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INTRODUCTION



CHAPTER ONE

The Future of Fiscal Federalism:
An Overview

Keith G. Banting,
Douglas M. Brown and
Thomas J. Courchene

INTRODUCTION

Canadians are rapidly approaching a critical juncture in the evolution of their
social programs and the system of fiscal federalism that underpins them.
- Powerful economic and social forces have thrust the reform of social programs
to the top of the public agenda. The fiscal crisis facing Canadian governments
at all levels, the globalization of economic activity and rapid technological
change are generating pressure for a restructuring of core social programs. At
the same time, the current system of federal-provincial fiscal arrangements is
under intense strain. Warning signs are flashing on all sides: the impending
disappearance of the cash payments to provinces under Established Program
Financing (EPF) raises questions about the federal role in postsecondary edu-
cation and health care; the cap on the rate of growth of transfers to the three
richest provinces under the Canada Assistance Plan (CAP) has sparked intense
anger, especially in Ontario; the ceiling on equalization grants worries those
committed to interregional sharing; and the repeated resort to unilateral federal
action has eroded the institutions and practices of intergovernmental collabo-
ration. In the view of many commentators, the existing patterns of fiscal
federalism are no longer sustainable,
So interdependent are social programs and the fiscal arrangements between
federal and provincial governments that it is impossible to reform one without
reconsidering the other. Changes in major social programs inevitably trigger
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adjustments in fiscal relations; and seemingly technical changes in the various
formulae embedded in fiscal agreements can have major implications for the
long-term development of the Canadian welfare state. What makes the contem-
porary context so compelling is that both our social programs and fiscal
arrangements are under debate at the same time.

Given the centrality of these programs to the well-being of Canadians, it is
critical that reforms be accompanied by a wide public debate about their future.
This book is premised on the assumption that a close look at the structure of
social and fiscal programs in Canada can contribute to such a debate. The
chapters and commentaries included here range over a wide area, from the
implications of the principles of public finance for the design of fiscal arrange-
ments to the impact of globalization and political change on social policy, from
the complexities of Canadian social programs to a comparative perspective on
fiscal arrangements in federal states around the world, from the history of
Canadian programs to projections about their future. Throughout these wide-
ranging perspectives run a set of critical questions. How well suited are our
existing social and fiscal programs for the emerging economic and political
order? Does “social Canada” need radical change or incremental evolution?
What are the appropriate roles of federal and provincial governments in prepar-
ing “social Canada” for the late twentieth and early twenty-first centuries? Are
our political institutions and processes capable of responding effectively to the
challenge?

The purpose of this introduction is to provide a survey of the perspectives
explored in the chapters that follow, and to summarize the common threads that
run through the book as a whole,

FISCAL FEDERALISM: OVERVIEWS

Part two of the book is devoted to a series of broad overviews of fiscal
federalism in Canada. In the first chapter, Robin Boadway and Frank Flatters
evaluate the system of fiscal federalism in light of core principles of public
finance. In the second chapter, Thomas Courchene reverses the approach by
beginning with the structure of social programs appropriate to the new global
economic order and then tracing their implications for our fiscal arrangements.
Richard Simeon rounds out this part by examining the politics of fiscal feder-
alism, and asking whether we have the institutional and political capacities to
fashion creative solutions to our social and fiscal dilemmas.

Economic Principles. Boadway and Flatters address the issue of whether the
current system of federal-provincial fiscal arrangements, which took shape at
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a time when the federation was much more centralized than it is now, meets the
econemic needs of the federal system we have today. The basic building blocks
for their evalnation are five principles of public finance: (a) fiscal efficiency,
(b) fiscal equity, {c) the preservation of the integrity of economic union, (d) tax
harmonization and (e) the accommodation of spillovers of benefits or costs
across provincial boundaries. These principles allow the authors to develop an
internally consistent view of Canadian fiscal federalism and how it ought to
evolve, For example, the principle of fiscal efficiency leads them to favour
provincial design and delivery not only of health, education, and welfare (for
which the provinces already have primary responsibility) but also of training
-and unemployment insurance (which are now either jointly or federally pro-
vided). The rationale for the latter has to do with the potential for enhanced
integration with provincial welfare and education systems. To the extent that
this degree of decentralization leads to differential net fiscal benefits (NFBs)
across provinces, which could trigger migration from low-NFB to high-NFB
provinces, the solution on fiscal efficiency grounds should be an enhanced
equalization program.

While fiscal efficiency can provide support for equalization, it is the princi-
ple of fiscal equity or horizontal balance that provide Boadway and Flatters
with the real leverage to argue for full equalization of NFBs across provinces.
In turn, this objective would call for a “net” scheme rather than the current
“gross” scheme in order that the fiscal capacities of the rich provinces were
reduced to ensure equality of provincial NFBs. A recurrent theme throughont
their chapter is that the more decentralized the federation becomes, the more
need there is for effective pursuit of fiscal equity goals by the federal govern-
ment,

Because of the importance they assign to Ottawa’s role in pursuing fiscal
equity or redistribution, Boadway and Flatters argue for an enhanced role for
the federal government in direct taxation and a devolution of indirect taxation
to the provinces. To maintain tax harmonization, the authors would fall back on
the use of the federal spending power, Indeed, the federal spending power would
also play a critical role in preserving and promoting the economic union, which
is a greater challenge in a more decentralized federation, and in providing
mechanisms that ensure equitable access to all social programs in the face of
spillovers.

Boadway and Flatters give tolerably good marks to the way that the existing
system has coped with change, but they also recognize that aspects of the system
might be, in the words of their title, in “crisis.” One recommendation they offer
is to roll CAP and EPF into an expanded equalization program, operated on a
net basis — net in the sense that the rich provinces would receive less than under
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the current CAP and EPF, with the reductions being used to finance equalization
transfers to the have-not provinces so as to move the system towards full
equalization of provincial NFBs,

In summary, this is an intrigning commingling of centralization and decen-
tralization, with fiscal equity concerns driving the former and efficiency con-
cerns driving the latter,

In his commentary, Fred Gorbet focuses on issues that in his view are
underplayed in the chapter by Boadway and Flatters. Foremost among these are
the fiscal pressures faced by all governments. He notes that it was not until the
second Conservative mandate that transfers to the provinces were frozen or
capped. At that point, Ottawa no longer feit politically able to increase taxes to
maintain transfers to the provinces when these transfers {cash and especially
cash plus tax transfers) were growing at rates beyond all other federal spending.
This was doubly the case since the federal perspective was that the provinces
were doing a less-than-adequate job of controlling their program spending.
Gorbet’s main point here is that while equity and efficiency as developed by
Boadway and Flatters may imply that the role of federal-provincial fiscal
arrangements should increase in relative importance as budgetary responsibili-
ties are transferred to the provinces, it is not clear that concerns about account-
ability point in the same direction. His tentative conclusion in the first part of
his commentary is that the issues of affordability, accountability and flexibility
will influence future negotiations as much as equity and efficiency concerns.

In contemplating the pattern of change in the future, Gorbet begins from
several presumptions: on the transfer side, equalization remains a robust pro-
gram but neither EPF nor CAP is stable; on the tax side, there is uncertainty
about the future of the GST and growing pressure from certain provinces to gain

* control over the rate and bracket structures under the shared personal income

tax. In this context, Gorbet foresees two broad “families of options.” The first
would involve the continuation of the tax agreements much as today (with
perhaps some harmonization of federal and provincial sales taxes), and the
evolution of EPF and CAP towards a merged block fund. The second, more
radical approach would see the federal government repeal the GST and make
up the difference through major cuts to EPF and CAP and increases in income
taxes. Transferring the GST to the provinces, as Boadway and Flatters suggest,
would roughly match in dollar value the existing levels of cash transfers under
EPF and CAP. However, it is uncertain why Ottawa would opt for this when the
cash component of EPF is heading towards zero and GST revenues are likely
to grow. This is not a challenge in terms of principle, but in terms of practice.
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Fiscal and Global Challenges. Tom Courchene also casts social policy and
fiscal federalism within a broad framework. However, unlike Boadway and
Flatters who approach the issues through a series of principles, he addresses the
social envelope in terms of a set of forces that, in his view, will overwhelm the
status quo. He begins by arguing that the old social policy paradigm is unsus-
tainable in its own right for a number of reasons: the set of perverse incentives
for individuals; the emergence of transfer dependency across the provincial
economies; and the increasing intergenerational tug-of-war that has left a
wholly inappropriate burden on younger generations. Beyond this, however,
there is an entirely new set of forces — globalization and the information/
knowledge revolution — that call for a complete reworking of social Canada,
Courchene argues that a restructured social envelope has to address a series of
challenges: mounting an east-west transfer system over a north-south trading
system; recognizing that social policy has a critical role to play in ensuring the
successful transition from a resource-based society to a human capital-based
society; and accepting that the diverse nature of the several Canadian econo-
mies may make federal-provincial asymmetry unavoidable.

- Courchene does not view the fiscal crisis as fully exogenous to social policy
reform since part of the reason for the debt and deficit mushrooming was and
is the unwillingness of government to jettison the social paradigm inherited
from the postwar generation. While he has harsh words for some aspects of
deficit offloading such as the cap on CAP, he nonetheless views the various
freezes, caps and ceilings as an essential catalyst to social policy reform and
restructuring. Central to his conception of a new social order is that reform must
begin from the bottom up — the time has come to design programs and policies
from the vantage point of individual Canadians. Only then should we focus on
which level of government should deliver them and how they should be
financed. In other words, the federal transfer system should be “derivative” not
“determining.”

In his comments, Lars Osberg takes issue with several aspects of the Cour-
chene chapter. In particular, he challenges Courchene’s use of “transfer depend-
ency.” While this term has been in vogue for some time, Osberg argues that it
represents a stereotype that is no longer borne out by recent research. Indeed,
recent Unemployment Insurance (UI) data for “regular benefits” reveal that
Toronto and Montreal have higher UI “dependency” than does Halifax. Osberg
is more positive about Courchene’s recommendation of a negative income tax
for children as one way to address the welfare trap, and he offers some
suggestions as to how it might be implemented. Finally, he argues that the
returns to restructuring social policy, and particularly to engaging in a substan-
tial training effort, may be low unless there is a demand for trained labour. Thus,
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one of his priorities is to integrate both the macroeconomic and social dimen-
sions so that they are pulling in the same direction.

Claude Foerget is more comfortable with, if not transfer dependency, then at
least Courchene’s concept that the perverse incentives in the transfer system
have generated a “policy induced equilibrium.” However, in his commenits, he
emphasizes the political barriers to change. From his perspective as the head of
the Commission of Inquiry on Uemployment Insurance, he believes that in a
period of heightened regionalism underscored by recent federal election results,
there seems to be no reason why dysfunctional incentives embedded in the
transfer syster will be amenable to reform. Forget also notes that the unpre-
dictability of federal transfers has always existed, even though the concern
about unpredictability is currently heightened. He does not think that the
provinces are sufficiently angry to accept lower transfers for more predict-
ability. Moreover, Forget questions whether federal offloading can be linked to
the ongoing provincial restructuring: this may have occurred in its own right.
His comiments conclude with an observation that one reason why Ottawa may
engage in reform of welfare, Ul, training, and education is that these areas,
individually and collectively, are among the most generously funded in terms
of international comparisons. Perhaps an option is to generate savings here and
convert them to strengthen the federal commitment and predictability with
respect to Medicare, which is seen more and more as a defining characteristic
of Canada.

Political Challenges. Richard Simeon then provides a more explicitly political
overview of the future of fiscal federalism in Canada. Beginning with the
proposition that there is a consensus that existing social policies and fiscal
arrangements are unsustainable, Simeon questions whether the conditions for
a creative or successful resolution exist. He concludes that the political system
tacks the institutional capacity to address and manage the challenge.

In developing this conclusion, Simeon offers a series of five institutional or
constitutional “trumps” that are likely to frustrate a coordinated, collective
effort to address the social and fiscal challenge.

e Constitutional and related issues of national unity tend to trump substantive,
functional policy issues;

* Regional distribution of costs and benefits trump other debates on redistribu-
tion;

#  Fiscal and financial issues trump debate on social policy;

» Intricacies of intergovernmental negotiation trump citizen understanding and
politics; and
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+ Governmental self-interest in seeking to avoid and transfer blame trumps the
willingness to share it.

Simeon then elaborates on each of these “trumps,” drawing from our past
experience, current realities, and future prospects. Compounding all of this is
the fiscal burden. Our experience with political federalism has largely been in
the context of an expansion of government activities, Now we are embarked on
a “federalism of hard times,” in which downsizing, restructuring and the
avoidance of blame elevate further the power of the respective “trumps.”

Is there a way out? One model that Simeon considers, but later rejects, is a
version of Breton’s competitive federalism, according to which governments
act unilaterally in response to economic and social problems. In this model,
Ottawa can transfer deficits to the provinces and the provinces react with a wide
variety of program changes, restraint measures and increased taxing and bor-
rowing. However, this approach generates serious problems of social cohesion,
as would a reliance on disentanglement and a return to a “watertight compart-
ments” approach to federalism. In the final analysis, Simeon opts for a consult-
ative, coordinated approach that recognizes the interdependence and shared
nature of the issues, and would involve revitalizing the intergovernmental
process and rebuilding the functional linkages between economic and social
policy. But overall, Simeon remains more hopeful than optimistic.

In his comments, André Blais endorses many of Simeon’s views, but comes
away decidedly more optimistic. He sees considerable virtue in competitive
federalism and the politics of crisis, which can and frequently do lead to major
policy innovations. Indeed, Blais believes that there is a growing consensus
among Canadians that the fiscal overhang requires spending cuts. Implicit in
his comments is the suggestion that Ottawa can mobilize citizen support for
cuts in transfers to provinces provided it also cuts spending in other areas. More
generally, Blais offers the suggestion that the time may well be ripe for
completely new systems based on principles that appeal to all Canadians.

FISCAL FEDERALISM: THE POLICY SECTORS

Part three directs closer attention to the individual social programs and their
relationship with fiscal federalism. Carolyn Tuohy assesses the sources of
change in health care, Judith Maxwell addresses the related challenges of
postsecondary education and training, and Frangois Vaillancourt deals with the
complexities of our income security programs. Arching over these benefits
provided directly to individuals is a set of transfers from Ottawa to the prov-
inces: equalization, EPF, and CAP. Ken Norrie’s contribution focuses on these
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federal-provincial transfers, and the appropriate balance between them and
direct federal benefits to individuals. Moreover, his chapter sparks a lively
debate with his two commentators, and is therefore an appropriate launching
point for this section.

Federal-Provincial Transfers. The thrust of Norrie’s contribution is that the
pre-1977 “balance” or compromise between individual equity and provincial
equity is in the process of unravelling. Norrig’s seluation is for Ottawa to play a
greater role in the pursvit of individual equity. This strategy has merits in its
own right, but Norrie believes that it will also foster political support for the
maintenance of a generous equalization program and therefore of inter-
provincial equity as well. This sparks a fascinating debate with David Milne,
whose commentary adopts the opposite view.

Norrie develops his conclusion on the basis of a historical and philosophical
review of the evolution of federal-provincial arrangements. Before 1977, the
equalization program focused on equalizing provincial revenues and therefore
achieving regional equity, while the shared-cost programs were designed to
provide minimum levels of essential services to all Canadians in the name of
individual equity. In Norrie’s view, the “curious hybrid of measures” adopted
in the 1977 EPF arrangements marked an important watershed. The tax-transfer
component of the new EPF arrangements could be seen as enhancing account-
ability; but the cash-transfer component, unconditional as it was, lacked any
rationale, especially after the 1982 arrangements made it the residual element.
Since then, a long series of shifts have eroded both the integrity of the fiscal
arrangements and the ability of the federal government to sustain a generous
system of intergovernmental transfers.

In searching for solutions, Norrie first considers completing “what we
apparently set out to do in 1977 with EPF,” namely making EPF and CAP truly
unconditional by converting them into further tax-point transfers and embark-
ing on an enhanced equalization program. However, he rejects this devolution-
ist approach because, among other things, he does not believe that either Ottawa
or Canadians generally would long support such large transfers on a purely
unconditional basis, that is, without guarantees that programs supporting indi-
vidual equity would be maintained. Hence, Norrie is driven in the direction of
a larger role for Ottawa in providing individual equity directly, Medicare, where
interprovincial spillovers are less, would be devolved to the provinces with
enhanced tax room, but funding for postsecondary education and CAP would
take the form of federal vouchers, and some version of a refundable tax credit
for low-income Canadians. With such anchors securing individual equity,
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Norrie believes that Ottawa would also have the political support to pursue
interregional equity through a generous equalization program,

Norrie’s strategy is reflected by two commentators, although for different
reasons. David Milne objects primarily because of his assessment of the
political implications. At the “mega-constitutional” level, Milne argues that the
federal unilateralism implicit in the approach would be ill-timed given the
forthcoming Quebec election and a possible referendum on sovereignty. At the
program level, he feels that converting the federal contribution to Medicare into
an unconditional tax-transfer is a non-starter because Canadians want to pre-
‘serve a federal role in defending national goals in health care. More generally,
Milne does not agree with Norrie’s concern that Ottawa has lost visibility in
terms of programs such as social assistance. In general, the “complex interde-
pendence” of the current system is unlikely to give way to strategies for direct
federal delivery and disentanglement. According to Milne, the inevitable messi-
ness is best handled by improved institutions for intergovernmental coordina-
tion and decision making: “our success or failure in developing and perfecting
these intergovernmental institutions and procedures will be a vital part of the
story of Canada’s unfolding fiscal crisis.”

