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Introduction

Jason Clemens and Niels Veldhuis

Canada is faced with a tremendous opportunity to improve and strengthen
the federation in a fundamental way. The country is enjoying a strong period
of economic performance—it is now in its fourteenth year of economic ex-
pansion—but faces a number of challenges: a deteriorating health system,
lagging productivity, over taxation, continuing conflict between federal and
provincial governments, and a marked divide between laggard provinces
and those that are prosperous.

This book provides a road map for a better Canada based on decen-
tralization, greater accountability, and a more efficient and sustainable fis-
cal framework. Unlike many other volumes that have analyzed equaliza-
tion alone, this book takes a broader view of fiscal transfers. Indeed, the
first chapter of the book outlines the various transfer programs currently in
place and the varying levels of provincial dependence on federal transfers.
In addition, the chapter examines the claims of fiscal imbalance empirically.
More importantly, it offers a solution that would see greater accountability
introduced into government through decentralization, clarified areas of re-
sponsibility, and a dramatically improved tax system.

The remaining four chapters of the book address different aspects of
the equalization debate. Chapter two deals with one that is most often ig-
nored: its legality. The legal scholar, Burton Kellock, Q.C., and Sylvia LeRoy,
Senior Policy Analyst with The Fraser Institute, investigate the legality of
equalization and the larger issue of federal spending in areas of provincial

viii
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responsibility. At a minimum, this chapter should give pause for concern
to those who begin and end all conversations considering equalization as a
constitutional imperative.

The next two chapters provide background on equalization. Chap-
ter three summarizes past research on equalization and outlines the many
problems identified in the program before 2004, when the federal govern-
ment implemented a “New Framework” for equalization that effective-
ly eliminated its rules-based nature. In addition, a number of side agree-
ments were subsequently signed with provinces that further under-mined
the rules-based foundation of equalization. The most notable of these side
agreements was the Offshore Atlantic Agreement 2005 with Newfoundland
and Labrador. The problems with the pre-2004 equalization program de-
scribed in this chapter are critical given that many experts lean towards re-
establishing equalization as a rules-based program.

Chapter four summarizes a series of studies that have recommended
reforms to equalization. It is meant to provide the reader with an overview
of the issues currently being debated, the options for reform available, and
the areas in which consensus has emerged. The chapter examines in depth
the recent report by the federal government’s Expert Panel on Equalization
and Territorial Formula Financing, Achieving a National Purpose: Putting
Equalization Back on Track, as well as Reconciling the Irreconcilable: Ad-
dressing Canada’s Fiscal Imbalance, a study published by the Council of
the Federation (provinces). It also considers studies and reports by some
of Canada’s leading economists and public-policy analysts on the issue of
equalization reform.

The final chapter of the book is by noted writer and economist Fred
McMahon, Director of Globalization and Trade at The Fraser Institute, and
Jason Clemens. Mr. McMahon is the author of numerous research articles
and several books on the general topic of fiscal transfers, including Look-
ing the Gift Horse in the Mouth: The Impact of Federal Transfers on Atlantic
Canada, which won the Sir Antony Fisher International Memorial Award
for advancing public-policy debate, Road to Growth: How Lagging Econo-
mies Become Prosperous, and Retreat from Growth: Atlantic Canada and
the Negative Sum Economy. Chapter five outlines a series of principles and
specific reforms that the authors argue will improve equalization compared
to its pre-2004 status quo.

Together, these chapters form a powerful vision by some of Canada’s
leading economists and scholars of a more sustainable and productive Cana-
dian federation based on improved government accountability, more efficient
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social programs, and a more efficient and competitive tax system. It is our
sincerest hope that this volume will not only stimulate debate and discussion
about the various topics covered but that it will provide specific direction for
reforms over the next year.

One topic that is not discussed in this book, but which we hope will
emerge as an issue, is the very existence of equalization. The chapters in this
book were purposefully designed to provide guidance towards incremen-
tal improvements in the equalization program, improvements that Canada
currently has the opportunity to make. However, considering improvements
should not prevent the more fundamental discussion of whether the equal-
ization program, even when improved, provides a net benefit to either the
country as a whole or individual provinces. We hope that there will emerge
a rational debate, founded on empirical evidence, about the efficacy of con-
tinuing even an improved equalization program.
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Chapter1

Fiscal balance, the GST,
and decentralization

Jason Clemens, Niels Veldhuis, and Milagros Palacios

Introduction

-

The debate over the fiscal balance between the provinces and Ottawa is as old
as the country itself. Over the last decade however, this debate has taken on
heightened interest as Ottawa enjoyed increasing surpluses while the prov-
inces generally struggled to provide the bulk of government programs while
balancing their financial books. In addition, the last decade or so has seen the
federal government increasingly active in areas of sole provincial responsibil-
ity. As such, there is increasing recognition of the need for a rebalancing of the
Canadian federation. There is also a simultaneous realization of the need for a
better tax system in Canada that will promote and encourage diligence, sav-
ings, investment, and entrepreneurship. Canada enjoys an historic opportu-
nity today to concurrently rebalance the federation, improve the country’s tax
system, and inject much needed accountability into government programs.*

One of the problems with both past and present debate and research on the fiscal imbal-
ance is that they tend to discuss the federal government’s largest transfers to the provinces,
equalization and social transfers, in isolation from one another. This oversight often leads

the authors to underestimate the effect of fiscal transfers from the federal government to
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The first section of this publication provides an overview of cash trans-
fers from Ottawa to the provinces along with an analysis of the level of pro-
vincial dependence on federal cash transfers. The second section outlines the
need for rebalancing within the federation based on greater accountability.
The final section gives the recommendations for reform.

1 Components of fiscal cash transfers

In 2005/06, the federal government provided a total of $42.3 billion in cash
to the provinces and territories.” This represents a little over 17.0% of the
revenues raised independently by the provinces.

Figure 1.1 illustrates the composition of federal cash transfers. The
Canada Health Transfer (CHT), which stood at $20.3 billion in 2005/06, rep-
resents nearly half (48.1%) of total federal government’s cash transfers to the
provinces. The next largest transfer is Equalization, which totalled $10.9 bil-
lion and represented a little over one-quarter (25.8%) of all cash transfers.?
The Canada Social Transfer (CST) was the third largest envelope of federal
cash transfers at $8.4 billion (2005/06). The CST is intended to aid provincial
spending on post-secondary education and social assistance broadly defined.
There are several other transfer programs but these three—Canada Health
Transfer, Equalization, and the Canada Social Transfer—constitute the over-
whelming majority (93.8%) of fiscal cash transfers to the provinces from the
federal government.

the provinces. This study is part of a larger project that will examine the issue of fiscal flows

and balance within Canada more extensively.

2 This figure does not include tax-point transfers, which totaled $19.3 billion in 2005/06. In addi-
tion to the cash transfers it provided to the provinces, the federal government also gave $12.0
billion under the Canada Health Transfer (CHT) and $7.3 billion under the Canada Social Trans-
fer (CST) as tax-point transfers. The federal government defines a “tax transfer” as “the federal
government ceding some of its ‘tax room’ to provincial governments. Specifically, a tax transfer
occurs when the federal government reduces its tax rates to allow provinces to raise their tax
rates by an equivalent amount. With a tax transfer, the changes in federal and provincial tax rates
offset one another and there is no net financial impact on the taxpayer. Tax transfers represent
a growing source of revenue for provinces since they increase in value over time with growth in
the economy” <http://www.fin.gc.ca/gloss/gloss-t_e.html#tax_transfer>. For further informa-
tion, please see the website of the federal Finance Department, <www.fin.gc.ca/fin-eng.html>.

3 Notall provinces receive equalization payments though all receive the Canada Health Trans-
fer (CHT) and the Canada Social Transfer (CST).
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Figure 1.1: Components of federal cash transfers (2005/06)

Canada Health Transfer (CHT) 48.1%

Canada Social Transfer (CST) 19.9%

Territorial Formula Financing 4.7% _—
Wait Times 1.5%

Equalization 25.8%

Source: Canada, Department of Finance, 2006b and 2006c.

Varying levels of provincial dependence
Some provinces rely on federal transfers more than others. Obviously the
greater the percentage of a province’s revenues is made up of federal trans-
fers, the greater their dependence on federal transfers. Table 1.1 shows the
percentage of each province’s total revenue provided by federal cash transfers
in 2005/06 and, thus, the degree of provincial dependence upon transfers.
The percentage of provincial revenues provided by federal transfers
varies from a low of 10.4% in Alberta to a high of 58.7% in Newfoundland
and Labrador.* The high level of dependence on federal cash transfers in
Newfoundland and Labrador, even among those provinces that are highly
dependent, is largely due to the effects of the Atlantic Offshore agreement,
which is a one-time occurrence. In 2004/05, Newfoundland and Labrador’s

4 There are a variety of reasons for the differing provincial levels of dependence on federal
transfers. For example, provinces that are deemed to be eligible for equalization will obvi-
ously receive monies while those provinces deemed to be contributors are not eligible for
payments. Related to the issue of equalization is the distribution of income across the coun-
try. Provinces that have higher income levels, on average, are able to collect more revenues
compared to provinces with lower incomes, ceteris paribus. Yet another possible explanation
is access to different types of revenues. Provinces in western Canada, for example, are cur-
rently enjoying strong revenue growth in part because of their ability to capitalize on their

natural resource endowments and strong commodity prices for those resources.
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Table 1.1: Total Federal Government Transfers to the Provinces (2005/06)*

BC AB SK MB ON Qc NB NS PE NL?

Total own-source revenues (in $ millions)
28,333 32,260 7,586 6,950 73,393 57,354 4177 4,985 746 2,902

Total transfers from the federal government (in $ millions)
5,737 3,736 1,655 3,009 13,417 11,957 2,329 3,258 451 4,125

Total revenues (in $ millions)
34,070 35,997 9,241 9959 86,811 69,311 6,507 8,243 1,196 7,027

Total transfers as a percentage of total provincial revenues
16.8% 104% 179% 302% 155% 173% 358% 395% 37.7% 58.7%

Own-source revenues as a percentage of total provincial revenues
83.2% 89.6% 82.1% 69.8% 845% 82.7% 642% 60.5% 624% 41.3%

Note 1: The data contained in this table relies on FMS provincial and territorial general govern-

ment revenues and expenditures.

Note 2: There is a significant difference in the transfers from the federal government to Newfound-
land from 2004/05 to 2005/06. The year-to-year difference in transfer revenues for Newfoundland
from 2004/05 to 2005/06 can be attributed mainly to revenues related to the federal/provincial At-
lantic offshore agreement, which was signed by the province in 2005. According to this agreement,
the Government of Canada will provide the Government of Newfoundland and Labrador a payment
of $2.0 billion. In 2004/05, the total federal transfers as a percentage of total provincial revenues in

Newfoundland were 40.1%, markedly below the 58.7% recorded in 2005/06.

Source: Statistics Canada, Public Institutions Division, Financial Management System (FMS),

2006; calculations by the authors.

receipt of federal cash transfers constituted 40.1% of total revenues. However,
even at this reduced rate Newfoundland and Labrador still has the highest
level of reliance on federal cash transfers of any province.

In all, there are five provinces that have a relatively high reliance on the
federal government for revenues: Newfoundland and Labrador, 58.7% (40.1%
in 2004/05); Nova Scotia, 39.5%;> Prince Edward Island, 37.7%; New Brunswick,
35.8%; and Manitoba, 30.2%.

The remaining five provinces rely comparatively less on federal govern-
ment transfers and more on their own sources of revenues. However, federal
cash transfers to these five provinces still range from 10.4% in Alberta to 17.9%

5 Nova Scotia also had an Atlantic Offshore agreement with the federal government that exempt-
ed offshore oil and gas revenues from equalization claw-backs; however, it had less impact on

Nova Scotia’s total provincial revenues than it did on those of Newfoundland and Labrador.
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in Saskatchewan. In other words, even the provinces that have relatively lower
dependence upon the federal government receive between 1 and 2 dollars out
of every 10 from Ottawa.

Not just government-to-government transfers:

Redistribution through Employment Insurance
While outside the scope of this study, there are more than just government-to-
government transfers affecting the provincial economies. For example, there
is a strong redistributive component in the country’s Employment Insurance
(EI) program. Table 1.2 shows, by province, the value and percentage of con-
tributions collected from, and benefits disbursed to, individuals for 2003, the
latest year for which comparable data are available.

Table 1.2: Employment Insurance (El) contributions and benefits (s millions) (2003)*

Federal BC AB SK MB ON QC NB NS PE NL
(total)

Total El Contributions
18,513 2,222 2,063 498 641 7,490 4,296 397 493 70 233

Share of Total Provincial Contributions
12.0% 11.1% 2.7% 3.5% 405% 23.2% 2.1% 2.7% 0.4% 1.3%

Regular El Benefits
8,769 1,041 558 191 210 2,326 2,789 517 435 119 540

Other El Benefits®
4,430 536 425 110 153 1,578 1,027 149 166 57 212

Total El Benefits
13,199 1,577 982 301 363 3,904 3,816 667 601 175 752

Share of Total El Benefits
11.9% 7.4% 2.3% 27% 29.6% 28.9% 5.1% 4.6% 1.3% 5.7%

Difference in Dollars
645 1,081 197 278 3,586 480 (270) (108) (105) (519)

Difference in Percentage
01% 37% 04% 07% 109% -57% -29% -19% -1.0% -4.4%

Note 1: 2004/05 EI benefits data is available, but the latest information available regarding contri-

butions is 2003.

