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PRECIS

Les augmentations constantes et alarmantes des déficits et de la dette
du gouvernement fédéral ont amené celui-ci a réduire la croissance de
ses trois principaux transferts aux provinces. Les diminutions dans le
financement des programmes établis (FPE) dans les domaines des soins
de santé et de I'enseignement postsecondaire touchant toutes les
provinces ont commencé en 1986-87 et ont été les plus importantes.
L'année suivante les restrictions dans la croissance des droits a la
péréquation sont entrées en vigueur, augmentant les difficultés
financiéres des sept provinces les moins prosperes. Enfin, les
diminutions de la part fédérale dans le financement aux termes du
Régime d’assistance publique (RAP), introduites en 1990-91, ont eu des
répercussions sérieuses pour les trois provinces les mieux nanties,
notamment |'Alberta, la Colombie-Britannique et I'Ontario, et surtout
cette derniére.

Cet article donne une bréve description des trois programmes et une
estimation de la perte en revenus des provinces ou des économies
réalisées par le gouvernement fédéral pour chaque programme, et
examine ensuite les réactions qu’a suscité dans les provinces cette
politique fédérale. L'auteur conclut que, bien qu’il serait difficile pour des
raisons économiques et politiques d’exempter ces programmes des
mesures fédérales visant a réduire le déficit, il sera impossible de
maintenir le FPE et le RAP encore longtemps sous leur forme actuelle. De
plus, en décidant de se décharger d'une partie de son déficit au moyen
de coupures dans les transferts aux provinces, Ottawa a créé un climat
de conflit dans ses relations avec les provinces; de plus des tensions
risquent de surgir également entre les régions.

Les coupures additionnelles dans les transferts intensifieront les
pressions de la part des provinces pour obtenir un transfert
supplémentaire de points d'imp6bt sur le revenu, ce qui pourrait
compromettre le role de redistribution du gouvernement fédéral. De plus,
la décentralisation des revenus pourrait affaiblir la capacité du
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gouvernement fédéral d'utiliser son pouvoir de dépenser dans des
domaines relevant de la juridiction des provinces (santé, éducation et
bien-étre social) lorsque les intéréts nationaux sont en cause. En outre, la
perte de sa position dominante dans le domaine de I'imp6t sur le revenu
pourrait affaiblir la capacité du gouvernement fédéral de gérer la
politique de stabilisation et d’harmoniser le régime d'imp6t sur le revenu.
Cependant, en bout de ligne la réforme des transferts inter-
gouvernementaux entrainera entre les deux niveaux de gouvernement
une réaffectation des revenus et des responsabilités dans les dépenses.
Les négociations seront difficiles, mais une réforme est indispensable si
I'on veut maintenir le systeme de fédéralisme fiscal canadien.

ABSTRACT

The persistent and alarming increases in federal deficits and the debt in
recent years led the federal government to restrict the growth of its three
major transfers to the provinces. Cutbacks to established programs
financing (EPF) for health care and post-secondary education, affecting all
provinces, came first in 1986-87 and have involved the most federal
funds. In the following year, restraints on the growth of equalization
entitlements became effective, compounding the financial difficulties of
the seven less prosperous provinces. Finally, restrictions on the federal
share of funding under the Canada assistance plan (CAP), introduced in
1990-91, have had a severe impact on the three wealthiest provinces—
Ontario, Alberta, and British Columbia—and particularly on Ontario.

This article offers a brief description of the three programs, estimates
the provincial loss of revenues—or the federal saving—with respect to
each program, and examines provincial reaction to this federal policy. The
author concludes that, although it would be difficult on economic and
political grounds to exempt these programs from federal measures to
reduce the deficit, it will be impossible for EPF and the CAP to survive for
long in their present form. Moreover, Ottawa’s decision to unload the
federal deficit onto the provinces by cuts in transfers has created a
climate of conflict in federal-provincial relations, and interregional
tensions are likely to emerge as well.

Continued cuts in transfers will intensify provincial pressure for an
additional transfer of income tax room, which may compromise the
federal government’s redistributive role. Further decentralization of
revenues would weaken the ability of the federal government to use its
spending power in areas of provincial jurisdiction (health, education, and
social welfare) when the national interest is involved. In addition, loss of
dominance in the income tax field would undermine the role of the
federal government in orchestrating stabilization policy and income tax
harmonization. Ultimately, however, the reform of intergovernmental
transfers will involve a reallocation of revenues and expenditure
responsibilities between the two orders of government. Negotiations will
be difficult, but reform is essential if Canada’s system of fiscal federalism
is to be sustained.
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INTRODUCTION

For the past 50 years, following the wartime tax agreements of 1941,
federal-provincial fiscal arrangements have been reviewed and renegoti-
ated every five years. The 1987-1992 arrangements were to expire on
March 31, 1992; however, the preoccupation of the federal and provincial
governments with the constitutional proposals of the Charlottetown ac-
cord led to an extension of the renewal date. The equalization program is
subject to automatically expiring parliamentary authority and thus had to
be renewed by legislation by April 1, 1992. Bill C-60,' passed in April
1992, applied only to the equalization payments and extended them for
two years, to March 31, 1994, rather than the customary five years. Sub-
sequently, the Charlottetown accord was rejected in the referendum of
October 1992, and the changes to the fiscal arrangements that had been
anticipated were shelved. Bill C-3,? passed earlier this year, extended the
equalization program, with only minor changes, for a further five years to
the end of 1998-99. The other major component of the fiscal arrange-
ments, established programs financing (EPF) for health care and
post-secondary education, had already been dealt with in the 1991 federal
budget, which extended the existing freeze on these per capita payments
to the end of 1994-95. Also extended for the same period was the 5
percent ceiling on the growth of transfers under the Canada assistance
plan (CAP) to the three provinces that are ineligible for equalization
grants—Ontario, Alberta, and British Columbia.

Considering the persistent and alarming increases in the federal deficit
and debt, the government’s decision to continue to limit the growth of its
transfers to the provinces came as no surprise. As then Finance Minister
Michael Wilson stated, such expenditures are “simply too large to exempt
from our expenditure restraint program.”? Indeed, the minister noted that
because the three programs—equalization, EPF, and CAP—account for
more than 90 percent of federal transfers to the provinces, their growth had
to reflect current “fiscal realities.”* The fact that discussions with the prov-
inces concerning the updating and improvement of the equalization system
were under way well before the expiry of the 1987-1992 agreement doubt-
less explains why, in 1992, the program was renewed for only two years.

This article examines the federal government’s efforts in recent years
to restrain the growth in its transfer payments to the provinces. It presents
a brief description of EPF, equalization, and the CAP, with estimates of
the revenue losses suffered by the provinces with respect to each program.

I Bill C-60, An Act To Amend the Federal-Provincial Fiscal Arrangements and Federal
Post-Secondary Education and Health Contributions Act; SC 1992, c. 10; given royal
assent April 9, 1992.

2 Bill C-3, An Act To Amend the Federal-Provincial Fiscal Arrangements and Federal
Post-Secondary Education and Health Contributions Act; SC 1994, c. 2.

3 Canada, Department of Finance, 1991 Budget, Budget Speech, February 16, 1991, 18.
41bid., at 19.
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Two conclusions are reached. First, because of the sheer size of these
programs and the fact that other federal expenditures have been cut, it is
difficult on economic and political grounds to exempt them from the
federal deficit reduction policy. Second, continued “offloading” of a part
of the deficit onto the provinces by further reductions in transfers will
lead inevitably to fundamental changes in the fiscal arrangements.