Hobson also rejects Norrie’s approach, but on different grounds. He is
concerned that reducing the role of intergovernmental transfers in the name of
disentanglement and direct federal delivery would increase fiscal disparities
between rich and poor provinces. He makes this argument for each component
of Norrie’s strategy: devolution of full financial responsibility for health care
to the provinces, along with the transfer of associated tax room, would erode
interprovincial equity; the withdrawal of the federal government from CAP and
the introduction of a new federal income-security program would still leave
provinces responsible for a residual program of social assistance, with poorer
provinces facing greater needs and fewer resources with which to respond; and
a shift from the postsecondary component of EPF to educational vouchers
would have similar effects. In general, Hobson recommends retaining the
existing framework of federal-provincial transfer programs, but making a
number of changes to enhance interprovincial equity. The debate between
Norrie and his commentators, Milne and Hobson, thus effectively highlights
two very distinctive approaches to the future of fiscal federalism in Canada.

Health Care. Health care holds a special place in Canadian political culture,
and intense debate swirls around the importance of the federal role in preserving
the essential principles of Medicare. The chapter by Carolyn Tuohy investigates
these issues by asking a broader question: will the 1990s be “an epoch of
fundamental structural change in health care,” or will we see a continuation of
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normal political struggles over incremental change in the distribution of re-
sources within existing programs and institutions.

Tuohy argues that structural change in the health-care system almost always
results from “exogenous factors” rather than from powerful interests within the
health delivery system itself. However, when episodes of major change are
triggered by the broader political system, the resulting policy shifts are heavily
influenced by the climate of policy ideas about health-care delivery. Using this
basic model, Tuohy provides an insightful analysis of the development of
Medicare, and the basic accommodations that were established between the
government and private insurers, between the federal and provincial govern-
ments, and between the state and the medical profession.

In contemplating the future, Tuohy admits that there are pressures for
structural change, and especially for a reduction in the federal role. She suggests
that the Reform Party and the Bloc Québécois could play arole in decentralizing
social policy “analogous to the role played by the NDP in centralizing it in the
1960s.” These political dynamics could be reinforced by the fiscal crisis of the
federal government, a general wish for disentanglement, and a desire on the
part of provinces to protect themselves from unilateral federal decisions in the
future. A decision by the federal government to withdraw from Medicare would
create wider opportunities for structural change at the provincial level, and
provincial experiments with market forces within a publicly-provided system
could generate greater diversity in the types of coverage that Canadians enjoy.

However, Tuchy is sceptical that the future will unfold in this direction. She
doubts that the federal government will abandon the Medicare field. More
importantly perhaps, she does not believe that a federal withdrawal would, in
fact, undermine the current principles that shape health care. Deep public
support for the existing model, and the power of organized interests in the
delivery system would constrain reform impulses. In fact, Tuohy anticipates a
pattern of incremental change, with the greatest activity coming not in the form
of user fees but in the de-insuring of some procedures, stronger clinical
guidelines, and a growing role for local health authorities in the hospital sector.
In the long term, such incremental shifts can become significant. De-insuring
services, for example, would expand the scope for private insurance, and over
time augment the role of private insurers in Canadian health politics. Neverthe-
less, for the foreseeable future, Tuohy does not see the politics of fiscal
federalism triggering deep structural changes in Canadian health policy.

In his comments, Greg Stoddart presents a less sanguine view of the future,
one characterized by “turbulence” and “an atmosphere of exasperation, if not
. desperation.” However, fiscal federalism is implicated in only some of the
stresses that he anticipates. For example, he foresees provincial efforts to
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introduce fees purely to raise revenue, since the demand for health care is very
inelastic. Clearly, such efforts would place great pressure on the Canada Health
Act. Elsewhere, however, fiscal federalism seems less relevant. For example,
Stoddart expresses frustration that clinical practice has not evolved in response
to research findings about the range of medical procedures that are ineffective
or inappropriate. But he calls on health science centres and the self-regulating
colleges rather than the federal government to show leadership in moving the
system towards “the effectiveness and efficiency frontiers.” He also emphasizes
the need for new institutions to develop a wider social consensus on which
services are medically necessary, but anticipates change at the local level.
Difficult decisions about which services will be provided to which groups may
well be “dumped to the district or regional level through the creation of new
decision-making bodies.”

Stoddart is clearly not comfortable by a withering of the federal role. The
public, he argues, “wants to preserve a sense (maybe even an illusion) of
national unity or identity” through a federal role in health care; and he sees an
important role for Ottawa in health promotion through preventive and develop-
mental programs. Nevertheless, he does not seem to be particularly optimistic
that the world will unfold in his preferred direction.

Education and Training. “More carrots, please” is Judith Maxwell’s plea for
education and training. Canada’s economic future depends on its becoming a
knowledge-based society, in which all citizens participate in a learning culture.
However, a learning culture also requires continuous innovation, adjustment,
and creativity on the part of educational institutions such as universities and
colleges, a dynamic that needs to accelerate despite the decline in financial
support from governments. Hence Maxwell’s emphasis on stronger incentives
to innovation in funding arrangements for educational and training programs.
In this context, Maxwell sees a clear role for the federal government as an
agent of innovation. The basic problem, she insists, is that “the federal govern-
ment has been writing cheques without specifying or monitoring the desired
outcomes.” Under her dietary regime of more carrots, the federal government
would begin to use the leverage implicit in its funding. In the case of post-
secondary education, she recommends that the federal government formally
relinquish any political credit for the tax points transferred to the provinces, but
then transform the remaining cash payments into a more strategic set of
transfers: operating grants paid directly to universities, sponsored research
grants, reformed systems of student support, and a University and College
Innovation Program to reward institutions committed to change. In the case of
training programs, the federal government should help to pay for the cost of
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developing nationwide training standards, and offer to transfer federal activities
in training to provinces that have a complete set of standards in place. However,
the federal government should also cut funding for training programs in any
provinces that are not making clear progress in developing and implementing
such common standards,

Given the history of federal-provincial tensions over such strategies, Max-
well recommends abandoning constitutional symmetry and establishing sepa-
rate arrangements with different provinces. She accepts that Quebec would opt
out of the direct payments to universities, and that other provinces might follow
suit. If that happens, however, she urges the federal government to insist on a
strong innovation program that ensures that federal resources actually promote
excellence. In the case of training, asymmetry in the delivery of programs is
acceplable as long as common training standards act “as the force that binds
the country together and maintains the viability of the economic union.”

In his comments, Stefan Dupré supports this combination of assertiveness
and asymmetry through his own proposal for “procurement federalism.” He
argues that Ottawa’s capacity to purchase services should be used to reward
quality in education and training systems. In the postsecondary education

' sector, he recommends using the cash portion of EPF to finance the full indirect
costs of research that the federal government contracts for in universities. In
the case of training programs, he hopes that business and labour representatives
on agencics such as the Canada Labour Force Development Beard (CLFDB)
and the Ontario Training and Adjustment Board (OTAB) will insist that public
education institutions face competition from private training schools. Procure-

" ment federalism is a potentially powerful instrument of federal assertiveness.

For example, the proposal to shift EPF dollars, which currently go to provincial

governments, into direct research payments to universities would certainly
enhance Ottawa’s role in this sector, In the case of training, however, Dupré
softens this assertiveness by endorsing Maxwell’s call for asymmetric federal-
ism, including the transfer of the federal role in procurement and placement
- played by Canada Employment Centres to the province of Quebec.

Income Security, The income security sector combines major reform issues and
complex intergovernmental relations, which are highlighted in the chapter by
Frangois Vaillancourt. The current agenda focuses primarily on income security
for the employable population, which is delivered through a complex array of
programs by the federal and provincial governments, Seen as a comprehensive
system, these programs are bedeviled by differing benefit levels and design
features that can inhibit training, mobility, and the transition from welfare to
‘work. Vaillancourt is convinced that program integration and reform requires



AN OVERVIEW /15

greater consolidation of authority over unemployment insurance, workers com-
pensation, and social assistance. “One government should be responsible,” he
argues. Given the distinctiveness of the labour markets in Quebec and the rest
of the country, he also suggests an asymmetric response, with Quebec taking
responsibility for the programs in that province but a federal agency serving the
rest of Canada. Failing that, he suggests general decentralization to the prov-
inces. One major advantage of such a shift, he argues, would be that provinces
would have a stronger incentive to ensure that their minimum wages and labour
legislation promote higher levels of employment. If decentralization is impos-
sible, Vaillancourt would actually prefer direct federal delivery of income
support to individuals, in this case through the abolition of CAP and the transfer
of the resources to the Unemployment Insurance program to provide extended
benefits for the unemployed.

Finally, Vaillancourt raises a much more radical approach in which existing
income transfers would be replaced with a system of Individual Economic
Security Accounts. These accounts would represent forced savings by individu-

"als both for old age and for periods of unemployment. Governments, presum-
ably at any level, would be able to contribute directly to an individual’s accounts
in order to fulfil their redistributive goals and avoid shortfalls, According to
Vailiancourt, one of the advantages of such an approach would be to avoid the
maze of intergovernmental complexity that characterizes the current system.

In her comments, Susan Phillips takes issue with many of Vaillancourt’s
recommendations, including his preference for individual savings accounts as
opposed to social security. In the domain of fiscal federalism, she is particularly
critical of proposals to devolve CAP and perhaps Unemployment Insurance to
the provinces at a time when the Canadian economy is undergoing deep
restructuring. In her words, “adjustment is predominantly a naticnal issue, and
labour markets are becoming more national, not more local.” Devolution risks
foreclosing the opportunity to focus on the larger forces reshaping the Canadian
economy. Concern for gender equity reinforces Phillips opposition to the
devolution of CAP. Arguing that a national child-care program is essential to a
comprehensive system of family income support, she fears that “if we devolve
CAP to the provinces now, it is unlikely that there will ever be a national child-
care strategy.” Phillips is also sceptical of proposals that would separate support
for children from social assistance, with the federal government using CAP
dollars to expand child benefits paid directly to families, and the provinces

-focusing on the welfare needs of adults. Such proposals, she argues, ignore the
“social ecology™ of family life; the best way to help poor children is “to improve
the income, training, and employment prospects of their parents,”
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Phillips also raises a general issue about the approach to interregional
transfers in the Canadian system, Noting that poverty is increasingly an urban
phenomenon, concentrated in major metropolitan regions such as Toronto,
Montreal, and Vancouver, she argues that the problems of cities need far greater
attention. Because our system of fiscal federalism is designed to respond to
provinces, not cities, a reconceptualization of the principle of interregional
sharing and associated programs is essential. Given the location of the major
metropolitan centres, such a shift in emphasis would have radical implications
for the system of transfers developed in the last half-century.

A COMPARATIVE PERSPECTIVE

The next section of the book examines Canada’s fiscal federalism from a
comparative perspective. Richard Bird’s chapter surveys the experience of
seven developed countries (Austria, Germany, Belgium, Switzerland, Australia,
the United States, and Canada) and two developing countries (India and Brazil).
His analysis shows that all federal systems face a similar set of issues in
designing their fiscal arrangements: the need to redress the *vertical imbalance”
between the revenue-generating capacity of the central government and the
_expenditure responsibilities of the constituent governments; the need for equali-
zation to correct the “horizontal imbalance” of fiscal capacity and expenditure
need generated by economic disparily across the units in a federation; and the
need for tax coordination among the central and constituent governments.
Bird’s survey demonstrates that while there is indeed a menu of choice in the
experiences of other federations, choosing solutions from abroad needs to be
done carefully with due concern for the overall context of the political system.
Formulae for fiscal transfers, for example, will be “always and inevitably
political,” and attention to the rules and process for political decision making
in other federal systems is more productive than examining the actual results
achieved.

" These conclusions are reinforced in Ronald Watts’ commentary on Bird’s
analysis. Watts finds that comparative analysis is undervalued in Canada,
arguing that it can be useful in terms of secing not only what might work better
at home, but what would not. The political context of other federal systems is
also crucial to effective comparisons in Watts’ view. For example, solutions
designed to work in a congressional system of separated powers as in the United
States or with a distribution of powers that is largely concurrent as in Australia

" may not work in the Canadian case of a parliamentary federation with a more
exclusive division of powers.
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Taken together the two contributions raise some important issues about the
substance and process of fiscal federalism in Canada. Bird argues strongly that
those who would restructure revenues and expenditures to more closely match
the two may be on a fool’s errand, that all federal systems have a degree of
“vertical imbalance” and that in parliamentary federations accountability for
expenditures through the legisiature means that the fiscal gap need not entail
fiscal irresponsibility. On the equalization side, Bird reminds us that regional
sharing in federations is more a matter of political values than of economic
necessity, and that the important thing is a credible process rather than any
specific formula. Bird’s chapter hints at, but does not explore in depth, the
significance of an asymmetrical approach to tax coordination and harmoniza-
tion, Canada already presents one of the world’s leading examples of such an
approach in the differing arrangements for Quebec in tax collection and revenue
sharing. How far can such a trend go? The evidence would appear to be that
federal systems tolerate considerable asymmetry.

On the process side, Bird and Watts both indicate that there are effective
models abroad for improving the intergovernmental machinery to reach politi-
cal accommodation on fiscal federalism. If, as Watts notes, fiscal relations in
Canada are due for a “big bang,” are our intergovernmental institutions capable
of delivering? The chapter by Simeon and the commentary by Milne cast doubt
on the ability of the system to deliver radical results in Canada. Elsewhere
coordination is achieved effectively through formal institutions such as Ger-
many’s Bundesrat. Given the defeat of the Charlottetown Accord, constitutional
amendments to improve coordination on fiscal matters in Canada are not
feasible. However, other devices, such as Australia’s Commonwealth Grants
Commission or India’s Finance Commissions might be more readily adapted to
Canadian use without constitutional amendment. In any case, Bird, as would
Watts, encourages Canadians to continue to examine the underlying political
dynamics in other federal systems to understand the preconditions for success-
ful political processes here.,

BIG BANG OR QUIET TINKERING

The final section of the book addresses explicitly an issue that emerges earlier
in less explicit ways. Is our system of fiscal federalism now so irretrievably
flawed that only comprehensive and radical reform will equip Canada for the
years ahead? Or, is the basic structure of federal-provincial fiscal agreements
essentially sound, and in need of only incremental adjustments to changing
- circumstances? Are we in for a “Big Bang” or merely “quiet tinkering”? Four
commentators address these questions in different ways.
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Peter Leslie is convinced that the system indeed needs reform, and thus is
not content to characterize the coming process as “quiet tinkering.” He prefers
the metaphor of “big bang” or — perhaps better — of a “controlled nuclear
reaction.” Pursuing this latter metaphor, Leslie surveys three risks that must be
controlled. The first is the obvious risk to those Canadians directly dependent
on the benefits of social programs. To reduce the harm to the beneficiaries,
reform must be siow but steady, he argues, and should proceed on the basis of
clearly articulated objectives both in terms of the policy goals and fiscal targets.
The second risk is deadlock. To avoid this danger, in his view, it is essential to
put as many issues as possible on the negotiating table in order to allow
maximum room for trade-offs. This has the side risk, of course, of courting
agenda overload. The third risk is a familiar one: that of pursuing reform that
is neither decentralist enough for Quebec or symmetrical enough for the rest of
Canada. Leslie argues for contingency plans to head off the extreme demands
on both sides. In particular, he argues for a pre-emptive strike by the federal
government to call the bluff of some Quebecers by proposing as one option
dramatic asymmetry, whereby Quebec would be responsible for social security
but would not receive equalization. Faced with a choice between this option
and a more modest asymmetry, Leslie is confident Quebecers will choose the
latter, or at least make a more informed choice.

Robert Normand is less sanguine on the prospects for major reform, for a
number of reasons. First, in his view it is almost impossible to reform social
programs in a period of high unemployment when the recipients feel most
vulnerable. Second, he does not interpret the results of the 25 October 1993
federal election as giving a mandate to the Liberals to make major changes that
the Conservatives had promised. Third, the fiscal crisis itself allows little room
for tinkering; and fourth, the regionalization of the parties in Parliament reduces
the ability to reach accommodation. Finally, Normand sees Canada caught in a
vicious circle: the federal system is in a mess because we cannot fix anything;
and we cannot fix anything because the system is in a mess. In summary, he
foresees the usual federal-provincial tug-of-war producing little by way of
change. His own prediction is that change will come in the form of federal and
provincial legislation to limit budgetary deficits along the lines of the Gramm-
Rudman Bill adopted by the U.S Congress. He also proposes a constitutional
amendment to make the process of public borrowing more transparent and more
difficult.

Katherine Swinton dwells more extensively on process issues in any reform
attempt. Unless public interest groups have a role in the process, she is
convinced that governments run the risk of massive failure, as in the case of the
Charlottetown Accord. In light of that example, she does not give much chance
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to any reform package that would seek to amend the constitution formally any
time soon. In addition, the traditional flexibility and adaptiveness of the con-
stitution which enabled much of the welfare state to be constructed in the first
place may now also be constrained by the fiscal limits to the federal spending
power, although Swinton does not completely count out reform which hinges
on its use. An even more constraining aspect may be the politics of rights — in
particular the heightened tendency of interest groups to seek redress through
the courts to force the hand of reluctant governments. While litigants have no
guarantee of success, Swinton foresees an increase in litigation to force provin-
cial governments to adhere to federal conditions such as those in the Canada
Health Act, and to extend entitlements through Charter cases and recourse to
international covenants. In any case, Swinton warns that a reform process
confined to “executive federalism” will not produce public support, and calls
for a more open process, and broad public education and debate of the issues.

Finally, John Richards argues for a specific approach to reform. He insists
that if the welfare state is to survive, public sector decisionmakers must have
the discretion to redesign and restructure programs, including how they are
delivered within the public sector. In his view, one of the key obstacles to this
flexibility is public sector unions. He goes on to argue for balanced aggregate
federal-provincial finances, within a four-year time frame. This can be achieved
only by substantially reducing the numbers of persons on the public sector
payroll, or the levels of compensation, or both. Moreover, the greatest need for
cutbacks is at the provincial and municipal levels, and the federal government
should play its role in triggering this process by accelerating the reduction in

cash transfers to the provinces.