Note 2: Takes into account benefits payments under fishing, special (sickness, maternity, parental,
compassionate), employment (section 25 of the Employment Insurance Act) and Work Sharing ben-

efits. Dollar figures encompass Family Supplement top-ups paid.

Source: Canada, Human Resources and Skills Development, 2006; calculations by the authors.
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Individuals in the three traditional wealthy (“have”) provinces of Brit-
ish Columbia, Alberta, and Ontario along with Saskatchewan, Manitoba,
and Quebec are aggregate net contributors to the EI program. That is, the
federal government collects more revenues from workers (in total) from
these provinces than it pays in benefits. On the other hand, the four Atlantic
provinces all receive more benefits than the revenues collected.’

The Employment Insurance program is, therefore, an example of
a federal program that transfers income to individuals but still acts to
transfer income from a group of net contributing provinces to net re-
cipient provinces. Such a redistributive program has important economic
effects on both the individual recipients and the provinces that are net
beneficiaries.”

Conclusion

In the most recent fiscal year (2005/06), the federal government provided the
provinces with $42.3 billion in cash transfers, which represented a little over
17.0% of the revenues raised independently by the provinces. The percent-
age of provincial revenues provided by federal transfers varies from a low
of 10.4% in Alberta to a high of 58.7% in Newfoundland and Labrador. The
four Atlantic Canadian provinces along with Manitoba have relatively high
levels of dependence on federal cash transfers (30.2$ to 58.7%) compared to
their total revenues. However, even the remaining five provinces that rely
comparatively less on federal government transfers still receive material
amounts of their total revenues from the federal government (10.4% to 17.9%).
In other words, even the provinces that have relatively lower dependence
upon the federal government receive between 1 and 2 dollars out of every
10 from Ottawa.

6 Another way in which to examine the mix of revenues collected and benefits paid is by look-
ing at the percentages of each. Again British Columbia, Alberta, and Ontario, the three tra-
ditional “have” provinces, along with the Prairie provinces of Manitoba and Saskatchewan
contribute more proportionately than they receive in aggregate EI benefits. On the other
hand, Quebec and the four Atlantic provinces all contribute less proportionately than they

receive in aggregate EI benefits.

7 For a detailed analysis on the effects of (un)employment insurance, please see Grubel and
Walker, 1978. For additional information, please see Kuhn and Riddell, 2006; Scarpetta, 1996;
Christofides and McKenna, 1996; and Corak, 1993.
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2 Rebalancing the federation

Much has been made over the last few years of “fiscal imbalance.” Although

this term has multiple meanings, most of the discussion has surrounded the

large surpluses enjoyed by Ottawa at the same time that many provinces were

struggling to finance programs such as health and education.® There are two

core issues in the debate regarding fiscal imbalance: empirical evidence of its

existence, and accountability. The first issue is simply whether or not there is

an imbalance between the revenues and spending responsibilities of the fed-
eral and provincial governments. The second issue is whether or not the sepa-
ration of revenue raising and program provision reduces accountability.

Is there a fiscal imbalance?

Figure 1.2 illustrates the nominal net fiscal balance (surplus or deficit) for

the federal government and all of the provincial and territorial governments

(consolidated) between 1990/91 and 2005/06.” The federal government begins

the period with an enormous deficit of $32.4 billion while the provinces had a

much lower, collective deficit of $7.6 billion. In 1997/98, however, the federal

government began operating in surplus while the provinces were still col-
lectively struggling to balance their fiscal affairs. Specifically, in 1997/98, the

federal government recorded a surplus of $4.5 billion while the provinces had

a collective deficit of $3.3 billion.

The provinces have collectively turned the fiscal corner and are now
recording aggregate surpluses. In fact, Canada as a whole is experiencing
quite strong fiscal performance: Statistics Canada recently reported that in
2005/06 all governments in Canada (federal, provincial, and local) record-
ed the second largest surplus ($26.0 billion) in the last 20 years (Statistics
Canada, 2006).*°

The federal government outlined these problems in its Budget Plan 2006 (Canada, Dep’t of
Finance, 2006a) as well as the supplementary document, Restoring Fiscal Balance in Canada:

Focusing on Priorities (Canada, Dep't of Finance, 2006d).

Please note that the data used throughout this section is based on Statistics Canada’s Finan-
cial Management System (FMS) and will, therefore, deviate from the budget and public ac-

counts data in certain circumstances.

The size of the fiscal difference between the federal and provincial governments is best under-
stood by comparing the aggregate fiscal balances of each since 1997/98. The federal govern-
ment has experienced a cumulative surplus of $53.3 billion since 1997/98 while the provinces

have incurred a cumulative deficit of $14.0 billion.
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Figure 1.2: Federal and provincial fiscal balances (1990/91-2005/06)

Nominal value of surplus or deficit ($ millions)
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Source: Statistics Canada, Public Institutions Division, Financial Management System 1999-2006.

Comparing revenue and spending

One of the myths of the fiscal imbalance is that the provincial governments
are not collecting enough revenues. Figure 1.3 illustrates the growth of in-
flation-adjusted (real) federal and provincial revenues between 1990/91 and
2005/06. Two series are presented for the provinces: total revenues and total
own-source revenues. The more relevant statistic is own-source revenues,
which exclude transfers from the federal government.

The federal government and the provinces begin the period with essen-
tially the same amount of inflation-adjusted revenues: $172.6 billion (federal)
compared to $172.1 billion (provinces). By 2005/06, cumulative own-source
revenues for the provinces outweigh the revenues of the federal government
by $20.7 billion. Real revenues for the federal government have grown, on av-
erage, 1.8% over the period while real own-source revenues for the provinces
have grown at 2.5%. It is, therefore, quite difficult to argue that the provinces
have lacked revenues compared to the federal government when discussing
the fiscal imbalance.

Much more telling and explanative of the current fiscal imbalance is
the relative spending of the two levels of government as depicted in Figure 1.4,
which illustrates inflation-adjusted spending by the federal and provincial
governments between 1990/91 and 2005/06. In real terms, the federal govern-
ment is spending slightly less in 2005/06 than it did in 1990/91. The provinces,
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Figure 1.3: Federal and provincial real revenues (1990/91-2005/06)
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calculations by the authors.

Figure 1.4: Federal and provincial real spending (1990/91-2005/06)

350,000 [ = -
300,000

250,000

200,000 F === = - mm o g o ——— -

150,000 | == === === = === mm e

100,000 | == === === == == mm e

Real spending (2005$ millions)

— Provincial: total expenditures
50,000 | -------------- -

Federal: total expenditures

0

1990/91 1995/96 2000/01 2005/06

Source: Statistics Canada, Public Institutions Division, Financial Management System 1999-2006;
calculations by the authors.



12 Beyond Equalization

on the other hand, are spending over $72.6 billion more (a growth of 32.8%) in
2005/06 in inflation-adjusted terms than they were in 1990/91. The provinces
spent $4.9 billion more than the federal government in 1990/91; this differ-
ence has increased to over $83.2 billion in 2005/06.

It is quite clear that one of the driving forces behind the current fiscal im-
balance is the difference in spending growth over the last decade and a half. Part
of the explanation for these differences is the rather large increases in spending
on health, education, and social assistance by the provincial governments.

Of equal importance, however, and critical to the debate on fiscal im-
balance, is the nature of federal spending. Figure 1.5 depicts growth in a se-
lected number of federal spending categories between 1990/91 and 2005/06.
The figures are presented as a percentage of total program spending rather
than total spending to reflect the dramatic changes in debt-service costs at
the federal level.*!

Between 1990/91 and 2005/06, a number of key areas of federal re-
sponsibility such as the protection of people and property (including national
defence) and transportation and communication infrastructure have all de-
clined as a percentage of total federal program spending. Other areas, such as
foreign affairs, have essentially stagnated. This has occurred while the federal
government dramatically increased its funding of provincial areas of respon-
sibility such as health, education, and social assistance through its transfer
programs (CHT and CST) as well as a number of direct spending programs.

Figure 1.6 illustrates the inflation-adjusted spending in three key fed-
eral areas of responsibility (protection of persons and property, national de-
fence, and transportation and communications) over the same time period.
The trend line for both national defence and transportation and communica-
tions is decidedly negative while real expenditures on the protection of people
and their property is essentially flat. These trends exist within a framework
that has seen federal spending on provincial areas of responsibility such as
healthcare and education increase markedly.

Conclusion
Both the federal and provincial governments have experienced strong revenue
growth over the period examined. The provincial governments, however, have
had much larger spending increases, in part due to pressures in three of the

11 The federal government has enjoyed a marked decline in the dollar cost and percentage of
spending allocated to debt servicing costs. Debt servicing costs peaked in 1996/97 at $44.9
billion, 27.1% of total expenditures. They have since declined to $32.0 billion in 2005/06, 15.2%

of total expenditures.
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Figure 1.5: Selected areas of federal spending as a percentage
of total program spending (1990/91 and 2005/06)
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dedicated transfers.

Figure 1.6: Selected areas of federal spending (1990/91-2005/06)
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largest programs provided by the provinces: health, education, and social
assistance. This can be best seen by the stable and indeed rising surpluses
of the federal government compared to much tighter fiscal balances for the
provinces in a period when provincial revenue growth was stronger than the
federal government. In addition, it is critical to note the changing nature of
federal spending as outlined above. Over the course of the period examined,
the federal government tended to neglect core areas of federal responsibility
while increasingly involving itself in provincial areas of responsibility.

Accountability: A critical component of reform

12

13

Those who believe that the “fiscal imbalance” is a serious problem that must be
addressed commonly propose that the federal government increase its transfer
payments to the provinces, particularly, the Canada Health Transfer (CHT)
and the Canada Social Transfer (CST).** Simply increasing the CHT and CST
would, however, retain the federal government’s role in these provincial areas
of responsibility. The recent federal document Restoring Fiscal Balance in
Canada clearly acknowledged that K-12 education, health, municipalities, so-
cial assistance, and social services were exclusive areas of provincial jurisdic-
tion (Canada, Dep’t of Finance, 2006d: 20). This is an important recognition
by the federal government and offers a genuine opportunity for reform.

A key principle to be applied in evaluating reform should be accountabil-
ity. That is, how transparent and understandable is both the financing and pro-
vision of services. Currently, both the federal and provincial governments col-
lect revenues to support these programs. The federal government then transfers
monies to the provinces to assist in financing the provision of these programs,
often with conditions. The provinces then directly provide the programs.

A far more accountable system is to remove the federal government
from this activity in order to have one level of government responsible for
both the raising of revenues (taxes) and the provision of programs and servic-
es. This improves accountability since there is no longer confusion or ambigu-
ity about responsibilities. The provinces would be required to raise necessary
revenues and then provide high-value services.'*> An additional benefit would
be that the provinces would be freer to experiment in how best to provide the

The high-profile expert panel appointed by the Council of the Federation—a provincial body—
recommended large-scale increases in both equalization as well as the CHT/CST. See Council

of the Federation, 2006.

Please note that “provide” does not necessary mean provision of services by the public sector.
Rather, it refers to a general provision through financing, regulating, contracting, or direct

provision of goods and services to citizens.
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goods and services demanded by their citizens than is currently the case due
to conditions imposed by the federal government. Welfare and K-12 education
are two excellent examples of areas that benefit from provincial autonomy
and experimentation.**

3 A plan to decentralize by making greater use of the GST

A plan for genuine decentralization, unlike the calls to increase federal trans-
fers to the provinces, requires that the federal government reduce its taxes so
that provinces can simultaneously increase theirs, with no net tax increase.
Such a reform means that provinces raise more of their revenues from their
own sources and rely less on the federal government for transfers. A critical
decision is what type of taxes the federal government should reduce and what
types of taxes the provinces should increase.

Changing the tax mix

14

15

There is widespread agreement amongst economists that the reductions in
consumption taxes, such as the GST are the least productive tax cuts available
(Veldhuis and Clemens, 2006). Indeed, a recent study by the federal Depart-
ment of Finance (Baylor and Beausejour, 2004) confirm the small benefits
garnered from a cut in consumption taxes such as the GST compared with
other types of tax relief. Figure 1.7 gives estimates of “welfare gains” or ben-
efits from different types of tax cuts.

Baylor and Beausejour estimated the benefits of a $1 reduction in con-
sumption taxes such as the GST at $0.10."° This compares poorly with the
level of benefits available from the same size of tax cut ($1) but in different
forms. For example, reductions in personal income taxes generated benefits
of $0.30. The tax relief that generated the largest benefits were those that re-
duced taxes on capital: capital cost allowance or more commonly depreciation
allowances ($1.40), sales taxes on capital goods or business inputs ($1.30), and
corporate capital taxes ($0.90).

For more on welfare and K-12 education reform, please see Faguet and Sanchez, 2006; Har-
ris and Manning, 2005b; Hepburn and Robson, 2002; Schafer et al., 2001; Hepburn, 2001;

Richards and Poschmann, 2000; Karlsen, 1999; Richards, 1997; and Boessenkool, 1997.

Benefits of different types of tax cuts were calculated by assuming that any revenue loss was
offset by a non-distortionary “lump-sum” tax increase. In other words, tax changes are rev-
enue neutral. The lump-sum tax does not distort individual and firm behaviour by altering

the incentives to work, save, invest, or undertake risk.
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Figure 1.7: Estimated welfare gains from various tax reductions’
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Note 1: Revenue loss is assumed to be recovered through “lump-sum” taxation. Welfare gains are

calculated as the gain in economic well-being per dollar of tax reduction.

Note 2: The estimate for an increase in capital cost allowances (CCA) is for new capital only. Increasing

CCA is not a tax reduction per se but rather an increase in a deduction against corporate income taxes.

