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1.0 EXECUTIVE SUMMARY

1.1

Introduction

The City of Charlottetown and the Towns of Stratford and Cornwall (the Capital Region
Municipalities) were incorporated in 1994 by an Act of the Legislative Assembly of the Province
of Prince Edward Island which amalgamated a number of smaller communities in the region.
With amalgamation Provincial grant programs were replaced by a Comprehensive Urban
Services Agreement (CUSA). During the Legislative Assembly session in the winter of 2008,
government through the Budget and an Act of the Legislature abandoned the tax credit system
outlined in the CUSA and replaced it with a new municipal grant program. This significant
change, in the view of the Capital Region Municipalities, has seriously constrained their ability
to plan for and manage their communities and to provide their citizens with essential services.
The Capital Region Municipalities engaged the services of MacPherson Roche Smith &
Associates (MRS&A) to provide a complete understanding of the new municipal grant program
and of its implications for each of the three municipalities. To assist in the study MRS&A
engaged the services of Dr. Enid Slack, one of Canada's foremost experts in municipal finance.
This Report provides an independent assessment of the existing situation and is intended to form
the basis for urgent and meaningful discussion with the Provincial Government with respect to
the new municipal grant program and related issues.

1.2

Critical Factors

The Report is based on the following important underlying factors:
•

The municipal level of government in the Province is an order of government and
properly deals with the Government of Prince Edward Island through a government to
government relationship. This relationship between the Provincial Government and the
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three municipalities in the Capital Region is extremely important and interdependent, and
intrinsically supports and defines educational, social, and economic life in the Province.
It is therefore critically important to the Province’s own strategic objectives; most notably
the Province’s “Island Prosperity Strategy”.
•

Across Canada municipalities are experiencing a dual problem, perhaps best described by
the Federation of Canadian Municipalities (FCM) as “a growing gap between the
services Canada’s municipalities must deliver and what they can afford. These services
are essential, yet the resources do not match the need. Compared with other orders of
government, Canadian municipal governments have far fewer tools with which to raise
revenue”. Charlottetown, Stratford and Cornwall are in the situation described by the
FCM.

•

The situation is exacerbated by the “infrastructure deficit” which is defined as the
difference between the legitimate demand for infrastructure and the capacity of municipal
governments with their Federal and Provincial partners to meet that demand. The
significant and growing infrastructure deficit in the Capital Region Municipalities is
described in this Report. While new developments create revenues from the developer
particular to the infrastructure improvements required by the development, existing
infrastructure must be maintained by the tax base, user fees and conditional transfers on
an ongoing basis.

•

There are well-established public finance principles in Canada and around the world
which are the proper basis to evaluate the Provincial decision to move from local
property taxation to a municipal grant system. These include economic efficiency,
fairness (equity), accountability, stability and predictability, autonomy, and ease of
administration. The policy change to municipal grants is analysed in the Report in the
light of these principles.

2

1.3

Findings

The findings in this Report were independently arrived at by the Consultants from information
provided by the municipal clients and from other publicly available information. They are
summarized as follows:
•

The new municipal grant program, introduced by the Provincial Government in 2008 to
replace the CUSA, is unacceptable to the Capital Region Municipalities.

•

There will be a significant negative fiscal impact on the Capital Region Municipalities,
based on the assumption provided by the Provincial Government that the municipal grants
would increase annually in accordance with the increase in the Consumer Price Index.
These potential impacts are detailed in the Report.

•

Under the new municipal grant program, taxpayers in the Capital Region Municipalities
will be paying the same rate of tax on residential properties as in the past under the CUSA,
however, the Municipalities will be receiving significantly less revenue than they otherwise
would had the tax credit system remained in place. The benefactor of the “lost” municipal
revenue is the Provincial Government.

•

For the taxpayers in the Capital Region Municipalities, reduction or elimination of services
will mean they will pay the same amount of tax as in the past, but will receive less services
in return. Alternatively, if the municipal tax rate is increased, taxpayers will receive the
current level of service but will pay more for these services.

•

The administration fee, formerly charged by the Province to all municipalities, was
discontinued in 2008. By including the “saved” administration fee as an off-set in the
calculation of the new municipal grants to each of the Capital Region Municipalities, the
Province effectively “clawed back” the benefit whereas “non-CUSA” municipalities would
not be similarly affected.
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•

Given the magnitude of the potential annual loss of revenue to the Capital Region
Municipalities and the lack of available options by way of taxing power, the only choices
available to them will be to reduce or eliminate services and/or to raise the municipal
portion of the tax rate.

•

Charlottetown, Stratford and Cornwall all face significant infrastructure deficits which
cannot be properly addressed within the framework of current provincial/municipal fiscal
arrangements.

•

The change to a municipal grant system is not consistent with the generally accepted public
finance principles upon which provincial/municipal relationships ought to be based.

•

The policy change announced by the Province in 2008 was not a recommendation from the
December, 2000 KPMG Report.

•

It is clear that the trend in Canada has been to reduce provincial transfers to municipalities
and to increase property taxes and user fees. The move away from “tax credits” as they
were defined under the CUSA arrangements is, in fact, a move away from the trend in
other jurisdictions. If the Province were to follow the Canadian trend, the policy direction
would be to retain the tax credit system and increase the value of the credit.

•

The Capital Region Municipalities must accept the responsibility of informing their citizens
about the implications of the new grant system with respect to both service delivery and the
tax rate in their communities.

•

This is a complex situation which requires attention to clarity and a sense of urgency on the
part of both the Capital Region Municipalities and the Provincial Government. There are
better and more equitable ways to achieve the appropriate fiscal relationship between the
Capital Region Municipalities and the Province of Prince Edward Island. These can best be
explored through a collaborative process recommended in this Report.
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1.4

Recommendation

The significant financial and planning issues facing the Capital Region Municipalities, as a
result of the introduction of the new municipal grant program in 2008, can only be resolved
if there is a political will and determination to do so. To date, discussions among senior
provincial and municipal public servants have failed to resolve the issues. Accordingly, we
recommend an urgent meeting of senior political leadership, including the Premier, the
Minister of Communities, Cultural Affairs and Labour, the Provincial Treasurer and the
Mayors of the Capital Region Municipalities, with the objective of establishing a process
with a clear mandate, tight timelines, funding support and designed to identify clear and
equitable solutions. Time is of the essence in initiating this process.

1.5

Conclusion

The issues that this Report attempts to address are not merely about money. While the numbers
will show that it is reasonable to expect an ongoing and significant negative financial impact
from the new municipal grant system on the Capital Region Municipalities, simply addressing
that impact through some changes to the newly instituted municipal grant program, if that were
possible, would fail to address the problem. The key issue is about how the Capital Region
Municipalities, who have commissioned this Report, can work together with the Provincial
Government to best serve their mutual constituents; the citizens and taxpayers of these
Municipalities.
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2.0 INTRODUCTION

2.1

Background

The Legislative Assembly of the Province of Prince Edward Island proclaimed the Charlottetown
Area Municipalities Act (the “Act”) on July 28, 1994. Part 1 of the Act provided for the creation
of the City of Charlottetown as it is now defined and Part 2 for the creation of the Towns of
Cornwall and Stratford. The creation of these communities was the result of an amalgamation of
a number of smaller communities to create the City and the two Towns (collectively, the “Capital
Region Municipalities”). Prior to amalgamation in 1995 there were a number of differences in
the manner in which streets and policing services were provided within the Capital Region
Municipalities. With amalgamation those arrangements were replaced by a Comprehensive
Urban Services Agreement (CUSA).

The CUSA (the “Agreement”) for Charlottetown provided that the Province would vest in the
City of Charlottetown “ownership of and responsibility for the maintenance of streets and
highways in the City”. In the case of Cornwall and Stratford the responsibility for maintenance
of streets and highways was retained by the Province. In addition, the Agreement provided that
“effective April 1, 1995 responsibility for policing services within the City shall be assumed by
the City”. The former City of Charlottetown (pre-amalgamation) had provided police services
since its original incorporation.

In the case of Cornwall and Stratford the discussions

surrounding the transfer of police services provided the municipalities with a choice. Cornwall
opted to leave police services with the Province through the provisions of the Provincial contract
with the RCMP. Stratford chose to accept the responsibility for police services in their
community and entered into a contract directly with the RCMP for that purpose.