IN SUMMARY

A number of threads run clearly through the chapters and commentaries in this
book, often reflecting the wider public debate over the future of Canada’s social
and fiscal programs. First, there is widespread agreement here that the status
quo is no longer viable. The prescriptions for reform vary widely, but few of
our contributors believe that the existing set of programs can meet the needs of
Canadians for the rest of this century, let alone the early years of the next.
Not surprisingly, this broad consensus begins to dissolve, however, when
attention shifts to prescriptions for change. In the first place, there is debate
about the scope and speed of change. On one side are those who see the need
for reform or whose analysis points strongly to major change, and who take the
view that we must simply “do it.” On the other side are those who may share
some sense of the urgency but are more pessimistic about the ability of the
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system to produce change. The debate between Norrie and Milne is an obvious
example, but the dichotomy runs through the book more generally. Boadway
and Flatters, Courchene, Maxwell, Vaillancourt, Leslie, and Richards also call
for determined change, while Simeon, Tuohy, Forget, Normand, and Swinton
tend to emphasize the constraints. It is hardly coincidental that in this book it
is economists who tend to be optimistic about change, and political scientists
and former practitioners who are most sensitive to the constraints. However,
this tension undoubtedly reflects a current dilemma of Canadian politics. For
many, the need to restructure the role of government and its institutions and
programs is clear, but the vested interests in the status quo and the dysfunctional
aspects of current institutions and processes get in the way of solutions.

There are also differences in the direction of change charted by our contribu-
tors. It is notable, however, that there is substantial support for an active role
on the part of the federal government. For some contributors, such as Boadway
and Flatters, Milne, Hobson, Stoddart, and Phillips, this activism takes the
traditional form of national standards in shared-cost programs. However, there
is also considerable interest in direct federal delivery to individual citizens of
benefits now funded through federal-provincial programs. Norrie suggests this
approach for postsecondary education and income security, although not for
health care; Maxwell and Dupré agree for postsecondary education and train-
ing; Courchene concurs for child benefits and perhaps postsecondary educa-
tion; and even Vaillancourt recommends shifting resources from CAP, a shared-
cost program, to Unemployment Insurance, an exclusively federal program, if
his first choice of decentralization proves impossible. In contrast with this
enthusiasm for different forms of federal activism, only Vaillancourt envisages
* a broad decentralization. This balance undoubtedly reflects the selection of
contributors to the book. Nevertheless, it is a reminder that, despite the seem-
ingly overwhelming constraints on the federal government, there are still strong
expectations that Ottawa has an active role to play in responding to the
economic and social problems that we face.

Another striking thread running through many of the contributions to this
book is the acceptance of asymmetry in federal-provincial relationships, For
Courchene, asymmetry is the appropriate response to diversity in the pattern of
economic and social problems that the regions of Canada confront; but for
others, such as Vaillancourt, asymmetry is primarily a response to the distinct-
iveness of Quebec. Interestingly, several advocates of direct federal delivery,
such as Maxwell and Dupré, accept asymmetry as a concomitant of federal
activism, although the precise modalities are not worked out here. Their
approach undoubtedly reflects the tensions implicit in the wider political
economy of Canadian life.
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The agenda for the reform of fiscal federalism is clearly a daunting one. As
several commentators noted, in an earlier era the issues involved would have
been managed — amicably or otherwise — after some months of closed-door
intergovernmental negotiation. This agenda, however, coming as it does after
the failure of Meech and Charlottetown, and after the scarring effects of the
debates over free trade, will not be confined to the backrooms of executive
federalism. Too much is at stake for Canadians and for governments alike. The
current debate represents a significant opportunity for 2 new, more open style
of politics to respond to issues that touch the core of social Canada. This book
is dedicated to the proposition that debate about these issues and opportunities
is critical to that process.
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CHAPTER TWO

Fiscal Federalism:
Is the System in Crisis?

Robin Boadway and Frank Flatters

INTRODUCTION

Canada has one of the most highly developed systems of federal-provincial
fiscal arrangements in the world. The essential form of these arrangements has
remained unchanged now for several decades. In the meantime, the substantive
structure of the federation has undergone major changes, especially in recent
years. Put simply, ours has become one of the more decentralized federations.
The issue to be addressed in this chapter is whether the current system of
federal-provincial fiscal arrangements, which took shape at a time when the
federation was much more centralized than it is now, meets the needs of the
federal system that we have today. To the extent that this is not the case, we
wish to ask how the arrangements might be revised or overhauled.!

The term “fiscal arrangements” covers a wide variety of possible dealings
between the two levels of government. Our concern will be mainly with two
general types of federal-provincial interactions — transfers and tax-sharing
arrangements. We do not deal with other forms of economic relations, such as
direct regulation of provincial activitics by the federal government (which,
unlike many other federations, has not been a feature of the Canadian system),
or methods of coordinating federal and provincial activities in areas of shared
jurisdiction (such as agriculture and immigration), except to the extent that they
have implications for financial transfers. This does not preclude investigating
possibilities for shared or cooperative decision making over the forms of
financial transfers or tax sharing; indeed, in some cases that is almost a
necessary outcome, '
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The chapter proceeds as follows. We begin the next section by outlining our
views of the economic role of federal-provincial fiscal relations in a relatively
decentralized federation. This will form the basis against which the existing and
alternative arrangements will be judged. Next, we recall some of the ways in
which the Canadian federation and the fiscal arrangements have evolved over
the postwar period. Of particular importance will be three areas in which
significant changes have occurred — the relative responsibilities of the two
levels of government, the constitation and its interpretaticns, and federal policy
initiatives which have had an impact on federal-provincial fiscal relations. Then
we outline some of the main problems with the existing arrangements, as seen
by ourselves and by other observers. Finally, we consider options for addressing
these problems, some of which have been advocated in the recent literature or
in public debate. We stress throughout that the system must be viewed in ifs
entirety since the various components jointly contribute to the objectives of the
system as a whole.

Our intent is to present the alternatives in a more or less objective way,
although undoubtedly our own biases will creep in. The hope is that the chapter
will put some of the key issues into context and serve as a useful background
for the more detailed topics to follow in the book.

THE ECONOMIC ROLE OF FEDERAL-PROVINCIAL
FISCAL ARRANGEMENTS

The role of federal-provincial fiscal relations depends jointly on the responsi-
bilities that governments at each level are expected to assume, and on how these
duties should be divided between levels of government. On neither of these
questions is there likely to be strong consensus in Canada. Broadly speaking,
these who see a large role for government in addressing the inefficiencies and
inequities of the market are likely to expect a great deal from the federal
government and to see the system of fiscal relations as an important policy
instrument.? On the other hand, those who prefer less rather than more inter-
vention by government (say, because they take a cynical view of the efficacy
of the public sector, or because they put a low value on equity objectives) are
more likely to be content with a highly decentralized federation and a relatively
small role for federal-provincial fiscal arrangements. In outlining the economic
role of federal-provincial fiscal arrangements in a decentralized federal econ-
omy, we leave these as open questions.

The economic case for government intervention is based on equity and
efficiency considerations and the failure of the market to attain these goals. We
need not review the familiar arguments for and against government interven-
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tion. What is relevant here are the particular efficiency and equity issues that
arise in a federal economy, and the roles of the federal and provincial govern-
ments in addressing them,

Efficiency Issues in a Federal Economy

An efficiently operating economy is one in which the “gains from trade” are
exploited to the fullest. A federal system of government gives rise to a number
of additional sources of inefficiency which differ from the standard, textbook
types of market failure that occur in a unitary state. There are three in particular
that are most relevant for our purposes.

Efficiency of the Internal Common Market. To ensure that resources are allo-
cated efficiently across the federatiom, it is necessary that goods, services,
labour, and capital be able to move freely across internal boundaries, and that
the market signals which guide these movements not be distorted. In a decen-
tralized federation, there is considerable scope for provincial taxes, expendi-
tures, and regulations to have distortionary effects on the interprovincial
allocation of resources.’ These distortions can be the incidental effects of
provincial policies directed at some other goals, or they might result from
policies that are deliberately designed to affect the interprovincial allocation of
resources. In the first category, differential tax policies and service provision
will almost inevitably distort the allocation of resources, especially those that
are mobile like capital and some types of labour. In the second category,
provinces may attempt to use tax and expenditure policies to attract factors of
production to their jurisdiction.4 Such “beggar-thy-neighbowr™ policies can
give rise to inefficiencies in the internal common market even if all provinces
engage in them to the same extent. The maintenance of an efficient internal
commeon market is an important policy ohjective of the federal government,

Decentralization of Service Delivery. A key issue in any federal economy
concerns the degree of decentralization of the provision of goods and services

‘in the public sector. Many economists take the view that decentralization is a

valued objective in itself, and ought to be the rule except for specific cases in
which there is a sound argument for centralized delivery of a specific public
service. This view is based on the notion that decentralization leads to more
responsiveness to local preferences and needs, greater political accountability,
more efficient administration, induced efficiency through interjurisdictional
competition, and greater program innovation. Central provision is called for
only in the case of “national” public goods and significant scale economies.
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Thus, public goods that serve a local or regional need are best decentralized to
the provinces or their municipalities.

A significant proportion of the goods and services that governments provide
take the form of quasi-private goods and services, that is, goods and services
that are private in nature but which are provided through the public sector,
typically free of charge. Examples include education, health services, and
welfare services. Public provision of these types of goods and services is
typically justified on grounds of equity or social insurance, since there is no
apparent market failure reason why the private sector could not provide them
at least as efﬁciently.5 There would seem to be, at best, a very weak case for
providing quasi-private public services at the federal level; most economists
would argue for decentralized provision. The efficiency argument for federal
involvement would have to rest on the existence of significant spillover benefits
from provincial activities in these areas. Such spillovers of benefits from the
expenditures in one province to the residents of others, if uncorrected, could
lead to inefficiencies of provision as well as inefficiencies in the allocation of
resources across the federation. Transportation and medical services in one
province will benefit travellers from others. Welfare and educational services
may benefit persons who are only temporarily in a province. Recognition of
this may induce provinces to impose residency requirements which restrict the
mobility of labour across provinces, or to tailor their programs to preclude
residents of other provinces from migrating to take advantage of them. Thus,
there may be national efficiency consequences arising from the decentralized
provision of public goods and services which the federal government has an
interest in addressing, even though it is not responsible for their provision,

More important for our subsequent discussion is the fact that these quasi-
private services fulfil an important equity role in the economy; indeed, they
constitute perhaps the main instruments of redistribution available to govern-
ments. The discussion of the appropriate federal role in their provision, there-
fore, might hinge, not primarily on efficiency arguments, but rather on questions
of the assignment of responsibility for equity goals. Is vertical equity a matter
of national or local concern? Is the reference group for equity considerations
the residents of a province or of the entire country?

Fiscal Inefficiency. A final source of inefficiency in a federation that has
received considerable attention in the literature derives from the notion of fiscal
inefficiency.® The idea is that as expenditure and tax responsibilities are
decentralized, jurisdictions end up with different abilities to provide public
goods and services to their residents.” This is because they have different tax
capacities, and because they have different needs for public expenditures. The
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consequence is that provinces are able to provide different net fiscal benefits
(NFBs) to their residents. The literatare has tended to focus on two main sources
of NFB differentials (see Boadway and Flatters 1982a). First, differences in
source-based tax capacities, such as natural resource endowments, allow dif-
ferent provinces the ability to finance a given level of services at different tax
rates. The second source of NFB differentials, which is perhaps less transparent,
is that provinces that provide more or less equal per capita service benefits, but
finance them with taxes on their residents that are roughly proportional to
incomes, provide NFBs that differ across provinces in proportion to residence-
based tax capacities. The upshot is that a person of a given income will receive
systematically higher NFBs in provinces with higher source-based and
residence-based tax capacities,

Differences in NFBs will give an incentive for persons to migrate from low
NFB provinces to high NFB provinces; to the extent that they respond, this will
result in an inefficient allocation of resources. This provides an efficiency
argument for the federal government to take action to eliminate these NFB
differentials, a role that will be important in our later discussion. Available
evidence suggests that this source of inefficiency may not be empirically very
significant. Therefore, the efficiency case for federal government action to
reduce or eliminate interprovincial NFBs might not be too compelling.® How-
ever, as we shall see, the efficiency argument for eliminating NFB differentials
can be supplemented by an equity argument.

Equity Issues in a Federal Economy

Much of what governments do addresses primarily redistributive concerns,
whether for purely ethical reasons or for more cynical motivations related to
political expediency. Therefore, one’s view about the role of government in the
economy, the degree of decentralization of public sector decision making, and
the structure of fiscal arrangements will depend heavily upon one’s sense of the
importance of redistributive equity as an objective of government policy and
one’s opinion about how closely government behaviour conforms to benevo-
ience as opposed to expediency. Unfortunately, persons will come to different
conclusions about both the properties of society’s “social welfare function” and
what actually motivates government behaviour.

Two main equity issues arise in federal economies. The first concerns the
notional assignment of responsibility for equity; the second concerns the special
problem of fiscal inequity which, like fiscal inefficiency, arises whenever
budgetary functions are decentralized.
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Responsibility for Redistributive Equity. The case for the federal government's
assuming a major role in redistribution has a long history in the literature (see
Musgrave 1959) and is based largely on normative considerations. The main
argument is simply that everyone in the nation ought to “count” equally in the
social welfare function; this is taken to be a fundamental implication of
citizenship. The relevant social weifare function is considered to be a national
one. A second argument is that, because of interregional mobility of factors of
production, too little redistribution wili be carried cut at subnational levels. This
is simply an application of the spillovers argument referred to above.

On the other hand, those who argue that responsibility for redistribution
ought to be at least partially decentralized do so on two main grounds. The first
is that there may be regional preferences for redistribution, or differences in
local aversion to inequality, and provinces ought to be allowed to reflect such
differences. Lower level governments are felt to be “closer to the people” and
hence better placed to meet the particular needs of the poor in their jurisdiction.
An extreme version of this argument is that the appropriate “sharing group” or
the scope of the social weifare function encompasses only the residents of a

- province. This is more likely to be the case when provinces are characterized
by strong and unique cultural identities. In such circumstances, there might also
be far less interprovincial mobility of at least some factors of production, which
will also make it easier for provinces to achieve redistributive objectives on
their own. The second argument for decentralization of redistributive activities
is based on the notion that governments engage in too much redistribution to
suit the observer, possibly because much of it is motivated by non-normative
concerns. To the extent that resources are interregionally mobile, decentraliza-
tion will restrain the amount of redistribution undertaken because of competi-
tion among jurisdictions and because of economic limitations in the ability to
redistribute at lower levels of govemment.9

Of course, this argument is partly an empty one since it is not possible to

-assign responsibility exclusively to one jurisdiction or another. Virtually every-
thing governments do has redistributive consequences, and that cannot be
avoided. Nonetheless, the degree of decentralization of redistribution can be
influenced by the extent of decentralization of other functions. In particular, if
it is felt that the federal government should play an important role in redistri-
bution, then it should be given access to the policy instruments that are most
effective at achieving these goals. This certainly includes direct taxes and their
analog on the expenditure side, transfers to individuals. However, as we have
mentioned, much redistribution takes place through the provision of quasi-
private goods and services, and these are rightly assigned to the provincial level
of government on efficiency grounds. To the extent that the federal government
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has an interest in redistributive equity, therefore, it can only exercise that
influence indirectly through its spending power.

Fiscal Equity. The argument for fiscal equity parallels that of fiscal efficiency
encountered earlier.!? In a decentralized federation, provinces will be able to
provide different levels of NFBs to their residents. This implies that horizontal
equity is violated — otherwise identical persons will be treated differently by
the public sector according to the province in which they reside. This is a
particular feature of a federation; it will not arise in a unitary state. As with
fiscal inefficiency, a federal government which has an interest in national equity
will wish to take remedial action to undo these NFB differentials. How that is
done is of major consequence to the design of fiscal arrangements. The extent
of remedial action that will be required of the federal government to dea) with
fiscal inequities of this sort will depend on both the degree of variability of
fiscal capacities across provinces, and the extent to which fiscal responsibilities
are actually decentralized to provincial governments. A federation in which

- provinces are very homogeneous in their fiscal capacities, or in which provinces
have very few fiscal responsibilities is one in which problems of fiscal equity
will be of very little significance.

Given these particular issues of efficiency and equity which arise in a federal
economy, and which become more important the more decentralized the fed-
eration is, what do they imply for the structure of fiscal arrangements? We

" discuss in sequence the role of intergovernmental transfers and the harmoniza-
tion of the tax system.

The Role of Federal-Provincial Transfers

The need for intergovernmental transfers arises because of both the various
inefficiencies and inequities that arise in a decentralized federation, and the
~ possible imbalances in expenditure responsibilities and revenue raising capa-
bilities. The literature has stressed the following arguments for transfers.

Vertical Fiscal Gap. In virtually every federal economy, the highest level of
government collects more revenue than it needs for its own purposes and
transfers some to the next level.l! There are two reasons for this. First, the
arguments for decentralizing expenditure responsibilities are much more com-
pelling than for decentralizing taxation. The decentralization of taxation gives
rise to inefficiencies in the internal economic union and reduces the ability of
- the federal government to pursue its equity goals.12 Second, and perhaps more
important, a vertical fiscal imbalance is a prerequisite for the federal govern-
ment to be able to implement a system of grants to achieve the goals of
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efficiency and equity in the federal economy. The optimal amount of vertical
fiscal imbalance depends on two counteracting forces. On the one hand, a
greater imbalance facilitates the role of the federal government in achieving
national objectives and enhances the ability to decentralize expenditures to the
provinces. On the other hand, the greater the fiscal gap, the less will be the
reliance of the provinces on their own sources of revenue, and hence the less
may be their degree of political accountability,

Fiscal Efficiency and Fiscal Equity. A key role of federal-provincial transfers
is to eliminate, or at least reduce, the NFB differentials which generate fiscal
inequities and inefficiencies across provinces; and this role is more important
the more decentralized is the federation. This is an interesting instance in
economic policy analysis in which efficiency and equity arguments coincide.
The importance of these arguments in the Canadian case is substantiated by
section 36 of the Constitution Act, 1982, which sets out the broad obligation of
the federal government to provide egualization so that provinces can offer
comparable levels of public services at similar levels of taxation.