Source: Baylor and Beausejour, 2004.

The benefits of different types of tax cuts are based on incentive effects.
For instance, personal income tax and capital-based taxes influence the deci-
sion of individuals to work, save, invest, and undertake entrepreneurial activi-
ties. A reduction in this kind of taxes, therefore, encourages these activities.'®
On the other hand, reductions in consumption taxes such as the GST make
current consumption less expensive and, thus, do not improve the incentives
to save and invest. It is these pronounced differences in incentives that result
in large differences in the benefits provided by different tax cuts.

International competitiveness must also be considered as a reason
to move towards greater use of consumption taxes. Canada is already one

16 Foracomprehensive review of the literature on taxes and incentives, please see Clemens and

Veldhuis, 2005.



Fiscal Balance, the GST, and Decentralization 17

of the heaviest users among developed countries of income and profit tax-
es, two of the more distortionary and, thus, costly types of taxes. In fact,
Canada had the fourth highest reliance on these types of taxes in 2003, the
latest year for which data is available.!” A reduction in the GST means that
Canada will actually rely proportionately more on profit and income taxes
and less on consumption taxes. This will push Canada even further out on
the fringes of the other OECD countries in terms of the structure of our
tax burden.

Rebalancing Canada by making
greater use of the GST

There are clearly benefits to using consumption taxes like the GST relatively
more and using the more distortionary, high-cost taxes, such as capital-based
taxes, less. The challenge is how Canada as a federation can use the GST
more when the federal government has just implemented a reduction in the
tax and has committed itself to an additional reduction over the next four
years. The confluence of the federal government’s decision to reduce the
GST, the need for decentralization, and the advisability of greater reliance
on consumption taxes offers the country a unique opportunity to achieve
all three simultaneously.

A 3-step plan for reform*®

Step 1: Eliminate transfers

17

18

19

The first step is for the federal government to eliminate the Canada Health
Transfer ($22.5 billion in 2007/08) and the Canada Social Transfer ($8.8 bil-
lion in 2007/08) (Canada, Dep't of Finance, 2006d: 136)."° The elimination of
these two transfer programs, which support provinces in providing services
in provincial areas of responsibility would result in a decrease in federal
spending of $31.3 billion in 2007/08.

For further information and the specific data, please see Veldhuis and Clemens, 2006: 19.

There are a number of similarities between the proposal contained in this chapter for re-bal-
ancing the federation, installing more accountability in government, and improving the tax
system and those in a study by Boothe and Hermanutz (1999) and, more recently, in a study

by Professors Smart and Bird (2006).

The Canada Strong and Free series by former Ontario Premier Mike Harris and former
Leader of the Opposition Preston Manning have called for such a change for nearly two
years. The three-volume series on this issue offers a wealth of reasoning and explanation as
to the benefits of such a change.
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Step 2:

Step 3:

20

21

Reduce federal taxes
The second step is to concurrently reduce federal taxes. The tax reduction
should aim (1) to allow provinces to increase their own taxes as needed to
compensate for the loss of CHT and CST transfers, and (2) to improve the
country’s tax system by increasing its efficiency and competitiveness through
greater reliance on consumption taxes.

As discussed, part of that reduction in federal taxes would be needed
to accommodate the additional reduction of 1-percentage point in the GST
that the federal government has already committed itself to.”® The approxi-
mate cost of the additional reduction in the GST is $5.2 billion (Canada, Dep’t
of Finance, 2006a: 65). Total federal spending on the CHT/CST program is
forecast to reach $31.3 billion for 2007/08. The elimination of the CHT and
CST could finance the entirety of the GST tax reduction (1 percentage point)
plus an additional $26.1 billion in federal tax relief in 2007/08 alone.

This would allow for large-scale reductions in personal income taxes
as well as business taxes, which would improve the efficiency of the tax sys-
tem, its competitiveness, and the incentives for productive behaviour such
as diligence, savings, investment, and entrepreneurship.**

Increase provincial taxes

The final step is for the provinces to increase their own taxes to compen-
sate for the loss of revenues from the elimination of the CHT and CST cash
transfers. The provinces should increase, or adopt, the least costly (most
efficient) tax available, which is a GST-based provincial sales tax. At this
time, only four provinces (Quebec, New Brunswick, Nova Scotia, and New-
foundland and Labrador) have GST-type sales taxes. Five provinces have
an independent provincial sales tax (PST) and Alberta has no provincial
sales tax at all.

The provincial GST rates would have to be sufficient to raise the
amount of revenue lost from the elimination of the CHT and CST. Table 1.3
contains CHT and CST cash transfer values by province for 2005/06. Using

In an ideal world, the already implemented GST reduction from 7% to 6% would be undone
and the planned additional reduction of 1-percentage point foregone in order to allow for even
more aggressive reductions in personal income taxes and business taxes. For the purposes
of this study, however, we have assumed as given the already implemented GST reduction as

well as the planned additional reduction.

For a discussion of prioritized tax relief, please see Veldhuis and Clemens, 2006; Caranci and
Drummond, 2005; Chen and Mintz, 2004; Kesselman, 2004; Gentry and Hubbard, 2000; and

Mintz and Wilson, 2000.
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Table 1.3: CHT and CST cash transfers to the provinces (2005/06) (smillions)

Federal BC AB SK MB ON QC NB NS PE NL
(Total) [1]

Canada Health Transfer [2]
20,310 2,805 1,776 698 777 7,624 5013 497 619 91 341

Canada Social Transfer [2]

8415 1,188 682 303 329 3,105 2,122 210 262 39 144

Wait Times Reduction [3]

625 82 63 19 23 243 147 15 18 3 10

Total CHT/CST Cash Transfers
29,350 4,075 2,521 1,020 1,129 7,282 722 899 133 495

Note 1: Transfers to the Territories are included in the federal total but not delineated.

Note 2: This table only includes cash transfers for the CHT and CST; there are also tax point transfers.

Note 3: The Wait Times Reduction transfer is not an ongoing program and is unique to 2004/05

and 2005/06.

Source: Canada, Department of Finance, 2006c.
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the Social Policy Simulation Demonstration Model (SPSD/M), a tax model

from Statistics Canada, we calculated estimates of provincial GST rates re-
quired to compensate the provinces for the elimination of the CHT and

CST.** The GST rates required to replace the revenues received from federal

CHT and CST payments ranged from a low of 4.2% in Alberta to a little over

7.1% in Newfoundland and Labrador (Table 1.4).>* The non-weighted average

for the ten provinces is 6.4%.*

The assumptions and calculations underlying the simulation results were prepared by the

authors and the responsibility for the use and interpretation of these data is entirely theirs.

Note that it is possible that provinces would not have to replace the entirety of the monies
lost through the elimination of the CHT and CST payments due to the increased flexibility
and autonomy accorded them in the design and delivery of the underlying social programs.
Note also that these calculations do not consider enhancement of the existing GST tax credit,
which mitigates the effect of the GST on lower-income families by providing direct payments.
It is certainly possible that some, if not all, of the provinces would enhance existing credits

or implement new programs to further mitigate the effects of a higher GST.

If a standard provincial GST rate (estimated to be 6.4%) were implemented, there would be
some provinces (Ontario, Alberta, and British Columbia) that would raise more money than
required to cover the loss of revenues emanating from the elimination of the CHT and CST

cash transfers. Alternatively, there would also be provinces (the remaining seven) that would
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Table 1.4: Expected provincial GST rates required to compensate
for the loss of CHT and CST revenues

Provincial Provincial

GST Rate GST Rate
British Columbia 6.0% Quebec 6.4%
Alberta 4.2% New Brunswick 7.0%
Saskatchewan 7.0% Nova Scotia 6.7%
Manitoba 6.9% Prince Edward Island 6.7%
Ontario 5.6% Newfoundland 7.1%

Note: The rates included in this table are in addition to the existing provincial sales tax rates.

Sources: Statistics Canada, Socio-economic Analysis and Modeling Division, 2006; calculations by

the authors.

Convert PST to GST (Harmonization)

There is another issue arising from the implementation of GST-based sales
taxes in the provinces. To date, only three of the four provinces that have
GST-type sales taxes (New Brunswick, Nova Scotia, and Newfoundland and
Labrador) have harmonized their systems with the federal GST. Quebec’s GST-
based system is independent of the federal GST (Treff and Perry, 2006: 58).
Those provinces with independent provincial sales taxes (PST) should convert
these to a GST similar to the federal GST as part of this reform process.

There are a number of reasons that harmonization makes economic
sense. One, it reduces compliance costs for businesses and individuals that
must file sales taxes since they would need to report only one tax. Two, it
restructures the provincial sales taxes to exclude business inputs, which is a
major flaw in the current tax system.?

Major benefits for Canadians

25

The proposal to eliminate the federal CHT and CST coupled with reductions
in federal taxes and increases in provincial taxes would yield a number of

raise insufficient revenues from a standardized GST to cover the revenue loss; they would be
in a deficit. Some experts have recommended that this surplus-and-deficit situation result-
ing from a standardized provincial GST rate be dealt with under the auspices of equalization

(Harris and Manning, 20053, 2005b, and 2006).

The federal government outlined possible reform strategies in Towards Replacing the Goods

and Services Tax (Canada, Dep'’t of Finance, 1996).
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benefits. First, and perhaps most importantly, it would re-establish clearer
lines of accountability and responsibility for critical areas such as health,
education, and social assistance broadly defined. Second, it would markedly
improve the country’s tax system by increasing our reliance on efficient, low-
cost, consumption taxes while reducing our use of less efficient, more costly,
capital-based taxes. Third, it would reduce costs for businesses and individu-
als that file sales taxes since the number of reporting and administrative
requirements would be cut in half. This proposal is a watershed rebalancing
and improvement in the functioning of the Canadian federation.
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Chapter 2

Questioning the legality of equalization

Burton H. Kellock, Q.C. and Sylvia LeRoy

Introduction

The inclusion of a commitment to equalization in the Constitution Act, 1982
has led politicians, lawyers, economists, and citizens alike to assume that a
federal program transferring money from all Canadian citizens to the gov-
ernments of some “have not” provinces is a constitutional imperative. This
assumption has been used both to justify the redistributive system and to op-
pose any changes that might limit the amount of the transfers made through
the federal program. Before the costs (now nearly $11 billion per year) and
benefits of equalization are considered, the basic legal arguments that have
supported the program deserve careful scrutiny.

This study uncovers two seldom-discussed problems. First, there is
consensus that Canada’s constitutional commitment to equalization cannot
be enforced by a court of law. Insofar as the commitment is a vague expres-
sion of political goals, the action that governments must take to fulfill it is
open to debate. Second, this debate over the specific requirements of the
Constitution’s equalization commitment ignores a more fundamental issue:
equalization uses federal revenues to fund spending in areas of provincial
jurisdiction. As a result, its legality cannot be resolved without considering
the larger question of the federal government’s spending power.

25
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Section one of this chapter examines the narrow question of equaliza-
tion as it is included in section 36 of the Constitution Act, 1982, reviewing
both published scholarly opinion and the original intentions of the Consti-
tution’s drafters. Section two addresses the broader question of the federal
spending power in the light of the division of legislative powers between the
federal and provincial governments enshrined in Canada’s founding Con-
stitution, the British North America Act, 1867 (BNA Act). This division of
powers, reinforced by early decisions of Canada’s highest courts of appeal,
poses a direct challenge to both the federal spending power and Canada’s

equalization program.

1 Equalization in the Constitution

=Y

A basic assumption is made, even by those who oppose equalization, that
such payments are required under the Canadian Constitution and, accord-
ingly, that any attempt to limit or suspend these payments can be prevented
by a court of law. This assumption is based on the inclusion of a section in
the Constitution Act, 1982 pertaining to “equalization and regional dispari-
ties.” Specifically, section 36(2) states: “Parliament and the government of
Canada are committed to the principle of making equalization payments
to ensure that provincial governments have sufficient revenues to provide
reasonably comparable levels of public services at reasonably comparable
levels of taxation.”

It is clear that the target recipients of the payments are provincial gov-
ernments rather than individual citizens. The stated aim of equalization is
to give governments resources (i.e. revenues) to spend on providing “compa-
rable levels of public services,” presumably services such as health care and
education as distinct from individual income assistance. How these govern-
ment-to-government transfer payments are to be made, or these services
provided, is not specified. Insofar as these services are provided universally,
this leaves open the possibility that income may be taxed from poor citizens
in rich provinces to pay for services benefiting rich citizens in poor provinces
(Hogg, 2000: ch. 6.6, 155; Usher, 1995; Poschmann, 1998)."

To confuse the issue further, section 36(2) is riddled with non-specific
terms. For instance, Parliament and the government of Canada are committed

For example, Poschmann (1998) found that an Alberta family with an income of $30,000—
$40,000 contributed 9% to federal programs in 1997 but a Newfoundland family earning over

$100,000 received benefits equivalent to 1.2% of their income.
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to the “principle,” not the practice, of making equalization payments, and no

threshold is provided to clarify what level of services or taxation is consid-
ered either “reasonable” or “comparable.” The ambiguity of these terms raises

questions as to their legal significance and invites competing interpretations

of their practical application.