In the view of the Capital Region Municipalities the CUSA was to be the document where the
principles governing the relationship between the two orders of government would be defined
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and accepted. In their opinion, the Agreement fell short of that objective and merely set forth the
basis for a funding mechanism that the Municipalities could rely on in association with the costs
of policing and public works services. This funding mechanism is referred to as the “tax credit
system”. Through the tax credit system, the provincial tax rate on non-commercial realty in all
three amalgamated communities was established at $1.00 per $100 of assessment. The Province
turned over tax points equivalent to $0.20 per $100 of non-commercial realty assessment to
reflect the CUSA negotiations. This applied to all three municipalities, Charlottetown, Cornwall,
and Stratford. Charlottetown, the only municipality which retained responsibility for streets,
received an additional tax credit in the amount of $0.46 per $100 of assessment. The municipal
grant programs for policing and streets (the items referenced in the CUSA), as they applied to
these Municipalities, were discontinued and, at the same time, other programs of support to some
or all of these Municipalities were also discontinued. These discontinued programs included
supports in the areas of recreation and planning. The principle on which the negotiations were
based, from a Provincial perspective, was that the outcome would be revenue neutral to the
Province.

In the Budget approved in the Legislative Assembly in 2008, government announced its intention
to abandon the tax credit system outlined in the CUSA and replace it with a new municipal grant
program. The intention was given effect in the same session of the Legislative Assembly with the
enactment of Bill No. 26; “An Act to Amend the Real Property Tax Act”. At a meeting on May
22, 2008 in Cornwall, the Capital Region Municipalities were briefed by provincial staff on the
new grant program that would replace the former tax credit system.

The City of Charlottetown and the Towns of Cornwall and Stratford have serious concerns
about the impacts of that change from both a public policy perspective and a financial point of
view. To date discussions with the Province have not found any willingness to address these
concerns.

The Capital Region Municipalities engaged the services of a professional consulting firm;
MacPherson Roche Smith & Associates (MRS&A) to provide a complete understanding of the
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new municipal grant program and its implications for the Capital Region Municipalities. This
Report provides an independent assessment of the situation which could form the basis for
meaningful discussion with the Province with respect to the new municipal grant program.

The terms of reference for MRS&A’s assignment are summarized as follows:
•

Review the former CUSA funding arrangement, municipal services, and budgeting in the
three Capital Region Municipalities to obtain a thorough understanding of the former
funding system.

•

Assess the impact of the Province’s CUSA/tax credit decision on these Municipalities over
the long term in terms of the impact on their ability (individually) to finance services and
the potential impact on municipal tax rates.

•

Evaluate the CUSA/tax credit decision against a number of established public finance
principles (e.g. efficiency, equity, transparency, accountability, local autonomy, etc.).

•

Provide tables/charts on the trend in municipal taxation and transfers to municipal
governments by Province across Canada over the last 20 years, and compare and comment
on the CUSA/tax credit decision in light of these trends.

•

Provide and present a final report to the Capital Region Municipalities and the Provincial
Government.

To assist in the study MRS&A engaged the services of Dr. Enid Slack. Dr. Slack is the director
of The Institute on Municipal Finance and Governance at the Munk Centre for International
Studies at the University of Toronto. She is one of Canada's foremost experts in municipal
finance and an Adjunct Professor at the University of Toronto, teaching a graduate course in
urban public finance to planning students. She has been working in this field for over 30 years
and is respected nationally and internationally for her research on property taxes and other
aspects of municipal finance. The co-author of four books, she has also published numerous
articles on urban public finance. Her most recent book is entitled “International Handbook on
Land and Property Taxation” (co-edited with Richard Bird).
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2.2

Provincial/Municipal Relationship

This Report is developed on two basic premises:
•

The municipal level of government in the Province was created and given jurisdiction by
the Legislative Assembly of the Province of Prince Edward Island. It is therefore an order
of government and deals with the Government of Prince Edward Island on that basis. The
municipalities created pursuant to the Charlottetown Area Municipalities Act properly have
a government to government relationship with the Government of P.E.I.

•

There exists an extremely important and interdependent relationship among the three
Municipalities in the Capital Region and the remainder of the Province; a relationship that
intrinsically defines educational, social, and economic life in the Province.

It is important to examine and explain these basic premises at the beginning of this Report.

Municipal governments have long been recognized as serving at the heart of democracy. As the
order of government closest to the people, municipal government has expanded in response to
changing local needs. Municipal councils provide essential public services and infrastructure that
meet citizens’ needs. While the services provided may differ from municipality to municipality,
these services can include streets, policing, fire protection, recreation, sewer and water, planning,
street lighting, and other services. Municipalities also support development in their communities
in a variety of ways through support to organizations such as cultural organizations, community
groups, Chambers of Commerce, Downtown Charlottetown Inc., Tourism Charlottetown and the
PEI Convention Partnership Inc., and many others.

In providing these services over the last twenty years municipal governments in Canada, and
their provincial and national organizations, have become directly involved not only with their
respective Provincial Governments but also with the Federal Government. This crossgovernment involvement recognizes that services provided at the municipal level play a critical
role in economic and social development at all levels of jurisdiction.
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Using the Provincial Government’s recently announced “Island Prosperity Strategy” as an
example of provincial/municipal interdependence, the development it intends to create will rely
to a considerable extent on the environments and services of the Capital Region Municipalities to
support the economic, social and cultural expectations of immigrants and new citizens drawn by
successful development. If the Capital Region Municipalities are to provide the necessary
environments and services, they must be challenged and permitted to operate in compliance with
what have become generally accepted principles for municipal governments in Canada. In
summary these principles are articulated by the Federation of Canadian Municipalities as
follows:
•

Accountability and transparency;

•

Fairness (helping those in greatest need while ensuring all governments contribute their
fair share);

•

Fiscal, economic, social, cultural and environmental sustainability;

•

Adequate, predictable, and stable funding;

•

Long-term planning;

•

Respect for provincial and territorial jurisdictions and local priorities;

•

Partnership among all three orders of government;

•

Program flexibility; and

•

Non-partisanship.

Later in this Report, the specific principles which come to bear on the issue of tax related
revenues will be examined in greater detail. The complexities involved in addressing these
principles within the Capital Region Municipalities require a close and effective partnership
among the three municipal governments, and with the Government of Prince Edward Island.
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3.0 POLICY STATEMENT – FEDERATION OF CANADIAN
MUNICIPALITIES

In March of 2008 the Standing Committee on Municipal Finance and Intergovernmental
Arrangements for the Federation of Canadian Municipalities (FCM) approved a new Policy
Statement on the subject which provides the Committee’s name.

In this statement FCM articulated what it believes is “a growing gap between the services
Canada’s municipalities must deliver and what they can afford. These services are essential, yet
the resources do not match the need. Compared with other orders of government, Canadian
municipal governments have far fewer tools with which to raise revenue”.

The Policy Statement goes on to describe the municipal financial crisis in terms of “tight fiscal
circumstances, limited borrowing capacity and limited access to adequate sources of revenue”
while contending that the municipalities have few, if any, options which will permit them to
eliminate the growing infrastructure deficit in the country.

The problem has come about, in FCM’s view, because municipal governments have lost the
fiscal ability to serve their citizens, support municipal services, and foster an environment that
attracts talented individuals and investment. They argue that municipal revenue sources must be
predictable, stable, and adequate to their responsibilities.

Three root causes that explain the tight fiscal circumstances of Canadian municipalities are
described as follows:
•

Excessive reliance on property taxes;

•

The transfer of responsibilities from other governments; and

•

Reduced financial transfers from other governments.
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These root causes apply to the financial situations that currently exist in Charlottetown, Stratford,
and Cornwall, and need to be carefully addressed in a consultative framework by the Provincial
and Municipal governments which are involved.

One term that is often used to describe a major challenge facing municipalities is the
“infrastructure deficit” which can be defined as the difference between the legitimate demand for
infrastructure and the capacity of municipal governments with their Federal and Provincial
partners to meet that demand.

The infrastructure deficit in the three Capital Region

Municipalities is significant. It includes the need for expanded and improved water supply in the
region, the replacement of aging infrastructure in the core area of Charlottetown, the
restructuring of the waste treatment system in Stratford to accommodate significant new
development that has occurred, and critical redevelopment of core streets to accommodate
expanded traffic flow and the resulting access and parking demands. To illustrate the
significance of the requirement for investment, in Stratford alone the estimated cost to provide
basic water and sewer service is $20,000,000. While new developments create revenues from the
developer particular to the capital cost of the infrastructure improvements required by the
development, existing infrastructure must be maintained by the tax base, user fees and
conditional transfers on an ongoing basis.

The definition of the “infrastructure deficit” refers to the “capacity of municipal governments
with their Federal and Provincial partners to meet that demand”. In considering the issue of the
capacity of municipal governments to meet demand, it is important to consider the requirements
for:
•

Capital funding for planning, engineering and construction;

•

Operational funding to operate and maintain these facilities; and

•

Capital funding to update and replace existing outdated infrastructure.