The usual prescription is for a set of unconditional transfers that equalize
differences in tax capacity across provinces, but which are unrelated to individ-
ual provincial behaviour per se, such as tax effort or actual service provision
(see Economic Council of Canada 1982). One way to think of the ideal
equalization scheme is as one that essentially replicates the financial setting of
aunitary state, while at the same time allowing for the benefits of decentralized
decision making. In principle, one might also want to take need differences into
account.'® However, it is not at all clear how this could be done properly; nor
is it clear that it would make enough difference to be worthwhile. An exception
to this might be differences in the need to make transfers (i.e., negative taxes)
to low-income persons (Brean Committee 1981). NFB differences arising from
this source could be significant across provinces, and could be taken account
of by the system of equalizing transfers,

It might be argued that the elimination of NFB differentials could be accom-
plished by a system of transfers {o persons that differed according to province
of residence. In principle, there is an equivalence between federal-provincial
equalizing transfers and transfers to individuals. However, there is one substan-
tive difference between them: for the provincial public sectors to be equally
well off financially, some would have to impose higher taxes on their residents.
On the one hand, this has the advantage of imposing more fiscal discipline and
accountability on provincial governments. However, on the other, it has the
disadvantage of decentralizing the tax system and inducing inefficiencies and
inequities on that account.
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Interprovincial Spillovers. This is a traditional argument for federal-provincial
shared-cost programs. If a province’s expenditures give rise to benefits to
residents of other provinces, the absence of an incentive to take account of the
spillover benefits may be expected to give rise to too low a level of provision.
The analog is with externalities in private markets. The remedy is for the federal
government to provide the correct incentive by an appropriate matching grant.
While this argument is logically correct, it is not clear that it justifies the 50-50
matching grants that have been used in the past. While there are undoubtedly
spillover benefits from the provision of welfare expenditures and health insur-
ance programs by each of the provinces, it is unlikely that they are anywhere
near the order of magnitude that the matching formula would suggest. The high
matching rate may have a better justification as a means of taking differential
needs into account across provinces by basing them on actual expenditures.
Unfortunately, the adverse incentive effects of doing this are quite high.

Expenditure Harmonization: National Standards. One of the most important
reasons for federal-provincial transfers, and one that has been less recognized
in the literatore, has to do with the fact that in a decentralized federation, the
federal government may retain a legitimate interest in the overall design of -
some provincial expenditure programs for reasons of national efficiency or
equity. Again, the more decentralized the federation, the more important this
role of transfers might be. This can be accomplished by the exercise of the
spending power. The economic justification for using the spending power is
that there are national objectives that can be attained by encouraging provinces
to incorporate particular federally-defined standards into some of the expendi-
ture programs under their jurisdiction, standards that they would not necessarily
have an incentive to meet on their own initiative (but that collectively they
might agree with),

There are two main sorts of national objectives for which the spending power
might be used. The first concerns the efficiency of the internal economic union.
Thus, use of this power to ensure portability or accessibility provisions in
provincial programs contributes to the free movement of labour across prov-
inces. The second concerns the federal interest in national equity objectives.

_Given that a good deal of redistribution is delivered through the provision of
public sector goods and services, and that a good deal of this is delivered by
the provinces, the spending power is the only instrument by which the federal
government may attempt to have national equity standards incorporated into
these programs. The use of the spending power to require that certain provincial
public services are comprehensive and available to all persons are examples of
this. Interprovincial competition could well compromise national standards of
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equity. The emphasis one puts on the use of the spending power for this purpose
will depend upon one’s view of the federal role in redistribution.

The exercise of the spending power will require conditional grants, although
not matching ones. Given that the conditions may be quite general, the grants
could be block grants. Itis naturally a matter of judgement as to how extensively
the spending power should be used and what sorts of political or constitutional
limitations should be placed on its use.1* The ability to use the spending power
in a sense increases the case for decentralizing the provision of public goods
and services, since it allows the benefits of decentralization to be achieved
without unduly compromising national efficiency and equity. By the same
token, the more decentralized the federation, the more important does the
spending power become.

In summary, in a decentralized federation, such as that of Canada, federal-
provincial transfers play an important role. They allow expenditures to be more
decentralized than revenue raising. They allow the federal government to
correct the inefficiencies and inequities that result from the fact that decentrali-
zation would otherwise lead to differing levels of NFBs across provinces. And,
they allow the federal government to exercise some influence over the way in
which the provinces design their programs so that national interests are taken
into account. Thus, federal-provincial transfers allow decentralization to be
done in a way that achieves its benefits without compromising national effi-
ciency and equity goals.

Tax Harmonization and Coordination

Just as the decentralization of expenditures gives rise to inefficiencies and
inequities in the federation, so does the decentralization of revenue-raising
responsibilities. Therefore, the assignment of tax sources, the division of tax
room, and the design of mechanisms for harmonizing taxes should be done so

- as to allow the benefits of revenue decentralization to be achieved with minimal
violation of national efficiency and equity norms.

The principal reason for revenue decentralization is to give the provinces
some fiscal responsibility for financing their own expenditures. There are a
number of other subsidiary roles that are sometimes alluded to. It allows the
provinces to exercise some influence over redistribution and over the tax mix
used to satisfy local preferences. It ailows them also to use benefit taxation
where that may be appropriate (for example, in financing roads out of gasoline
taxes or financing health care out of tobacco and alcohol taxes). It may also
allow for some coordination between the tax system and certain forms of
provincial redistributive expenditures, such as the welfare system,
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The main objectives of tax harmonization are threefold. The first is the
achievement of efficiency in the internal common market. Differential tax
policies across provinces can lead to distortions in the interregional allocation
of resources, to wasteful tax competition among provinces, and to excessive
use of private sector resources (especially accounting, and financial and man-
agement resources), to comply with different tax regimes, and to avoid taxes in
high tax jurisdictions. The second objective is national equity, although this is
likely to be more contentious. Tax competition can reduce the redistributive
content of the tax systemn, and this may be viewed by some as a disadvantage.
As well, different redistributive policies across provinces may detract from
national equity goals. This returns us to the question of the appropriate sharing
group for the design of redistributive policies. The third main argument for tax
harmonization is ease of administration. A harmonized tax system can reduce
collection and compliance costs as well as reducing avoidance and evasion.

The goals of tax harmonization can be achieved in a variety of manners. The
way in which tax sources are assigned to the two levels of government is
important. The general consensus in the economics literature is that the best
system is one in which taxes applying on more mobile tax bases (especially
capital income) and taxes better able to serve redistributive goals are more
centralized.!® This is generally taken to suggest that taxes on corporations
should be highly centralized, followed by taxes on income, and then by general
sales taxes, excise taxes, and finally taxes on property.16 Resource taxation is

- an interesting case, and one which is relevant for Canada. Since resources are
geographically fixed, the efficiency argument for centralizing them is very
weak. On the other hand, given the unequal distribution of resources across the
federation, decentralization of resource taxes is also likely to lead to significant
fiscal inefficiencies and inequities, and to have implications for equalization,

Tax harmonization can be achieved either by assigning to the federal gov-
ernment those bases for which decentralization is very costly, or else, in cases
where bases are decentralized or co-occupied, by explicit agreement among
govemments.” In general, however, harmonization is more likely to be
achieved for a given tax base the greater is the share of tax room that is occupied
by the federal government, In Canada, all major tax bases other than resource
and property taxes tend to be CO—OCCUpied.ls Given the extent to which revenue
raising is decentralized to the provinces, the federal government cannot be
dominant in all of these tax bases. A decision must be made as to which one(s)
to dominate. The above arguments would suggest that it is more.important to
be dominant in the direct than in the indirect tax fields.

With co-occupied tax bases, agreements to harmonize can take a variety of
forms. They can be agreements on the base alone (including the allocation of
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the base among provinces), or on the base and various dimensions of the rate
structure, The agreements may or may not include provision for a single tax
collecting authority or for collaboration in the auditing function, From the point
of view of administrative simplicity, the advantages of a harmonized collection
system are many. However, a harmonized collection system need go no further
than a single base in most cases.!” Whether base harmonization is sufficient
from an economic point of view is another matter. In the case of a mobile tax
base, some uniformity of rates is important to avoid distortions in the common
market. If the tax serves a national equity objective, a common rate structure
would also be important. The objective of fiscal responsibility for the provinces
probably requires in itself little more than the ability of the provinces to select
a level of taxes rather than a rate structure.

Symmetric arguments can be applied to the system of transfers to individuals
and firms. To an economist, these are equivalent to negative direct taxes so
similar arguments about their assignment and the advantages of harmonizing
them can be made. Given the mobility of capital, harmonization of subsidies to
firms is important. In the case of individuals, mobility is probably less an issue
than that of whether to retain control of equity at the federal level.

Finally, it is important to recognize that there is an interrelationship between
the division of tax room and the structure of federal-provincial transfers. In a
system in which major tax bases are co-occupied, reassigning tax room to the
provinces is always a substitute for making explicit transfers to them. It has the
advantage of inducing more fiscal accountability at the provineial level. But, it
has the disadvantages of increasing NFB differentials, of opening the way for
inefficiencies in the internal common market, of reducing the ability of the
federal government to achieve national equity objectives through taxation, and
to use the spending power for efficiency and equity ends, and of making tax
harmonization more difficult to attain.

SOME FEATURES OF THE EVOLUTION OF
THE FISCAL ARRANGEMENTS

The evolution of the Canadian federation and the place of the fiscal arrange-
ments in it has been widely discussed. Useful historical overviews may be found
in the recent papers by Leslie (1993} and Norrie (1993), which focus on the
fiscal arrangements as a whole. Courchene’s (1984) review of the equalization
system and its prospects has become a classic in the field. Qur purpose here is
the more limited one of highlighting some of the salient changes that have
occurred in the practice of fiscal federalism in Canada in the past few decades.
We group the changes into three main arcas — changes in fiscal responsibilities
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by federal and provincial governments, constitutional changes, and federal
government policy changes (Boadway 1992). The ultimate objective is to shed
light on how the system of fiscal arrangements, the parts of which were
essentially put in place in the 1950s, 1960s and 1970s, stand up to the demands
that the principles of fiscal federalism put on them, given the substantial
changes in environment that have taken place in the meantime.

Fiscal Decentralization

The prominent characterizing feature of the evolution of the Canadian federa-
tion in the postwar period is the gradual but persistent decentralization of fiscal
responsibilities from the federal government to the provinces (and their munici-
palities). Figure 1 depicts program expenditures by the federal government and

FIGURE 1: Government Expenditures (Non-Debt)
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by the provincial/municipal governments as a percentage of GDP over the
period 1961-91. While for the federal government, these barely rose from about
15 percent to about 17 percent over the period, provincial and municipal
expenditures were rising from about 14 percent of GDP to over 25 percent.
Furthermore, virtually all the rise in federal government expenditures could be
attributed to increased transfer payments of various sorts; goods and services
expenditures as a percent of GDP actually fell. All categories of provincial and
municipal expenditures rose as a percent of GDP. Changes on the revenue side
have been equally dramatic. Figure 2 shows federal and provincial own-source
revenues as a percentage of GDP over the same period. Federal revenues over
the period rose from about 16 percent to about 19 percent of GDP, while
provincial revenues went from less than 10 percent of GDP to over 20 percent.

FIGURE 2: Government Revenues
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Table 1 gives a more direct comparison between the federal government and
the provinces for various categories of expenditures and taxes. (Note that these
tables do not include municipal expenditures or revenues.) Total federal pro-
gram spending fell from being twice as large as that of the provinces at the
beginning of the 1960s to being the same size at the start of the 1990s. If federal
transfers to the provinces are excluded from federal expenditures, the ratio of
federal to provincial expenditures falls from abeut 1.7 in 1961 to just over 0.8
in 1990. The change in the ratio for goods and services expenditures is more
dramatic, falling from about 2.5 to only 0.7 over the period. The decline in
federal dominance on the revenue side is even more pronounced. The federal
government collected aimost 2.5 times as much as the provinces from own
sources in 1961, but only 1.13 as much in 1990. It raised almost ten times as
much direct tax revenue as the provinces in 1961, but enly about 1.7 times as
much in 1990. Similarly, it collected six times as much indirect tax revenue as
the provinces in 1961, but only 1.6 times as much in 1990,

While the provinces’ fiscal responsibilities have grown relative to those of
the federal government, they have also had to become more financially self-
sufficient. Table 2 shows that every province now obtains a smaller proportion
of its total revenues from federal transfers than it did two decades ago. However,
the decline varies across provinces, as does the extent of reliance on transfers.
Thus, at one extreme, Newfoundland's share of revenues obtained from trans-
fers fell from 62 percent in 1970-71 to 44 percent in 1992-93, and that of Prince
Edward Island from 62 percentin 1970-71 to 41 percentin 1992-93. At the other
end, Ontario’s share of revenues from transfers fell from 17 percent in 1970-71
to 16 percent in 1992-93, and British Columbia’s from 18 percent to 11 percent.
The share in two provinces, Manitoba and Saskatchewan, hardly fell at all.

- Nonetheless, the differential reliance on federal transfers remains high. This
reflects an important characteristic of the Canadian federation ~— the extent to
which it is equalizing across provinces. Indeed, despite the decentralization of
fiscal responsibilities to the provinces, and the fact that this might be expected
to induce considerable fiscal inequalities among them, the equalization system
has succeeded so far in reducing disparities in the fiscal capacities of the
provinces to a remarkable degree. Table 3 depicts provincial per capita fiscal

: capacities before and after equalization for the year 1987-88. How long this
equalizing thrust can be maintained in light of current fiscal and political
contingencies is an open question.



TABLE 1: Ratio of Federal to Provincial Levels of Activity

Spending  Spending Goods Revenue Revenue
Including  Excluding and Excluding  Including Direct Indirect
Transfers  Transfers  Services  Transfers  Transfers Taxes  Taxes

(1) 2) {3} {4) {5) (4) (7)
1961 2.03 1.69 248 2.46 1.41 9.51 6.17
1862 1.88 1.59 2.53 201 1.25 4.39 4.73
1963 1.75 1.49 2.16 1.95 1.26 442 4.56
1964 1.66 139 207 1.95 1.27 4.37 4.07
1965 1.51 1.27 1.39 1.77 1.19 3.24 4.15
1566 1.43 119 1.74 1.65 1.10 2.36 3.61
1967 132 1.05 1.52 1.58 0.97 2.66 2.59
1968 1.25 1.01 1.40 1.49 0.94 2.70 27
1969 1.22 0.97 1.37 1.50 0.95 2.81 244
1970 1.13 0.86 1.09 1.39 0.80 25 2.33
1971 1.12 0.83 1.05 1.43 0.78 2.56 236
1972 1.15 0.89 1.01 1.43 0.83 245 2.27
1973 1.14 0.87 0.99 1.39 0.84 231 2,02
1974 1.19 0.91 0.95 142 0.85 22 1.73
1975 1.19 0.92 0.87 1.36 0.77 2.17 1.76
.1976 112 0.85 0.89 1.26 0.70 205 1.62
1977 1.09 0.85 0.8% 1.09 0.62 1.67 1.66
1978 1.12 0.87 0.86 1.03 0.59 1.51 195
1979 1.05 0.80 0.79 1.06 0.61 1.70 1.57
1980 1.06 0.84 0.74 1.12 0.67 1.73 1.63
1981 1.08 0.86 0.75 121 0.75 1.65 1.59
1982 1.10 0.89 0.76 1.10 0.67 1.62 1.37
1983 1,08 0.86 0.7 1.0¢ 0.62 1.66 1.32
1984 1.15 0.93 0.75 1.10 0.64 1.73 1.34
1985 1.15 0.94 0.78 1.08 0.64 1.68 1.39
1986 1.08 0.88 0.74 1.13 0.69 1.72 1.53
1987 1.08 0.88 0.70 1.15 0.7 1.73 1.58
1988 1.08 0.88 0.69 1.1l 0.69 1.61 1.52
1989 1.06 0.87 0.72 LI 0.70 1.63 1.52
1990 1.01 0.83 0.65 1.13 0.76 1.68 1.59
1991 1.00 0.83 0.70 1.15 0.74 1.44 N/A
Five-year averages
1961-64 1.83 1.54 231 2.09 1.30 5.67 4.88
1965-69 1.35 1.10 1.58 1.60 1.03 2.85 3.18
1970-74 1.15 0.87 1.02 141 0.82 241 2.14
1975-79 11 0.86 0.86 1.16 0.66 1.82 1.71
1980-84 1.09 0.87 0.74 1.12 0.67 1.68 1.45
1985-91 1.10 0.89 0.73 1.12 0.70 1.67 1.52

Notes: Column 1 ~ Federal spending including tranfers to the provinces/provincial spending.
Column 2 — Federal spending excluding transfers to the provinces/provincial spending.
Column 4 — Federal revenue/provincial revenue excluding transfers.

Column 5 - Federal revenue less transfers/provincial revenue including transfers.
Column 6 - Ratio of personal plus corporate income-tax collections.
Column 7 - Ratio of sales plus excise-tax collections.

Source: Authors’ compilation from Canadian Tax Foundation (various years), The National
Finances, Toronto: Canadian Tax Foundation.