ESTABLISHED PROGRAMS FINANCING

In 1977, three large federal conditional grants for financing hospital in-
surance, medicare, and post-secondary education were consolidated into a
block grant called established programs financing. The term “established”
implied that close federal supervision and control were no longer consid-
ered necessary to ensure the continuation of these programs; public
pressure would force provincial governments to maintain existing pro-
gram standards.

The EPF transfer has two main elements: equalized “tax room” and
cash payments. The first part requires a federal reduction of 13.5 personal
and 1.0 corporate income tax points to make room for provincial tax
increases; and because of wide interprovincial differences in these tax
yields, an equalization payment is made under the equalization program.
The cash payments, the critical element of EPF that has become the target
for federal cutbacks, are residual amounts. Each province’s total entitle-
ment is determined by a formula that takes the rotal per capita federal
contribution in 1975-76 as a base, adjusts it upward by a three-year mov-
ing average of nominal gross national product (GNP), and multiplies it by
the provincial population. The amount of the cash payment is obtained
simply by subtracting the equalized value of the tax points from the total
amount. As a result of this procedure, provinces whose per capita tax
yields exceed the national average will have their cash payments reduced
so that total EPF transfers are equal per capita for all provinces. Quebec’s
cash payment is further reduced by the value of a special abatement of
8.5 personal income tax points, which it receives in lieu of a portion of
the basic cash transfer.

Under EPF, in effect, conditional grants have been replaced by block
grants that are unrelated to actual program expenditures (other than the
now remote connection to the 1975-76 base). Apart from the imposition
of federal restraints, discussed below, total annual EPF transfers reflect
only the growth of GNP and population. Provinces have gained flexibility
in the expenditure of their own funds—an important objective of EPF—as
well as the transfers within the broad areas of health and post-secondary
education. In addition, there is no requirement that the base ratio (67.9
percent for health and 32.1 percent for post-secondary education in 1975-
76) be maintained, even though these amounts are shown separately in
the official statistics. Only in health care must provinces maintain na-
tional standards by satisfying the federal criteria specified in the Canada
Health Act; these include the controversial disallowance of user fees and
extra-billing by provincial health care providers.
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Table 1 Federal EPF Transfers by Intended Expenditure
Program, 1994-952

Program Amount

thousands of current dollars
Health care:

Cash ... ... 7,006,013

TaX oo 8,218,050

Total ..o 15,224,063
Post-secondary education

Cash ..o 2,256,733

TaX oo 3,889,392

Total ... e 6,146,125
Total EPF:

Cash ..o 9,262,746

TAX oot 12,107,442b

Total ... 21,370,188

2Includes transfers (approximately $71 million) to Northwest Territories and Yukon.
b Includes Quebec’s special abatement of 8.5 personal income tax points ($1,189.9 million).

Source: Canada, Department of Finance, Federal-Provincial Relations Division, “Estab-
lished Programs Financing, Advance Calculation, 1994-95” (April 11, 1994).

The federal EPF transfers for 1994-95 shown in table 1, following offi-
cial practice, are divided into their cash and tax components and also into
their designated areas of expenditure (health care and post-secondary edu-
cation). On this basis, of the estimated $21.3 billion to be transferred by
the federal government to EPF, about $15.2 billion is intended for health
care and $6.1 billion for post-secondary education. As mentioned though,
this division is purely notional; the provinces are under no obligation to
adhere to the two proportions of health and education expenditure that
happened to exist in 1975-76. In any case, since the amount of federal
transfers is exceeded by the provinces’ own expenditures in these areas, it
is impossible to know whether the block funds are spent in their intended
areas or diverted to other programs. A more controversial issue is whether
it makes sense to continue to regard a tax concession made in 1976 as a
part of the federal contribution today. Even though originally intended as
compensation for federal grants withdrawn, these income tax yields be-
long unequivocally in the provinces’ own revenues to be spent as the
provinces wish. Unlike federal grants, which can be reduced or elimi-
nated, a transfer of tax points tends to become permanent. Only the cash
transfer ($9.3 billion in 1994-95) has retained a federal identity, and this
is the element of current expenditures over which the federal government
has control. Consequently, only the cash payments are relevant to the
following discussion of federal restraints in the growth of EPF transfers.

Reductions in EPF Cash Transfers

In 1986, as part of the strategy for decreasing the federal deficit, Ottawa
restricted the growth of EPF transfers by reducing the GNP escalator by
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2 percent for 1986-87 and subsequent years.® Special adjustment pay-
ments (equal per capita amounts) would be paid to the provinces if the
growth of EPF payments fell below the rate of inflation. In the 1989
budget, the federal government announced a further reduction of 1 per-
cent in the growth of the GNP escalator for 1990-91, but this was
superseded in the 1990 budget by a freeze on per capita entitlements for
two years at the 1989-90 level. In the 1991 budget, the freeze was ex-
tended to the end of 1994-95, after which growth in per capita entitlements
will be limited to the growth rate of GNP less 3 percent. Under the freeze,
of course, EPF payments to the provinces will reflect only annual changes
in population growth.

Table 2 illustrates the cumulative effect of these cutbacks on the growth
of the GNP escalator and hence per capita EPF entitlements. According to
these estimates, despite very slow growth in GNP per capita, total per
capita entitlements would have amounted to $938.02 by 1994-95 ($203.33
more than the $734.69 per capita that the provinces will actually receive).
This per capita differential represents the reduction of the federal cash
transfer, which, of course, may also be determined by subtracting the per
capita value of the tax points ($416.24) from the per capita totals and
calculating the difference.

Estimated provincial revenue losses from federal reductions in EPF
transfers from 1986-87 to 1994-95 are given in table 3. These annual
cutbacks, equal in per capita terms for all provinces, have resulted in
enormous revenue losses, which are estimated to reach $5.9 billion in
1994-95.5 Obviously, cuts of this magnitude have had a serious impact on
all provincial government budgets, but such equal per capita reductions
impose disproportionately heavy burdens on the provinces with relatively
inferior fiscal capacities. Only by increasing efficiency in service deliv-
ery, by raising taxes, and by borrowing have the provinces been able to
resist drastic cuts in their systems of health care and higher education.
Indeed, one result of federal cuts to EPF (and to equalization and the CAP)
has been the dramatic rise in provincial government deficits, which have
ballooned from $1.5 billion in 1989 to $22.8 billion in 1992.7 In conse-
quence, the provinces have accused the federal government of “offloading”
part of its deficit onto them, implying that for some reason transfer pay-
ments should be exempt from the federal deficit-reducing strategy.

5 For a full discussion and appraisal, see George E. Carter, “Established Programs Financ-
ing: A Critical Review of the Record” (1988), vol. 36, no. 5 Canadian Tax Journal 1225-43.

6 Note that growth restraints were imposed earlier on the post-secondary education
transfer as part of the anti-inflationary “6 and 5” program; limits on the GNP escalator
restrained its per capita growth to 6 percent in 1982-83 and 5 percent in 1983-84. These
restraints cannot be ignored here because their impact on the per capita base continues;
subsequent transfers are smaller since the escalator is applied to a smaller base. This
element, of course, had to be built into the per capita amounts calculated before federal
cutbacks (table 2) in order that provincial revenue losses from reductions in EPF transfers
could be estimated (table 3).