The assumption is often made that municipalities are able, in collaboration with the Provincial
and Federal Governments, to create infrastructure for “.33 cent dollars”, after which the
infrastructure can be maintained through user fees and additional tax revenues generated from
12

the development that the infrastructure supports. It has been shown that this is not a valid
assumption, especially in municipalities that have limited access to the property tax base. This is
because the property tax base provides the only access which municipalities have to tax revenues
that support all of the services that are called upon to provide.

To address the serious implications of the new Provincial approach to the sharing of property tax
revenues, the Capital Region Municipalities have acted jointly in this initiative because of their
realization that the impact of the change has important (if different) implications for each of
them, as well as for other municipalities in the Province. This issue is also a Provincial issue in
that it poses critical questions about intergovernmental relationships. As such the issue is about
more than merely money. While the financial analysis will show that it is reasonable to expect an
ongoing, negative financial impact from the new municipal grant system on Capital Region
Municipalities, simply addressing that impact through some changes to the newly instituted grant
program, if that were possible, would fail to address the underlying issue. The real issue is about
how the Capital Region Municipalities can work together with the Provincial Government to best
serve their mutual constituents; the citizens and taxpayers of these municipalities.
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4.0 THE COMPREHENSIVE URBAN SERVICES
AGREEMENT

As noted in the introduction, at the time of the amalgamation, and as part of the process, the
Province entered into negotiations with certain municipalities for a new Comprehensive Urban
Services Agreement (CUSA). The result was to be a service/taxation exchange based on the
principles of equity, uniformity and fiscal management. It was clear that the agreements were to
be cost neutral to the Province. All of the provincial documents leading up to the amalgamation,
including the White Paper on Municipal Reform, the Moase Commission report, and the
Province’s response to the Moase Commission entitled “New Cities, New Towns”, anticipated
an agreement that would, as its name suggests, be comprehensive in nature. The CUSA
essentially dealt with streets and policing in the new municipalities; a reality which in the view
of the affected Municipalities does not represent a comprehensive approach.

The CUSA negotiations were separate with each of the affected municipalities. Summerside and
Cornwall signed the CUSA while Charlottetown and Stratford did not. Even though they were
not signatories to the CUSA, Charlottetown and Stratford both accepted responsibility for
policing, and Charlottetown accepted responsibility for streets as well.

Charlottetown’s reluctance to embrace the new arrangements resulted from a rather dramatic
growth in service demand which was not taken into consideration in calculating the tax credit
transfer to Charlottetown. For example, in the area of police services, based on policing provided
in the communities surrounding the former City of Charlottetown, the estimated cost of police
services in the amalgamated City provided for a nine person addition to the City Police
Department. To meet actual demand the City was required to add an additional 18 police officers
and to increase the administrative support staff accordingly. These kinds of inequities resulted in
prolonged discussions, negotiations and lobbying efforts through which an agreement was
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eventually reached between the City and the Province and given effect in a Memorandum of
Understanding (MOU) which provided an additional $1.0 million per year in revenue to
Charlottetown. The MOU also committed the two parties to a study which would examine the
most appropriate level of government to provide specific services and would also examine the
financial arrangements between the Province and the municipalities. When the terms of reference
for the study were being drafted, Charlottetown and Stratford agreed to participate. Cornwall was
also invited but chose not to participate. Through a competitive bidding process responses to a
Request for Proposals were received from four firms. The national firm of KPMG LLP was
selected to complete the study.
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5.0 THE KPMG REPORT

KPMG LLP, in responding to the terms of reference, organized their December, 2000 report into
four main areas:
•

Roles and Responsibilities

•

Streets and Roads

•

Police Services

•

Provincial/Municipal Funding

In the area of roles and responsibilities, KPMG recommended that the responsibilities be
aligned as follows:

Role

Responsibility

Local road, street maintenance and storm drainage
Provincial road, street maintenance and storm drainage
Industrial park management, service delivery and
financing
Financing the delivery of assessment, tax billing and
collection services
Financing library service delivery including facilities

Municipality
Province
Joint where practical and beneficial –
should not be mandated
Both levels of government
Province

In the area of streets and roads, KPMG recommended that the classification of street and road
maintenance expenditures be standardized to better enable cost comparisons between the
provincial and municipal governments. They also recommended that Stratford and the Province
evaluate the cost-benefit of shifting street and road maintenance from the Province to the
municipality in order to bring the arrangement in line with the typical practices in other
jurisdictions.
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In the area of police services, KPMG found it difficult to effectively deal with the issue in the
absence of province-wide policing standards and recommended that the municipalities, in
conjunction with the Province, should develop and implement such standards.

In the area of Provincial/Municipal Funding, the area which is perhaps most critical to this
report, KPMG recommended that the “provincial government undertake a study (emphasis
added) of the tax credit system with an objective to replace the tax credit method of transferring
property tax revenues from the Province to the municipalities with a series of conditional grants
structured to more closely match the cost of delivering the service or at least the cost of
delivering a service that meets a minimum uniform standard”. The KPMG recommendation was
for a study which, to our knowledge, did not occur. KPMG further indicated that there should be
no significant change to funding for specific services, except for the examination of the potential
change from a tax credit system to a conditional grants program.

It is important to note that the KPMG Report was neither accepted nor endorsed by any of the
Capital Region Municipalities.

In the 2008 Budget Address the Provincial Treasurer, referring to government’s objective of
taking a close look at our Island's municipal framework, announced the intention to appoint a
Commissioner on Land and Local Governance to conduct a thorough review, including a broad
examination of the fairness, equity, and transparency of the provincial/municipal financial
framework. At the same time, he noted that Government understood that improvements must be
made to the relationship between the Province and its municipalities while this work was being
done. In that regard he announced that:
•

Government would no longer charge an administration fee to assess properties and collect
property taxes;

•

Government would begin to disburse payments to municipalities on a monthly basis; and

•

Government would support a fully-funded equalization program, one that will ensure
fairness and transparency.
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The Municipalities in the Capital Region appreciate the value to municipalities across the
Province of these changes, and understand that the changes were recommended by the
Federation of Prince Edward Island Municipalities [FPEIM]. At the same time, the premise that
underlines the approach taken by KPMG relates to the desirability of reasonably uniform
standards in the provision of services. As these standards are established, the Provincial and
municipal governments will need to take into account the shared responsibilities that are inherent
in implementing them. This would clearly be a central consideration in the work of the
Commissioner. It is inconsistent that Government would anticipate the Commissioner’s work by
sending the signal inherent in the change to a grant system, given that this change was neither the
subject of any intergovernmental discussion or recommended by KPMG, nor was it
recommended by the FPEIM. While not specifically mentioned in the 2008 Provincial Budget, as
noted earlier, the government subsequently introduced the legislation which removed the tax
credit system.
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6.0 THE CHANGE FROM TAX CREDITS TO GRANTS

Subsequent to the enactment of the legislation the affected municipalities were briefed on a new
municipal grants system that would be based on the principles outlined in a document provided
by the Province to the municipalities on May 22, 2008. The document refers to the new grants
program as the “New World” arrangement.
•

2008 “New World” base funding amounts are calculated using the following criteria:
-

Frozen equalization formula (2007 values).

-

Police tax credit based on 2008 assessment values (converted to a grant).

-

Street tax credit based on 2008 assessment values (converted to a grant).

-

Police grant based on $44.10/capita based on the 2006 census, for those
municipalities previously receiving a police grant.

-

Streets grant based on $6,250/km, for those municipalities previously receiving a
streets/highways grant.

-

The administration fee (based on 2008 assessment values) and the calculated
Provincial interest expense incurred in converting from the existing method of
three tax payment installments annually to monthly tax revenue payments have
been calculated in as “credits”, on the premise that these are costs that the
municipalities no longer bear.

•

2008 “New World” transition funding is based on the following criteria:
-

Equalization was recalculated based on full funding with discontinued tax credits
removed from the formula.

-

The Charlottetown and Summerside CUSA supplementary amounts were
discontinued.
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•

2008 “New World” transition funding will be implemented as follows:
-

Decreases in funding will be phased in over 3 years with funding top up provided
at 66% in 09/10, at 33% in 10/11, and actual value in 11/12.

-

Year One will involve no net loss in equalization.

-

Year One becomes the base year for the municipal grants.

-

Year Two is projected to be based on the grants (former credits and former grants
combined) being capped, and equalization based on the formula being calculated
annually.

-

The new funding arrangement is intended to be an interim solution that may be
affected by any forthcoming recommendation from the Commissioner on Land
and Local Governance.