TABLE 2: Proportion of Total Revenues Obtained by Grants

Nfld. PEIL NS NB.  Que. Ont. Man Sask. Alta B.C

1970-711 622 615 471 413 291 172 317 282 235 176
1971-72 512 497 465 463 347 204 305 372 222 188
1972-73 523 501 421 434 220 193 323 372 203 157
1973-714 539 565 478 478 224 185 29.8 413 16.9 16.2
1974-75 520 543 451 457 221 17.1 327 218 171 173
1975-76 494 548 477 475 227 212 365 238 135 185
1976-77 479  56.6 461 465 221 227 340 205 13.2 179
1977-78 472 548 467 476 234 17,7 353 18.4 96 171
1978-79 478 545 470 463 229 172 339 18.3 9.2 157
1579-80 48.1 350 463 482 235 174 371 18.2 84 158
1980-81 46.8 515 455 435 218 176 364 15.7 7% 152
1981-82 505 530 495 455 262 182 384 19.3 11.5 162
1982-83 472 501 426 444 205 150 311 15.1 65 139
1983-84 46.6 469 429 441 235 17.1 326 17.6 9.1 193
1584-85 467 483 397 434 220 161 304 14.9 10.7 193
1985-86 465 463 386 436 213 162 291 17.5 9.9 17.2
1986-87 469 463 387 428 205 147 281 15.9 148 17.1
1987-88 462 455 384 413 183 142 250 209 147 183
1988-89 467 447 21.8 409 198 129 259 234 166 153
1989-90 486 465 388 410 204 119 277 238 150 13.6
1990-91 456 437 366 398 189 11.1 278 232 149 123
1991-92 45 425 369 366 181 112 285 236 1.9 125
1992-93 442 413 373 364 19.6 157 300 254 145 10.8

Source: Authors’ compilation from Canadian Tax Foundation (varicus years), The National Fi-
nances, Toronto; Canadian Tax Foundation.

TABLE 3: Provincial Per Capita Revenues Before and After Equalization as a
Percentage of the National Average for Own-source Revenues,
1987-88

Nftd. PEIL NS NB.  (Que. Ont Man . Sask. Alta. B.C

Before 60 64 76 71 85 108 80 S0 146 104
After 98 98 98 98 98 108 98 98 He 104

Source: Boadway and Hobson (1993, Table 4.7).
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Constitutional Changes

The Canadian constitution has proven to be extremely flexible and accommo-
dating; for example, it has not precluded the vast decentralization that has
occurred over the postwar period. Nonetheless, the constitution remains a legal
constraint of sorts, and some of its provisions confer commitments on govern-
ments which, even if they are not binding in the legal sense, still have consid-
erable political and moral authority over policymakers.

Some key amendments to the constitution have affected federal-provincial
fiscal relationships, beginning with the unemployment insurance amendment
of 1940 and the old age pension amendment of 1951, which enabled the federal
government to enact two of their largest expenditure programs. The most
significant changes occurred with the constitutional amendments contained in
the Constitution Act, 1982, It contained several provisions with potentially
important implications for federal-provincial fiscal relations, of which three are
particularly relevant. They are the institution of the Charter of Rights and
Freedoms (Part I, sections 1-29), the spelling out of federal responsibilities in
the areas of equalization and regional disparities (Part III, section 36), and the
devolution to the provinces of authority and taxing power over non-renewable
resources (section 92A).

The Charter of Rights and Freedoms contains at least two sections that may
be relevant for fiscal federalism — the mobility rights provision (section 6) and
the equality rights provision (section 15). The former provides for the freedom
to move among provinces and to pursue a livelihood in any province. In other
words, it guarantees the unrestricted movement of labour (subject to the quali-
fication that it may be violated if regional unemployment rates are above the
national average), part of what is required for maintaining an effective eco-
nomic union. The equality rights section guarantees equality before the law
without discrimination. The implication of each of these for economic policy
has yet to be determined by the courts, but they are potentially important. For
example, the equality provision may help define national equity standards, and
the mobility provision may restrict provinces in applying discriminatory labour
policies.

The non-renewable resource section gave to the provinces the power to
regulate and to tax in any manner natural resources within provincial bounda-
ries. In a sense, it simply recognized what had come to be the practice at the
time. It is relevant for us because it is undoubtedly one aspect of the federation
which is immutable, that is, the provincial ownership and control of resources
and the revenues therefrom. One can certainly make strong economic argu-
ments for centralization of ownership and control of resources, and many
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federations are organized in this way. However, it is not an option open to
Canada.

Section 36 (“Egualization and Regional Disparities™) contains two parts. In
effect, these provisions have two sorts of possible effects on federal responsi-
bilities and obligations. The first part explicitly recognizes the pursuit of equity
as a national objective, though one that is shared with the provinces. This is
important since, as already mentioned, much of what all governments do has a
significant equity dimension. It might be thought of as a justification for federal
involvement in provincial programs through the spending power. The second
part imposes an obligation of a specific sort on the federal government to pursue
equalization objectives. The wording of the provision, if taken literally, would
have serious implications not only for the formal equalization scheme itself,
but for other major federal-provincial transfers as well.

An important component of federal-provincial fiscal arrangements has been
the use of conditional grants by the federal government. Despite the fact that
the BNA Act gives the provinces “exclusive” legislative responsibility in the
areas of health, education, and welfare, the federal government has from time
to time used conditional grants to provide an incentive for the provinces to
implement programs satisfying specific federal criteria. The constitutionality
of such measures has been an issue in the past. However, the federal government
has usually been successful in arguing their case, and it seems to be generally
agreed now that the use of the spending power by the federal government as a
method for providing financial incentives to the provinces is legally acceptable,
as long as the federal government does not directly engage in program provision
(see Hogg 1985).

The 1982 constitutional revisions could be taken to support and even
strengthen this use of the spending power. As mentioned, section 36(1) explic-
itly recognizes the shared federal-provincial responsibility for equity. As men-

 tioned, it can be argued that public sector provision in the areas of health,
education, and welfare have redistributive equity as their ultimate economic
rationale. The federal government can now argue that they have an interest in
the equitable provision of these services, and since they are precluded from
providing them directly, the spending power is the only instroment available
for discharging their equity responsibilities. A similar argument might be made
with regard to section 36(2). It could be said that the equalization responsibility
is fulfilled jointly by the formal equalization scheme, along with the other major
transfer schemes discussed below (EPF and CAP). Each of these has an
equalizing component, and they complement each other.

The proposed constitutional amendments of the ill-fated Charlottetown Ac-
cord of 1992 contained various provisions which would have elucidated and
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given political direction to federal-provincial fiscal arrangements for the future.
There was to be a non-justiciable provision to be added to the constitution which
would have described the nature of a commitment in principle of both levels of
government to preserving and maintaining “Canada’s social and economic
union.” The social union would include the provision of comprehensive and
accessible health care, high quality education and adequate social services and
benefits. Section 36 would be amended to include a commitment to ensure that
comparable economic infrastructures would be available in all regions. The
wording of section 36(2) would be strengthened to commit the federal govern-
ment to make equalization payments, not just to the principle of equalization.
And, a new snbsection 36(3) would have been added to commit both levels of
government to reducing regional economic disparities. The upshot of these
changes to section 36 would apparently have been to strengthen the commit-
ment to fiscal equity and the pursuit of economic opportunity. At the same time,
the use of the spending power was to be guided by principles that included a
contribution to the pursuit of national objectives, a reduction in overlap and
duplication, respecting of provincial priorities and ensuring of equality of
treatment of the provinces, while recognizing their different needs and circum-
stances. As with the Meech Lake Accord, provinces could opt out of national
shared-cost programs, provided they carried on a program that met with
national objectives. Though the Charlottetown Accord was defeated in the
national referendum, its content revealed a significant commitment to the role
of the federal government in pursuing national objectives, as well as the need
to maintain fiscal equity in an increasingly decentralized federation.

Federal Policy Initiatives

It seems clear that the existing constitution is not a significant constraint on the
degree of centralization of economic power. The federal government could
exercise potentially significant amounts of financial control through its vast
taxing and spending power. And, except for the commitments in section 36 of
the Constitution Act, 1982, they can also choose to decentralize fiscal respon-
gibilities to the provinces. Thus, federal and provincial financial responsibilities
are to a large extent a matter of actual policy decisions. A number of recent
policy initiatives have had, or will have, a bearing on the fiscal role of the
provinces relative to the federal government and on the fiscal relations between
them. In many cases, the effect on federal-provincial fiscal relations is an
incidental effect of policies taken with other objectives in mind. Part of our
purpose is to point out that the consequences for fiscal federalism are often of
a lasting and virtually irreversible nature and, as such, we now have to live with
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them and adjust our fiscal arrangements accordingly. Each of a number of policy
measures is considered separately.

Deficit Reduction Measures. Ahigh priority of the federal government has been
the reduction of the budget deficit. In the last several budgets, it has put a
substantial part of the burden on reducing expenditures rather than increasing
taxes. At the same time, it has taken the position that the part of the budget
consisting of transfers to individuals should be protected. That leaves only
transfers to governments and business, and expenditures on goods and services
as instruments for deficit reduction. Of these, the bulk of the burden was put on
transfers to the provinces, including limits on both EPF transfers for all
provinces and CAP transfers for the three “have” provinces.

Whatever its merits from a fiscal management point of view, the use of
transfers to the provinces for deficit reduction purposes has longer term effects
on the structure of federal-provincial fiscal relations.2® One is that the reduction
in federal-provincial transfers and the resultant increase in provincial tax
requirements shifts the balance in taxing power from the federal to the provin-
cial governments. Furthermore, this shift may be largely irreversible. The
ability of the federal government to take a lead in maintaining a system of
harmonized direct taxes across the two levels of government depends upon the
share of the tax room it occupies. As the provinces occupy a larger and larger
share of the income tax room, the pressures for fragmenting the system increase.

Another effect is that the reduction in federal-provincial transfers reduces
the ability of the federal government to achieve national objectives through the
use of the spending power. As long as the EPF grant is financed by a combina-
tion of tax point transfers and cash transfers, as in the current system, reductions
in the cash transfer component will ultimately leave the federal government
with little spending power clout.

Introduction of the Goods and Services Tax. The GST was introduced for
reasons that had little to do with federal-provincial fiscal relations, But it too
may have a lasting incidental impact. Most economists would agree that, as an
indirect tax system, the GST is basically well-conceived. However, from a
federal-provincial fiscal relations perspective, it has some drawbacks. The main
one is that, if the evidence from other countries is anything to go by, it is likely
that the direct-indirect tax mix of the federal government will gradually change
in favour of the indirect. This implies a reduction in federal share of occupancy
of the income tax fields. This will compound the strains put on the system of
income tax harmonization and further reduce the ability of the federal govern-
ment to achieve its national equity goals.
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It is true that the federal government could buy harmonization with the
provinces in the indirect tax field using the GST. However, such harmonization
will be far from perfect. A fully harmonized GST involving the federal govern-
ment and the provinces would be hard to achieve. It is simply too difficult to
operate a multi-stage tax in a multijurisdictional system of government. The
problem is that the system of crediting becomes difficult to administer when
intermediate sales go through more than one jurisdiction. Perhaps the best that
can be done is to have the provinces retain a single-stage system, with that stage
being harmonized as closely as possible with the GST, as has been done with
Quebec. The main disadvantages of single-stage taxes documented by the
federal government (bias in favour of foreign goods, and taxation of business
inputs) would continue to apply at the provincial level.

The real problem is that, given the degree of decentralization of the fiscal
system in Canada, it is simply not possible for the federal government to
dominate both the direct and the indirect tax fields. A choice must be made. We
would argue that the case for harmonization and a strong federal presence
favour federal government concentration in the direct tax field. From this point
of view, the introduction of the GST could be seen as a retrograde measure, This
was recognized by the Carter Commission some 25 years ago whose advice was
that the federal government turn over the indirect tax fields to the provinces and
concentrate on income taxation. This would accord with the traditional textbook
assignment of tax bases in a federation (McLure 1983). The indirect taxes

‘presumably would not be harmonized among the provinces, and a multi-stage
tax would not be used. These disadvantages are outweighed by having a more
harmonized income tax system.

The Operation of the Tax Collection Agreements. The basic form of the Tax
Collection Agreements has been in place since 1962. The only major change
occurred in 1972, when the federal government began allowing the provinces
. to introduce tax credits to be administered by the federal government. To be
admissible, these crédits were supposed to satisfy three criteria. They had to be
administratively feasible, must not erode the essential harmony and uniformity
of the tax system, and must not jeopardize the functioning of the internal
common market. When the Tax Collection Agreements were first entered into,
the federal government was dominant in the income tax fields. As the provinces
have become more important users of income tax, the system has come under
increasing strain. The signs of the strain are several. One province (Alberta) has
withdrawn from the corporate Tax Collection Agreements. Others have studied
the option seriously (Ontaric in the case of the personal income tax, and British
Columbia for the corporate tax), and have so far declined to take action despite
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dissatisfaction with their inability to pursue independent tax policies. The use
of tax credits has increased rapidly at both the personal and corporate levels.
Some of these credits seem clearly to affect the allocation of capital across
provinces, such as venture capital and stock savings programs and various tax
credits under the corporate income tax. The principle of 2 common base has
even been eroded, as Alberta, Manitoba, and Saskatchewan received permission
to introduce flat taxes on bases different than federal taxable income (i.e., net
income).

The tension seems to have arisen because of unilateral federal control over
both the base and rate structure of the income taxes. This leaves open to the
provinces only the ability to choose the level of rates and the use of credits for
provincial policy purposes. As the provinces become more important in the
income tax fields, these tensions are bound to increase. Studies in Ontario and
British Columbia have recommended that provinces be given a greater role in
any changes that involve the base and rate structure, and discussion papers of
the federal government and the provinces have proposed changing the form of
the Tax Collection Agreements to allow provinces more discretion over their
rate structures (see Boadway, Cromb and Kitchen 1989; Clarkson Gordon 1988;
Canada 1991). All have recognized that the Tax Collection Agreements have
served the federation well. Indeed, the Canadian system has been cited as a
model for tax harmonization in the European Economic Community.

Structural Changes in EPF and Equalization. The structures of both the EPF
and equalization systems have undergone some significant changes that have

influenced their effectiveness. In the case of the EPF, the major structural
. change resulted from the Canada Health Act, 1984. This Act reaffirmed the
- requirement that had existed since the mid-1960s that to be eligible for the full

amount of the federal transfer in support of health expenditures, a province had
to maintain a publicly-administered health insurance system which was com-
prehensive, accessible, universal, and portable. However, it also introduced
penalties for provinces whose health-care systems engaged in extra-billing and
user charges. The imposition of these additional conditions has been a matter
of some controversy. Those who oppose them argue that the provision of health
services is clearly a provincial responsibility, and that the full decentralization
of health care is likely to lead to more efficient provision through interprovin-
cial competitive pressures. Those who argue in favour of the use of the spending
power in the health-care area do so on the grounds that health care is funda-
mentally an instrument for the pursuit of equity, and the use of the spending
power is the only means by which the federal government can achieve national

standards of equity in health care. Clearly the matter goes beyond purely
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-econcmic considerations and involves value judgements about equity versus
efficiency. It is not surprising that economists disagree on the matter. It does
seem quite clear, however, that from a constitutional point of view, the use of
the spending power in this way is legitimate.21

The periodic budgetary reductions in EPF cash transfers will make it more
difficult for the federal government to maintain effective national standards in
health care. Since the inception of EPF in 1977, there have been a number of
instances in which the size of the transfers has been reduced, and these have all
been felt on the cash transfer side. In 1982, there was a reduction of the
equivalent of two personal tax points which had originally been used to
compensate for the so-called revenue guarantee in the 1972 tax reform. This
may or may not have been justifiable in terms of the revenue guarantee itself,
but one resnlt was a reduction in the size of the cash transfer. In 1984 and 1985,
the notional postsecondary education component was restricted to increases of
5 and 6 percent respectively as part of the anti-inflation policy of the time. (This
component is notional only since there are no restrictions on its use.) In 1986,
the growth of EPF transfers was reduced from the rate of growth of GNP to that
rate less two percentage points. Then, in the budgets of 1990 and 1991, the per
capita amount of EPF transfers was frozen and extended three years beyond.??

Once the freeze is over, the growth of EPF per capita transfers will be restricted
to the rate of growth of GNP less 3 percent. The consequence of these reductions
is that the cash component of EPF is becoming less and less important relative
to the tax transfer component, and will disappear altogether in the near future
. (though that day has been postponed by the recession). It could be argued that,
~ once the federal government eliminates cash transfers and requires the prov-
inces to increase their tax room, it will be difficult to reverse the process. While
the federal government has stated that it will find other ways to penalize
provinces who fail to meet the full criteria set out in the Canada Health Act, it
is not at all clear how this can be done. The other major grant schemes
(equalization and CAP) are negotiated separately with their own objectlves in
. mind. And, equalization applies only to some provinces.

The equalization system itself has undergone some fundamental revisions.
Prior to 1982, the system used the so-called national-average standard for
determining equalization payments fo the have-not provinces. That is, the
entitlement was calculated to bring the tax capacity of the have-not provinces
up to that of the national average. Oil and gas revenues were not fully equalized.
However, as the Economic Council of Canada (1982) argued, given the provin-
cial property rights over natural resources, this was not an unreasonable situ-
ation, In 1982, the formula was changed in several significant ways to reduce
the financial commitment of the federal government and to ensure that Ontario
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did not become a have-not province. The national-average standard was
changed to a five-province standard (Ontario, Quebec, Manitoba, Saskatche-
wan, and British Columbia). Oil and gas revenues were included fully in the
formula; but, since Alberta was not part of the standard, they were, in effect,
largely unequalized. Also, in 1987, the rate of growth of the total equalization
transfer was capped at the cumulative rate of growth of GNP,

International Developments. Changes in the international climate facing the
Canadian economy may influence the development of fiscal relations within
the federation. In particular, they may increase the constraints faced by policy-
makers. For example, the growing internationalization of capital markets con-
strains the ability of governments, both federal and provincial, to impose taxes
on capital income. With highly open capital markets, rates of return on capital
are largely predetermined internationally. This implies that the ability to extract
taxes from capital income is severely limited. In an economy such as Canada’s,
the taxation of corporate income is to a considerable extent dictated by foreign
tax crediting arrangements in creditor countries, especially the United States.23
One of the main roles of the corporate tax has become to facilitate a tax transfer
from foreign treasuries to Canada by exploiting the ability of foreign corpora-
tions to obtain credits for taxes paid in Canada. This implies that our corporate
tax structure is consirained to be similar to that in the United States.