7 The National Finances 1993 (Toronto: Canadian Tax Foundation, 1993), 3:5, table 3.4.
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Federal cash contributions under EPF are shown by province in table 4.
As one would expect, over the nine years during which restraints have
been in effect, their growth has been very modest (6.2 percent) and very
uneven from year to year because of the residual nature of these pay-
ments. Recall that cash transfers are the result of deducting the value of
the equalized tax points from the total transfers; consequently, a fall in
tax yields will increase their size, while a rise will decrease it. The in-
creases that occurred in 1991-92 and 1992-93 (during the per capita freeze
in payments) are thus explained by the impact of the recent recession on
income tax revenues, while the decreases in cash payments of 1993-94
and 1994-95 reflect increases in these tax yields. Indeed, an important
outcome of the restraints is that as the equalized tax yields continue to
grow, the cash transfer will shrink further and eventually disappear alto-
gether. This will presumably happen first for Quebec because of its
additional tax abatement in lieu of cash payments, although sluggish growth
of income tax yields in recent years has delayed this event. If the cash
grants are allowed to disappear, the federal government will have lost its
principal instrument for influencing policy in the areas of health care and
higher education.

The gradual decline in the size of the cash transfer is indicated in
table 5, which shows the interprovincial variation in the relative value of
the cash component to the total EPF transfer for selected years. For all
provinces, the ratio of cash payments to total transfer has fallen from
54.7 percent in 1986-87 to 45.9 percent in 1994-95; for Quebec (when the
tax points include the value of its special abatement), the corresponding
drop has been more dramatic, from 41.6 to 29.4 percent. For the other six
provinces whose tax points are equalized, the decline in the ratio of cash
to total payments has been, of course, the same (from 59.6 to 51.7 per-
cent). The relatively high income tax yields of Ontario account for its
lower cash ratio, which by 1994-95 had dropped to 45.5 percent; the
corresponding ratios for Alberta and British Columbia (50.3 and 49.1
percent, respectively) are surprisingly similar to those of the equalization
recipients (except Quebec).

Although the erosion of the cash component of EPF has doubtless been
more gradual than anticipated, in 1991 Bill C-208 was passed to empower
Ottawa to withhold other federal payments (not just EPF) in the case of
provinces failing to preserve national standards as specified in the Canada
Health Act. In particular, the additional federal power is aimed at discour-
aging the provinces from allowing a re-emergence of user fees and
extra-billing—the specific practices that led to the Act in the first place.
The federal government’s principal concern over its withdrawal of finan-
cial support under the EPF program therefore relates to the maintenance
of national standards, the next issue to be discussed here.

8 Bill C-20, An Act To Amend Certain Statutes To Implement the Budget Tabled in
Parliament on February 26, 1991; SC 1991, c. 51; given royal assent December 17, 1991.
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Table 5 Comparison of Cash Component as Ratio of Total EPF
Transfer, by Province, Selected Fiscal Years

Province 1986-87 1989-90 1994-95
percent of total
Nfld. ..o 59.6 55.1 51.7
PEL ... .. 59.6 55.1 51.7
NS 59.6 55.1 51.7
NB ... 59.6 55.1 51.7
QUe.d L 41.6 353 294
Ont. ... 52.2 443 45.5
Man., ... 59.6 55.1 51.7
Sask. ... 59.6 55.1 51.7
Alta. ..o 57.2 54.9 50.3
BC .. 60.6 52.8 49.1
Totald ... 54.7 48.3 459

2 Includes the value of Quebec’s special abatement of personal income tax points.
b Excludes the value of Quebec’s special abatement.

Source: Canada, Department of Finance, Federal-Provincial Relations Division, “Estab-
lished Programs Financing” (various years). Calculations are final except for 1991-92
(“Third Interim Adjustment”); 1992-93 and 1993-94 (“Second Adjustment to Advance”); and
1994-95 (“Advance Calculation™).

The Issue of National Standards

Since national objectives or federal conditions have never been attached
to post-secondary education, the issue of maintaining national standards
has so far applied only to health care. The national interest is expressed
in the five principles set out in the medicare legislation: comprehensive-
ness of coverage with respect to services, universality with respect to
people covered, public administration, portability of benefits, and access
to services. When comprehensiveness of coverage and access were per-
ceived to be threatened by the spread of extra-billing by physicians, the
ensuing public controversy led to the enactment of the Canada Health Act
in 1984. Under the Act, extra-billing and user fees are outlawed by the
imposition of financial sanctions on provinces that allow these practices:
the federal cash contribution will be withheld to match any amounts col-
lected by such charges. The cash component of EPF—or when it no longer
exists, the power to withhold payments from any other federal programs—
is therefore considered crucial for the maintenance of federal leverage
over the provinces in the health care field.

It is hardly surprising that the provinces have strongly resented the
financial penalties threatened under the Canada Health Act; to them, fed-
eral enforcement of national standards has amounted to a disregard for
constitutional principles. Federal-provincial conflicts aside, the Act does
largely discourage experimentation and innovation by those provinces
that are trying to improve the efficiency of their health care delivery
systems, since use of the market system is effectively denied them. At the
same time that diminishing federal financial support has forced the prov-
inces to contain the use (and thus the costs) of their health care services,
federal legislation may have hobbled their efforts to do so. Should not
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Ottawa’s strict ruling against user charges be relaxed in favour of their
limited use by the provinces? Not only would such charges improve effi-
ciency in the allocation of resources to and within the health care sector,
but because low-income individuals would be exempt, access would not
be compromised. On the other hand, the provinces have had considerable
leeway concerning specific services insured (comprehensiveness of cov-
erage) and the setting of fee schedules. In other words, the provinces
have been able to respond to regional differences in the demand for health
care services and to modify modes of delivery without infringing the
broad principles of the national health system.

Nevertheless, there are economic grounds for expecting wide differ-
ences to emerge among provincial health care delivery systems in the
absence of a federal presence.’ First, it would not be rational for prov-
inces to provide benefits to residents from other provinces if their own
taxpayers had to pay for them. Unless the provinces were compensated
for such interprovincial externalities, they would rationally supply less
than the optimal amount of these services. There is then a vital federal
role to compensate for externalities in order to ensure the portability of
health benefits across provinces. Second, fiscal capacities differ signifi-
cantly, so that erosion of the EPF cash transfer puts a relatively heavier
strain on the budgets of the poorer provinces. This problem is compounded
by the cuts to the equalization program, discussed below.

EQUALIZATION TRANSFERS

Section 36(2) of the Constitution Act, 1982, commits the federal govern-
ment to providing equalization payments “to ensure that provincial
governments have sufficient revenues to provide reasonably comparable
levels of public services at reasonably comparable levels of taxation.”!?
Since 1982, federal equalization grants have been based on the repre-
sentative five-province standard (RFPS), the five provinces being Quebec,
Ontario, Manitoba, Saskatchewan, and British Columbia. Unconditional
grants go to those provinces whose per capita yields, at national average
rates, from 33 uniformly defined provincial and local revenue sources are
below the per capita average of the RFPS. All provinces except three—
Ontario, Alberta, and British Columbia—receive these payments.

The calculation of equalization is based on a complex formula that
first came into use with the adoption of the “representative revenue sys-
tem” in 1967, when the level of equalization was to the per capita national
average. It involves first the determination of a hypothetical national

9 For a succinct discussion, see Allen M. Maslove, “Reconstructing Fiscal Federalism,”
in Frances Abele, ed., How Ottawa Spends: The Politics of Competitiveness, 1992-93
(Ottawa: Carleton University Press, 1992), 57-77. As Maslove notes, differences in costs
and needs might also lead to different provincial health care systems in the absence of a
federal presence to ensure standardization.