In the information provided with respect to the new grants system, note is made of the fact that
several of the initiatives adopted were recommended by the Federation of Prince Edward Island
Municipalities (“FPEIM”). Central to the position taken in the FPEIM February, 2008 Annual
Submission to the Government of Prince Edward Island is the view that the Province should
respect the relationship between municipal services and the ability to tax property. In its
submission the FPEIM recommend “that the Government of Prince Edward Island substantially
reduce the provincial property tax rate within all municipalities and eliminate provincial
property taxes within full service municipalities”.

In explaining their rationale for the

recommendation it states in part: “FPEIM continues to encourage the provincial government to
provide property tax relief by substantially reducing the provincial property taxes levied within
municipalities”. Later in the same document they indicate that “FPEIM is not suggesting that
the provincial government is in a financial position to make enormous cuts to its property tax
revenue in the current year, or that it should not collect property taxes to pay for municipal
services it provides. The government is requested to take a serious look at what it can do to
reduce the property taxes it collects within municipalities and to develop a plan to implement the
above recommendation over a reasonable period of time”. The move to a grant system and
away from a tax credit system is in direct contradiction to the view of the provincial organization
representing Island municipalities.
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The expected financial implications of the new grant system for the Capital Region
Municipalities are examined and analysed in Section 9.0.
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7.0 THE PUBLIC POLICY PERSPECTIVE

The public policy perspective with respect to municipal government finance is addressed from
three points of view as follows:
•

A model of local government finance (the “benefit model”).

•

The public finance principles for evaluating various municipal financial tools and their
implication for Charlottetown, Stratford and Cornwall in the new municipal grant
arrangement.

•

The trends in property tax and transfer funding of municipal services across Canada over
the last 20 years.

7.1

The Benefit Model of Local Government Finance

In terms of economic theory, the major role assigned to local governments is to provide goods
and services within a particular geographic area to residents who are willing to pay for them. 1
Given this role of local government, the “benefits received” principle is the appropriate starting
point (Bird, 1994). According to the benefit model of local government finance, local
government services, wherever possible, should be paid for on the basis of the benefits received
from those services (Tassonyi, 1997; Duff, 2003).

1

According to the public finance literature, local government should not do stabilization policy because they do not
have access to monetary policy and because capital and labour flow freely across local jurisdictions. They should
also not engage in redistribution because local efforts to address income disparities will likely result in the
movement of high-income groups to low-tax areas and low-income groups to high-tax areas (Kneebone and
MacKenzie 2003). Although local governments do engage in some redistribution through the act of taxing and
spending, redistribution should not be the primary focus of what they do. See Bird & Slack (1993) for a discussion
of the role of local government.
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This model suggests that user fees and local taxes are appropriate to pay for most local services.
User fees are appropriate to fund at least some portion of the costs of services such as water,
sewers, garbage collection and disposal, transit, and recreation. 2

In general, user fees are appropriate where there is a clear relationship between the fees charged
and the benefits received, the taxpayer has the choice about the extent to which he or she uses the
service, it is possible to collect the charge at a reasonable cost, and equity concerns can be
addressed (for example, by lowering or waiving fees for low-income users).

User fees can play an important role in municipal finance by ensuring that governments do what
people want and are willing to pay for. 3 These fees to users lead to efficiency in two ways (Bird
and Tsiopoulos, 1997):
•

They provide information to the public sector about how much users are willing to pay
for the particular service.

•

They ensure that citizens value what the public sector supplies, at least at its marginal
cost (the cost to an additional user).

Under-pricing a service (or not charging for it at all) can result in over-consumption of that
service. When users of the service are not required to pay for it and are unaware of the cost of
providing it, they will demand more of the service than if they had to pay for it. The result may
be interpreted by government as a signal that they should provide even more of the under-priced
service. For example, user fees for water that are based on the marginal cost encourage water
conservation, discourage water consumption in low-value uses, and postpone the time when new
investment is needed (Dewees, 2002). User fees for garbage collection give consumers a
financial incentive to reduce waste collection by reducing, re-using or recycling garbage.

2

There are externalities associated with services such as transit and recreation, however, which may require other
sources of funding as well.

3

See Bird, Richard and Thomas Tsiopoulos (1997) for an extensive discussion of the potentials and problems of
user charges.
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User fees are not appropriate to pay for all municipal services, however. Services with “public
good” characteristics (for example, police and fire protection, neighbourhood parks, local streets,
and street lighting) have collective benefits that are enjoyed by local residents but which cannot
easily be assigned to individual beneficiaries. These services are more difficult to charge for and
require some form of local benefit-based taxation such as the property tax.

The property tax allows individuals to express their demand for services where benefits are
consumed collectively. In this respect, the property tax can be considered to be a generalized, or
non-specific, user charge (Kneebone and McKenzie, 2003).

The property tax is considered to be appropriate for financing local services for at least two
reasons:

•

Real property is immovable - it is unable to shift location in response to the tax.

•

There is a connection between the types of services funded at the local level and the
benefit to property values (Slack, 2005 and Mintz and Roberts, 2006).

The property tax is similar to a benefit tax in that it approximates the benefits received from local
services. Residential property taxes, in particular, are appropriate to fund local governments
because they are borne by local residents. 4 Those who enjoy the benefits from services are
required to pay for them.

Within the benefit model, there is also an important role for intergovernmental transfers. On
efficiency grounds, grants are appropriate where services spill over municipal boundaries (for
example, regional highways). If the municipality responsible for the service bases its expenditure
decisions only on the benefits captured within its jurisdiction, it will likely under-allocate

4

The non-residential property tax may be less appropriate for financing local government expenditures because they
are partially exported to residents of other jurisdictions who are consumers of the products or services produced in
those properties. Tax exporting reduces accountability because those bearing the burden of the tax are not the same
as those enjoying the benefits. There is thus an incentive on the part of local residents to demand greater
expenditures because some of the cost is borne by others.
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resources to this service. One way to provide an incentive to allocate more resources to the
service generating the externality is a transfer from the provincial government. The type of
transfer that is appropriate for addressing externalities is a conditional, matching grant. The grant
should be conditional in that it must be spent on the service which generates the externality. It
should be matching to reflect the extent of the externality. For example, if 50 percent of the
benefits of highway expenditures spill over existing municipal boundaries, the matching rate
should be 50 percent.

On the basis of equity considerations, some municipalities are unable to provide an adequate
level of service at reasonable tax rates compared to other municipalities. This inability to provide
an adequate level of service in the absence of a transfer may occur for at least three reasons.
•

Tax bases differ from one municipality to another and thus, to collect the same amount of
revenue, a municipality with a small tax base must levy a higher tax rate than a
municipality with a large tax base.

•

The costs of providing public services may be higher in one municipality than another so
that more tax revenues are required to provide the same level of service.

•

The need for particular public services may be greater in one municipality than another
thereby necessitating higher expenditures (and higher tax revenues).

Under these circumstances, an equalization grant is appropriate. These grants, sometimes small
and sometimes large, are usually unconditional but can be used for specific expenditure
categories (e.g. highways).

7.2

Public Finance Principles in the “New World” Grant System

Certain well-established public finance principles are useful in the design of municipal finance
tools and can be used to evaluate the Provincial decision to move from local property taxation to
a provincial grant (i.e. the “New World”). According to the benefit model of local government
finance, services such as policing and local streets should be financed by local taxation and, in
particular, the property tax. Provincial grants are only appropriate where services spill over
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municipal boundaries and where there is a need for equalization. Moreover, the property tax is
considered an appropriate tax for local governments because property cannot move out of the
jurisdiction and because there is a direct connection between property values and the benefits
from the types of services that municipalities provide. A local property tax also gives
municipalities autonomy to make their own decisions about how to pay for the services that they
deliver and makes them accountable for those decisions.

In terms of the generally accepted principles of public finance, each of which are described
below, the following can be said about the move of the Province away from credits based on real
property tax to a system of municipal grants.

1)

Economic efficiency is concerned with the allocation of resources to the production of
goods and services where society gets the largest possible bundle of goods and services.
Economic efficiency is achieved when the user fee or tax per unit of output of the service
received equals the extra cost of the last unit consumed (the marginal cost). The tax or fee
indicates what consumers are willing to pay for the service and the marginal cost measures
the cost of resources used up in producing that service (Bird, 2001; Bird and Tsiopoulos,
1997, 35-37). In terms of efficiency, marginal cost pricing (user fees) is not appropriate to
pay for policing and local streets however, local property taxes are appropriate to relate the
cost and benefits of these services. The “New World” approach established by the
Province, while not a marginal cost system, in effect moves the funding of streets and
policing away from property taxes (or credits related to them) to grants which have no
clear relationship to the delivery cost of the service. This is inconsistent with the principle
of economic efficiency.

