 
compare with the index of economic freedom? Figure 7.7 tells the tale.

figure 7.6:  economic freedom and other freedoms

Note:  Political rights and civil liberties are measured on a scale from one to sev-
en: one = the highest degree of political rights/civil liberties; seven = the lowest.

Source:  Economic Freedom of the World: 2006 Annual Report.
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conclusion

Can more be said and done to give Canada the best economic performance 
in the world as a foundation for achieving the highest quality of life in the 
world? Of course! We recognize that “improving economic performance” 
must mean more than simply increasing Canada’s per-capita production 
of goods and services. If environmental conservation is a fundamental 
dimension of quality of life—as we believe it is—then economic perfor-
mance must be improved in environmentally compatible ways, not at the 
expense of the environment for future generations. How to accomplish 
this—the marrying of a genuine commitment to environmental conser-
vation with free-market approaches to economic development—is a huge 
challenge, but one that must be met in the days ahead. A key part of the 

figure 7.7:  economic freedom and the united 
nations human development index

Note:  The United Nations’ Human Development Index (HDI) is measured on a 
scale from zero to one: zero = least developed; one = most developed.

Source:  Economic Freedom of the World: 2006 Annual Report.
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effort will be the harnessing of market mechanisms themselves to meet 
demands for environmental conservation. 

We further recognize the critical importance of freeing labour 
markets in order to optimize Canada’s economic performance. This is es-
pecially necessary to meet the challenges of acute labour shortages in 
key sectors of our economy and to replace jobs in the old manufacturing 
economy with new jobs in the knowledge economy of the future. How to 
accomplish this is another huge challenge but, again, one that must be 
met in the days ahead.�

While this volume has focused on supporting and strengthening 
freedom of economic activity, we also recognize the importance of sup-
porting freedom of scientific inquiry and the application of its results to 
the improvement of our economy and social services. How to accomplish 
this—the development of a 21st-century public-policy framework and 
market incentives for the support and application of science, technology, 
and innovation—is again a huge challenge to be met in the days ahead.

We also recognize (as pointed out in volume 1 of this series) that 
economic freedom is one side of a two-sided coin. The other side of the 
coin is the acceptance of the responsibilities and obligations that attend 
the exercise of that freedom. How to ensure this—the balancing of an 
expansion of freedom of enterprise, trade, labour, and scientific inquiry 
with the exercise of responsibility—is another huge challenge to be met 
in the days ahead.

In this volume, however, our primary focus has been on enhancing 
economic freedom as the single most important thing we can do to provide 
to Canadians the world’s highest standard of living and quality of life, and 
to provide a solid foundation for the pursuit of all other goals and dreams.

We especially urge our fellow Canadians to recognize that this free-
dom of which we speak is indivisible. Economic freedom cannot be severed 
from freedom of conscience and religion, freedom of speech and cultural 

	�	  Considerable research has been undertaken in this area by The Fraser Institute’s 
Centre for Labour Market Studies. Its most recent publication was An Empirical Com-
parison of Labour Relations Laws in Canada and the United States (Godin et al., 2006).
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expression, a free press, unfettered scientific inquiry, freedom of associa-
tion, and political liberty. Those who are indifferent to a loss of freedom in 
one dimension may soon discover losses in other dimensions that concern 
them more. And those who are indifferent to their neighbour’s loss of free-
dom may in turn find their own freedom threatened. It has rightly been 
said that the fight for freedom is never won and liberty only maintained 
by constant vigilance. 

Events daily drive home to Canadians the degree to which our own 
freedoms—including our economic freedom—are related to those en-
joyed by, or denied to, peoples elsewhere in an increasingly interdependent 
world. In turn, Canada has an important role to play in defending and 
expanding freedom internationally. We shall have more to say on this in 
the next volume of the Canada Strong and Free series.   

Can more be done to ensure that the rewards of economic freedom 
are more effectively enjoyed by all, that the expansion of economic free-
dom internationally through liberalized trade contributes more meaning-
fully to the reduction of poverty and inequality in developing nations? Yes, 
indeed! But this cannot be accomplished by increasing foreign “aid” as it 
is currently conceived or by any other attempt to redistribute the output 
of freer economies to the less free. It can only come about through a bet-
ter distribution of the means of creating wealth in the first place, by ex-
tending economic freedom itself. This means wider access to the building 
blocks of economic freedom: property rights, access to capital (including 
intellectual capital), and access to markets. More on this as well in our 
next volume.

Here, we conclude by returning to our starting point. Our simple 
goal is to make our own country, Canada, the very best place on the planet 
in which to live. The measures we recommend to expand our economic 
freedom are the most certain steps we can take toward this goal. Acted on, 
they will surely enrich and sustain a Canada that is truly strong and free.
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