10 Part 111, section 36(2) of the Constitution Act, 1982, being schedule B of the Canada
Act 1982 (UK) 1982, c. 11.
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average tax rate by dividing total provincial revenue from each source by
the relevant total revenue base. This average rate, applied to each uni-
form base for each province, gives the potential yield at the average rate;
per capita yields are obtained by dividing these results by each province’s
population. Subtracting a province’s per capita yield for each revenue
source from the per capita average yield of RFPS indicates either a per
capita deficiency or excess for that source. Adding these results for all 33
revenue sources reveals whether or not a province has a net per capita
deficiency. If it does, that amount is multiplied by the province’s popula-
tion to determine its equalization entitlement.!!

Although virtually all provincial and local revenues are included in the
formula, the deliberate exclusion of Alberta from the RFPS means, of
course, that Alberta’s substantial oil and gas revenues are excluded from
equalization. Under the original formula, when equalization was to the
per capita national average, the inclusion of these revenues became a
problem with the explosive increases in oil prices in the 1970s. Ottawa
was forced to make hasty and pragmatic modifications to the formula in
order to contain costs and to prevent Ontario from becoming a recipient
of payments. Still, full equalization of provincial fiscal capacities would
require the inclusion of all natural resource revenues, which in 1993-94
would have meant an additional $549.4 million in equalization payments,
had the ceiling not been in effect.!?

A problem inherent in a comprehensive measure of provincial fiscal
capacity is that equalization entitlements tend to rise dramatically when
provincial revenues are expanding and to become sluggish or even de-
cline in times of recession. To reduce such instability and uncertainty,
minimum (or floor) provisions to protect recipient provinces and a ceiling
to protect the federal treasury were introduced in 1982.!3 The most recent
use of the floor occurred in 1992-93, when adjustments of $3,227 and
$4,968 million were paid to Prince Edward Island and New Brunswick to
prevent their total equalization entitlements from declining below 90 per-
cent of their entitlement of the previous year (1991-92).!* The ceiling is
intended to ensure that the rate of increase in total equalization entitle-
ments will not exceed the rate of growth of GNP as compared with those
rates in a designated base year. Currently, the base year is 1992-93, from

1 For a detailed analysis of the equalization system, see Thomas J. Courchene, Equali-
zation Payments: Past, Present, and Future (Toronto: Ontario Economic Council, 1984);
and for a summary of equalization entitlements by revenue source, see The National
Finances 1993, supra footnote 7, at 1:12, table 1.5.

12 Calculations based on Department of Finance data.

13 The floor provision ensures that the total equalization payment of a province with a
fiscal capacity of 70 percent or less than the national average would never fall below 95
percent of the province’s entitlement in the previous year. For provinces whose fiscal
capacity is 70-75 percent of the national average, the minimum is 90 percent; for the
remaining provinces, the floor is 85 percent. The ceiling is described in the text following.

14 Canada, Department of Finance, Federal-Provincial Relations Division, “Provincial
Fiscal Equalization, Fifth Estimate, 1992-93” (December 1993).
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which the growth rates of GNP and total equalization entitlements are
measured. Total equalization payments are thus subject to limits in both
directions; but, of course, it is the ceiling that has been harshly criticized
by the recipient provinces.

The Ceiling on Equalization Payments

When the ceiling was first imposed, Allan J. MacEachen, then minister of
finance, called it a “contingency measure,” which was not expected to come
into play during the term of the 1982-1987 fiscal arrangements. The min-
ister’s words proved to be correct, for growth in aggregate payments did
not exceed that of GNP over the base year (fiscal 1982-83). After the ceil-
ing was extended over the next five-year period (1987-1992), with 1987-88
as the revised base year, however, it did indeed become operative. For the
three fiscal years 1988-89, 1989-90, and 1990-91, growth in total equali-
zation payments was restricted to 9.2, 17.3, and 20.3 percent, respectively
(rates of GNP increases over the base year—that is, the 1987 GNP). In
1991-92, there were no cutbacks since the growth rate in entitlements was
well below the ceiling, nor did the ceiling apply to 1992-93, which be-
came the current base year. Under the present arrangements, growth was
again limited in 1993-94 to 3.5 percent over the new reference point. Es-
timates for 1994-95 indicate that the ceiling will not apply to that year
irrespective of substantial increases in equalization entitlements. The ex-
planation is that important technical revisions to update and improve the
measurement of provincial fiscal capacity were recently implemented.!>
As a result of these technical improvements, all eligible provinces will
receive increased entitlements in 1994-95, and there will be an upward
revision in the data for the 1992-93 base year, which will prevent the ceil-
ing from taking effect. For the four years in which the restraint applied,
equalization payments were significantly cut back by amounts that were
equal per capita for the seven recipient provinces. As table 6 shows, total
revenue losses exceeded $3.2 billion by the end of 1993-94.

The growth in equalization entitlements by province from 1986-87 to
1994-95 is recorded in table 7. Although total entitlements will have
grown by 47.5 percent over the nine-year period, their growth from year
to year has been very uneven. As one would expect, their rate of growth
began to decline with the imposition of the ceiling in 1988-89, although
in dollar amounts entitlements continued to increase (at a decreasing rate)
until 1990-91. In both 1991-92 and 1992-93, the ceiling had no effect
because total payments actually registered respective declines of 4.4 and
1.3 percent, reflecting the impact of recession on entitlements. Total pay-
ments in 1993-94 increased by 3.3 percent (a rate that would have been
somewhat higher in the absence of the ceiling that took effect). It is

15 Discussions between the federal government and the provinces for the purpose of
updating and improving the measurement of provincial fiscal capacities got under way
before the end of the 1982-87 agreement and were to be concluded by April 1994. While
Department of Finance officials confirm that the 1994-95 estimates reflect the adoption of
an improved measure of provincial fiscal capacity, technical details are not yet available.
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Table 6 Revenue Losses to Provinces from Ceiling on Growth
of Equalization Entitlements

Province 1988-89 1989-90 1990-91 1993-94
thousands of current dollars
Nfld. ................... 25,730 72,920 53,747 12,343
PEI ... .. ... ... ... ... 5,813 16,586 12,283 2,793
NS .. 39,893 113,422 84,759 19,598
NB ... 32,311 91,651 68,346 15,941
Que. ... 300,395 855,252 643,510 153,007
Man. ................... 49,039 138,703 102,937 23,693
Sask. ....... ..ol 45,845 128,539 94,062 21,302
Total ................... 499,026 1,417,073 1,059,644 248,677

Sources: Canada, Department of Finance, Federal-Provincial Relations Division, “Pro-
vincial Fiscal Equalization” (years shown), “Final Calculation” (1988-89), “Adjustment to
Final Calculation” (1989-90 and 1990-91), and “Second Estimate” (1993-94).

worth noting that in 1994-95, equalization payments are estimated to
increase by a sizable 9.3 percent, as a result of the technical improve-
ments, mentioned earlier, in the measurement of provincial fiscal capacities.