2)

Fairness (equity) based on benefits-received is achieved when those who consume public
services pay for them. When a good or service is purchased in the private sector, the
purchaser (user) pays for it and derives the benefit (the reason for which the purchase was
made). The same principle should apply in the provision of public sector services. Fairness
based on ability to pay suggests that those with greater ability should pay more taxes. The
ability-to-pay principle is less relevant for municipal governments because their primary
26

responsibility is to deliver services and not to redistribute income, as noted earlier.
Concerns about the tax burden on low-income individuals should be addressed through
income transfers from the Provincial or Federal governments and social assistance
programs targeted to individuals in need.

It is clear that the new municipal grant system instituted by the Province fails to meet the
test of fairness, if not immediately, then certainly in future years. The needs for streets and
policing, as well as the costs, will change over time and the change will likely differ in
various municipalities. These changes will result from aging of the infrastructure,
demographic changes, inflationary pressures, increased public expectation and demand
particularly related to environmental pressures. Without the ability to refer to property
taxes, municipalities, unlike the provincial governments, have no options in raising the
required monies. By allowing the grant to increase simply by the amount of inflation in
subsequent years, the grant is not taking account of changes in any of these factors with the
possible exception of inflationary pressures. For example, if policing needs grow more
quickly in one municipality than another because of different demographics or different
development patterns, the proposed municipal grant system will not accommodate these
differences over time. A grant that increases with the rate of inflation will not result in a
fair distribution of the grants among municipalities in future years.

3)

Accountability means that taxes (charges) and expenditures should be designed in ways
that are clear to taxpayers so that policymakers can be made accountable to the taxpayers
for the services they deliver and the costs they incur. The more direct the relationship
between the beneficiaries of a government service and payment for that service, the greater
is the degree of accountability.

Grant systems have less accountability than local taxation systems because the party
making the spending decisions is not the same party as the one raising the funds to pay for
them. Accountability is greater when local governments set out their own expenditure
priorities for local services and are responsible for raising the revenues to pay for them.
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In New Brunswick, the Commissioner on Local Governance, Mr. Jean-Guy Finn is
examining this and other questions in that jurisdiction. The NB Commissioner’s Report is
not yet available; however he has sent clear signals in the local media about the direction
that it will take. In an interview carried in the Telegraph Journal (Saint John’s daily
newspaper) the Commissioner is reported as indicating that “the current system of the
provincial government collecting some property tax revenue and sending large grants back
to councils is eroding accountability to taxpayers”.

Under his indicated model, the

Province of New Brunswick would still operate an equalization formula that would
guarantee municipalities would be able to offer comparable levels of services at similar tax
rates, but those unconditional grants would be dramatically reduced and instead the
Province would get out of taxing commercial and non-residential properties.

The NB Commissioner is quoted in the same article as saying that “the way to do that is to
transfer the occupation of the property tax room to the municipalities and then to reduce
the grant that goes to the municipalities. If you open up too many tax fields to be occupied
by too many governments it is continuing the confusion”.

4)

Stability and predictability: Revenues should be stable and predictable so that
municipalities can budget and plan for future expenditures. Property taxes, by their very
nature, are reasonably stable and predictable. On the other hand, government grants have
historically been affected by the financial situation of the granting government. The factors
which create tight financial situations for provincial governments most often provide
similar difficulties for municipal governments. The difference, as noted above, is that
municipal governments have fewer options, especially when they do not fully occupy the
property tax field. Grants which increase with inflation will only be stable and predictable
if the granting province does not change the funding formula over time. The history of
grants in Canada suggests that they are not always a stable and predictable source of
funding for municipalities (see Slack, 2005). Historically, grants often vary in keeping with
the fiscal situation of the donor government.
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5)

Autonomy: It is widely recognized that municipal governments should have autonomy and
flexibility to set their own priorities. This fits with their status as an order of government.
Clearly, there is less local autonomy with the grant system than with the tax credit system
in that the Province influences local spending decisions through grants. Providing
municipalities with a greater degree of autonomy is also in the best interests of the
Provincial Government because it provides for a clear delineation of responsibility and
therefore enhances the ability of citizens to hold municipal government directly
accountable for the provision of local services.

6)

Ease of administration means that the time and resources to administer the financing tool
should be minimized. Ease of administration is not particularly relevant to this report in
that the property tax and grant systems are already in place. The change is unlikely to
materially affect administrative costs. It should be noted, however, that any proposal to
install a municipally administered property tax system, as opposed to the provincially
administered system with credits accruing to the municipality, would need to be carefully
considered in light of this principle.
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8.0

TRENDS IN
CANADA

MUNICIPAL

REVENUE

SOURCES

IN

Figure 1 contained in Appendix “A” summarizes the sources of municipal revenue (capital and
operating combined) for all municipalities in Canada over the 20 year period 1988 - 2007. This is
important information in that it establishes a part of the context for the current discussion. It
should be noted, however, that it is difficult to meaningfully compare the Island situation with
other jurisdictions in Canada because there are so many variables in terms of how various
sources of revenue and expenditure are classified and reported in different Provinces.

At the same time it is clear that the trend in Canada has been to reduce provincial transfers to
municipalities and increase property taxes and user fees. The Province’s move away from “tax
credits” as they were defined under the CUSA arrangements is, in fact, a move away from the
trend in other jurisdictions. In Canada, property taxes increased from 44.6 percent of total
municipal revenues in 1988 to 46.8 percent in 2007; user fees increased from 20 percent to 22.2
percent over the same period. Provincial transfers, on the other hand, fell from 22.2 percent of
municipal revenues at the beginning of the period to 17.2 percent at the end of the period.
Federal transfers have always been a relatively small percentage of municipal revenues; however
they have increased somewhat since 1988. Other revenues (such as investment income, fines
and penalties, etc.) have remained roughly the same.

Contrary to the reference in the KPMG Report which suggests a trend in Canada to municipal
grants, the opposite appears to be true. Municipal services in Canada are increasingly being paid
for by property tax revenues and, where appropriate, user fees. If the Province of PEI were to
follow the Canadian trend, the policy direction would suggest retaining the tax credit system and
increasing the value of the credit.
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In its annual submission to the Government of Prince Edward Island the FPEIM used some
important references to describe the situation articulated in this Report. Its references are
provided verbatim from their submission.

FPEIM begin by quoting from the Standing Senate Committee on National Finance as follows:
“It was clear to the committee that municipalities are struggling to meet their individual
expenditure needs with current revenue sources. Municipalities do not have the same taxation
powers as other orders of government and continue to depend largely on a narrow set of revenue
tools: namely property taxes, user fees, and intergovernmental transfers.” 5

The FPEIM submission also quoted from the External Advisory Committee on Cities and
Communities. “Property taxes are not an adequate base for municipalities to meet their
infrastructure challenges. As it reduces the burdens of its own taxes, the federal government
should encourage provinces and territories to provide cities and communities with a more
substantial degree of autonomy in raising revenue.” 6

The Conference Board of Canada is also quoted as stating that “The most glaring shortcoming of
the current taxation structure in Canada is the lack of flexibility in taxation instruments at the
municipal level.” 7

As well, the Canadian Tax Foundation is quoted to underscore the consensus that municipalities
need to be supported in the current reality. “The time has come for provincial governments to
give municipalities access to additional tax sources.” 8

5

Standing Senate Committee on National Finance, Second Interim Report on the Committee’s Study on the Fiscal
Balance between the Different Levels of Government in Canada, June 2007.

6

External Advisory Committee on Cities and Communities, From Restless Communities to Resilient Places:
Building a Stronger Future for All Canadians, June 2006, page ix.

7

Anne Golden, Glen Hodgson, and Mario Lefebvre, Sustainable Funding for Canada’s Cities, Conference Board of
Canada, January 2008, page 1.

8

Harry M. Kitchen, Canadian Tax Paper No. 107: Municipal Revenue and Expenditure Issues in Canada, Canadian
Tax Foundation, 2002, page 336.
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The Capital Region Municipalities currently have limited access to property taxes, limited room
to increase or expand user fees and, as this Report suggests, an inability to play their proper role
as municipal governments under the new grant system which cannot be seen as a stable and
predictable funding source. A clear approach to revenue sharing that respects the generally
accepted principles of public finance and municipal governance is urgently required.

Dr. Enid Slack, one of Canada’s foremost experts in municipal finance is quoted as stating that:
“International experience teaches us that for municipal governments to be responsible,
accountable and efficient, they need to raise their own revenues. Canadian experience shows us
that local governments have been relying more heavily on property taxes and user fees and less
on provincial governments in the last twenty years. The move to abandon the tax credit system
in PEI and replace it with a municipal grant program moves in the opposite direction to what we
have learned”.
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9.0 FINANCIAL IMPLICATIONS – CHANGE FROM TAX
CREDIT TO GRANT SYSTEM

9.1

The Provincial Municipal Fiscal Relationship Since Amalgamation

Until 2008 funding for the Capital Region Municipalities from the Province was provided
through the Comprehensive Urban Services Agreement (CUSA). This Agreement has governed
the provincial/municipal fiscal relationship since the amalgamation of a number of communities
into the municipalities of Charlottetown, Stratford and Cornwall in 1995.