Scholarly consensus: Equalization is non-justiciable

Scholars considering the question have concluded that the equalization pro-
visions lack the clear legal language needed for judicial review” or enforce-
ment. As University of Alberta law professor, Dale Gibson, has observed: “...
it could be contended that because s. 36(2) contains no reference to legislative
jurisdiction, and employs soft terms like “committed” and “principle” rather
than power-granting expressions like “may make laws,” it was not intended
to have any direct legal effect” (Gibson, 1996). The ambiguity of these terms
has contributed to a consensus amongst academics that “the constitutional
obligation to make adequate equalization payments to the poorer provinces
is probably too vague, and too political, to be justiciable” (Hogg, 2000: ch. 6.6,
156; see also Brown, 2002: 116; Milne, 1998: 176; Sossin, 1998).> The implica-
tion of the ambiguity in section 36(2) is considerable: it means that a court
cannot legitimately decide that section 36(2) imposes any definite or specific
obligations on either the federal government or the provinces.

While ambiguity in constitutional law or language has not always dis-
suaded Courts from venturing their opinion, such judicial interventions on
matters widely deemed “political” can pose a serious threat to the Supreme
Court’s perceived legitimacy in a liberal democratic society. This has been re-
ferred to as the “counter-majoritarian difficulty” of judicial review (for further
discussion, see Bickel, 1962; Manfredi, 1992). For this reason, even when such

“political” questions have passed the initial test of justiciability, the Supreme
Court has used great creativity to avoid answering definitively. To cite but one
well-known example, when asked questions concerning the legality of Quebec
secession—a matter upon which the Constitution was conspicuously silent—
the Supreme Court left the matter open by inventing a “duty to negotiate” se-
cession after a “clear majority” had voted affirmatively to a “clear question” on
the subject (Reference Re Secession of Quebec [1998]). This did not resolve the
issue: as Peter Hogg would later write, “it is not entirely clear why it [the duty

2 Judicial review refers to the power of courts to review and strike down or declare invalid
government legislation, regulations, or behavior that conflicts with the supreme law of the

Constitution.

3 Sossin (1998) refers to this as the “conventional view.”
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to negotiate] is a legal rule, since it appears to have no legal sanctions” (Hogg,
1999; see also Walters, 1999: 389; Newman, 2001: 17, note 44). This ultimately
deflected the matter back to the political arena for resolution.

While equalization appears in the written Constitution, its ambigu-
ity and political nature nevertheless make it a constitutional oddity, its legal
significance “one of the most puzzling parts of the Constitution Act, 1982”
(Gibson, 1996: 469). Professor Peter Hogg, former Dean of Osgoode Hall Law
School and one of Canada’s leading constitutional scholars, characterizes
equalization as “statements of economic and social goals that ought to guide
government but which are not enforceable in court” and likens the commit-
ment to equalization in section 36(2) with the “directive principles of state
policy” in the Constitution of India, which are also non-justiciable (Hogg,
2000: ch. 6.6, 156).* At most, equalization payments may have assumed some
of the characteristics of a constitutional convention, in that it is a practice
widely acknowledged and accepted by political actors, but is unenforceable
by courts as a matter of law.’

This makes equalization a political, not a legal issue, and any court
asked to consider the matter would have to be cognizant of its “proper role
within the constitutional framework of our democratic form of government”
(CAP Reference [1991] at p. 545; Reference Re Secession of Quebec [1998] at para.
26). The proper role of the Court is to interpret the law and leave political
matters—particularly decisions concerning the allocation of scarce tax dol-
lars—to Parliament and the legislatures who have the technical expertise,
institutional capacity, and democratic mandate to debate them properly.

Framers’ intent

Additional insight can be gained by examining the intentions of the federal
and provincial governments that debated and ultimately agreed to include
equalization in the Constitution Act, 1982. Transcripts from the Federal-Pro-
vincial Conference of First Ministers on the Constitution in 1980 casts light
on these intentions.

According to Michael Trebilcock, now chair in Law and Economics
at the University of Toronto’s Faculty of Law, who with Tanya Lee examined

4 The effect these principles in the Indian Constitution is discussed in Aikman, 1987.

5 Eugene Forsey expressed the common view when he described conventions as “first and fore-
most ... political: political in their birth, political in their growth and decay, and political in
their application and sanctions. In politics they live and move and have their being” (Forsey,
1984: 13). The unenforceability of conventions has also been affirmed by the Supreme Court

of Canada (Patriation Reference [1981]).
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these documents, the principle or legitimacy of equalization was not ques-
tioned by the governments considering the matter. Notably, however, the tran-
scripts from the First Ministers Conference also indicated that: “.. it is clear
that the governments believed that the mechanism and details of equalization
were open to negotiation. Therefore, section 36(2) could only be seen to be
violated where the principle of equalization, not merely the existing mecha-
nism, has been abandoned by the federal government” (Lee and Trebilcock,
1987: 308).° This intention is also apparent in the preamble to section 36, which
stipulates that Parliament’s commitment to the principle of equalization was
to be fulfilled “[w]ithout altering the legislative authority of Parliament or of
the provincial legislatures, or the rights of any of them with respect to the
exercise of their legislative authority.” Lorne Sossin, Associate Dean at the
University of Toronto Faculty of Law, explains: “... the preamble makes clear
that the federal and provincial governments are ‘committed’ to the goals set
out in the section, not bound to achieve those goals. A ‘commitment’ can be
expressed in many ways” (Sossin, 1998).”

Professor Hogg has noted, for instance, that federal contributions to
shared-cost programs are “implicit equalization” insofar as the per-capita
formula for federal financing of post-secondary education, hospital insurance,
and medicare work to the benefit of have-not provinces who have both lower
tax yields and less costly hospitals and universities (Hogg, 2000: ch. 6.8(a), 163,
note 40). As such, the per-capita bloc grants provided through the Canada
Health and Social Transfers (CHT and CST) could be construed as fulfilling
Canada’s section 36(2) commitment “to the principle of making equaliza-
tion payments.” If federal and provincial governments wish to be bound by
a particular formula or schedule of payments that will realize the principle
of equalization, this intention would have to be given concrete expression
through a properly ratified constitutional amendment.

Attempted constitutional change: The 1992 Charlottetown Accord
Interestingly, a strengthened constitutional commitment to equalization
was the objective of some provincial governments negotiating the package

6 See Government of Saskatchewan, 1980: 443—71 for further discussion. Notably, Lee and

Trebilcock (1987) also assume the legality of the federal spending power.

7 As an example, Sossin suggests that Canada’s commitment to the section 36(1)’s goals of
promoting equal opportunities, reducing disparity by furthering economic development,
and providing essential public services of “reasonable quality,” could arguably be satisfied
by provisions of the Canada Health and Social Transfer (CHST) providing a mechanism to
develop shared principles (Sossin, 1998).
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of amendments known as the 1992 Charlottetown Accord. After great debate

over the meaning of the 1982 Constitution’s equalization provisions, and the

potential (or lack thereof) for judicial supervision and enforcement, the final

text of the Consensus Report on the Constitution moved to amend section

36(2) to read: “Parliament and the Government of Canada are committed to

making equalization payments so that provincial governments have sufficient
revenues to provide reasonably comparable levels of public services at reason-
ably comparable levels of taxation” (Canada, Privy Council Office, 1992). In

other words, rather than being merely “committed to the principle of making

equalization payments” (Constitution Act, 1982; emphasis added), Parliament

would thereafter be actually “committed to making equalization payments”
(Canada, Privy Council Office, 1992, emphasis added).® While this attempt to

strengthen section 36(2) was defeated along with the entire package of amend-
ments in a national referendum, the attempt illustrates the consensus that

formal constitutional amendment would be needed before the equalization

provisions could be enforced.

In summary, despite the assumption that any change to Canada’s equal-
ization system must pass judicial review for compliance with section 36(2)
of the Constitution, there is broad agreement among legal scholars that this
provision cannot be enforced in a court of law. The historical record reveals
that this consensus opinion was shared by the provincial governments that
ratified the Constitution Act, 1982, and that drafted a strengthened equaliza-
tion clause in an attempt to remedy this legal deficiency in the Charlottetown
Accord a decade later. This suggests that the fulfillment of the government’s
commitment to equalization is a matter on which only the court of public
opinion, not a court of law, can render judgment.’

8 Thanks to Dr.J. Peter Meekison for drawing attention to this legislative history. Dr. Meekison
is University Professor Emeritus of Political Science of the University of Alberta. From 1974
to 1984 he served with Alberta Federal and Intergovernmental Affairs, seven and one-half
of those years as Deputy Minister. During the constitutional negotiations of 1978—1981, Dr.
Meekison developed and prepared the formula, tabled by Alberta, that ultimately became
the amending formula in the Constitution Act, 1982. As constitutional adviser to the Alberta
government, he was actively involved in discussions of the Meech Lake Accord as well as the
discussions leading to the 1992 Charlottetown Accord (committee co-chair).

9o While there are instances where the Supreme Court has “read in” new legal rules and rights
that expressly conflict with legislative intent and written law (see for example Vriend v. Al-
berta [1998]; and Delgamuukw v. British Columbia [1997]), this practice is highly controversial
and opens the Court to charges of judicial activism.
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2 Constitutional division of powers

There is, however, the broader issue of whether the federal government even
has the constitutional authority to collect federal taxes (revenues) and trans-
fer those resources to provinces to spend in areas of their exclusive responsi-
bility. The division of powers between the federal and provincial governments
delineated in sections 91 and 92 of the BNA Act, 1867 (since renamed the
Constitution Act, 1867) was a core principle upon which Canada was founded
(Vipond, 1991: 35; see also Romney, 1999; Ajzenstat et al., 1999: 261-326). In
agreeing to a common Constitution, the founding fathers agreed that Par-
liament and the legislatures of each province would each have “exclusive”
power to legislate in their respective spheres of jurisdiction. The boundaries
of this jurisdiction would be policed by a neutral arbiter, namely courts with
the power to strike down or declare invalid laws enacted by either level of
government that fall ultra vires or “beyond the powers” of Parliament or the
legislatures defined in sections 91 and 92.

Section 91 authorizes Parliament to make laws “in relation to all mat-
ters not coming within the classes of subjects by this Act assigned exclusively
to the legislatures of the provinces”; for greater certainty, it listed specific
matters that were to fall within federal jurisdiction. In all, 29 classes of sub-
jects were listed, including exclusively “the public debt and property,” “the
regulation of trade and commerce,” and “the raising of money by any mode
or system of taxation.”*°

While these federal powers of taxation may seem broad, there are
clear limits to the purposes towards which these tax revenues may be di-
rected. While all taxes and expenditures (federal or provincial) require
legislative authority,"* the BNA Act stipulates that “[iln each Province the
Legislature may exclusively make Laws in relation to Matters coming within
the Classes of Subjects” enumerated in section 92 (emphasis added). Specifi-
cally, this section of the constitution gives provinces exclusive jurisdiction
to use direct taxes to raise “revenue for provincial purposes,” which include

property

» «

“the establishment, maintenance, and management of hospitals,

10 For the complete list of enumerated grounds, see the text of the Constitution Act, available

1

online at <http://lois.justice.gc.ca/en/const/index.html>.

See sections 53, 54, and 106 of the Constitution Act, 1867. This principle can be traced back
to the 1688 Bill of Rights, which sought to ensure not merely that the executive branch was
subject to the rule of law but also that the executive branch would have to call the legislative

branch into session to both raise taxes and distribute appropriations.
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and civil rights in the province,” and “generally all matters of a merely local
or private nature in the province.” **

Canada’s highest court of appeal would later clarify the limits imposed
by this division of powers, explaining: “... assuming that the Dominion has
collected by means of taxation a fund, it by no means follows that any legisla-
tion which disposes of it is necessarily within Dominion competence ... To
hold otherwise would afford the Dominion easy passage into Provincial do-
main” (Unemployment Insurance Case [1937]). Thus, any federal expenditures
authorized by legislation “in relation” to matters that fall within the scope of
subjects enumerated in section 92 necessarily conflicts with the higher law
of the Constitution. As Pierre Trudeau wrote in 1957 (before entering politi-
cal life), “if Ottawa regularly subsidized the construction of schools in all
provinces on the pretext that the provinces did not pay sufficient attention to
education, these governments would be attacking the very foundation of the
federal system ... which does not give any government the right to meddle
in the affairs of others” (Trudeau, 1968: 81). The same principle, he argued,
applied to equalization grants.'®

Constitutional authority for federal-provincial grants

12

13

There is only one provision of the Constitution that provides an exception
to the stipulation that only the provinces may raise revenue for provincial
purposes. Section 118 of the BNA Act required the federal government to
pay the new provinces (Ontario, Quebec, Nova Scotia, and New Brunswick)
fixed amounts of money on an annual basis. For example, Ontario was en-
titled to receive $80,000 per year, Quebec would receive $70,000, Nova Scotia,
$60,000, and New Brunswick, $50,000. In addition, the federal government
was required to pay an annual “grant in aid” to each province “equal to eighty

cents per head of the population as ascertained by the census of 1861.” *

The Constitution Act, 1982 extended this jurisdiction to include the exploration, development,
conservation, management, and taxation of “non-renewable natural resources, forestry re-

sources and electrical energy” (section 92A).

In Trudeau’s words: “I believe in equalization grants so long as they relate to that part of the
general welfare that is under federal jurisdiction” (Trudeau, 1957: 82). He changed his mind
on both equalization and the federal spending power only after assuming federal office (see

Trudeau, 1969).