An obvious—and contentious—result of the ceiling is that it prevents
the per capita revenues of the have-not provinces from reaching the rep-
resentative standard; equalization falls short of its original objective. Table
8 shows the per capita deficiencies that remain after the reduced equali-
zation payments have been made. For the four years in which the ceiling
has applied, this per capita shortfall has ranged from a high of $127.68 in
1989-90 to a relatively modest $21.24 in 1993-94; in consequence, per
capita revenues of the seven provinces were equalized to only 97.2 and
99.6 percent of the standard provinces’ yields in those years. Unfortu-
nately, the inevitable effect of the ceiling has been to recreate disparities
in per capita revenues between the have-not and the five standard prov-
inces, and as a result to widen the existing gap in per capita revenues
between the have-not provinces and the national average.

Equalizing Provincial Fiscal Capacities

A fair measure of relative fiscal capacities is obtained by applying na-
tional average tax rates to the standardized revenue bases of each
province—the method used to determine equalization payments. The per
capita amounts so derived are, of course, notional and will differ from
actual yields. On this basis, table 9 indicates the dramatic reduction in
provincial per capita revenue disparities achieved by the equalization sys-
tem for 1993-94. Before equalization, relative fiscal capacities of the
have-not provinces ranged from 66.1 percent of the national average in
Newfoundland to 88.2 percent in Quebec. Alberta’s fiscal capacity was
by far the highest at 132 percent of the national average. After equaliza-
tion, relative fiscal capacities of the have-not provinces are brought up to
93.6 percent of the national average, while Ontario’s relative fiscal ca-
pacity is 99.5 percent of the national average, Alberta’s is 124.8 percent,
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Table 8 Remaining Per Capita Deficiencies of Recipient Provinces’
Yields Relative to the Five-Province Standard as a Result of
Ceiling on Equalization Transfers

1988-89 1989-90 1990-91 1993-94

current dollars per capita
1. Yield in five-province

standard® ............... 4,127.86 4,502.51 4,699.38 4,804.77
2. Yield in receiving

provinces® .............. 3,424.41 3,671.33 3,887.62 4,117.76
3. Deficiency (lines 1 =2) ..... 703.45 831.18 811.76 687.01
4. Actual transfer ............ 658.21 703.50 716.83 665.77
5. Remaining deficiency

(lines3—4) ............. 45.24 127.68 94.93 21.24

percent

6. Actual equalization relative
to five-province standard
(lines 2+4)/1) .......... 98.9 97.2 98.0 99.6

2 Yield of tax bases at national average rates.

Source: Canada, Department of Finance, Federal-Provincial Relations Division, “Pro-
vincial Fiscal Equalization” (various years); “Final Calculation” for 1986-87, 1987-88,
and 1988-89; “Adjustment to Final Calculation” for 1989-90 and 1990-91; “Seventh Esti-
mate” for 1991-92; “Fifth Estimate” for 1992-93; “Second Estimate” for 1993-94; and
“First Estimate” for 1994-95.

and British Columbia’s is 104.1 percent.!® Finally, as expected, the effect
of the ceiling on relative fiscal capacities in 1993-94 was minimal, lower-
ing the index to 93.4 in the have-not provinces and fractionally raising it
in the other provinces.

CANADA ASSISTANCE PLAN

Four existing categorical programs—old age assistance, blind persons’
allowances, disabled persons’ allowances, and unemployment assistance—
were consolidated into the CAP in 1966. The CAP is a comprehensive
program of assistance and welfare services for persons requiring public
support for any reason. Besides covering persons in the four original
categories, the CAP extends assistance to needy mothers, dependent chil-
dren, child welfare agencies, homes for unmarried mothers, and anyone
else in need of social support. The main advantage of the CAP over the
programs it replaces is that federal restrictions and conditions under the
plan are few, so that provinces have flexibility with respect to their ex-
penditures within the broad area of social welfare.

16 Similar results were obtained by Robin W. Boadway and Paul A.R. Hobson, Inter-
governmental Fiscal Relations in Canada, Canadian Tax Paper no. 96 (Toronto: Canadian
Tax Foundation, 1993), 124, and by Paul A.R. Hobson and France St. Hilaire, Federal-
Provincial Fiscal Arrangements—Toward Sustainable Federalism (Montreal: Institute for
Research on Public Policy, 1993), 22.
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Under the CAP, the federal government pays 50 percent of provincial
expenditures for assistance to needy persons and for various social serv-
ices such as day care, counselling services, child welfare, and home-
makers. The only important eligibility requirement is “need,” which the
provinces must determine by assessing the particular needs of the indi-
vidual. Recipients must be provided with enough money to meet “basic
requirements” defined to include food, shelter, clothing, fuel, utilities,
transportation, household supplies, and personal requirements. Also, prov-
inces must not impose a residence requirement as a condition for aid.
Since federal support under the CAP is open-ended, the provinces are free
to set their own rates appropriate to local conditions.

Table 10 records federal transfers to the CAP by province since 1986-87.
In 1993-94, total transfers under the plan are expected to amount to $7.776
billion.

Unequal Per Capita Transfers

Given that the CAP is an open-ended matching grant under which Ottawa
pays 50 percent of a broadly defined category of eligible expenditures,
per capita differences in federal CAP contributions across provinces are
bound to exist. One obvious reason is that needs (caseloads) vary widely
among the provinces; another is that levels of support (benefit payments
to individuals and families) also differ significantly. Some of the varia-
tion is attributable to differences in living costs, but some part is certainly
the result of the open-ended 50:50 matching formula. The wealthier prov-
inces are able to provide more generous benefits and therefore can collect
more federal dollars than the less prosperous ones.

In a recent study, Boadway and Hobson compared the provinces in
terms of relative “generosity” (measured as expenditure per recipient)
and relative “need” (number of welfare recipients per capita) for
1989-90.17 All three have provinces registered highest above the national
average on the generosity index, reflecting the fact that much of the
growth in CAP transfers in the late 1980s was attributable to the expendi-
tures of these provinces. The perception that need in the have-not
provinces is consistently higher is partially supported; four of them, along
with British Columbia, had needs above the national average. To the
authors, these data indicate that “national standards are virtually absent
from welfare programs at present,”'® a comment that apparently implies
that social welfare benefits should be more uniform from province to
province. The National Council of Welfare has expressed a similar con-
cern over the wide disparities between provinces in social benefits for
typical households, stating that such inequities should be reduced.!?

17 Boadway and Hobson, supra footnote 16, at 69.
18 Tbid.

19 National Council of Welfare, Welfare Reform (Ottawa: Supply and Services, 1992),
2. Welfare and other government benefits for single employable persons ranged from 25
percent of the poverty line in New Brunswick to 62 percent in Prince Edward Island.
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It should be remembered, however, that the outstanding advantage of
the CAP to the provinces (over the earlier categorical assistance pro-
grams) has been the absence of federal restrictions and conditions, which
gives the provinces flexibility in their expenditure decisions, including
the freedom to choose their own levels of benefits. Differences in welfare
expenditures across provinces will obviously exist because of differences
in relative program needs as well as in preferences. Nevertheless, a draw-
back of the CAP is that some part of the difference is surely attributable
to the use of an open-ended matching grant whereby Ottawa pays 50
percent of provincial expenditures, whether or not they reflect relatively
high need or generosity.

Limiting the CAP Transfers

In the 1990 budget, Ottawa announced a 5 percent annual limit on the
growth of its contributions to the three provinces not receiving equaliza-
tion payments (Ontario, Alberta, and British Columbia). The ceiling would
apply to two years, 1990-91 and 1991-92. Although this unilateral action
to alter a federal-provincial agreement without prior notice was chal-
lenged successfully in provincial court by British Columbia, the federal
government appealed to the Supreme Court of Canada and ultimately
won. Significantly, the ruling means that such agreements are not binding
but may be altered without provincial consent whenever unilateral federal
action is deemed necessary to permit Parliament to manage its financial
responsibilities. The 1991 federal budget extended the ceiling on CAP
transfers for another three years to the end of 1994-95.