As discussed

previously, the Agreement provides property tax credits to the municipalities who are parties to
the CUSA so that these municipalities are able to raise their respective property tax rates.

Charlottetown has also signed an additional funding agreement hereinafter referred to as
“Supplementary CUSA”. The Supplementary CUSA provided an additional $1,000,000 per
annum to Charlottetown for the correction of a past miscalculation in the CUSA funding formula
whereby certain streets within municipal limits, along with increased maintenance costs on core
city streets, were not included.

In addition to funding under the CUSA, the Province also provided funding for certain
municipalities under an equalization program which attempts to allow for the provision of
similar services at similar levels of taxation within all of the municipalities across the Province.
The formula used in the equalization funding arrangement for determining a municipality’s
equalization payment is as follows:
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A/100 X B X (C/D - E/B)
Where:
A = the municipality’s non-commercial property tax rate
B = the municipality’s population
C = the provincial property tax assessment1,2
D = the total provincial population1
E = the municipality’s property tax assessment2
1

“provincial” only refers to incorporated municipalities

2

“property tax assessment” includes both the commercial and non-commercial assessment

The Province announced in the 2008 Budget Address that it would both fully fund the
equalization formula and properly apply the funding formula. Individually and through the
FPEIM, the municipalities have argued for a number of years that the equalization program was
not being fully funded and that the formula was not being correctly applied; thus they were not
receiving the payments to which they were entitled. These specific changes were supported by
the FPEIM.

The Province made these changes at the same time as they announced the

conversion from a tax credit system to a municipal grant system.

As important as it is to acknowledge the equalization changes given effect by the Province, it is
also important to understand that the matter of sharing revenue from non-commercial realty taxes
is a separate and distinct matter. Equalization exists to address inequities that exist between
municipalities for a variety of reasons. Non-commercial realty tax exists to fund essential
services in support of property and its development. The tax credits were intended to ensure that
municipalities had the fiscal capacity to meet the legitimate essential services which are properly
delivered by their order of government. Tax credits and equalization are different in nature and in
application and must be seen to be separate and apart from each other. The change to a grant
system from a tax credit system was not supported by the FPEIM and is, in fact, contrary to their
expressed viewpoint.
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9.2

The Immediate Impact of the “New World” Grant System

In addition to the fact that the announced grant system is contrary to established principles of
public financing, as alluded to earlier in this Report, there are also immediate financial impacts
to certain municipalities with respect to both the change from tax credits under the CUSA to
municipal grants, and equalization.

The Province, in documents provided to the Capital Region Municipalities, has lumped together
payments under the new grant system and equalization with implied cost savings from the
elimination of administration fees and the increased frequency of property tax payments in order
to demonstrate that the Capital Region Municipalities are better off under the new system than
under the former CUSA system. In reality, however, the grants and equalization are separate
funding sources that must be looked at individually. CUSA and the New World grant system are
both funding mechanisms for services delivered by the Capital Region Municipalities that are
provided by the Provincial government to municipalities in other areas of the Province.
Equalization, on the other hand, is a mechanism for achieving the fairness principle, as discussed
in Section 7.2. Equalization allows for municipalities with lower assessment bases to achieve
levels of service reasonably similar to other municipalities with similar levels of taxation. Given
this fact, one must first look at the core funding mechanism before assessing the impact of the
equalization program.

Core Funding
Charlottetown
Charlottetown’s original 2008 budget for transfers from the Province (including the value of the
property tax credit, but excluding equalization) was $12,281,408, comprised as follows:

Property tax credit
Supplementary
Salt credit

$10,801,408
1,230,000
250,000

Total

$12,281,408
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Under the New World grant system, Charlottetown’s revised 2008 budgeted amount is as
follows:
Provincial Grant
Transition Funding
Salt credit
QEH Grant-In-Lieu

$10,801,408
363,000
250,000
140,000

Total

$11,554,408

The overall negative impact on the City is as follows:

Provincial Transfers-Old system
Provincial Transfers-New system

$12,281,408
(11,554,408)

Total Funding Decrease

$

(727,000)

Information provided by the Province detailing the effect of changes from a tax credit system to
a grant system shows a positive net impact for Charlottetown in the amount of $89,158. This is
achieved in part by offsetting the above noted $727,000 shortfall with administration fee savings
and implied interest savings due to increased property tax payment frequency. While it is true
that the foregone administration fee will result in savings to Charlottetown in the amount of
$432,000, by including these savings in the calculation of the New World grant the Province
effectively “claws back” the administration fee savings that all non-CUSA municipalities
throughout the Province will actually receive.

The Province has calculated the “savings” to the City in interest expense due to advancing funds
monthly to be $287,158, however, this calculation is based on the projected cost of the measure
to the Province, not on actual savings to the City. The City actually expects the effect of the
increased frequency of tax payments to result in $65,000 in additional interest income to the
City, but no reduction in interest expense. This $65,000 amount is, in fact, the real “savings” to
the City.
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The end result is that while the New World system will have an initial positive financial impact
on all of the non-CUSA municipalities (and on certain CUSA municipalities) throughout the
Province, the City of Charlottetown actually see an initial reduction in its core funding. It should
also be noted that the changes to the property tax system were announced almost half way
through the City’s fiscal year. This has resulted in a situation where the City has committed to
certain expenditures based on its original balanced budget, but must now deal with a significant
reduction in its budgeted revenues. There are serious concerns the City eventually may have to
reduce vital services, such as fire and police protection, in order to remain on budget.

The lack of communication between the Province and the City with regard to the unilateral
change to the New World system has clearly placed the City in a difficult financial situation.

Stratford
Under the previous tax credit system, Stratford’s budget for 2008 transfers from the Province
consisted of a provincial tax credit with a value of $901,516. Under the New World system, this
tax credit has been replaced by a grant with an equal value.

The Province’s calculations show that Stratford will be better off under the New World System
by $97,964, however, as with Charlottetown, this is due to the reduction in the $59,000
administration fee charged by the Province, and on interest “savings” due to increasing the
frequency of payments to the municipalities. Again, the Province’s interest savings calculations
are based on the Province’s cost to provide the more frequent payments. In reality, Stratford will
realize minimal savings estimated at $14,000 from reduced interest expense, as it normally
maintained a cash balance throughout much of the year prior to the switch to monthly payments.
Therefore, the real savings are as detailed below:

Provincial Transfers-New system
Provincial Transfers-Old system
Add: interest savings
Add: reduction in administration fee

$ 901,516
(901,516)
14,000
59,000

Total Funding Increase

$ 73,000
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While Stratford’s funding for 2008 shows an improvement, it is clearly not adequate to offset the
projected future funding shortfall described in Section 9.3. More importantly, the switch to a
grant system has eroded both accountability to taxpayers and the autonomy of the Stratford
Municipal Council.

Cornwall

Information provided by the Province detailing the effect for Cornwall of changes from a tax
credit system to a grant system shows a positive net impact from the switch to the new world
system in the amount of $233,310. The Province calculates this positive impact by including
increased equalization payments, the reduction in the administration fee charged by the Province
and interest “savings” due to increasing the frequency of payments to the municipalities. In
reality, however, Cornwall will not realize any savings from reduced interest expense, as it
presently maintains a cash balance throughout the year. As noted previously, equalization is a
separate program and must be evaluated separately. Therefore, the only real savings come from
the elimination of the administration fee, as detailed below:

Provincial Transfers-New system
Provincial Transfers-Old system
Add: reduction in administration fee

$ 432,789
(432,789)
26,000

Total Funding Increase

$ 26,000

While Cornwall is clearly a beneficiary in the short term of the announced changes in 2008 to the
equalization program as discussed below, there appears a significant future negative impact, as
projected in Section 9.3, on its core funding.

Equalization

The Province’s 2008 decision to fully fund the equalization program and to properly apply the
funding formula has been applauded by the municipalities, as it is more transparent and allows
for more effective short and long-term planning. Indeed, the Federation of PEI Municipalities
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had been lobbying for such a change in order to provide greater stability and predictability in
funding for the municipalities.

For Charlottetown and Stratford, the change has meant that they are no longer eligible for
equalization funding. The Province has offered transition funding, providing a three year phasein of the decrease in payments these municipalities receive. The total amount of funding that
each previously received comprised a very small percentage of their respective budgets; 0.2% of
revenues in Charlottetown and 0.4% in Stratford. The impact on Cornwall, on the other hand, is
positive in the short-term and relatively much larger.