Section 119 provided an additional grant to the province of New Brunswick, while section
120 elaborated on the form of payment of the grants under sections 118 and 119. Supporters of
the legality of equalization payments (and other conditional and unconditional grants by the

federal government to the provinces) have relied on the provisions of the BNA Act’s section
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16

The precise language used to authorize the transfer payments in sec-
tion 118 of the BNA Act stands in sharp contrast to the ambiguity of the
equalization provision in the Constitution Act, 1982. This suggests two key
points. First, Canada’s founding fathers accepted that particular circumstanc-
es surrounding the entry of some provinces into Confederation justified the
transfer of federal tax revenues for provincial spending, notwithstanding the
strict division of powers enumerated in sections 91 and 92 of the Constitu-
tion. Second, Canada’s founding fathers sought to ensure that the grants un-
der section 118 “shall be in full Settlement of all future Demands on Canada”
(BNA Act, 1867), using clear language that would eliminate the possibility
that the terms and conditions of these grants would be ambiguous enough
to allow for contrary interpretation. In sharp contrast, the historical record
suggests that it was the intention of the drafters of the Constitution Act, 1982
to leave the interpretation and application of section 36(2) to the discretion
of political actors.'®

When the Prime Minister John A. MacDonald tried to use his preroga-
tive to unilaterally offer “better terms” (i.e. increased subsidies) to Nova Scotia
shortly after Confederation, the opposition pointed to the clear terms explic-
itly written into section 118 and argued it would take a formal constitutional
amendment to alter the terms of the 1867 deal (Vipond, 1991: 41-44).*° As
MP Edward Blake explained to the House of Commons on June 11, 1869, “this
Parliament had no right to devote, from the service of Canada, for the support
of the local governments, any sums of money whatever, except those (consti-
tutionally) specified sums” (quoted in Vipond, 1991: 43). While MacDonald’s

106, which authorizes payments “for the public service” to be made out of the federal consoli-
dated revenue fund. While this has been used to justify the use of money obtained by taxes
imposed for the purpose of supporting a wide range of public services that fall within pro-
vincial jurisdiction (i.e. health, education, and social services), in 1867 the phrase “the public
service” was understood to mean the civil service. It is therefore not arguable that section 106,

even if it stood alone, could authorize grants from the federal government to the provinces.

The narrow limits of section 118 also stands in sharp contrast to the explicit spending power
granted Australia’s federal Parliament in section 96 of the Commonwealth of Australia Con-
stitution Act, 1900, adopted by the British Parliament in the same era as the BNA Act. Accord-
ingto section 96: “During a period of ten years after the establishment of the Commonwealth
and thereafter until Parliament otherwise provides, the Parliament may grant financial assis-
tance to any State on such terms and conditions as the Parliament thinks fit” (for discussion,

see Quebec, Commission on Fiscal Imbalance , 2002: 24, f.n. 79; emphasis added).

MacDonald’s offer of “better terms” for Nova Scotia was prompted by the strong anti-Con-
federation movement, which claimed 36 of 38 seats in the provincial assembly and 18 out of

19 federal constituencies in the elections of 1867 (Vipond, 1991: 41).
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17

18

“better terms” resolution ultimately passed a vote in the House of Commons,
Parliament would later recognize the need for formal constitutional amend-
ment to end what Blake had rightly predicted would be “a general scramble for
more money and increased subsidies by the other Provinces.” Consequently,
in 1907 the Canadian Speaker of the Senate and the Speaker of the House
of Commons petitioned the King to amend the Constitution to authorize a

“final and unalterable settlement” of provincial subsidies (Ollivier, 1943: 81)."”
AsDr. O.D. Skelton, then Under-Secretary of State for External Affairs, would
observe in the Special Committee of the House of Commons on the BNA
Actin193s: “.. the Dominion recognized the desirability ... of preventing any
further provincial demands, and sought by consultation with the provinces
and by utilizing the formal method of amendment, to give some degree of
permanence to the arrangement” (Ollivier, 1943: 79).

While the words “final and unalterable settlement” were omitted from
the final amendment to section 118 of the BNA Act (passed as the Constitu-
tion Act, 1907), as it stands today, the amendment caps the grants the federal
government is permitted to make to each province outside the division of
powers in sections 91 and 92. The maximum, based on population, is $240,000
per year plus: “.. a grant at the rate of eighty cents per head of the population
of the province up to the number of five hundred thousand and at the rate
of sixty cents per head of so much of the population as exceeds that number”
(Constitution Act, 1907: section 1 (1)). Once again, the precise language of
this amendment emphasizes the framers’ intent to restrict the scope of this
federal spending power to the specific terms and conditions that were writ-
ten into the Constitution. Having expressly provided for federal grants to the
provinces in section 118 of the BNA Act (now amended as per the Constitu-
tion Act, 1907), Canada’s founding fathers intended that the subject matter
would be exhausted.*®

The British Parliament retained final authority over any amendments to Canada’s Constitu-

tion until it was repatriated in 1982.

This interpretation is supported by the old legal maxim which says, “expressio unios est ex-
clusio alterius” or “the expression of one thing is the exclusion of another.” This maxim holds,
notwithstanding section 1(7) of the Constitution Act, 1907, which provides that “Nothing in
this Act shall affect the obligation of the Government of Canada to pay to any province any
grant which is payable to that province, other than the existing grant for which the grant
under this Act is substituted.” Far from suggesting a broad spending power, the additional
grants implied by this section logically refer to the further grant to New Brunswick explicitly
authorized by section 119 of the BNA Act, or any section 118 grants the federal government

might have failed to pay.
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”

This restriction is still a binding part of the “Constitution of Canada,
which is the “the supreme law of Canada” and includes the BNA Act, 1867 and
the Constitution Act, 1907 as part of a schedule of Acts, orders, and amend-
ments appended to the Constitution Act, 1982."°> Within this schedule of Acts
and orders, only the Constitution Act, 1907 provides a clear authority for
federal grants to the provinces. Additional grants—including payments in
furtherance of a federal equalization scheme—may be made, but only pursu-
ant to a constitutional amendment that explicitly provides for them notwith-
standing the division of powers in sections 91 and 92 of the BNA Act.

The legality of the federal “spending power”

19

20

21

22

Despite the intended finality of the 1907 amendment to the “grant in aid”
provision of the BNA Act, by 1935, as Skelton observed, “revision of the terms

then granted ha[d] proceeded apace without formal amendments and without

incidentally the consent of all of the provinces” (Ollivier, 1943: 79—82).2° Today,
the federal government operates under a host of statutes that it itself has en-
acted to exercise its spending power, including the Federal-Provincial Fiscal

Arrangements Act, Canada Health Act, Provincial Subsidies Act, and many
more. This federal “spending power,” while not defined in either the Constitu-
tion or any statute, has crept into use as “[t]he power of Parliament to make

payments to people or institutions or governments for purposes on which it
(Parliament) does not have the power to legislate” (Driedger, 1981: 124: see also

Trudeau, 1969). The regularity of its use has prompted Thomas Courchene,
one of the country’s foremost economists, to observe that “the magnitude and

nature of intergovernmental cash and tax transfers [are] essentially de facto

redistributions of power under the Constitution” (Courchene, 1985: 4).**

Constitution Act, 1982, section 52. The complete schedule of Acts, orders, and amendments

can be reviewed at <http://lois.justice.gc.ca/en/const/sched_e.html>.

Skelton recounts the observations of Mr. J.A. Maxwell that “in the sixty odd years since 1869
there have been three general revisions scaling up the grants given to all the provinces and
more than a score of special revisions affecting every one. Despite heavy withdrawals from
capital account (i.e. debt allowances) the four original provinces in 1928-1929 drew more than
three and one-half times as much from the federal treasury as had been promised in the BNA
Act” (Ollivier, 1943: 82).

Driedger observed: “I have been unable to find the expression “spending power” in any Ca-

nadian judicial decision or statute” (Driedger, 1981: 124)

Illegal practice—even if it was adopted by governments and engaged in for years—cannot
make the practice legal. That this cannot be the law is laid down in the most recent edition

of Halsbury’s Laws of England, (4*"): “A usage must be legal. No usage however extensive will
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Arguably, this has done nothing to enhance the federal nature of Canada
as a country. As observed by Andrew Petter (1989), now Dean of Law at the Uni-
versity of Victoria, the federal spending power runs counter to the principles
of federalism insofar as it lets national majorities override regional majorities
in dictating social and economic priorities. In addition, this power makes it
difficult for citizens to attribute political responsibility to one or the other level
of government, thus breaking the thread of accountability required for respon-
sible government—a core convention of Canada’s parliamentary system.

For years, Canada’s courts were careful to guard against this de fac-
to redistribution of power. There are a number of early historical examples
whereby Canadian courts and legislators alike recognized the constitutional
limits on the federal government and the perils of deviating from the consti-
tution (for example, Bank of Toronto v. Lambe (1887); Caron v. R. [1924]; Re:
the Insurance Act of Canada (1932)). The definitive precedents on the legality
of federal grants to the provinces came from a series of Privy Council judg-
ments in the so-called “New Deal” cases.

In 1935, the federal Parliament enacted a number of statutes modeled
after US President Franklin Delano Roosevelt’s “New Deal” of unemployment
insurance and closer regulation of working conditions, including limitations
to hours worked and mandatory minimum wages. These statutes were en-
acted to implement draft conventions adopted by the international labour
organization of the League of Nations in accordance with the labour part of
the Treaty of Versailles, 1919. While the treaty had been ratified by the federal
government, the Privy Council held that all of these statutes were beyond the
powers of Parliament because each was related to matters reserved to the
jurisdiction of the provinces by the BNA Act. The Privy Council said: “... the
Dominion cannot merely by making promises to foreign countries, clothe it-
self with legislative authority inconsistent with the Constitution which gave it
birth ... While the ship of state now sails on larger ventures and into foreign
waters, she still retains the water-tight compartments which are an essential
part of her original structure” (Labour Conventions Case [1937]).

The reference to “water-tight compartments” refers to the provisions of
the BNA Act that made Canada a federal state. These provisions were intended
to prevent the federal government on the one hand, and the legislatures of the

be allowed to prevail if it is directly opposed to positive law which for this purpose includes
such universal usages as having been sanctioned by the courts have become by that adoption
part of the common law, for to give effect to a usage which involves a defiance of law would
be obviously contrary to fundamental principle.” Even if the practice were considered a con-

stitutional convention, it would be unenforceable by a court of law (see footnote 5).
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provinces on the other, from trespassing on each others assigned areas of juris-
diction.* The BNA Act, including sections 91 and 92, remain an essential part
of Canada’s Constitution and can only be changed by lawful amendment.**

The related Unemployment Insurance Case [1937] prompted such an
amendment. In this case, the Privy Council held that the federal legislation
that provided for a system of compulsory unemployment insurance through-
out Canada was beyond the powers of Parliament because it concerned prop-
erty and civil rights, assigned by section 92(13) of the BNA Act to the exclusive
legislative jurisdiction of the provinces. In the words of the Court: “If on the
true view of the legislation it is found that in reality in pith and substance
the legislation invades civil rights within the Province, or in respect of other
classes of subjects otherwise encroaches upon the provincial field, the legis-
lation will be invalid” (Unemployment Insurance Case [1937]). As a result of
this judgment, a constitutional amendment (now section 91(2A) of the Con-
stitution) had to be passed before Parliament could proceed with its plan for
unemployment insurance.?®

Over the years there have been a number of law professors and some judges who have ex-
pressed dissatisfaction with the division of powers specified in the BNA Act and have argued

that the Privy Council’s water-tight compartment statement should be regarded as narrow
and inflexible and should no longer be applied (for further discussion of these criticisms see

Cairns, 1971). The answer to that is that the BNA Act was the Constitution of Canada in 1867
and it remains part of the current Constitution. In addition, the water-tight compartment
statement is a statement of the law laid down by the highest court of appeal for Canada. The

Privy Council judgments upholding this clear division of powers have not been altered explic-
itly by legislation, constitutional amendment or subsequent judicial decisions (Yudin, 2002).
Its effect could have been mitigated or obliterated in the process leading up to the repatria-

tion of the Canadian Constitution in 1982 but it was not.

In contrast to the view of federalism as consisting in “water-tight compartments,” support-
ers of a “progressive” approach to interpreting the Constitution cite Lord Sankey’s celebrated
opinion in the 1930 Persons Case that “The British North America Act planted in Canada a
living tree capable of growth and expansion within its natural limits.” This was not intended
to undermine the sharp division of powers afforded either level of government in sections
o1 and 92 of the BNA Act. Sankey added: “Their Lordships do not conceive it to be the duty
of this Board—it is certainly not their desire—to cut down the provisions of the Act by a
narrow and technical construction, but rather to give it a large and liberal interpretation so
that the Dominion to a great extent, but within certain fixed limits, may be mistress in her
own house, as the Provinces to a great extent, but within certain fixed limits, are mistresses
in theirs” (emphasis added).

A similar amendment was required prior to the introduction of an old-age pension scheme

in 1951 (section 94A).
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This amendment would not have been necessary if statutes passed in
the purported exercise of the federal spending power (such as the Federal-
Provincial Fiscal Arrangements Act that enables the equalization program)
were valid federal legislation. Accordingly, any other federal-provincial trans-
fer program (and its enabling legislation) that uses federal tax revenues for
provincial purposes—including equalization payments now granted under
the Federal-Provincial Fiscal Arrangements Act—should be held illegal un-
less and until the Canadian Constitution is amended to provide for them.>®
Section 36, which stipulates Canada’s commitment to equalization will be
fulfilled “without altering the legislative authority of Parliament or of the

provincial legislatures” does not constitute such an amendment.

Recent challenges

26

The validity of the federal spending power has been alluded to by the Supreme
Court of Canada but never fully debated or examined. A key reason for this is
that the provinces (with the notable exception of Quebec) have seldom objected
to—and, indeed, frequently encouraged—the use of the federal spending power
to increase transfers for education, health, and other social programs. Unfortu-
nately, by trading in their fiscal and policy autonomy for greater revenue, sub-
national governments find themselves in what Professors Maite Careaga and
Barry Weingast of Stanford University have called “fiscal pacts with the devil”
that “benefit politicians, who gain more revenue to distribute according to po-
litical criteria, but harm citizen welfare” by favouring corruption and rent-seek-
ing over public goods that foster growth (Careaga and Weingast, 2000: 4).