At the same time, because of the allocation formula used to allocate corporate
income tax revenues among provinces, there is an incentive for provinces to
engage in tax competition. Under the tax crediting system which operates
internationally, there is little gain to provinces from trying to attract capital from
abroad via corporate tax incentives for the reason mentioned above; they will
simply reduce the size of the transfer from foreign treasuries without affecting
the incentive to invest. However, with the allocation formula used for provingial
tax collections, provinces can succeed in attracting capital from neighbouring
provinces by offering more attractive tax treatment. The total amount of
provincial taxes that domestic firms are liable for depends upon in which
provinces their profits are earned. If a province lowers its tax rate (or provides
an investment incentive), this will provide an incentive for domestic firms to
relocate their activities there, but it should not affect foreign firms because of
the crediting arrangement. This means that there is an incentive for provinces
to engage in interprovincial beggar-thy-neighbour policies, even though such
an incentive does not exist at the federal level. This observation has implications
for the ideal assignment of taxes and income tax harmonization.
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Future Policies. It is difficult to predict what policy initiatives will occur in the
future. However, speculation is not entirely idle. One possibility is in the area
of social policy. Tt seems clear that a major rationalization here is on the policy
agenda, and will incorporate a number of programs such as welfare, unemploy-
ment insurance, and training. Since these policies overlap federal and provincial
jurisdictions, their implications for federal-provincial fiscal relations cannot be
ignored. Another possible area concerns public sector infrastructure investment
which has surfaced during the 1993 election campaign as a possible policy
direction. Such a program almost necessarily invelves the use of the federal
spending power which, to be effective, requires federal transfers to the prov-
inces (and municipalities). There may well be other major policy initiatives,
such as environmental or energy policy measures, which will affect federal-
provincial fiscal arrangements. Since all of these things involve federal funding
to some extent, the additional strain imposed on existing fiscal arrangements in
an era in which decentralization has already evolved a long way will be
considerable. It is not clear that the system of federal-provincial fiscal arrange-
ments that has evolved over the period can be sustained without major rethink-
ing. In that sense, the answer posed in the title to this paper would be
affirmative.

PROBLEMS WITH THE EXISTING FISCAL ARRANGEMENTS

The basic structure of the existing fiscal arrangements has been in place for 25
years, and some of the key components go back to the early postwar period,
Yet, as we have seen, the nature of the federation has changed significantly in
the meantime. In particular, it has become much more decentralized. The
question becomes, in light of all these changes that have occurred, do the fiscal -
arrangements now serve the purposes for which they are intended?

The theory of fiscal federalism suggests that the role of federal-provincial
fiscal arrangements should increase in importance as more budgetary respon-
sibilities are transferred to the provinces.24 In a sense, the sensible and unob-
trusive use of various components of the fiscal arrangements allows the full
benefits of the decentralization of public service provision to be achieved
without compromising the efficiency and equity of the internal common market.
In particular, judicious use of the fiscal arrangements serves to offset the
inefficiencies and inequities that inevitably arise as a result of the decentrali-
zation of functions, to facilitate coordination among governments on both the
expenditure and tax sides of their budgets, to allow for differing degrees of
decentralization of taxes and expenditures, and to enable the federal govern-
ment to retain some means by which it can achieve national efficiency and
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equity goals in areas otherwise within provincial responsibility. Although we
have stressed that the fiscal arrangements must be seen as a whole, in this
section we look at each of the major components individually with a view to
pointing out how their structures might have become dated given the evolution
of the Canadian federation.

Equalization

The main purpose of the equalization system has been to address the fiscal
inefficiencies and inequities that arise in a decentralized federation, that is, to
meet the principles enunciated in section 36(2) of the Constitution Act, 1982.
The task becomes greater the more decentralized is the federation. At the same
time, the political basis for equalization may diminish with decentralization, as
many commentators have pointed out (see, e.g., Courchene 1991). This is
almost certainly the case as decentralization has been accompanied by the
freeing of trade and the transfer of deficits to the provinces, in some cases
selectively to the better-off provinces. Others are better able to comment on the
political economy of equalization. The perspective we adopt here is that of the
economist to whom the principle stated in section 36(2) is grounded in the
traditional fiscal efficiency and equity arguments of the theory of fiscal feder-
alism, arguments that have become part of the standard analytical baggage of
the discipline (see Atkinson and Stiglitz 1980; Wildasin 1986).

We have already described how fiscal equity and efficiency in a federation
are jointly achieved by a system of federal-provincial transfers which fully
eliminate differentials in NFBs across provinces.2’ In principle, this is not easy
to achieve in any precise manner since NFB differentials can arise in a variety
of different ways, depending on the nature of functions undertaken by govern-
ment, and also on the extent to which provincial government budgets are
redistributive. However, given the stylized facts of the Canadian federation, and
some reasonable assumptions about the way in which the provinces behave, a
good case can be made for assigning to the equalization system the principal
task of equalizing tax capacities across provinces.26 The equalization system
can be judged primarily on these grounds, while recognizing that other compo-
nents of the system may also contribute to the overall equalization objective,
including the need to take account of other sources of NFB differentials,

Judged from the perspective of the objective of equalizing tax capacities, the
difficulties with the equalization system as it has evolved have been well
documented, and we need do little more than recount them here (see Courchene
1984; Bird 1950):
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e  Since the system is a “gross™ scheme rather than a “net” one, the have-not
provinces are equalized up, but the have provinces are not equalized down.
Furthermore, since the federal government finances the scheme, and since it
does not have access to some of the revenue sources which cause significant
differentials in tax capacity, the degree of implicit equalization operating
through the financing of the system through general revenues is limited.

s The use of a representative five-province standard (RFPS) rather than a
representative national-average standard (RNAS) makes it impossible to en-
sure that NFB differentials are properly eliminated, In principle, this could go
either way since both the best-off and the least well-off provinces are missing
from the standard.

e  One of the most important sources of tax capacity differentials, resource
revenues, is very inadequately treated by the equalization system on several
grounds. For one, since Alberta is left out of the five-province standard, a
substantial part of the oil and gas revenues go unequalized. Given that this
constitutes one of the most unequally distributed tax bases, this is a significant
shortcoming. By the same token, resource revenues accruing to the have-not
provinces are effectively fully equalized; indeed, given that the equalization
system is based largely on a system of production tax revenues (rather than
rents), equalization systematically discriminates against high-cost producers
leading to a situation in which more than 100 percent equalization is imposed
on the have-not provinces’ oil and gas revenues. Of course, it can be argued
using notions of provincial property rights (what the Economic Council
referred to as “narrow-based horizontal equity™) that only partial equalization
of resource revenues is called for; even that wonld be more than the present
system allows for. At the same time, there are some other sources of resource
revenue which also go fully or partially unequalized; examples include hydro-
electric rents as well as forestry rents, both of which are dissipated in forms
other than equalizable tax revenues.

o  The federal government’s lack of direct access to some of the resource revenue
bases which generate NFB differentials has led it to pursue alternative policies
to spread the benefits of the resources around the federation, some of which
have been clearly sub-optimal. Examples include the National Energy Policy
as well as bilateral revenue-sharing agreements.

s  In each five-year fiscal arrangements period since 1982-83, there has been a
ceiling on the growth of equalization payments. Thus, for the 1987-88 to
1991-92 period, total equalization payments were not allowed to exceed those
of 1987-88 augmented by the rate of growth of GNP over the same period.
This ceiling, which is essentially arbitrary, especially in light of federal
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recent years, became binding in 1988-89, reducing still further the ability of

| policies to rapidly decentralize a number of important social programs in
l the scheme to achieve full equalization of tax capacities.
L ]

It has also been argued that, by focusing entirely on tax base equalization, other
important sources of NFB differentials have been neglected. An often men-
tioned example of this is the failure to take account of “negative” tax liabilities
(i.e., transfers) in the equalization program. We shall return to this when we
discuss other components of the system.

These shortcomings in the equalization system imply that it is imperfect when
judged against the ideal of full equalization of tax capacities. Despite this, the
system does not perform all that badly. Calculations have shown that the RFPS
standard has in recent years led to the equalization of the have-not provinces to
close to 98 percent of what would be achieved by the RNAS. Whether this
would remain to be the case in future years when the ceiling bites more and
more, and when (if) resource revenues increase remains to be seen. Of course,
the equalization up of the have-not provinces is only one side of the picture.
Since the equalization system does not apply to the have provinces, they remain
above the national standard. Interestingly enough, in the late 1980s, while
Alberta’s tax capacity was over 45 percent above the national average, those of
the other two have provinces, British Columbia and Ontario, were each above
the national average by less than 10 percent (see Boadway and Hobson 1993,
Table 4.7, p. 124).

It is worth stressing that our discussion has been premised on the notion that
both the economic objectives of the equalization system and the constitutional
“commitment” found in section 36(2) can largely be addressed by a system that
fully equalizes the tax capacities of the provinces. This policy prescription rests
on a set of assumptions about the way in which provincial governments exercise
their taxing and expenditure responsibilities that not all observers will agree
upon. However, the prescription does have the advantage that it is well-founded
in theory. It does put the onus on detractors to be as precise in defending

- alternatives, including lesser forms of equalization.

Two final points might be made about the equalization system. First, it should
be clear that in a system of equalization in which tax capacity is the focus of
redistribution across provinces, the degree of decentralization of revenne-
raising capacity is an important determinant of the extent of required equaliza-
tion, To take the extreme case, if taxation remained centralized while expendi-
tures were being decentralized, so that all provincial expenditures were
financed from federal-provincial transfers, the transfer system would need only
to be a system of equal per capita grants.2 It is only as taxes are decentralized



54 / THE FUTURE OF FISCAL FEDERALISM

that differential tax capacities become important. Recognition of this makes
clear the complementary relationship that should exist between the EPF and
equalization systems. Although it was conceived on political grounds, it is
fortuitous that EPF was designed to be an equal per capita grant. Now that the
relation between EPF and equalization is clear, opportunities for making that
relationship more explicit can be exploited in redesigning the system. We return
to this theme in the next section.

Second, our presumption has been that federal-provincial transfers are the
appropriate vehicle for addressing NFB differentials across provinces. Some
observers have suggested that the task could also be achieved by a system of
transfers to individuals.?® This would require a set of transfers to individuals
which differ according to province of residence. Such a system is presumably
feasible to operate, although it is more complicated than making grants to the
provinces and possibly induces incentive effects on individuals which are a lot
more transparent than with grants to the province. From the point of view of
the proponents of the system, it has the advantage that provinces are forced to
decide to tax back the grant from their residents thereby inducing more political
accountability, By the same token, one of the key features of the literature on
the assignment problem is that the case for decentralizing expenditures is
greater than that for decentralizing taxes (the fiscal gap argument). A scheme
of transfers to individuals would increase the need for provincial tax collection,
thereby leading to increased possibilities for inefficiency in the internal com-
mon market and making tax harmonization more difficult to achieve. As well,
the dual system of federal taxes and transfers to individuals and subsequent
provincial tax back of the transfers leads to a double tax distortion which could
otherwise be avoided.

Established Programs Financing

When EPF was instituted in 1977, it was conceived as an equal per capita
transfer to the provinces, though with some general conditions attached with
respect to health-care expenditures. As such, it had the potential to perform a
couple of important functions as a component of the fiscal arrangements., We
have already mentioned that its per capita structure fortnitously rendered it a
useful component of the equalization system. At the same time, it also provided
a vehicle with which the federal government could exercise its spending power
for the purposes of maintaining efficiency in the internal common market and
pursuing national equity goals as eventually outlined in section 36(1) of the
Constitution Act. In fact, the implementation of the spending power was
restricted to setting out the criteria that provincial health insurance plans must
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satisfy. However, EPF was a vehicle that, in principle, could have been used
more widely for spending power purposes in other areas.

The fact that part of the transfer took the form of a transfer of tax points to
the provinces has had a number of consequences, probably unforeseen or at
least unconsidered, which have gradually eroded the usefulness of the scheme,
both as an adjunct to equalization and as a block grant with general conditions
attached. The mere fact that half of the initial transfer took the form of a transfer
of tax points meant that there was a more or less gratuitous shift in income tax
room from the federal government to the provinces. While this may have been
conceived as a way of inducing more political accountability into the system,
it is not clear that any real economic objective was served. It has essentially
contributed to the gradual shift in income tax room in favour of the provinces,
a shift that is hard to reverse and which many would argue has now reached the
point where the harmonization of the income tax system is under threat. This is
discussed further below.

Perhaps the more important consequence of implementing part of the EPF
transfer in the form of tax room arises from the fact that the cash component is
calculated as a residual. That is, for each province, the EPF cash transfer is the
total EPF entitlement less the value of the tax transfer to the province, suitably
equalized. This has two general types of effects. The first one, which is of lesser
importance, is that since the value of an equalized income tax point can differ
across provinces, so can the cash transfer. More important, since the growth
rate of the aggregate cash plus tax point transfer has been directly tied to the
growth of GDP, the growth of the cash component will differ from the rate of
growth of EPF to the extent that the tax point transfer does. While the growth
rate of EPF was set at that of GDP, this was not a great problem, since the growth
in value of the tax points was not much different. However, given the various
budgetary restrictions that have been placed on EPF subsequently, the growth
in tax room has been and will continue to outstrip the EPF entitlement, with the
result that the cash component will gradually be eroded. It has been calculated
that under the present regime of a freeze in EPF per capita transfers until 1994

- followed by a restriction in the growth rate to the growth rate of GDP less 3

percent, the cash component will disappear early next century. In the case of
Quebec, cash transfers will disappear before that, owing to the fact that a higher
proportion of the EPF transfer takes the form of tax points. That would
obviously spell the end of the system.

Given that the tax transfer is water under the bridge, it is not at all clear that
it ought still to be considered a federal-provincial transfer at all, For all intents
and purposes, the tax transfer has become part of the provinces’ tax room,
probably irretrievably so. Thus, it is not clear why the magnitude of the notional
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tax transfer ought to be a determining factor in calculating the cash owing to
the provinces.

Quite apart from its magnitude and the division of the transfer into cash and
tax transfer components, the siructure of the EPF system itself has led to some
controversy. Very few observers would disagree with the principle of EPF being
an equal per capita transfer, that is, with the “equalization” component of the
transfer. However, the use of the EPF system as a means of imposing federal
conditions on provincial health insurance programs has been more controver-
sial. In particular the strictures against user fees and extra-billing have been
viewed by some as unilateral federal intrusions into the specifics of program
design. This has led to a fear that the federal government could use its spending
power to the same effect in other areas in the future. Hence, during the
constitutional debate, many persons called for putting varying degrees of
constitutional limitation on the federal government’s use of the spending power;
even the federal government’s own proposals did so.

Canada Assistance Plan

CAP is the only major federal-provincial shared-cost program left. It combines
conditionality with a 50 percent matching rule. The major question here con-
cerns the justification for the matching rate, given the obvious adverse incen-
tives that it provides to the provinces. In principle, there are a number of
justifications that might be given for using a matching formula, though not
necessarily at such a high rate. The first is the standard textbook argument
concerning spillovers. Given the potential mobility of welfare recipients, the
benefits of one province’s welfare system spill out into other provinces. The
spillover benefits may also include elements of altruism towards the welfare
recipients of other provinces. In the absence of some such incentive, provinces
would tend not to take these spillover benefits into account. While this might
be true in theory, it is highly dubious that the order of magnitude of the problem
is such as to call for a 50 percent matching rate, Another related argument is
that interprovincial competition on the expenditure side would compete away
welfare benefits to the collective disadvantage of all provinces. Again, it is not
clear that the appropriate remedy is a matching formula of anywhere near this
magnitude.

Another argument views the CAP system as contributing to the equalization
objective. If one views welfare payments and services as being essential public
services, then it is certainly true that provinces encounter different expenditure
obligations in providing these services. Thus, equalization of NFBs requires
some equalization on the expenditure side, something that the equalization
system does not do. One way to equalize expenditure needs is to base payments
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on actual expenditures. While this has a greater ring of plausibility than the
spillover or interprovincial competition stories, it is questionable why expen-
diture-based equalization has to be accomplished through a system of matchin g
grants, with its associated incentive effects, as opposed to a scheme based more
on expenditure needs, suitably measured.

Finally, it could be argued that the sharing by the federal government of the
costs of welfare services could be justified by recognizing that the levels of
expenditures on welfare are partly a consequence of macroeconomic policies
which are the responsibility of the federal government. Whether this could be
used to justify the 50 percent matching rate is questionable.

Apart from the issue of the use of matching rates, there is also a question as
to the appropriateness of the conditions attached to CAP, and the role of the
federal government in imposing them. Some have argued that the type of
conditions attached to the use of CAP funds, such as the requirement that they
be based on the needs of welfare recipients, have induced the provinces to
design welfare programs that pay undue attention to incentive effects and to the
working poor. Others might argue that, given the generally perceived inade-
quacy of income support programs and the lack of coherence among the various
components, such as welfare, unemployment insurance, and the tax system, the
federal government could be much more imaginative in its use of the spending
power in this area. ‘

Finally, there has been some concern recently with the federal government
deficit-reduction measure to restrict CAP transfers selectively to the better-off
provinces. Not only was this done with little overall rationale in mind other than
budgetary expediency, it was also viewed by the provinces as violating what

.they saw as an implicit contract. Again this issue found its way into the

constitutional debate, with demands that some restriction be placed not only
over future new uses of the spending power, but also on the federal govern-
ment’s ability to back out of existing spending power policies unilaterally.