Prior to the changes announced in the 2008 Budget Address, Cornwall expected to receive
$58,240 as an equalization grant, amounting to 2.6% of its budgeted revenue. By fully funding
the equalization program and applying the formula, Cornwall’s equalization payment should
have increased to approximately $327,751 (12.9% of budgeted revenues), as calculated in
Appendix B using figures provided by the municipalities. However, the Province’s decision to
replace the provincial tax credit system under CUSA with a grant system resulted in a decrease
in the municipal non-commercial tax rates in those municipalities previously funded through
CUSA. This resulted in a reduction in Cornwall’s equalization payment (see Appendix B) to
approximately $228,432, or 9.3% of its budgeted revenues. The actual payment, based on
guidance from the Province, will be $247,595.

The result is that while equalization is now “fully” funded by the Province, the extent to which it
is funded has been diminished by the reduction in municipal rates brought on by the change from
a tax credit system to a grant system. This decrease in municipal tax rates, achieved by moving
to a grant system, is contrary to the principles of stability and predictability both in its
implementation and its end result. The lack of consultation with the Municipalities made the
shift unpredictable and the change in the municipal tax rates has resulted in instability in the
funding arrangement.

While Cornwall welcomes the full funding of the equalization program, they also realize that
equalization is not necessarily a permanent funding source. Equalization is not based on
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increased or decreased needs within the municipality, but on the relative ability of the
municipality to raise revenues compared to other Island municipalities. If other municipalities
experience a decline in their tax base, or if Cornwall experiences growth in its tax base, the
equalization component of Provincial funding will decline. Cornwall, and other municipalities,
need stable, predictable funding so that they are not dependant on equalization.

9.3

The Projected Future Impact of the “New World” Grant System

The analysis above shows that there is a positive impact in 2008 from the changes announced in
the 2008 Budget Address on both Stratford and Cornwall, and a significant negative impact on
Charlottetown in the short term. More important, however, is the expected long-term impact of
these changes.

In assessing the long-term impact, equalization has been excluded because it is a separate
program with a separate goal from the core funding mechanisms of either the tax credit or grant
systems. Also excluded from the analysis is the value of the administration fee elimination and
the savings from more frequent property tax payments, as it is inequitable to offer all non-CUSA
municipalities a “windfall” from these measures while, at the same time, effectively clawing it
back from the former CUSA municipalities. Assumptions were also required to be made for the
growth factor to be used in projecting the future value under both the former tax credit system
and the New World grant system.

Tax Credit System
Under the former tax credit system, the driver for the value of the credit was the residential
property tax assessment. In order to project the growth of the residential assessment, the average
annual growth factors over the past five and ten year periods were examined. The recently
announced freeze on assessments for a limited period (to 2010) will have a short term impact
which will be resolved when the freeze is lifted. As understood by the municipalities, it was
never the Province’s intent that the assessment freeze would be long term in nature, especially
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since it is contrary to the purpose of the Real Property Tax Act i.e. that assessment be a balanced
representation of market value.

The average annual growth factors for the Capital Region Municipalities were as follows:

Residential Property Assessment:
Average Annual Growth Rate
Growth Rate (%)
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11.0%
8.6%

10%

8.7%

9.7%
7.6%
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10 Year
5 Year
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Charlottetown
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Cornwall
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Figure 1: Residential Property Assessment: Average Annual Growth Rate

As can be seen from Figure 1 above, growth rates over the last five years were considerably
higher than over the last ten years. This is consistent with the strong real estate market
throughout the Municipalities and across Canada during this time frame. Given the exceptionally
strong growth over the past five years, it is believed that the more conservative ten year average
is more reflective of the sustainable average annual growth in residential property assessments in
the municipalities in question. The ten year average growth rate is therefore used in projecting
the implied future value of the property tax credit.

Grant System
Given the uncertainty surrounding the implementation and the future terms and conditions of the
New World grant system, the only known factor upon which to project growth in the grant is the
Consumer Price Index (CPI). Furthermore, this is the only factor set forth by the Provincial
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Government on which the grant would be indexed. In order to remain consistent with the growth
factor used in projecting the implied value of the tax credit system, the average annual growth in
the CPI for the last ten years (1998 – 2007) was examined. For the last ten years the average
annual growth in CPI has been 2.6%. A comparison of the growth factors used in the projections,
as noted in Figure 2, highlights the large discrepancy expected between the growth in CPI and
the growth in residential assessments.

Growth Factors:
CPI vs. Growth in Residential Property Tax
Assessment

Growth Rate (%)
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Figure 2: Growth Factors: CPI vs. Growth in Residential Property Tax Assessment

Using the above noted growth factors, the projected value of the New World grant system for the
next ten years was compared to the projected value under the former tax credit system. As
illustrated in Appendix C, the discrepancy between the new grant system and the former tax
credit system quickly accelerates. After only ten years, the cumulative negative financial impact
on the municipalities is projected as follows:
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10 Year Cumulative Funding
(in $Million)

Ten Year Cumulative Funding: Grant vs. Tax Credit Systems
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Figure 3: Ten Year Cumulative Funding: Grant vs. Tax Credit System

Figure 3 highlights the significant negative financial impact, over the 10 year period 2009 –
2018, on the Capital Region Municipalities from the implementation of the New World grant
system. For Cornwall, the negative impact amounts to approximately $1,600,000 less in
cumulative funding over 10 years. For Stratford, the negative impact is over $4,300,000, while
in Charlottetown there is a significant projected negative impact of almost $30,000,000, which is
in addition to the estimated $727,000 funding shortfall in 2008.

For illustrative purposes, we have projected the potential increase to the municipal tax rates of
the Capital Region Municipalities based on the assumptions that the new municipal grant system
came into effect in 1998 (rather than 2008) and that annual revenue shortfalls (as compared to
actual revenue under the tax credit system) are recovered through increases to the municipal tax
rate. As shown in Appendix D, each of the Municipalities would have experienced revenue
decreases each year over the 1999 – 2008 period. By 2008, the assumed replacement of the tax
credit system with the municipal grant system is projected to have resulted in increases to the
2008 municipal tax rates (per $100 of assessment) over the 1998 base year of $0.08 (12%) for
Cornwall, $0.09 (14%) for Stratford and $0.17 (13%) for Charlottetown.

On a residence
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assessed at $200,000, this would translate to an approximate increase in 2008 municipal tax of
$160 per year in Cornwall, $180 per year in Stratford and $340 per year in Charlottetown, in
order to maintain services at their current 2008 levels in each of the Municipalities.

As

illustrated in Figure 3, the discrepancy between projected revenues under the tax credit system
compared to the municipal grant system continues to grow annually over the ten year period
2009 – 2018, potentially resulting in further annual increases to the municipal tax rate in each of
the Capital Region Municipalities.

Clearly, the potential negative impact of the change to the New World grant funding mechanism
on the Capital Region Municipalities is significant and must be addressed. This becomes
particularly evident when, as illustrated in Figure 4, the ten year average growth in CPI is
compared to the historical growth in municipal expenses for the same period. If the New World
grant system uses only CPI as the growth factor for continued funding, the potential negative
impact on the future delivery of services becomes readily apparent.

Growth in CPI vs. Residential Property Tax
Assessment vs. Municipal Expenses
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Figure 4: Growth in CPI vs. Residential Property Tax Assessment vs. Municipal Expenses
44

The former tax credit system, while not viewed by the Capital Region Municipalities as the
optimal funding mechanism, had two important advantages over the New World grant system.
First, under the former property tax credit system there is a much closer correlation between
growth in the tax credit and growth in municipal expenses. This is due to the use of residential
assessment growth as the revenue driver. Under the New World grant system, the use of CPI as
the only growth factor in grant funding will result in the ongoing delivery of services at current
levels requiring increases to municipal tax rates, which in turn will result in the affected
municipality becoming uncompetitive compared to surrounding municipalities. As discussed in
Section 7.2, this situation is contrary to the fairness principle because funding is no longer based
on the needs of the demographic residing within the municipality, but on the increase dictated in
accordance with growth in the CPI. As seen in Figure 4, there is no correlation between the rate
of growth in the CPI and the rate of growth in expenditures in the Municipalities, thus an
inequitable situation will be rapidly created among the municipalities. The need for services and
the cost of these services change over time and will likely differ among municipalities. The
changes in expenditure levels among municipalities result from variables such as aging
infrastructure, inflationary pressures, demographic changes, demand related to environmental
pressures and increased public expectations.