As a result of these political incentives, it took a private citizen, not a
provincial government, to launch the first and only constitutional challenge
of the federal spending power. In 1988, a taxpayer initiated a challenge of the
constitutionality of the Federal Income Tax Act (Winterhaven Stables Ltd. v.
The Attorney General of Canada, (1988)). The reason for the taxpayer’s com-
plaint was that a portion of the monies extracted from him under the Income
Tax Act were being transferred under federal statutes to the provinces to
fund provincial programs in health, welfare, and post-secondary education,
all matters within provincial legislative jurisdiction.

While beyond the scope of this discussion, all federal transfers and related legislation, from
the Canada Health Transfer (CHT) and Canada Health Act to the Canada Social Transfer
(CST) that support provincial welfare, education, and child-care spending would fail this
test, whether granted conditionally (as is the CHT) or unconditionally. This serious consti-
tutional challenge to the federal spending power will be dealt with at length in a study to be
published by The Fraser Institute in early 2007.
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There seems to have been no dispute about the facts and the trial judge
explicitly found that the federal government was raising money through fed-
eral taxes that was then used for provincial purposes. Nevertheless, the Al-
berta Court of Appeal seemed unaware of the Privy Council precedents and
upheld the legality of the federal provincial grants at issue, concluding that
the impugned legislation (i.e. the Income Tax Act and the federal statutes
authorizing the grants) did not constitute legislation “in relation to provin-
cial matters.” The taxpayers’ case was refused leave to appeal to the Supreme
Court of Canada,”” leaving the matter open to future challenge.*®

Can federal transfers be unilaterally reduced?

27

28

29

30

While the Supreme Court of Canada has never been directly asked to consider
the constitutionality of the federal spending power, in the 1990s it was asked
whether the federal power to reduce grants made to the provinces infringed
provincial jurisdiction. The reference case was initiated when British Colum-
bia challenged the constitutionality of cuts to federal transfers for provincial
social spending made under the 1966 Canada Assistance Plan (CAP). As
part of a broad plan to reduce expenditures and, thereby, the federal budget
deficit, Parliament had enacted a statute that amended the CAP to reduce
the amounts payable by the federal government to provinces not eligible for
equalization payments.*’

The Supreme Court of Canada upheld the ability of the federal govern-
ment to reduce its payments to the provinces (CAP Reference [1991]). Rely-
ing on the long-standing principle of Parliamentary sovereignty, the Court
held that no one, including Parliament itself, could prevent Parliament from
repealing or amending legislation it itself had enacted.** While Manitoba

The Supreme Court exercises broad discretionary power to set its own agenda and determine
the cases it wishes to hear. Not granting leave allows the lower court decisions to stand until

overturned by a higher court.

Reviewing this case law, Quebec’s Commission on Fiscal Imbalance concluded: “The federal
spending power ... is still not part of this Constitution, unless more weight is given to a de-
cision of the Court of Appeal of Alberta than to all the precedents of the Privy Council and

of the Supreme Court” (Quebec, Commission on Fiscal Imbalance, 2002: 16).

At the time, these provinces were British Columbia, Alberta, and Ontario. CAP (a federal
statute) was repealed in 1995 and replaced by The Federal-Provincial Fiscal Arrangements
Act, the statute under which equalizations payments as well as the Canada Health and Social
Transfers (CHT and CST) are now made.

Lending further support to the principle of Parliamentary sovereignty, the Supreme Court cited

section 42(1) of the Interpretation Act, applicable to the CAP and all federal statutes where no
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attempted to argue that Parliament could interfere in the provincial arena by
enacting the CAP but could not then repeal or amend it, the Court concluded
that “[t]he simple withholding of federal money which had previously been
granted to fund a matter within provincial jurisdiction does not amount to

the regulation of that matter.”*'

Relevance to equalization

31

This prompts two observations that are directly relevant to the legality of
equalization. First, if by providing money to provinces for purposes reserved
to their original jurisdiction the Canada Assistance Plan was beyond the
authority of Parliament under the BNA Act, then the CAP was invalid when
enacted in 1966, and would still be invalid in 1991 when the case reached the
Supreme Court of Canada. The validity of the amendment reducing payments
made under CAP would be moot or irrelevant. The same logic holds true for
equalization: if the federal transfer program was beyond the powers of Par-
liament when first initiated, it would also be invalid when the equalization
commitment was drafted into the Constitution Act, 1982.

Second, the provisions of sections 91 and 92 of the BNA Act do not
divide jurisdiction between the federal government and the provincial legis-
latures on the basis of the “regulation” of subject matter. The dividing line is
whether or not a law is “in relation to” subject matters reserved exclusively
to Parliament or reserved exclusively to the provincial legislatures. Even if
federal equalization grants do not amount to regulation of the public services
falling within provincial jurisdiction, they are most certainly granted “in rela-
tion” to these provincial matters, and as such run afoul the Constitution. The
constitutionality of any changes or reductions to these payments would be
irrelevant because the payments themselves would have been invalid. Because
the Supreme Court disposed of the CAP Reference on the issue of Parliamen-
tary sovereignty alone and failed to consider the broader constitutionality of
the federal spending power, the matter remains open to future challenge.

contrary intention appears: “Every Act shall be so construed as to reserve to Parliament the
power of repealing or amending it, and of revoking, restricting or modifying any power, privi-
lege or advantage thereby vested in or granted to any person” (CAP Reference [1991], at p. 29).

As indicated, the basis for the decision of the Supreme Court of Canada in the CAP Refer-
ence was Parliamentary sovereignty, and this additional comment is of the sort known in law
as “obiter dicta.” While technically judges deciding cases in the future are entitled to look at
obiter dicta but not obliged to follow them, the Supreme Court of Canada has purported to
lay it down that anything the Supreme Court of Canada says whether obiter or not is to be
followed by all other courts in Canada (R. V. Henry [2005], at para 638).
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Conclusion

The assumptions concerning the legal requirements of equalization made in the

past do not stand up to scrutiny for two key reasons. First, insofar as the Con-
stitution’s equalization provisions represent a vague expression of political goals,
constitutional scholars are in broad agreement that they cannot be enforced

by a court of law. How these political goals are to be achieved is left entirely to

the discretion of Parliament and the legislatures; should these political actors

reach an impasse in their negotiations, the Constitution provides no guide as to

what level of public services, taxes, or equalization payments might be “reason-
able”, “comparable,” or “sufficient.” Second—and more fundamentally—because

equalization uses federal tax revenues to fund spending in areas of exclusive

provincial jurisdiction, the entire equalization program falls beyond the powers

of Parliament as defined by Canada’s founding Constitution, the British North

America Act, 1867 (BNA Act). While beyond the scope of this discussion, this

has serious implications for other federal-provincial transfer programs.
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Chapter 3

Assessing the pre-2004
equalization program

Kumi Harischandra and Niels Veldhuis

Prior to the introduction of the New Framework for equalization and side
agreements in 2004," which effectively ended the previous rules-based
system of equalization, there was increasing consensus that serious prob-
lems existed in the equalization program. Even before the collapse of the
old system in 2004, there was growing recognition that equalization faced
marked difficulties.

This chapter summarizes a number of studies thathave examined
equalization including a watershed study by Professor Dan Usher of Queen’s
University (1995). These evaluations should aid readers both in understand-
ing problems in the past as well as in formulating suggestions for reforms
for the future.

1 The New Framework for equalization was introduced in 2004 and scheduled to take effect
in 2005/06 (last fiscal year). Instead of relying on a clearly defined formula to calculate the
total cost of equalization as well as the individual provincial payments, the New Framework
established a fixed pool of funds for 2005/06 at $10.9 billion. This pool was set to grow at an
annual rate of 3.5%. In addition, the federal government also entered into a number of high-
profile side agreements with certain provinces. The Offshore Agreements with Newfoundland
and Nova Scotia insulated these provinces from reductions in equalization payments due
to offshore energy revenues. Additional side agreements were also made with Saskatchewan

and Ontario on other issues.
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Usher: The Uneasy Case for Equalization Payments

In his comprehensive book, The Uneasy Case for Equalization Payments (1995),
Professor Usher assessed the existing equalization program based on the cri-
teria of equality, efficiency, and equity.” Professor Usher concluded that the
case for equalization remained unproven on all three criteria.

Equality

In principle, equality dictates a narrowing of the distribution of income in
a jurisdiction, closing the gap between the rich and poor. By transferring
federal funds collected from various sources of federal taxation (income tax,
corporate tax, GST) to the “have-not” provinces, equalization can theoreti-
cally close this gap by enabling provincial governments to lower provincial
taxes and allow people to enjoy greater after-tax income. Alternatively, direct
transfers to individuals funded by equalization payments could also create
greater equality. However, the program does not specify how the funds are to
be distributed within the provinces or who the ultimate beneficiaries would
be. Professor Usher’s assessment of equalization on the grounds of equality
was based on the following five factors: (1) impact on the distribution of in-
come; (2) anti-redistributive bias; (3) effect on progressive taxes; (4) distribu-
tion of tax bases; and (5) impact on migration.

1 Impact on the distribution of income
Professor Usher considered several possibilities in the context of equal-
ization payments to analyze the outcomes on the distribution of income,?
two of which are considered here. If, for example, equalization results in
the transfer of funds from rich people in rich provinces to poor people in
poor provinces, the objective of equality would be achieved. On the other
hand, it might be the case that the transfers flow from rich people in rich
provinces to rich people in poor provinces with little benefit accruing to
the poor. Under such circumstances, Professor Usher believed that a direct
transfer to the poor targeted to alleviate poverty may promote greater equal-
ity compared to a system of equalization payments. Using these and other

2 These criteria are important in the assessment of public policy and used often by economists
because they embody the objectives of narrowing the gap between rich and poor (equality),
creating national prosperity (efficiency), and adherence to the customs of society that ensure
harmony and fairness (equity).

3 Thedistribution of income represents the proportion of a population at various income levels

for an occupation, industry, province, or country.
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examples, Professor Usher argued that it is extremely difficult to assess the
impact of the program on the distribution of income.

2 Anti-redistributive bias

There is a basic conflict between the rich and the poor in any society. Typically,
the rich want fewer government transfers benefiting the poor (less redistribu-
tion) whereas the poor desire more transfers (more redistribution). Professor

Usher argued that the “antiredistributive bias” in a federation* goes over and

above this basic conflict. In a federation, the rich oppose redistribution more

vigorously than they would in a unitary state® because redistribution causes

the poor to immigrate, and the rich to emigrate, within the federation: a

province in a federation with a reputation for generosity would attract poor

people who may wish to become welfare recipients and provinces with less

redistribution would attract the rich. Hence, the rich have a double incentive

to oppose redistribution in a federation.

Professor Usher noted that equalization may help to dampen but not
entirely eliminate the antiredistributive bias in a federation. The bias held by
the rich against redistribution to the poor might be dampened if a province
uses equalization payments to fund transfers to the poor. However, Profes-
sor Usher pointed out that equalization is not a substitute for a nation-wide
redistribution program, especially since the program does not specify the
use of funds for recipient provinces.

3 Effect on progressive taxes

Equalization is essentially a transfer from the federal government to pro-
vincial governments and must be funded out of federal taxation (e.g. federal
income tax, GST). The equalization program might increase federal taxes in
order to raise sufficient revenue to fund the program, with the increase in
federal taxes borne by residents in all provinces. On the other hand, provin-
cial taxes for residents in provinces receiving equalization might decrease as
these provincial governments might be able to reduce provincial taxes and
yet have sufficient revenues to fund public services since equalization pay-
ments would cover the shortfall. If, on the whole, the decrease in provincial
taxes (plus equalization transfers) is greater than the increase in federal taxes,
residents of provinces receiving equalization will be better off in terms of
higher after-tax incomes.

4 A federation is a country comprising a number of self-governing regions (or provinces in the

case of Canada) united by a central government.

5 A unitary state is a single, self-governing, region.
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The evaluation of equalization payments on the grounds of equality
largely depends on whether federal taxes are more or less progressive than
provincial taxes. A tax is progressive when the rich pay a higher proportion
of their income in tax than the poor. If the revenue from progressive taxes are
transferred to the poor in order to make them better off, redistribution has
occurred. If federal taxes are more progressive compared to provincial taxes,
an increase in federal taxes may result in greater redistribution. Conversely,
if provincial taxes are more progressive than federal taxation, a reduction of
the former might make the poor worse off. Thus, several outcomes can arise
depending on the tax mix. Professor Usher argued that with a complex tax
system in place, the final effect of equalization on the poor is uncertain.

4 Distribution of tax bases

Tax bases form the basic foundation of the equalization formula. Their dis-
tribution, however, may not correspond with the distribution of income per
person, a measure of economic well-being. Thus, a province that is rich in
terms of per-capita income may be “poor” in terms of certain tax bases (e.g
resource revenues). This may lead to the perverse situation where, owing to
a few below-average tax bases, a “have” province is classified as a “have-not”
province and receives equalization payments. In such a situation, equalization
might have the effect of transferring funds from a province where people are,
on average, poor to a province where people are, on average, rich.