Tax Harmonization

Tax harmonization is an important and integral part of the fiscal arrangements,
though it is not always recognized as such. The extent of harmonization of
Canada’s tax system has been enviable when compared with other federations
with a comparable degree of decentralization of fiscal responsibilities. The
harmonization takes place largely through the Tax Collection Agreements, and
is largely confined to the income tax system. There is virtually no harmonization
of either indirect taxes or of other direct taxes, such as those on resources. This
has been viewed by economists as less of a problem since the major benefits
from tax harmonization come from tax bases that are more mobile, especially
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capital income (see Boadway and Bruce 1992). Thus, though harmonization of
the federal GST and the provincial retail sales taxes might be desirable from
the point of view of compliance and collection costs, the economic advantages
are limited relative to the income tax, especially that applying to corporations.

From this perspective, there is some concern that the system of harmoniza-
tion is becoming increasingly eroded and in danger of collapsing. For one thing,
the deviations from the common base and rate structure are increasing rapidly
as provinces enact more and more tax credits and exemptions, and as the federal
government begins to allow major deviations like the flat rate tax in the Prairie
provinces, Also, as we have mentioned, the combination of increased provincial
reliance on own-source revenues as a result of federal deficit-cutting through
the transfer system and the likely changes in the federal and provincial govern-
ment tax mixes as a result of the introduction of the GST are likely to lead the
provinces to occupy an even larger proportion of the income tax room, This, in
turn, is likely to cause further provincial discontent with the federal role in the
Tax Collection Agreements, a discontent that has already surfaced, at least in
the western provinces.

QPTIONS FOR THE FUTURE

‘We began this chapter with the observation that, while the Canadian federation
has undergone major structural changes, especially with respect to the degree
of decentralization of fiscal responsibilities to the provinces, the basic form of
intergovernmental fiscal arrangements has remained remarkably stable. This
could be an indication that the fiscal arrangements are incredibly robust and
adaptable to changing economic circumstances. But it could also be the case
that the system has been pushed beyond the point where further minor adjust-
ments and tinkering can make any useful contribution to our fiscal structure.
According to this latter view, major reforms in the system of intergovernmental
fiscal arrangements are long overdue.

The range of possible options for the futare is obviously very broad. We begin
our consideration of these possibilities with a review of some of the proposals
that have appeared in recent discussions. This review is not intended necessarily
to be complete, representative, or even fair to those who have put them forward,
Qur primary purpose is only to illustrate the types of options that have been
presented.

Review of Options Under Consideration

Equalization. In the view of some, equalization has become an excessive
financial burden to the federal government and, in light of the continuing
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decentralization of fiscal responsibilities to the provinces, it no longer serves a
legitimate national function. Moreover, considerations of equity at a national
level are becoming increasingly irrelevant as a guide to policy design. The sorts
of proposals that follow {rom these considerations are several.

One far-reaching proposal is that the goals of fiscal equalization be aban-
doned by the federal government and that they be assumed, on a voluntary basis,
by the provinces.29 Under such an arrangement, the *have” provinces would
transfer fiscal resources directly to the “have-not” provinces, according to
measures of fiscal capacity and/or need. This proposal would have the addi-
tional advantages of turning equalization into a truly net scheme, and of
eliminating the costs that arise under the current scheme which only equalizes
the poor provinces up, and which requires the federal government to impose
additional tax burdens even on the citizens of poor provinces in order to finance
equalization.

The fundamental problem with schemes such as these arises from the fact
that the amount of equalization that is required on the basis of the equity and
efficiency considerations increases with the degree of decentralization of fiscal
responsibilities to the provinces. It js unlikely that provincial governments,
responsible only to the residents of their own provinces, would agree to

_ voluntary transfers of the sort that are called for under current circumstances.
It is only a federal government, which is responsive to a national constituency,
that would be able to sustain a commitment to equalization which is anything
like the one we have today. Some people might argue that provinces would
voluntarily commit themselves to such a scheme on the principle of social
Insurance — rich provinces who give today might become recipients tomorrow
when their fortunes take a turn for the worse. But this assumes that, say,
Newfoundland and Manitoba are equally likely to be “have” provinces in the
near future. We would argue that provincial governments would be very
unlikely to sustain, on a voluntary basis, even equalization programs that are
much less generous than the one we have today. We cannot conceive that they
would be able to commit themselves to the sort of transfers required under the
current degree of decentralization of fiscal responsibilities. This, of course,
would be viewed by some -— those who do not recognize a constituency for
equity at the national level (and maybe the provincial level as well) — as
another advantage of the decentralization of responsibility for equalization to

“provincial governments. More generally, this raises again the fundamental
problem with equalization in a highly decentralized federal system. The greater
the degree of decentralization, the greater the amount of equalization that is
called for; but the smaller might be the sense of national community and hence
the ability of a federal government to maintain a consensus in favour of
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equalization. While decentralization increases the economic need for equaliza-
tion, it might diminish the political will to deliver it, as Leslie {1993) has argued.

There have been a number of other suggested changes to equalization which
might be better put in the category of “tinkering” rather than making fundamen-
tal changes. This is not to say that they would not necessarily have significant
financial implications for the provinces. But they do not represent significant
changes in the philosophy or the basic system of equalization. For example,
there has been considerable discussion at a political/journalistic level of what
have been arbitrary decisions about which provinces to include in calculating
“national average” indicators of fiscal capacity, or which provinces to exclude
on an a priori basis from being possible recipients of equalization. And there
has been similar discussion of the details of measuring fiscal capacity for
particular revenue sources.

In addition, Norrie (1993) and Usher (1993) have made more substantial
suggestions for changes in the nature of the equalization formula. Norrie, for
instance, has proposed that the formula be changed to one that is based more
directly on simple macro-indicators of interprovincial income differences.
Usher has also suggested that such a simple macro-indicator (provincial per
capita income) be used, not so much to determine the amount of equalization,
but rather to set limits on the amount of fiscal equalization undertaken by the
federal government. Usher suggests that equalization payments called for under
the current equalization formula be made only to provinces whose per capita
incomes fall below 90 percent of the national average. Both of these propoesals
seem to be based on a perception of equalization as a tool for redistributing
income ameong individuals, rather than correcting for real income differences
that arise as a by-product of the decentralization of fiscal activities to provincial
governments. In other words, although these might appear to be simplifications
of the current equalization formula, they actually deny the basic economic
rationale that underlies the system of equalization as it has developed in Canada
and is described in section 36(2) of the Constitution Act, 1982, Furthermore, in
the case of Usher’s proposal at least, the magnitude of the financial implications
for the federal government and for particular provinces are potentially quite
large. To proceed with these sorts of proposals without a clearer exposition of
their economic rationale, relative to that of the current system whose rationale
is widely accepted, would be unwarranted, to say the least. Our own view is

.that fiscal equalization is a poor instrument for dealing with any issues of

interpersonal equity other than those arising from interprovincial NFB differ-
entials.
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EPFE, CAP and Cost-Sharing. As with equalization, proposals for reform of these
shared-cost programs have ranged from those calling for relatively minor
adjustments to the existing system to those that would imply very significant
changes in their nature. The major structural reforms suggested by some would
require considerable recentralization of fiscal responsibilities in the Canadian
federation; while those proposed by others would imply significantly greater
degrees of decentralization.

‘The minor amendments usually suggested are in the nature of proposals to
eliminate some or all of the arbitrary adjustments and restrictions imposed by
the federal government in recent years. These would include removal of the
caps on overall growth and on the amounts that particular provinces are deemed
to be eligible to receive. Even less radical are suggestions simply to stow down
the rate at which the cash component of EPF is being phased out.

Those with a more centralist view of the role of different governments in
these major social programs might suggest not only a reassertion of federal
expenditure responsibilities, but also a harder line by the federal government
in restricting the options available to the provinces with respect to program
design and delivery.>® An even more centralist approach is to suggest that the
federal government withdraw from EPF and CAP and replace some or all of
these transfers to the provinces with direct transfers to individuals, thus com-
pletely bypassing the provinces in the affected areas.3! By so doing, the federal
government would immediately assume a major, if not dominant, role in areas
that traditionally (and constitutionally) have been treated as primarily provin-
cial responsibilities in Canada. Leslie (1993) also suggests a major reassertion
of federal responsibility with respect to the financing of social programs,
although he does not make very specific proposals as to how this should be
accomplished.

The opposite, decentralist, approach, would be to hasten the exit of the
federal government from the financing and/or control of social programs.
Norrie, for instance, suggests that this be done with respect to health expendi-
tures. No clear economic rationale is provided for distinguishing so sharply
between education and health with respect to the extent of centralization of
fiscal responsibility and program delivery.3? Bird (1990) and Hobson and
St.-Hilaire (1993) recommend that CAP contributions be eliminated and re-
placed by an expenditure-based equalization program.

As discussed earlier, the real issue here is the extent to which one buys
arguments about either interprovincial spillovers or the importance of the
internal common market as providing an efficiency argument for federal in-
volvement; or about the national level as representing the appropriate sharing
community with respect to concerns of vertical equity, and therefore providing
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an equity argument for a federal role in these programs, as suggested by section
36(1). A point worth emphasizing, and one stressed in the fiscal federalism
literature, is that a judicious vse of the spending power allows one to achieve
the abundant advantages of decentralization without sacrificing national effi-
ciency and equity objectives. The key is to find that balance between legitimate
federal concerns and overintrusive intervention.

Tax Sharing and Harmonization, There has been surprisingly little discussion

- in the literature on the issues related to the sharing and harmonization of taxes

between the federal and provincial governments. The Carter Commission
perceptively recommended nearly three decades ago that the federal govern-
ment abandon the sales tax field to the provinces and concentrate its efforts
solely on direct taxation, using equity as its justification. In his summary of a
set of studies prepared for the Ontario Economic Council, Hartle (1983)
discussed the need for greater provincial influence over tax structure decisions
in order for the Tax Collection Agfeements to remain palatable for the prov-

inces. At the same time, he pointed out the dangers in terms of administrative

and compliance costs, and more importantly, the threat to the internal common
market, that would result from a collapse of the Agreements and the adoption
of “go-it-alone” policies in the income tax field by the provincial governments.
Boadway (19592) and Ip and Mintz (1992} provide an overview of the arguments
presented in the section on the evolution of fiscal arrangements, which rank the
various tax fields in increasing order of need to centralize and coordinate —
from capital and personal income taxation, to general sales taxes and excises,
and finally resource and property taxes.

Decentralization versus Recentralization. Underlying much of the discussion
on each of the issues dealt with here are often significant differences in views

“concerning the appropriate degree of decentralization in the Canadian federa-

tion, Those with a strongly decentralist view are often willing to see further
erosion of equalization at the federal level, and would certainly agree with
proposals that would decrease its total cost to the federal government. They
would encourage the federal government to loosen its financial involvement
with, and any strings it attaches to, provincial expenditures in social policy
areas. And they would be willing to continue to decentralize responsibility for
revenue raising and the tax structure to the provinces.

As we pointed out earlier, the appropriate design of the system of federal-

provincial fiscal arrangements certainly does depend on the degree of decen-

tralization of various fiscal responsibilities in the federation. Our own approach
for the purpose of this chapter is to take the degree of decentralization as more



FISCAL FEDERALISM: 1S THE SYSTEM IN CRISIS?/ 63

or less given, and not to make major proposals in that regard.33 Given that, we
ask what sorts of adjustments might be called for, on the basis of basic economic
principles outlined and discussed in earlier sections, in the current system of
fiscal arrangements. In other words, the system of fiscal arrangements is
viewed, not as an end in itself, but rather as a tool for accommodating and
making workable the more fundamental goals and characteristics of the federa}
system. From our discussion here and earlier it will be easy enough to infer
many of the adjustments that might be required in the event of further changes
in the nature of the federation. The remainder of this section outlines what we
perceive to be some of the major options for fiscal arrangements that accord
with the basic economic principles we have discussed and which will meet the
basic needs of the federal system as it now stands.

Minimal Requirements for Fiscal Arrangements

We begin by outlining what we view as the principal “minimal requirements”
of a system of fiscal arrangements in the Canadian federal system. These derive
from the basic economic principles outlined in earlier sections, and their
application to the Canadian systemn as it is today. There are five requirements
that we feel are worth repeating here.

First, in light of the high degree of fiscal decentralization on both the tax and
the revenue side, and the size of the interprovincial disparities in fiscal capaci-
ties, it is essential, on grounds of economic efficiency and fiscal equity, for the
federal government to continue 1o operate an effective equalization program.
To repeat, increased decentralization of fiscal responsibilities makes equaliza-
tion more, not less important. This will require not only a continuation of the
commitment to equalization, but also a resolve to remedy some of the major
flaws in the current system.

Second, there must be effective mechanisms and procedures for dealing with
the shared responsibility between the federal and provincial governments for
delivering programs aimed at achieving redistributive equity. We take it as
given that social programs will continue to be an area of shared responsibility.
When the major shared-cost programs were introduced in the 1960s, there was
little question that the federal government played the major rule in the “nego-
tiations™ over program design. But the cost-sharing formulae almost guaranteed
that provincial spending would grow until budgetary pressures forced the
federal government to take corrective action and begin to off-load financial
responsibilities onto the provinces. This necessarily increased the powers of the
" provinces in these fields. As a result, there is now considerable tension over the
relative roles of the two levels of government. What is necessary at this time is
to devise some mechanisms for a true sharing of responsibility. The provinces
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need room to experiment with alternative modes of program design and service
delivery. At the same time, in order to meet national equity needs, and also to
prevent decentralized decisions of provincial governments from causing undue
harm to the Canadian common market, the federal government must continue
to play a national role.

The final three “minimal requirements” are somewhat related to the second
one. First, to the extent that provincial, or shared federal-provincial, activities
involve significant spillovers of benefits or costs across provincial boundaries,
there must be some mechanism for the federal government, or some other
institution, to ensure that these effects are taken into account. Second, there
must be sufficient capability at the federal level, and/or some other form of
institutional arrangement, to protect the integrity of the economic union. And
third, there must be continued harmonization of tax systems across the country.
This is especially important with respect to taxes on corporate and personal
incomes, Each of these considerations becomes more important the greater is
the extent of decentralization of fiscal responsibilities to the provinces.

The Scope for Federal Action in Achieving Them

In order to operate an adequate equalization program at the federal level, the
federal government must have access to sufficient revenues to finance the
payments to the have-not provinces. In light of the considerations outlined in
our discussion of tax harmonization, it would be preferable for the federal
government to refain maximum revenue-raising powers in the income tax fields.
Given the degree of fiscal decentralization that has already occurred, it is
probably unrealistic for the federal government to contemplate remaining
dominant in all major tax areas. If a choice had to be made about whether (a) to
cede further incorne tax room to the provinces and expand its role in the sales
tax area, and (b) the opposite, i.e,, maintain its share of income tax room and
let the provinces expand their role in sales taxes, the federal government ought
to choose the latter. The introduction of the federal GST could be thought of as
retrograde from the viewpoint of the fiscal arrangements.

In order to maintain a federal presence for equity and efficiency reasons in
the social program area, it is essential for the federal government to retain some
spending power. This cannot, however, be absolute. As mentioned above, some
mechanisms for joint power sharing need to be developed. The old systems of
cost sharing, subject to federal standards, are not necessarily the optimal way
of achieving this goal,
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Possible Modest Changes

Is it possible to remedy the major problems with the existing system of fiscal
arrangements through a number of relatively modest changes? The answer to
this question depends in part on the semantic issue of what sorts of changes are
considered “modest,” and what would make them “major.” Some of the existing
problems arise from initial flaws in program design. For instance, the equali-
zation program was never designed as a truly net scheme. While this might not
have been too great a problem when provincial fiscal responsibilities were much
smaller than they are now, the current magnitude of the equalization program
makes them more significant. But many of the other problems arise from the
(generally unilateral) imposition by the federal government of ad hoc adjust-
ments in light of underlying systemic changes, and from short-term political or
economic expediency. The result is that the current system of fiscal arrange-
ments is very difficult to justify on the basis of any underlying economic
principles. In that sense, what is clearly required now is a rethinking, and, where
necessary, a redesign of the fiscal arrangements in light of the economic goals
they are meant to achieve. We would say, therefore, that any changes that are
made should certainly be the result of a major rethinking of their purposes and
their actual effects. Major changes in program design should not be ruled out.