While it is difficult to argue with the Supreme Court’s decision to
protect the federal government’s flexibility and accountability to Parlia-
ment for its expenditures, surely the provinces also are entitled to some
form of protection from budgetary instability caused by sudden cuts to
federal transfers. Otherwise, credence is given to the familiar complaint
of the provinces that they agreed to participate in shared-cost programs
on the understanding that federal support would be continued, not unilat-
erally restricted without prior discussion or warning. Almost 10 years
ago, the Macdonald commission, commenting on earlier examples of this
problem, suggested that federal-provincial agreements be reviewed every
five years and that, between reviews, limits could be specified in advance
on the size of federal reductions permissible without provincial approval.?
Indeed, experience with the CAP may mean that provincial support for
future shared-cost programs may be secured only by agreements that set
explicit limits on unilateral changes that may be made by the federal
government without consent of the provinces.

Table 11 provides estimates of the revenue losses to the three prov-
inces from the so-called cap on the CAP. The most severe impact by far
has been on Ontario, which is expected to suffer a revenue loss of $5 billion

20 Canada, Report of the Royal Commission on the Economic Union and Development
Prospects of Canada (Toronto: University of Toronto Press, 1985) (the Macdonald report).
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Table 11 Estimated Revenue Losses to Ontario, Alberta, and
British Columbia from the Cap on CAP

Ontario Alberta British Columbia
millions of current dollars
1990-91 ...l 400 na 48
1991-92 ... 1,200 30 156
1992-93 ... 1,700 60 306
1993-94 .. ..ol 1,700 na 432

Source: Ontario, Community and Social Services, Turning Point: New Support Programs
for People with Low Incomes (Toronto: Queen’s Printer for Ontario, 1993), 9; Harriet L.
De Koven, “Federal-Provincial Transfers: Which Way from Here?” (December 1993), 14
Policy Options 45-49; Alberta Treasury, 1992 Budget, April 13, 1992 and 1993 Budget,
May 6, 1993; and British Columbia, Ministry of Finance and Corporate Relations, 1991
Budget, May 22, 1991, 1992 Budget, March 26, 1992, and 1993 Budget, March 30, 1993.

(83 percent of the $6 billion total) by 1993-94.2! Indeed, the cap has
coincided with Ontario’s worst recession since the 1930s: between 1989-
90 and 1992-93, the number of recipients and families dependent on social
assistance more than doubled, from 593,000 to 1,221,000.22 British Co-
lumbia’s cumulative revenue loss also has been substantial (about $942
million by 1993-94), while Alberta’s loss to date has been a relatively
modest $90 million; in fact, Alberta’s expenditures remained below the 5
percent ceiling in 1990-91 and again in 1993-94, so that no losses were
incurred—that is, all provincial expenditures were eligible for federal
matching as under the original formula.

The redistributional effect of the federal policy to restrict its spending
on the CAP has been dramatic, especially for Ontario. According to that
province’s estimates,?® in 1992-93 the federal contribution covered only
28 percent of Ontario’s social assistance expenditures, 36.8 percent of
British Columbia’s, and 47.4 percent of those eligible for sharing in Al-
berta. Corresponding data for 1993-94 are estimated to be 29 percent for
Ontario and 33 percent for British Columbia, while the federal share of
expenditures in the other provinces (including Alberta) will be 50 percent.?*

Further evidence of the redistributive shift is provided in table 12,
which compares per capita differences in CAP transfers across provinces
in 1990-91 (before any federal reductions were actually made?) with

21 By 1994-95, the revenues lost are expected to amount to $6.7 billion. See Ontario,
Ministry of Community and Social Services, Turning Point: New Support Programs for
People with Low Incomes (Toronto: Queen’s Printer for Ontario, 1993), 8.

22 Ibid., at 10.

23 Ontario, Ministry of Treasury and Economics, 1992 Budget, April 30, 1992, budget
paper D, at 104.

24 Harriet L. De Koven, “Federal-Provincial Transfers: Which Way from Here?” (De-
cember 1993), 14 Policy Options 45-49.

25 The federal government did not reduce CAP payments until after the ruling by the
Supreme Court in August 1991 (Reference Re Canada Assistance Plan, [1991] 2 SCR
525); therefore, no reductions were made before the 1991-92 fiscal year.
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Table 12 Per Capita Differences in CAP Transfers by Province,
1990-91 and 1993-94

1990-91 1993-94
Index Index
$ per capita  (Canada=100)  $ percapita  (Canada = 100)
Nfld. ............... 207.5 83 2973 110
PEI ................ 220.5 89 292.4 108
NS o 211.5 85 286.4 106
NB ................ 240.2 97 300.7 111
Que. ............... 280.7 113 364.4 135
Ont. ................ 254.0 102 224.6 83
Man. ............... 208.0 84 268.6 99
Sask. ...l 158.9 64 219.6 81
Alta. .......... ..., 2241 90 238.1 88
BC..........oiii 239.5 96 237.5 88
Total ............... 248.9 100 270.0 100

Source: Canada, Department of National Health and Welfare, Cost-Shared Programs
Directorate (Ottawa: the department, January 26, 1994); and population estimates from
Statistics Canada, Canadian Economic Observer, catalogue no. 11-010.

those in 1993-94. Even though the data mask differences in need and
levels of benefits, discussed earlier, the fact that the federal contribution
to Ontario plunges from 102 percent of the national average in 1990-91 to
83 percent in 1993-94 is primarily the result of the cap on the CAP.
Similarly, per capita transfers to British Columbia and Alberta decline to
88 percent of the national average in 1993-94; and all seven have-not
provinces, as expected, register increases on the index, with Quebec in
top place (135 percent of the national average).

PROVINCIAL REACTION

Repeated federal reductions in transfers to the provinces since 1986 have
caused mounting tension in federal-provincial relations. The provinces
have accused the federal government of acting unilaterally, without prior
discussion, and of failing to honour agreements with respect to the fi-
nancing of the three national social programs. As mentioned, they bitterly
resent what they perceive to be federal efforts to “offload” part of the
deficit onto them, thereby forcing them either to increase taxes (or bor-
rowing) or to cut back their own spending on public services, or both.
Ottawa, for its part, has consistently argued that resolving the national
debt problem will require the joint effort of the provinces. Besides, as
Peter Leslie has observed, it would be “politically very difficult” for the
federal government “to concentrate all the budget cuts on federal pro-
grams, exempting transfers to other governments.”¢