5 Impact on migration

A final consideration of equality is the program’s impact on migration. Theo-
retically, a key incentive for workers to migrate across provinces is to take
advantage of better economic prospects. For instance, workers might immi-
grate to provinces where earnings are relatively high. The effects of migration
are not confined to workers alone: they can potentially affect the earnings
of other factors of production such as owners of land and capital since mi-
gration changes the composition of factors of production in a province. For
example, if more workers migrate to a province, competition among them for
jobs would enable employers to hire them at lower wages. At the same time,
the higher supply of workers might cause employers to use more labour-in-
tensive methods of production in some industries, affecting the earnings of
the owners and producers of capital goods.

An equalization-receiving province providing attractive transfers to
workers might attract workers from other provinces. However, the final ef-
fect of migration on provincial economies is extremely difficult to determine
since it depends on a number of factors ranging from the skills composition of
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the workers to the composition of the factors of production across provinces.
Professor Usher argued that it is difficult to determine a clear outcome owing
to the complexity of the analysis involved.

Conclusion
Professor Usher concluded that the case for equalization on the grounds of
equality is uncertain due to a number of considerations outlined above. He
further noted that alternatives to equalization such as the direct transfer of
funds to alleviate poverty might go further along the road to equality com-
pared to the equalization program.

Efficiency
Efficiency is achieved when a policy or program generates national prosper-
ity as measured by National Income, the total value of goods and services
produced in a country. Professor Usher identified and evaluated six efficiency
considerations: (1) migration; (2) cost of collecting taxes; (3) spillovers; (4) na-
tional standards and provincial provision; (5) interprovincial insurance; and
(6) administrative costs of implementing the program.

1 Migration

It is widely held that the equalization program promotes efficiency by cor-
recting “distortions” in the economy arising from resource revenues,’ public
goods, and overhead costs. A public good, as in the case of a television signal,
provides benefits to all who consume it regardless of the number of beneficia-
ries. On the other hand, an overhead cost like public legislature, conveys no
direct benefits to individuals but is required for the efficient functioning of
a province. Distortions arise when workers are attracted to some provinces
based on the availability of resource revenue transfers, better public goods,
or lower overhead costs and not due to the availability of better work op-
portunities. Such distortions may result in a lower level of National Income
in Canada as a whole than would otherwise be the case if migration solely
depended upon the availability of better employment prospects.

In theory, this creates room for a program like equalization to correct
the effects of inefficient migration. For instance, if workers in a resource-poor
province were offered transfers funded by the equalization program, they
may have less motivation to migrate to a resource-rich province. However,
Professor Usher argued that the program may not fully repair the distortion.

6 These include revenues arising from the extraction and sale of renewable resources (forests,

hydroelectric power) and non-renewable resources (oil, gas, minerals).



52 Beyond Equalization

In other words, his concern was that the increase in National Income as a
result of correcting the effects of inefficient migration might be small relative
to the total cost of the equalization program.

2 Cost of collecting taxes

Taxation imposes direct and indirect costs on taxpayers. The direct cost is
the actual tax paid that allows governments to finance their spending. The
indirect cost of taxation occurs when firms, workers, and consumers choose
unproductive but untaxed activities (production, consumption) in favour
of productive but taxed activities. Additionally, tax evasion by some people
imposes a cost on others by increasing their tax payments to finance the
same level of government spending. Equalization payments to poor prov-
inces might be justified if the total cost (direct and indirect) of raising a
given level of revenue is disproportionately higher for poor provinces than
for rich provinces. In the absence of equalization, poor provinces would
have to levy higher tax rates in order to finance the same level of public
spending per person as richer provinces. With equalization, poor provinces
and their residents could benefit from lower tax rates than would other-
wise be the case without equalization but have the same level and quality
of public services as a national average since equalization payouts would
cover the shortfall.

Although this case for equalization is logically appealing, Professor
Usher argued that it was uncertain for two reasons. First, there is no require-
ment on the part of recipient provinces to use equalization funds for increas-
ing the level and quality of public services. Hence, it is uncertain whether
equalization will improve public services. Secondly, it is extremely difficult
to assess whether the equalization program indeed helps to reduce the costs
of taxation for recipient provinces. The difficulty is compounded by the cur-
rently limited measures of the full costs of taxation.

3 Spillovers
Another argument for equalization is that provincial expenditures can pro-
duce “spillovers” or benefits to other provinces. For instance, provincial
spending on health and education may result in healthy, educated workers
who generate higher tax revenues (through higher incomes) to finance federal
government spending that benefits other provinces. Professor Usher argued
that spillovers do not necessarily follow upon equalization payments, espe-
cially since the program does not mandate provinces to use equalization

7 Infact, Professor Usher noted (1995: 72) that the only estimate available, by William G. Wat-

son (1986), suggested that the ratio of efficiency gains to costs of the program was 1 to 500.
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funds for specific activities. Instead, he suggested that a simpler strategy
might be to provide direct subsidies or dollar-for-dollar matching grants
towards the activity that generates the spillovers.

4 National standards and provincial provision

A popular case for equalization is based on its requiring national standards so
that jurisdictions provide a minimum level of public services. An excellent ex-
ample is the Canada Health Act’s requiring adherence to national standards
of medical care. Arguably, in the absence of equalization payments, poor
provinces might be forced to levy high taxes in order to meet the national
standard in the provision of public services. High taxes impose heavy costs
on the economy in resources wasted in tax evasion and avoidance as well as
the diversion of economic activities (production and consumption) to less
productive but untaxed activities. These have adverse effects on provincial
and national economies by reducing National Income.

In Canada, key public services such as medical care fall under the juris-
diction of provincial governments. Professor Usher argued that a likely reason
for this arrangement in the context of national standards would be to allow
provinces to respond to the local needs and preferences of their residents.
With an equalization program in place, provinces can meet national stan-
dards, while at the same time providing service of a locally specific nature.

However, Professor Usher argued that, with the exception of Quebec,
the need to consider local tastes and preferences appeared to be weak in
Canada. He noted that if the maintenance of national standards was indeed
driving the program, direct federal provision of such services or provincial
provision with complete federal funding might be preferable.

5 Interprovincial insurance
The equalization program may be justified as a form of interprovincial in-
surance: provinces that are rich today provide assistance to poor provinces
through the federal government, in the hope that such aid would be recip-
rocated in the future. However, according to Professor Usher, this is a not a
convincing argument given that some of the contributors (Alberta and On-
tario) today were contributors at the start of the program.

6 Administrative costs of the program
The overhead costs of the program from items such as negotiating equaliza-
tion payments and resolving disputes that arise among the provinces may be
substantially larger than those of other federal programs. One estimate of
the administration costs of the equalization program stands at approximately
$5.0 million for 1994/95 (Usher, 1995: 147).
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Other inefficiencies

Finally, the presence of equalization payments may also encourage provinces

to maximize their receipts, leading to other inefficiencies: (1) recipient prov-
inces have incentives to over-spend whereas non-recipient provinces have

incentives to under-spend; (2) recipient provinces have incentives to increase

tax rates on their deficit bases and (likewise lower tax rates on their surplus

bases);® and (3) all provinces have incentives to hide tax bases to appear “poor”
in terms of such bases. When provinces compete for federal monies by choos-
ing the most favourable tax mix for themselves while ignoring the effects on

other provinces, it is costly for Canada as a whole.

Conclusion
Professor Usher concluded that the case for equalization on the grounds of ef-
ficiency remained inconclusive. Depending on the circumstances, he argued,
the program may or may not generate economic prosperity in Canada.

Equity

Professor Usher defined equity as “an adherence to the customs of society”
and “some principle of fairness, order, or good government” (Usher, 1995: 5,
95). He considered three major points that weakened the case for equalization
as a vehicle for equity: (1) horizontal equity; (2) the tax-back problem; and (3)

the federal government’s “spending power.”

1 Horizontal equity
The principle of horizontal equity in taxation requires that “equals should
be taxed equally:” persons with similar incomes should be taxed similarly
regardless of occupation (Usher, 1995: 98). Without horizontal equity guiding
taxation, the whims and fancies of tax authorities would govern tax policy,
leading to a proliferation of corrupt activities.

It is often claimed that the equalization program is an extension of the
principle of horizontal equity: people ought to be provided the same levels
and quality of public services at the same rates of taxation. However, Profes-
sor Usher argued that parallels cannot be easily drawn between the two since:
(1) horizontal equity applies to people and may not be applicable to provinces;
(2) equalization need not be the sole principle underlying federal-provincial
relations; and (3) there is no specific rule or formula in the Constitution for
determining the transfers.

8 A province has a deficit (surplus) base when a provincial tax base per person is lower (higher)
than the national “standard,” qualifying the province for greater (lower) equalization pay-

ments on that base.
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The first point concerns jurisdiction. Horizontal equity is violated if
persons with the same incomes are taxed at different rates within the United
Kingdom for example but not if persons with the same incomes are taxed at
different rates in United Kingdom and Germany. Under the Canadian Con-
stitution, provinces are identified as separate jurisdictions and the principle
of horizontal equity may not apply to individuals across provinces.

Second, there is an alternative to equalization as a basis for defining
federal-provincial relations: the principle that each province should finance
public services with its own revenue. Professor Usher pointed out that other
federations like the United States do not have a program of equalization
but has alternative mechanisms for maintaining federal-provincial relations.
Therefore, it is arguable whether equalization is indispensable for preserving
this relationship.

Thirdly, section 36(2), which requires provinces to “have sufficient rev-
enues to provide reasonably comparable levels of public services at reasonably
comparable levels of taxation” does not translate indisputably into “equal
revenues for all provinces at equal rates of taxation” (for further details, see
Usher, 1995: 104). The interpretation of the constitutional mandate is open
to debate and provinces can always find grounds for lobbying the federal
government for higher entitlements.

2 The tax-back problem

When any recipient province has a disproportionate share of a tax base or
resource (e.g. asbestos in Quebec, potash in Saskatchewan), raising the tax
rate on this particular base will increase provincial revenue and correspond-
ingly reduce its equalization payments. Hence, recipient provinces would
have strong incentives to reduce tax rates on surplus bases in the hopes that
equalization payments will compensate them for the loss in revenues. Due
to this problem, the federal government introduced the Generic Solution
whereby; if a recipient province has at least 70% of the national tax base subject
to equalization, only 70% of the revenues will be considered for the purpose
of the equalization calculations. In other words, provinces are guaranteed
retention of 30% of their resource revenues, creating a buffer against aloss in
entitlements on large resource bases. Professor Usher argued that these rates
(e.g. 70%) are arbitrarily determined and subject to ad-hoc adjustments and
provisions upon negotiation with the federal government.’

9 In fact, the side agreements with Newfoundland and Labrador and with Nova Scotia en-
acted in 2004 to insulate these provinces from losses in equalization payments arising
from their offshore resource revenues demonstrate the ad-hoc nature of adjustments to

equalization.
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3 The federal government’s “spending power”

Although the Canadian Constitution does not allow the federal government
to spend directly within provincial jurisdictions, Ottawa could indirectly in-
fluence the activities of the provinces through exercising its “spending power,”
an elaborate system of transfers from the federal government to provinces.
Equalization payments can become a manifestation of the federal govern-
ment’s spending power. This naturally leads to unhealthy competition among
provinces, each seeking to maximize its share of federal bounty through
equalization entitlements.

Conclusion
As he did in his analysis for equality and efficiency, Professor Usher argued
that there is no conclusive evidence supporting the claim that equalization
promotes equity. The above considerations demonstrate that the case for
equalization as a vehicle for equity is ambiguous.

Professor Usher’s conclusion
The claim that the equalization program unambiguously promotes equality,
efficiency, and equity remains unproven. By identifying and analyzing pos-
sible effects of the program, Professor Usher concluded that the equalization
program may or may not achieve these objectives.

Courchene: Tax-back rates and the case of Saskatchewan

The problem of tax-back rates has been a widely documented issue in the
equalization debate and deserves special mention here. Under pre-2004 equal-
ization arrangements, an increase in a province’s revenue resulted in a dollar-
for-dollar reduction in equalization payments. This arrangement, called the
tax-back problem, became particularly contentious in the presence of resource
revenues. A province that attempted to realize its resource potential by in-
vesting in resource development experiences a loss in equalization payments
dollar-for-dollar with an increase in resource revenues. Moreover, the tax-back
problem for resource revenues was not applied equitably to all provinces.

In Confiscatory Equalization: The Intriguing Case of Saskatchewan’s Van-
ishing Energy Revenues (2004), Professor Thomas Courchene of Queen’s Univer-
sity provided a detailed analysis of the tax-back problem with particular reference
to the province of Saskatchewan. According to Professor Courchene’s analysis,
Saskatchewan experienced an increase in energy revenues of $668 million but
faced a subsequent decline in equalization payments equivalent to $835 million
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over the period from 1998 to 2001. This resulted in a confiscatory tax-back rate
of 125%. The decline was based on the assessment that Saskatchewan’s revenue-
raising (fiscal) capacity had increased owing to its resource revenues. Nova Sco-
tia and Newfoundland, on the other hand, benefit from special provisions under
the Offshore Agreements to prevent reductions in equalization owing to their
offshore resource revenues. The contrasting treatment of provinces with respect
to the tax-back issue causes serious equity and efficiency problems.

Saskatchewan’s experience is inequitable. Professor Courchene main-
tained that the unequal treatment of Saskatchewan and the Maritime Prov-
inces violates the principle of equity. He also argued that this unequal treat-
ment was inefficient and may have negative effects on Saskatchewan’s econ-
omy by triggering an out-migration of workers to other provinces in addition
to creating great disincentives for developing a billion-dollar energy industry
in the province. Professor Courchene pointed out that, in fact, the tax-back
problem may partially account for Saskatchewan’s recent dramatic decline
in per-capita, after-tax income.