The second advantage which the property tax credit system had over the grant system is that it
provided better accountability. Increasing the proportion of the municipality’s budget that is
composed of grants diminishes the relation between taxing decisions and spending decisions,
which in turn reduces accountability and creates confusion for the taxpayer. This disconnect will
continue to fuel the ongoing “blame game” and ”finger-pointing” that arises between the
provincial and municipal orders of government.

9.4

Who Benefits from the Change?

Apart from the projected declining revenues for the municipalities through a grants system as
opposed to a tax credit system, nothing changes except by way of projected development and
projected increases in the Consumer Price Index. The Provincial tax rate of $1.00 per $100 of
assessment remains the same. The taxpayers will be paying the same Provincial tax rate as in the
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past, however, the municipalities will be receiving less revenue. The benefactor of the “lost”
municipal revenues is the Province. Given the lack of options available by way of taxing power
to the municipalities, the only choices will be to cut services and/or raise the municipal portion
of the tax rate.

For the taxpayers in the Capital Region Municipalities the potential outcome of the change from
the tax credit system to the municipal grant system is quite evident. Reduction or elimination of
services will mean they pay the same amount of tax as in the past, but will receive less services
in return. Alternatively, if the municipal tax rate is increased, taxpayers will receive the current
level of service but will pay more for these services. The Capital Region municipal councils
should, in the interest of both transparency and accountability, explain clearly to their
citizens/taxpayers the potential implications of the situation in which they have been placed as a
result of the Province’s unilateral decision to replace the former tax credit system with the new
municipal grant system.
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10.0 CONCLUSIONS AND RECOMMENDATION

10.1

Conclusions

The existing Provincial/Municipal fiscal relationship is viewed as an urgent and important matter
by the Capital Region Municipalities of Stratford, Cornwall, and Charlottetown. In the short term
these municipalities are within two months of beginning a new fiscal year. In the long term they
are facing an uncertain future with a radically different approach to Provincial/Municipal fiscal
relationships. This should also be seen as an urgent and important matter for the Province of
Prince Edward Island. The success of the ambitious agenda outlined in the Province’s “Island
Prosperity Strategy” depends, to a significant degree, on a number of important structural factors
including the economic, social, cultural and infrastructure health of the Capital Region
Municipalities. These are the Municipalities which will provide the core services for the new
generation of Islanders and talented newcomers to PEI, who are expected to find exciting and
rewarding careers in the expanded economic sectors targeted by the Strategy.

In the new economy envisioned by the Island Prosperity Strategy it is important to anticipate
changing demands related to environmental, cultural, educational, demographic and quality of
life standards. These demands must, to a significant extent, be met by the Capital Region
Municipalities within the framework of urban municipal governance.

For the Capital Region Municipalities to respond to the challenges posed by the Island Prosperity
Strategy, they will need to change and grow in a way that is consistent with the new vision of
prosperity. The ability to achieve this redefinition within the structure of Municipalities in the
Capital Region requires a carefully defined and cooperative relationship with the Provincial
Government, particularly in the areas of taxing power and fiscal management. The following
considerations will be especially important to that relationship:
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•

An appreciation of the challenge of limited resources that faces both orders of
government.

•

A clear understanding of the interdependence that exists between the two orders of
government.

•

A collaborative approach to meeting those challenges that respects the generally accepted
principles for defining and managing provincial/municipal fiscal relationships in Canada.

•

A clear understanding and mutual acceptance of the principles that define the way in
which municipalities will be empowered to define their revenue sources so that there is a
fair distribution of access to the tax system as it relates to the level of accountability for
services. These principles include economic efficiency, equity, accountability, stability,
predictability, autonomy, and ease of administration.

Just as surely as it is not tenable for the Province to meet the challenge of growth in the exciting
new economy that is envisioned without effective partnerships with the Capital Region
Municipalities, neither is it possible for these Municipalities to create the kinds of communities
that will be needed unless there is a principled and equitable fiscal arrangement existing between
the Provincial and Municipal levels of government. If the two orders of government can work
together to address these issues, new and more effective long-term approaches can be created
that will better serve the interests of both orders of government, as well as those of the
citizens/taxpayers to whom they are mutually accountable.

The “New World” requires more than simply a debate about how the money is allocated.
What is required is an open and enduring government to government relationship that can
result in new ways to jointly build a prosperous future for the Province.

Our examination of the existing Provincial/Municipal fiscal relationships concludes that:
• The New World grant system will seriously affect the fiscal situation of the Capital
Region Municipalities in both the short term and the long term.
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• There are better ways to respect the generally accepted principles that govern public
finance and Provincial/Municipal fiscal relationships.
• The situation must be seen as urgent by both orders of government.

More importantly, we conclude that little or nothing will be accomplished by finger pointing,
assigning blame, and positioning for aggressive negotiations. In the jargon of the labour
movement this is the time for an “interest based” process. The two levels of government share
important joint interests which they need to understand and explore together on a “clean page”
basis, in an environment that is open to seriously considering meaningful and important change.

10.2

Recommendation

In considering the best way for the Capital Region Municipalities to approach the Provincial
Government in connection with this urgent matter, and in anticipating the most appropriate
response from the Provincial Government, a number of options were evaluated.

One option would be for the Capital Region Municipalities to ask that the Province add the issue
to the terms of reference of the soon to be announced Commissioner on Land and Local
Governance. This option was rejected because the new Commission will be required to address a
much broader range of issues related to municipal governance across the whole of the Province.
This will make it virtually impossible for the Commission to respond in the urgent way required
by the situation currently facing the Capital Region Municipalities.

Another option would be for the Province and the Capital Region Municipalities to agree on the
appointment of a new Commissioner who would be charged with the specific challenge of
examining the important issues facing the Capital Region Municipalities and the Province with
respect to financing local government in accordance with the generally accepted principles of
public finance that are articulated in this Report. This option was also rejected because such a
Commission would be a time consuming process and would not assure the urgently required
development of more effective relationships between the two orders of government.
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In the opinion of the Consultants, the most appropriate and expedient way to address the
situation is for Capital Region Municipalities and the Provincial Government to enter into an
agreement for the creation of a small team of senior municipal and provincial public servants
who would consider, with the guidance of an independent chair, the issues raised in this Report
and bring back to the Provincial Cabinet and Municipal Councils some clear recommendations to
address them. This cooperative approach is the best, and perhaps the only way for the two orders
of government to achieve the required redefinition of the Province’s fiscal arrangements with the
Capital Region Municipalities, particularly in the area of taxing power and fiscal management.
The generally accepted principles of public finance noted and articulated in this Report demand
nothing less.

Recommendation

The significant financial and planning issues facing the Capital Region Municipalities, as a
result of the introduction of the new municipal grant program in 2008, can only be resolved
if there is a political will and determination to do so. To date, discussions among senior
provincial and municipal public servants have failed to resolve the issues. Accordingly, we
recommend an urgent meeting of senior political leadership, including the Premier, the
Minister of Communities, Cultural Affairs and Labour, the Provincial Treasurer and the
Mayors of the Capital Region Municipalities, with the objective of establishing a process
with a clear mandate, tight timelines, funding support and designed to identify clear and
equitable solutions. Time is of the essence in initiating this process.

The Challenge

The Throne Speech delivered by the Lieutenant Governor of the Province to the opening of the
Legislative Assembly in April of 2008 states the following:

“As we confront future challenges, my Government is calling upon Islanders to embrace a
new social and economic reality, that increasingly we are one Island community with one
Island future. My Government is calling upon Islanders to recognize that Prince Edward
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Island is a single community of interest, where essential services like health care and
education are provided according to regional and provincial needs, and where there must be
efficient and reasonable utilization of resources if all Islanders, regardless of where they live,
are to be served equitably. We simply cannot afford to do otherwise”.

This statement of government policy is underlined in the Province’s Island Prosperity Strategy. It
is part of the overall intent of the Province to help the provincial economy claim its rightful place
in a changing world. The new society envisioned will require strong and independent municipal
units to create the living environment necessary to implement the Island Prosperity Strategy.
Ensuring that the Capital Region Municipalities are capable of fulfilling their respective roles in
the “one Island community” envisioned in the 2008 Throne Speech and in the Island Prosperity
Strategy ought to be seen by both orders of government as being of paramount importance.

On behalf of the Consulting Team (MRS&A, Dr. Enid Slack and Kenneth F. DesRoches),

Respectfully submitted,

Stan H. MacPherson, FCA
Partner
MACPHERSON ROCHE SMITH & ASSOCIATES
November 20, 2008
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Appendix A

Source: Statistics Canada. Table 385-0024 – Local general government revenue and expenditures,

Figure 1:
Sources of Municipal Revenue, Canada, 1988-2007
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