26 Peter M. Leslie, “The Fiscal Crisis of Canadian Federalism,” in Peter M. Leslie,
Kenneth Norrie, and Irene K. Ip, A Partnership in Trouble: Renegotiating Fiscal Federal-
ism, Policy Study no. 18 (Toronto: C.D. Howe Institute, 1993), 1-86, at 45.
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From the beginning, federal reductions to EPF transfers were bitterly
opposed for their negative effects on provincial health and post-secondary
education systems. Since the per capita freeze in 1990, the prospect that
the cash component will disappear in a few years has brought further
criticism from those concerned about preserving national standards. In
Quebec’s view, the sharp drop in federal participation is “difficult to
reconcile” with maintenance of “federal standards in the health sector,”?’
particularly the disallowance of extra-billing by physicians and user charges
under the Canada Health Act. Quebec argues vehemently that such “unac-
ceptable . . . restrictions” prevent the provinces from applying “sound
management practices”? and from containing costs in health care. It is
therefore not surprising that Quebec was equally opposed to Bill C-20,
which proposed to strengthen Ottawa’s means to enforce the conditions
of the medicare system. Indeed, to the Quebec finance minister, the fed-
eral move demonstrated a “surprising attitude of confrontation,” since it
coincided with renewed cuts to EPF transfers and Quebec’s announcement
that user fees would be introduced for certain hospital visits.? In addi-
tion, in the House of Commons, it has been charged that the federal cuts
are a “signal” for the provinces to “unload part of their responsibilities on
to the municipalities,” which, in turn, “are unloading their responsibili-
ties on to charitable organizations, non-profit organizations, church groups,
and special interest groups.”°

Opposition to the ceiling on equalization transfers also has been strong.
Typically, Newfoundland has condemned the ceiling as an “arbitrary and
inequitable feature”?! that inhibits the equalization program from reduc-
ing the fiscal disparities among the provinces. More specifically, Quebec
has complained that the limit on equalization payments exacerbates the
already inequitable result of the reductions in EPF transfers. Since the
latter are equal per capita amounts, they impose relatively heavier bur-
dens on the provinces with below-average fiscal capacities. According to
Quebec estimates for 1990-91, this means that the have-not provinces
would have to raise their tax rates by 17 percent more than the have
provinces in order to replace the federal funds withdrawn, before reach-
ing the equalization ceiling.3? After the ceiling is reached, since additional
revenues are no longer equalized, the tax effort of the have-not provinces
to raise a marginal dollar of revenue averages a full 39 percent above that

27 Québec, Ministere des Finances, 1991-1992 Budget, May 14, 1992, appendix E, at
13 (emphasis added).

28 Ibid., at 14. Recall that Bill C-20, supra footnote 8, empowers Ottawa to withhold
any federal grants (not only EPF cash transfers) from provinces that permit extra-billing or
user fees. Quebec’s recent imposition of a $5 “orienting” fee for hospital visits other than
emergencies and for certain consultations by physicians may violate a strict interpretation
of the federal legislation.

29 Québec, 1991-1992 Budget, supra footnote 27, appendix E, at 14-15.

30 Canada, House of Commons, Debates, March 19, 1992, 8523.

31 Newfoundland, Department of Finance, 1992 Budget, March 26, 1992, C-3.
32 Québec, 1991-1992 Budget, supra footnote 27, appendix E, at 9.
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of the have provinces.3? Relative tax effort varies dramatically among the
have-not provinces, ranging from 170 in Newfoundland and 168 in Prince
Edward Island up to 134 in Quebec and 133 in Saskatchewan, as com-
pared with an index of 100 for the average of the three have provinces.

The cap on the CAP, as would be expected from the magnitude of the
funds involved, has caused the most acrimony between the three have
provinces and the federal government. Ontario, for which the cap has had
a particularly severe impact, resents discriminatory treatment, especially
at a time of extraordinary demands on its social assistance system. As the
Ontario finance minister put it, “[T]axpayers [in the three have prov-
inces] must pay twice for these services—once to Ottawa to help finance
CAP and again to their own province, to replace the CAP transfers with-
held by the federal government.”3> Equally perturbed, the finance minister
of the province—British Columbia—that had earlier challenged the fed-
eral authority in court, commented similarly, “Targeting the CAP reduction
at the three ‘have’ provinces (Ontario, Alberta and British Columbia)
reflects the federal government’s desire to redistribute provincial trans-
fers at the same time as reducing them.”?® The minister then declared,
“The size of the income assistance group in a province is not closely
related to that province’s fiscal capacity.”?” Alberta also is very dissatis-
fied with existing fiscal arrangements that, among other things, “penalize
some provinces in providing national programs.”38

TRANSFERS AND THE FEDERAL DEFICIT

The significance of transfers to the federal deficit problem is clearly
demonstrated in The National Finances 1993, which compares the rela-
tive size of the federal and provincial-local deficits in 1992, including
and excluding intergovernmental transfers. When grants are included, the
federal deficit is $25.7 billion and the provincial-local deficit is $18.2
billion. If, however, the grants are excluded, the federal deficit actually
turns into a surplus of $3.8 billion, while the provincial-local deficit
soars to $47.7 billion. As a result of intergovernmental transfers, there-
fore, the federal government has had to take responsibility for a much
larger share of the public sector deficit. These calculations serve to ex-
plain the federal determination to restrain the growth of transfers and thus
shift part of the deficit to the provinces. But they also remind us that such

33 Ibid.

34 The index of tax effort for the other have-not provinces relative to the have prov-
inces is as follows: Nova Scotia, 156; New Brunswick, 134; Manitoba, 142; Ontario, 102;
Alberta, 85; and British Columbia, 108.

35 Ontario, 1992 Budget, supra footnote 23, budget paper D, at 103.

36 British Columbia, Ministry of Finance and Corporate Relations, 1992 Budget, March
26, 1992, 84.

37 Ibid.
38 Alberta Treasury, 1993 Budget, May 6, 1993, 18.
39 The National Finances 1993, supra footnote 7, at 3:4 and table 3.4.
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offloading does little, if anything, to reduce the combined federal-provincial
deficit. As reductions in transfers continue, however, mounting provincial
pressure must lead ultimately to a reallocation of tax room in favour of
the provinces. A shift of personal income tax points to the provinces
might have significant consequences for federal-provincial fiscal rela-
tions, as discussed below.

A key feature of Canadian fiscal federalism for years has been the
existence of a large vertical imbalance.*’ This means that (if the federal
deficit is excluded) the federal government collects more tax revenues
than it needs for its own expenditures, while the provinces experience a
revenue deficiency relative to their expenditure needs. This imbalance is
offset by federal transfers, an arrangement that implies that the degree of
imbalance must be justified largely on the basis of these transfers. Boadway
and Flatters*! justify continued use of large transfers to the provinces on
three main grounds:

1) the constitutional commitment to the principle of equalization (which
includes the equalizing elements in EPF and the CAP);

2) the use of the federal spending power in areas of exclusive provin-
cial jurisdiction where there is a strong national interest, particularly in
the fields of health, education, and social welfare; and

3) the need for the federal government to remain dominant in the
major tax fields for purposes of control (for example, in orchestrating
stabilization policies and income tax harmonization) and, especially rel-
evant here, to maintain a sizable EPF cash transfer so as to enforce the
conditions of the Canada Health Act.

Yet the existing degree of vertical imbalance may no longer be appro-
priate or sustainable in the present circumstances. It will become
increasingly difficult for the federal government to continue to restrain
the growth of transfers without a reallocation of tax room. However,
compensation in the form of a transfer of income tax points, even after
equalization, benefits high-income provinces more than low-income prov-
inces. A more important consideration is that a transfer of tax points,
unlike grants, would effectively be irreversible. On the positive side, a
reduction in vertical imbalance would enhance the accountability of prov-
inces for their expenditures and strengthen incentives for more efficient
delivery of services, since provincial expenditures would not be separated
from the political costs of raising the revenues. For the provinces, a
transfer of tax room might bring them greater certainty over revenues by
reducing their dependence on the federal treasury.