Professor Courchene identified three major reasons that might account
for the unusually high tax-back rates: (1) a shift in calculation of standards;
(2) the Generic Solution; and (3) artificial tax rates and tax bases.

1 Shift in calculation of standards
Since its inception, equalization has been based on a formula that used aver-
age tax rates and tax bases. Under the existing equalization system, a “stan-
dard” tax base is used to assess whether a province’s tax base per person is
below average for each of 33 revenue categories. The “standards” themselves
are defined as average tax bases across all or selected provinces for each rev-
enue category. Essentially, a province qualifies for equalization if most of its
tax bases per person are below average compared to the “standard” bases.
In 1982, there was a shift in the calculation of standards from a na-
tional average standard (NAS) to a five-province standard (FPS). The NAS
was simply a ten-province average whereas the FPS was the average of five
selected provinces: Quebec, Ontario, Manitoba, Saskatchewan, and Brit-
ish Columbia. Since Alberta was excluded from the FPS, Saskatchewan’s
share of energy bases increased significantly relative to other provinces in
the FPS. In other words, Saskatchewan’s tax bases per person for certain
resource revenues were considered as above average compared to FPS stan-
dards although this was not the case when calculated under NAS standards.
Hence, Saskatchewan was assessed as having an above-average share of
resource revenues with the result that its equalization payments declined.
Courchene argued that this assessment did not reflect Saskatchewan’s true
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revenue-raising ability in terms of resource revenues since the assessment
depended heavily upon the choice of standards.

2 The Generic Solution
The Generic Solution ensures that, if a province has at least 70% or more of a
tax base in Canada as a whole, only 70% of the revenues from that base will
be included in the equalization calculations. Saskatchewan does not qualify
for the Generic Solution for energy resource bases since it does not account
for 70% of the energy-tax bases in Canada, although it accounts for over 70%
of many energy bases within the five provinces on which the FPS is based.
Hence, the federal government does not allow Saskatchewan to qualify for
the same privileges accorded to Nova Scotia and Newfoundland. In the latter
cases, the federal government created special energy categories for the oft-
shore oil bases of these provinces so that they accounted for 70% or more of
the national tax bases and their maximum tax-back rate was capped at 70%.

3 Artificial tax rates and tax bases

Professor Courchene argued that some tax rates and bases have been artifi-
cially created by the equalization authorities (the federal government), dis-
torting measures of Saskatchewan’s revenue-raising capabilities. An example
often cited is the treatment of the Sales of Crown Leases, a revenue category.
The authorities set the national tax rate for the Sales of Crown Leases at 15.6%.
Since Saskatchewan appeared to be under-taxing Crown leases at 6.9% ac-
cording to the authorities’ own calculations, a penalty tax-back rate of over
200% was imposed on this revenue base for the province.

Conclusion
Professor Courchene used Saskatchewan as an example to highlight the unde-
sirable effects upon equity and efficiency that arise from the tax-back problem
in the equalization program. In order to remedy these effects, Professor Cour-
chene proposed a series of recommendations for the treatment of resource
revenues. These are examined in chapter four of this book.

Feehan: Treatment of resource revenues

The treatment of resource revenues has been a critical issue in the equaliza-
tion debate. Professor James Feehan of Memorial University provided an in-
depth analysis of this issue in his contribution (Feehan, 2005) to the volume
on Canadian fiscal arrangements edited by Harvey Lazar (2005). Professor
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Feehan identified instances of inefficiency and lack of equity arising from the
existing equalization arrangements and argued that reforms to the treatment
of resource revenues under the equalization program should be a priority.

Efficiency

Professor Feehan essentially reiterated the conclusion of the Economic Coun-
cil of Canada (1982) that provinces are currently under-collecting resource
revenues, which reduces the national average royalty rates (tax rate) for re-
sources. He concluded that they do because resource revenues lead to a dollar-
for-dollar reduction in equalization. Provincial governments are under-pric-
ing the true value of their resource revenues in order to prevent claw-backs
of equalization payments.

Professor Feehan identified a number of associated problems arising
from the under-collection of resource revenues. For example, the consequence
of under-pricing a scarce resource is over-consumption of the resource. More-
over, he argued that it sent misleading signals to the market, leading to misal-
locations of labour and capital that affected productivity. He also argued that
provinces had less incentive to develop natural resources that would generate
future resource revenues rather than engage in other endeavours.

Although the federal government has recognized these efficiencies,
only partial remedies have been adopted. Indeed, some of these remedies
(e.g. Offshore Agreements) may impinge on equity considerations discussed
below. Hence, Professor Feehan stressed that propositions enacted to restore
efficiency should also integrate equity issues.

Equity

Equity in equalization requires fair treatment of all provinces involved. Per-
haps the strongest equity concern expressed by Professor Feehan is the con-
flict between two constitutional provisions: the Equalization program and
section 125 of the Constitution Act of 1982 that prohibits the two levels of
government from taxing one another. Despite these provisions, the widely
documented phenomenon of the tax-back rate has demonstrated that provin-
cial governments in fact “lose” their resource revenues to the federal govern-
ment through a dollar-for-dollar reduction in equalization entitlements.

Conclusion
Professor Feehan concluded that the existing equalization arrangements
for resource revenues have created pressing equity and efficiency issues. He
called for a reformulation of resource equalization. These are reviewed in
chapter four of this book.
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Atlantic Institute for Market Studies (AIMS)

The Atlantic Institute for Market Studies (AIMS) has published a number
of volumes on equalization. Some of these examine concerns about the ef-
ficiency and equity of the equalization program that are reviewed elsewhere
in this chapter.'® There are also a number of other issues identified by the
AIMS authors; three of the more important are: (1) fiscal imbalance; (2) federal
transfers and Atlantic Canada; and (3) the “flypaper effect.”

1 Fiscal imbalance

10

11

In Too Many Cooks: National Purpose and Equalization (2006), Robin Neill,
AIMS Chairman of the Board of Research Advisors and Adjunct Professor
of Economics at the University of Prince Edward Island and Carleton Uni-
versity, pointed out that one of the inefficiencies produced by the current
equalization system entailed a “fiscal imbalance” occurring when “one gov-
ernment taxes and another government spends the revenue generated by
the tax” (Niell, 2006: 4).'* Essentially, this means that the government re-
sponsible for levying the taxes required to fund equalization transfers (the
federal government) is not responsible for spending the transfers (provincial
governments). Professor Neill theorized that when responsibilities in taxing
and spending lie with different governments, efficiency might be compro-
mised: since provincial governments do not assess the total cost of funding
the equalization program (because that responsibility lies with the federal
government), it is unlikely that they would choose the most efficient uses of
the funds. In order to redress the fiscal imbalance and other inefficiencies
of the existing equalization program, Professor Neill proposed a system of
provincially differentiated transfers that will be discussed in greater detail
in Chapter 4, Equalization Reforms.

These AIMS publications include, among others, Boessenkool (2001, 20024, 2002b), Buchan-
an (2002), Crowley (2002), Crowley and Mclver (2004), Crowley and O’Keefe (20064, 2006b,

2006¢), Dahlby (2002), Martin (2001), McMahon (1996, 2000), Winchester (2005).

Professor Neill’s use of the term “fiscal imbalance” differs from that used by the Council of the
Federation’s Advisory Panel in their report. The Advisory Panel recognizes both “horizontal
fiscal imbalance,” a disparity in the capacity of provinces to raise the revenues required to
provide a given level of public services and “vertical fiscal imbalance,” a disparity between
the revenue raising-abilities of the federal and provincial governments as compared to their

spending requirements (see chap. 4: 75-78).
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2 Federal transfers and Atlantic Canada
In The Perils of Being a Poor Region in a Rich and Frightened Country (2005),
Brian Lee Crowley, President of AIMS, presented a comprehensive critique out-
lining the impact of equalization and other federal transfers on the economies
of Atlantic Canada. He argued that “massive federal intervention” in the form
of federal transfers were largely responsible for the failure of Atlantic Canadian
economies to “catch up” with the rest of the country (Crowley, 2005: 1). He point-
ed out that, while federal programs such as employment insurance, equaliza-
tion, and regional development initiatives were originally designed to improve
economic growth in the region, they had instead created a web of dependency.
Crowley emphasized that equalization encouraged bad policies on the
part of the governments of recipient provinces. Instead of implementing poli-
cies that would boost economic growth, provincial governments of recipient
provinces chose policies that entitled them to more equalization payments.
For instance, equalization created incentives for provincial governments to
manipulate tax rates to increase equalization payments. It also provided lit-
tle or no incentives for provincial governments to reduce government debt.
Crowley noted that the typical outcome of these activities were higher taxes,
higher levels of debt, and continual lobbying with the federal government to
increase transfers. Essentially, he argued that equalization changed the be-
haviour of provinces receiving equalization and their residents, encouraging
them to abandon sound economic policies that would generate prosperity
and growth in favour of a sustained stream of transfers.

3 The “flypaper effect”

In a recent AIMS commentary on equalization, The Flypaper Effect (2006b),
AIMS President Brian Lee Crowley and policy analyst Bobbly O’Keefe found
that provinces receiving equalization had higher than average levels of public-
service employment, public-sector wages, and provincial debt. They argued
that equalization may be encouraging the governments of recipient provinces
to spend excessive amounts on the public sector instead of improving the
levels and quality of public services. If this is indeed the case, they argued,
equalization should be streamlined to achieve the original goals of the pro-
gram at a lower cost

Conclusion
In the past, many AIMS authors on equalization have reiterated concerns ex-
pressed by other experts on the topic. More recent criticisms of equalization by
AIMS researchers have highlighted the program’s serious disincentive effects
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on the economies of Atlantic Canada, the creation of a “fiscal imbalance,” and
the likely effects of the program on the size of provincial public sectors.

Boothe: Simply Sharing

In Simply Sharing: An Interprovincial Equalization Scheme for Canada (Boothe
and Hermanutz, 1999) Professor Paul Boothe and Derek Hermanutz echoed
many of the concerns identified by Professor Usher. However, their analysis
was broader since they considered the impact of key federal transfer programs
(specifically the Canada Health and Social Transfer (CHST) program)** and
the regional component of the Employment Insurance (EI) program as well as
equalization. Boothe and Hermanutz identified the following key issues aris-
ing from federal transfers in general: (1) equity; (2) migration; (3) behaviour of
provincial governments; and (4) transparency and accountability.

1 Equity

Professor Boothe and Mr Hermanutz argued that, while federal transfers
might make provincial governments better off, they might make individu-
als worse off. Because federal transfers are ultimately financed out of federal
taxes, the overall effect of the transfers may worsen the financial situation
of poor Canadians for whose welfare the transfers were originally designed.
For instance, if poor Canadians pay more in federal taxes than they are com-
pensated for by federal transfers, they will be made worse off. In fact, there is
some evidence that federal programs (equalization, CHST, and the regional
component of EI) on the whole transfer income from poor Canadians in rich
provinces to rich Canadians in poor provinces.'® This is both undesirable and
contrary to the objective of federal transfers, particularly equalization, which
should ideally transfer income from rich Canadians in rich provinces to poor
Canadians in poor provinces

2 Migration
The effect of equalization upon interprovincial migration has been widely dis-
cussed but other federal transfers, particularly to economically poor regions,

12 The Canada Health and Social Transfer (CHST) program was a predecessor of the current
Canada Health Transfer (CST) and Canada Social Transfer (CST) programs.

13 For example, Finn Poschmann (1998) found that an Alberta family with an income between
$30,000 and $40,000 contributed 9% to federal programs in 1997 while a Newfoundland

family earning over $100,000 received benefits equivalent to 1.2% of their income.
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might also hinder people from migrating to regions with better employment
prospects. Because they receive generous benefits financed out of federal
transfers, workers might choose to remain in regions with high unemploy-
ment rather than move to areas with plentiful jobs. For this reason, regional
differences in Employment Insurance especially have been criticized because
it tends to dampen incentives for workers to migrate to regions with greater
employment opportunities.

3 Behaviour of provincial governments

Transfers may discourage provincial governments from engaging in beneficial
economic activities. A widely documented example is the “tax-back” problem
in the equalization program where provincial governments lose equalization
payments dollar for dollar when their own revenues from a tax base increase.
The “tax-back” problem may result in governments discouraging the very
activity that generates greater own-source revenues because any additional
revenue will be “clawed back” through a reduction in equalization payments.
Additionally, Professor Boothe and Hermanutz pointed out that there is evi-
dence that provincial governments increase tax rates on certain tax bases in
an attempt to increase equalization payouts.'* Under the pre-2004 equaliza-
tion program, provincial governments could manipulate the amounts re-
ceived under the program by adjusting tax rates on some of their tax bases.

4 Transparency and accountability

14

15

Professor Boothe and Hermanutz argued that the extreme complexity of
the current system of federal transfers prevents an open and transparent
evaluation of the program. They noted that only a few policy experts in the
government and academia understand the complete workings of the existing
transfer system and argured that the complexity of the system had created a
false sense of precision in the calculations.

A further issue lies in allocating accountability. Since all federal pro-
grams are eventually financed out of federal taxes, a part of the transfers that
provinces receive are financed out of their own residents’ tax dollars. Profes-
sor Boothe and Hermanutz argued that netting out federal taxes collected in
a province against federal transfers received provides a clearer picture of the
actual flow of federal funds to a province.'® They stressed that considering

See Michael Smart’s (1998) work on equalization’s effect on provincial tax rates.

The authors noted, for instance, that a study by Frank and Hermanutz (1997) showed that,
of the $8.7 billion transferred via the equalization program in 1995/96, only $5.8 billion was

actually transferred from contributing provinces to receiving provinces.