40 For an excellent discussion, see Robin Boadway and Frank Flatters, “Federal-
Provincial Fiscal Relations Revisited: Some Consequences of Recent Constitutional and
Policy Developments,” in Melville McMillan, ed., Provincial Public Finances, vol. 2,
Plaudits, Problems, and Prospects, Canadian Tax Paper no. 91 (Toronto: Canadian Tax
Foundation, 1991), 87-121.

41 1bid., at 111.
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CONCLUSION

The federal government’s efforts to control the growth of the deficit have
led to reductions in its three major transfer payments to the provinces:
EPF, fiscal equalization, and the CAP. The financial impact on provincial
government budgets has been severe. It is estimated that the cumulative
revenue loss with respect to the three programs, from 1986-87 to 1993-
94, has been approximately $33.6 billion; in 1993-94 alone, it amounted
to about $8 billion.*? To the end of 1993-94, EPF has accounted for by far
the greatest provincial loss—or federal saving—of $24.4 billion. These
figures are in current dollars; the loss in real terms has, of course, been
considerably higher.

The magnitude and design of the federal cuts to transfers not only have
led to federal-provincial conflicts, but also have raised doubts about the
survival of the fiscal arrangements in their present form. Most obvious is
the case of the EPF cash transfer, which has been declining, especially
since 1990 when a per capita freeze was placed on total entitlements.
Disappearance of the federal cash component would mean that Ottawa
would lose a key instrument for enforcing national standards or influenc-
ing policy in the areas of health care and post-secondary education. The
significance of this loss, however, may be exaggerated. The fact that
national standards have never existed in post-secondary education has not
prevented a “national” system from evolving; interprovincial mobility of
students and portability of degrees and certificates have been achieved
without federal intervention. Moreover, the only experience so far with
sanctions in health care has been to enforce federal disallowance of fees
by hospitals and physicians. Although growth at the rate of GNP less 3
percent will resume in 1994-95, the federal EPF cash transfer will still
disappear, first in Quebec, probably early in the next century. At that
point, EPF will cease to exist, as will any pretence of national standards
or objectives; differences among provinces in the level and standard of
service provision will likely widen because programs will express only
provincial interests. It is unclear whether the conditions imposed under
the Canada Health Act could effectively be enforced (despite federal au-
thority to withhold funds from any payments in the event that provinces
allowed extra-billing or user fees) without a direct federal presence in the
health care system.

42 Ontario has estimated that the cumulative revenue loss for all provinces from 1982-83
to 1992-93 actually amounted to $40.8 billion, of which EPF alone accounted for $33.6
billion: see Ontario, 1993 Budget, supra footnote 23, budget paper D, at 100-1. Although
these figures have been widely quoted, the EPF losses are inflated by the inclusion of
revenues lost by the withdrawal of the so-called revenue guarantee in 1982. The revenue
guarantee dates from federal income tax reforms introduced in 1972, when Ottawa agreed
to compensate the provinces for any loss of revenue incurred as a result of adopting the
new tax structure. It came to involve substantial amounts of revenue and, in 1977, was
incorporated into EPF (as an amount equivalent to two additional personal income tax
points). The further reduction of the EPF per capita base by this element explains why
Ontario’s estimates are so much higher than those shown here.
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In contrast to EPF transfers, which are unrelated to actual program
costs, federal expenditures on the CAP are far more difficult to control
simply because the CAP is an open-ended shared-cost program; the match-
ing formula commits the federal government to cover 50 percent of total
expenditures, which are determined by the provinces. Instead of limiting
payments to all the provinces, Ottawa applied a ceiling to its transfers to
only the three wealthiest provinces. By continuing to pay 50 percent of
eligible program expenditures in the other provinces, the federal govern-
ment is, in effect, honouring its commitment to the equalization principle.
Meanwhile, social assistance costs have risen so enormously, especially
in Ontario, that a return to the original basis (50:50) of cost-sharing is
simply out of the question. As a fiscal instrument, the CAP requires a
major overhaul; it is unsustainable in the longer term.

The survival of the equalization program, unlike EPF and the CAP, is
not at issue. Recent legislation has renewed the program to 1998-99; and,
as noted, technical improvements in measuring provincial fiscal capacity
will result in enrichment of equalization entitlements beginning in 1994-
95. It is unfortunate, however, that the ceiling will be retained because
relative fiscal disparities between the have and the have-not provinces
will continue to widen. Moreover, the equalization system is not inde-
pendent from federal reductions to EPF, or even from those to the CAP.
As provinces raise taxes in an effort to replace lost revenues, upward
pressure is put on equalization entitlements, thus assuring that the ceiling
will go into effect.** As we have seen, once the ceiling is reached, the tax
effort required of the have-not provinces to compensate for EPF dollars
withdrawn rises sharply for them, since the deficiency must be made up
of unequalized own-source revenues. This interplay between cutbacks to
social programs and the equalization system reminds us that the three
programs must not be considered in isolation; they make sense only when
seen as part of an overall system of fiscal arrangements.

In short, a climate of conflict and stress has developed in federal-
provincial relations, and interregional tensions are likely to emerge as
well. The three wealthiest provinces, along with Quebec, will increas-
ingly press for an additional transfer of income tax room, which will
mean both more decentralization and “disentanglement” of functions in
the federation.** Further decentralization of revenues, however, would
weaken the federal redistributive function; it would also weaken the fed-
eral ability to use its spending power in areas of provincial jurisdiction
(particularly health, education, and social welfare) when the national in-
terest is involved; and loss of dominance in the income tax fields would
impair the federal ability to conduct stabilization policy and to harmonize

)

43 See Paul A.R. Hobson, “Current Issues in Federal-Provincial Fiscal Relations,” in
Ronald L. Watts and Douglas M. Brown, eds., Canada: The State of the Federation 1993
(Kingston, Ont.: Queen’s University, Institute of Intergovernmental Relations, 1993), 175-92,
at 188.

44 Alberta, 1993 Budget, supra footnote 38, at 19.
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the income tax fields. The redistributive function is already at risk of
losing public support in the richest provinces. Apart from their bitter
resentment over federal withdrawal from the CAP, the support of those
provinces for redistributive transfers has rested fundamentally on the pres-
ervation of “national” social programs.*> Diminishing support for the
redistributive element could seriously compromise both fiscal equity and
economic efficiency.*

The exigencies of controlling large deficits and mounting debt have
strained the fiscal relations between the federal and provincial govern-
ments. Continued cuts in transfers under the federal deficit reduction
policy will intensify provincial pressure for a further transfer of income
tax room, perhaps compromising the federal redistributive role. But re-
forming EPF and the CAP will inevitably involve a reallocation of revenues
and expenditure responsibilities between the two levels of government.
Negotiations will be difficult, but reform is essential if Canada’s system
of fiscal federalism is to be sustained.

45 See Ontario, 1992 Budget, supra footnote 23, budget paper D, at 115.

46 Fiscal equity requires that individuals in equal circumstances be treated equally by
the federal fiscal system and by the fiscal system of the province in which they reside.
This means that individuals’ “net fiscal benefits”—the benefits bestowed upon them by
government expenditures less the taxes paid to finance those benefits—must be equal.
Equality of net fiscal benefits would also ensure that interprovincial migration of labour
would occur only because of wage differences; otherwise, labour would be allocated inef-
ficiently—that is, in response to differences in net fiscal benefits. For a full discussion,
see Boadway and Hobson, supra footnote 16, at chapter 1.
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