It is useful to begin by pointing out a number of relatively modest changes
in programs that could result in considerable improvement in the arrangements
as they now stand. The first of these changes would be to remove the arbitrary
caps and exclusions that have been placed on levels and/or growth rates of
transfers to the provinces, individually or in aggregate. Some of these “modest”
changes would, of course, have significant effects on the federal budget. The
correct response to these implications is not to shy away from the changes, but
rather to search for other, less arbitrary, ways of dealing with these budgetary
effects. Another useful change would be for the federal government to cease
the practice of including in what is termed the federal contribution to EPF the
tax points that have been transferred to the provinces. By transferring the tax
points, the federal government unburdened itself of this share of responsibility
for EPF programs. Therefore, these revenues are now the responsibility of the
provinces and are no longer, in any sense, a “federal contribution.” In the
absence of spending caps, this change would have no substantive implications.
However, as long as the government imposes limits on the growth of federal
EPF contributions, this suggested change would slow down the rate of decline
of “real” federal contributions — i.e., what the federal government refers to as
EPF cash transfers.
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Major Reforms

As we have seen from the earlier discussion, a wide variety of major reforms
to the current fiscal arrangements could be imagined. In many cases, however,
it is our impression that the changes that have been suggested do not make a
coherent package in light of the underlying economic goals of these arrange-
ments. And in other cases, they rest on the assumption of the need for a major
change in the degree of centralization of fiscal responsibilities in the federation.
What we would like to suggest here is simply a few major reforms that could
be justified on the basis of the economic principles we have outlined earlier,
and are generally consistent with what we perceive to be the current extent of
decentralization. In the event of significant changes in the degree of decentrali-
zation, there would have to be corresponding changes in the fiscal arrange-
ments. Such adjustments should be determined on the basis of the economic
purposes of the arrangements,

Rationalize EPF and CAP Financing, and Turn Equalization into a Net Scheme,
The equalization has never been a net scheme. That is, while it provides
transfers to have-not provinces, it only “equalizes down” from the rich prov-
inces to the extent that federal taxes to finance these transfers fall relatively
more heavily on the residents of rich provinces than on those of poor ones.>*
There are a number of ways in which this deficiency could be corrected. One,
as has been mentioned earlier, would be to have the equalization program
operated solely by the provinces, so that all transfers to the poorer provinces

“would be financed by provincial taxes levied by the rich provinces, The amount
of taxes to be collected in each of the rich provinces, in an ideal scheme, would
be determined in exactly the same manner as the transfers to each of the poor
provinces. We have already described our reservations about the viability of a
provincially operated equalization program. The same effect could be achieved,
however, by several types of federally run schemes. The first possibility would
be one in which the federal government financed equalization transfers to the
have-not provinces by a special levy on the federal income tax in the non-
recipient provinces, where the tax rate in each of the latter jurisdictions varied
with their fiscal capacities as measured by the equalization formula. In other
words, in order to finance equalization payments to the poor provinces, resi-
dents of the rich provinces would pay a province-specific surcharge on their
federal income tax.

An alternative is one that would not only deal with some of the problems we
have alluded to with the current equalization program, but also rationalize the
EPF and CAP schemes. First, as suggested earlier, tax points that had been
transferred to the provinces no longer would be counted as part of the federal
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EPF contribution. Second, the total amount of the federal transfers to the
provinces under these two programs would be aggregated into a single transfer
program. This aggregate amount would then be adjusted up or down for each
province according to the full amount of their equalization entitlement, positive
or negative. In effect, CAP and EPF would be rolled into an expanded equali-
zation program which would be operated on a net basis. The have provinces
would end up with smaller federal EPF and CAP contributions, with the
reductions being used to finance equalization transfers to the have-not prov-
inces. CAP transfers would no longer be determined by a cost-sharing formula,
which, as we have already pointed out, cannot be justified on the basis of any
compelling economic argument. As discussed by Bird (1990), they could either
be allocated on a simple equal per capita basis, or on the basis of some index
of expenditure need in the area of welfare payments and services. This arrange-
ment would make it even more important for the federal and provincial govern-
ments to work out an arrangement for both levels of government to exercise
their legitimate voice in program design and implementation. Presumably the
federal government would have to retain some spending power to withhold
funds from provinces who do not meet what are determined to be legitimate
national needs. Whether, and if so, under what conditions, the federal govern-
ment would be permitted to exercise this power unilaterally is something that
would need to be discussed.

Reassign Tax Room. It could well be argued on the basis of current thinking
about tax harmonization that, given the high degree of decentralization of fiscal

_responsibilities in the Canadian federation, the federal government is playing

too large a role in the sales tax field, and too small arole in income taxes. There
could be little justification for the scale to be tipped any further in this direction.

. "And, if there were an opportunity to consider a major realignment in the

assignment of tax responsibilities, it might be argued that the federal govern-
ment should get out of the sales tax field, ceding this area to the provinces, and
occupy a much greater share of the income tax.

Also important is the share of the overall tax room occupied by the federal
government relative to the provinces. To maintain an effective equalization
sysiem, as well as to be able to exercise responsibility for national equity and

efficiency objectives through the spending power, it is essential that the federal

government have access to sufficient financial resources. It is our view that, as
aresult of the steady erosion over the past several years, the federal government

is perilously close to having insufficient tax room to carry out its national

responsibilities. Unfortunately, this cannot be remedied by unilateral action
alone. It would seem to be necessary for both levels of government to
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collaborate in any major realignment of the tax room between the federal
government and the provinces.

New Mechanisms for Joint Federal-Provincial Decision Making. There can be
little doubt that key reasons for the somewhat ad hoc current state of federal-
provincial fiscal arrangements are that the federal government has often acted
unilaterally and for reasons of short-term expediency in making program
adjustments, and there is no national institution charged with systematic analy-
sis and consideration of alternative arrangements. Furthermore, in areas of
shared responsibility, especially in the area of social programs, there also
appears to be a similar lack of joint analysis and decision making. If these
allegations are true, and if it is felt that these are significant deficiencies in the
current system, then alternatives should be explored, along the lines, say, of the
Australian Grants Commission, for introducing institutions for joint analysis
and decision making in the area of federal-provincial fiscal arrangements. Such
a body would meet regularly in order to consider the state of these arrange-
ments, and to prepare proposals to be considered on a regular basis before the
expiry of any particular set of fiscal arrangements.

Extending Grants to Training and Unemployment Insurance, and Decentraliz-
ing Them. Asomewhat more ambitious change would involve not only the fiscal
arrangements but also the division of expenditure responsibilities between the
federal government and the provinces. One example of such a change which
would appear to be consistent with the general principles we have enunciated
above would be to turn over to the provinces responsibility for labour training
as well as unemployment insurance on the grounds that they are services that
can be delivered more efficiently at the provincial level and that this would
allow for coordination of these programs with provincial welfare and education
schemes. The latter would resuit in a rationalized scheme and would eliminate
the adverse incentives that provinces are said to face in terms of exploiting the
federally-funded unemployment insurance system. Parenthetically, this would
also eliminate the temptation that the. federal government might have to use
these programs as instruments to address regional inequalities. However, the
federal government would still retain an interest in ensuring that the programs
were designed so as to be consistent with maintaining the efficiency of the
economic union and with national equity standards. That is, they would wish
to maintain some national standards while at the same time reaping the effi-
ciency benefits of decentralized service delivery. This might be done by retain-
ing some tax room and using it to provide block funding to the provinces with
general conditions attached, that is, by using the spending power.
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CONCLUSIONS

We have by no means covered all the options that might be considered as
suitable ways of renewing the fiscal arrangements, However, we hope we have
given a flavour of what in our view are the shortcomings of the existing
arrangements, and of the desirable features that a renewed set of arrangements
should satisfy. Our basic message is that the federation has evolved into a
relatively decentralized one, and that must be recognized when thinking about
the fiscal arrangements. Decentralization has its virtues in terms of improving
the efficiency with which public services are delivered. At the same time,
decentralization increases the need for fiscal arrangements to address the
various national inefficiencies and inequities that inevitably accompany decen-
tralization. Fiscal realities suggest that one cannot hope for a major reinjection
of federal funding to the provinces. Within these constraints, we must look for
a set of federal-provincial fiscal arrangements that allow the federation to take
full advantage of the benefits of decentralized decision making and service
delivery, but do so in a way that does not compromise the efficiency or equity
of the internal economic union.

We would be remiss if we did not acknowledge that the system has served
us extremely well in the postwar period. The way in which we have accom-
plished decentralization while maintaining basic norms and mechanisms for
achieving national objectives is a model compared with many other federations.
Those that have decentralized have often done it with little regard for the
inefficiencies and inequities that result. More often, federations have been too
reluctant to decentralize. However, our system is not perfect. The equalization
system has weli-known warts. The spending power has at times been used too
intrusively (some would say in the case of the Canada Health Act) and at others
too reluctantly (education?). The need for renewal of the existing arrangements
is a good opportunity to move the system in the direction of perfection,

NOTES

We are grateful to Leah Anderson for the research assistance she provided and to Paul

Hobson for discussions on many aspects of this chapter. Valuable comments were also

made on an earlier draft by Travis Armour, Roderick Hill, Wade Locke, and Dennis

Stang.

1. 'We concentrate almost exclusively on fiscal relations between the federal and
provincial governments, thus excluding the territories and the municipalities from
the discussion. Nonetheless, some of the same issues apply to relations involving
these other governments, and some of the same remedies apply as well, In addition,
we do not consider other emerging forms of government in Canada such as
aboriginal self-government.
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Nationalists in Quebec would be an important exception to this generalization. An
important subset of this group sees a significant role for government in the
economy, and sees the provincial government, and not the federal government, as
performing it. According to this view, the federal government should leave as
much tax room as possible for the province to be able to carry out its functions,
Of course, federal government policies may also interfere with the efficiency of
the internal common market. We do not address this problem since it is not of
direct concern for fiscal arrangements.

The same policy instruments could also be used to discourage unwanted factors,
like unskilled labour, from entering a province.

For more detailed discussion of the rationale for public provision of quasi-private
services, see Boadway (1992); and Boadway and Bruce (1993).

The concept of fiscal efficiency is discussed in detail in Boadway and Flatters
{1982b). The notion goes back to Buchanan (1952); and Scott (1952).

The literature has also stressed the possibility of a fiscal externality in an economy
with local public goods; see Flatters, Henderson and Mieszkowski (1974). The
argument here focuses more on an economy in which provincial expenditures are
on quasi-private goods and services, which seems to be the more relevant case,
Representative empirical evidence may be found in Winer and Gauthier (1882);
and Day (1992). The implications of the Winer-Gauthier study for the welfare cost
of fiscal inefficiency has been analyzed by Watson (1986).

Others might argue that decentralization may lead to more redistribution because
interest groups are more likely to capture provincial governments than the federal
government,

It also has lengthy historical antecedents: see particularly Buchanan (1950) and
the application to Canada in Graham (1964); and Boadway and Flatters (1982q).
This is also true at lower layers of the federation, as well as in unitary states with
respect to municipalities.

There might also be stabilization reasons for the federal government retaining
more tax room than is necessary for its own expenditure purposes.

By the same token, it might be argued that cost differences might be taken account
of in equalizing grants. However, this can lead to inefficiencies in provision,
particularly in reduced incentives for economizing on the costs of providing public
services at the provincial level.

It might be noted in passing that from the point of view of the arguments given
here, the simultaneous recognition of the role of the federal government in
maintaining the internal economic union and the virtual gutting of the federal
spending power which formed part of the federal government’s constitutional
proposals of 1992 were mutnally inconsistent.

Those who would down-play the federal redistributive role, or the redistributive
role of government more generally, would not be persuaded by the latter consid-
eration. Bui the importance of mobility of the tax base can be derived from
efficiency considerations alone. _

See Boadway (1992); Dahlby (1992); and Ip and Mintz (1992) for discussions of
the assignment of taxing powers,

Harmenization may also be achieved to some extent without formal agreement,
simply by competition among governments {see Boadway and Bruce 1992).
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However, evidence from various federations suggests that the extent of such
harmonization is not likely to be great.

We are ignoring customs duties since they are not an important revenue-raising
device.

An exception to this, discussed further below, is that harmonization of a multi-
stage tax (VAT) in a federation is difficult even if rates and rate structure do not
differ across jurisdictions.

A more detailed discussion of the consequences for federal-provincial fiscal
relations of the recent budgetary measures may be found in Boadway (1989;
1992).

The Canadian Medical Association apparently feels the same. The court action
that they had initiated to challenge the constitutionality of the Canada Health Act
was dropped.

CAP wransfers to the three have provinces were also unilaterally restricted to
increases of 5 percent, a move that was upheld by the Supreme Court of Canada.
This is discussed fully in Boadway, Bruce and Mintz (1987). There is a sizable
literature on the issue of why creditor nations offer tax credits since it apparently
involves a pure loss of revenue to them. The issue is yet to be resolved.

This was one of the themes to come out of the economic analysis that accompanied
the constitutional reform initiatives of 1992; see the discussion in Boadway,
Courchene and Purvis (1991).

Again, we find it most useful to think of the role of equalizing transfers as
essentially preserving the financial characteristics of a unitary state, while at the
same time allowing for the advantages of decentralization.

Basically, what the argument presumes is that provincial public services take the
form of quasi-private goods and services, that these goods and services are
provided on a roughly equal per capita basis, and that residence-based taxes are
roughly proportional. This leads to a system in which all tax sources, residence-
based and source-based alike, should be fully equalized according to standard
principles of efficiency and equity {see Boadway and Flatters 1982a).

Some federations come much closer to this form than the Canadian one, though
they do not always implement their transfers in an ideal way. Mexico is a good
example, as is Indonesia, both of which are much more centralized on the
expenditure side as well. Germany is another example, given its relatively cen-
tralized tax collection machinery.

For example, Francois Vaillancourt has stressed this to us in conversation.

This is one of the suggestions put forward for consideration, and later rejected, by
Norrie, The proposal for a provincially-run equalization system has been made
most forcefully by Hobson and St.-Hilaire (1993), though their objective is not to
gut national equity but to foster it. They would convert the EPF program entirely
to tax points but earmark those tax peints to be used for equalization purposes
among the provinces.

This is one of the “straw men” suggested by Norrie (1993). He ultimately rejects
this approach as being unrealistic in face of current fiscal realities.

Norrie makes this suggestion with respect to postsecondary education and welfare,
but not health, which he would leave entirely to the provinces (1993).
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32.  Another of Norrie’s “straw men,” which is similar to one of Leslie’s as well, is a
suggestion that the federal government remove itself from the social policy ficld
entirely, and decentralize the financing of these programs to the provinces by
vacating more tax room.

33. Parenthetically, it might be worth mentioning that we see no convincing economic
argument against an asymmetric arrangement for Quebec, for example, along the
lines of the opting-out provisions of the Meech Lake or Charlottetown Accords.
Nor do we see an asymmetric division of powers as being an essential obstacle,
provided there is adequate account made for the ability of the federal government
to foster national efficiency and equity objectives through the spending power.

34. Infact, because the scheme is not a net one, the federal government has in the past
sometimes resorted te ad hoc policy changes designed to shift real incomes from
the have provinces to the have-nots. Examples include bilateral energy revenue-
sharing arrangements (sce Boadway, Flatters and LeBlanc 1983) and the National
Energy Policy itself (Boadway and Hobson 1993).
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Comment: Is There a Crisis?

Frederick W. Gorbet

Robin Boadway and Frank Flatters provide an excellent canvass of the princi-
ples and issues involved in assessing federal-provincial fiscal relations. Indeed
the breadth of their chapter has left me searching for ways that I could add value
to their discussion. I concluded that I would try to amplify their ideas by
providing the perspective of one who has not delved as deeply into the history
or theoretical framework for fiscal federalism, but who, on the other hand, got
to play a part in a number of significant decisions that are having and will
continue to have profound effects. If you like, you can call this the view from
ground level rather that 30,000 feet.

Let me divide my comments into three parts: broad factors that have shaped
and will continue to shape the context for bargaining over fiscal arrangements;
some specific comments on programs; and some thought-starters on directions
for change.

THE CONTEXT FOR BARGAINING

First, and most important, the system is under considerable stress today, in my
view, not so much because of the decentralization noted in the essay, but rather
because of the fiscal pressures all governments are facing. The remarkable
growth in provincial spending and taxing emphasized in the chapter makes a
review of the adequacy of federal fiscal relations desirable, but it is the fiscal
pressures that give the issue urgency.

It is interesting to note that attempts to deal with the federal deficit over the
1984-92 period divide into two rather distinct subperiods with respect to the
fiscal transfers. From 1984-88, during the Conservatives’ first mandate, trans-
fers to the provinces were barely touched. There was a deliberate attempt, for
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a lot of reasons, to try to deal with the problem without cutting transfers. As a
result, while all program spending grew by 3.6 percent per year, on average,
from 1984-85 to 1989-90, cash transfers to the provinces grew by 4.5 percent
per year (and cash and tax fransfers grew by 6.5 percent per year).

Even in the first budget of the second mandate, the government opted for
very significant tax increases rather than focusing on transfers to provinces. It
was only in 1990, when it became clear that the tolerance for tax increases had
been reached if not exceeded and that significant further spending cuts would
require cuts to transfers, that the first Expenditure Control Program was intro-
duced, freezing EPF transfers and reducing the growth rate of CAP in the non-
equalization-receiving provinces.

Irecount this brief history for two reasons, First it is important to understand
the fiscal consequences of the status quo. The last renewal of the equalization
program was for two years only. The program expired on 31 March 1994 and
at that date payments will cease to flow if no legislative action is taken. The
EPF and CAP restraints are also legislated. If no action is taken, the controls
on EPF and CAP transfers expire on 31 March 1995. At that time, EPF returns
to a GDP-3 percent formula and CAP snaps back to a 50 percent cost-sharing
ratio in Ontario, Alberta, and B.C. The status quo would result in increased
federal expenditures for CAP in the “have provinces” of $2-3 billion in 1995-96,
and this would grow as EPF requirements increased in subsequent years. These
federal spending pressures provide an impetus to serious bargaining, and they
assure that affordability will continue to be as important as equity and efficiency
in the future bargaining context. Subsequent to preparation of these remarks,
the Equalization Program was renewed for five years. EPF and CAP are being
reviewed with legislation expected in the fall of 1994.

Second, it is important to recognize that there is an accountability issue that
1s central to fiscal federalism and that is not given as much attention as it
deserves in the Boadway-Flatters chapter. Put simply, the federal government
in 1990 reached the point where it no longer felt politically able te increase
taxes to maintain transfers to the provinces, This political reality was reinforced
by the federal perspective that the provinces were doing a less than adequate
job of controlling their program spending, particularly in comparison to the
restraint that had been exercised at the federal level. (For example, from
1984-85 to 1989-90, federal program spending grew by 3.6 percent per year,
while provincial program spending grew by 6.7 percent per year. Provincial
growth rates ranged from 4.3 percent annually in Alberta, to 9.7 percent
annually in Ontario.)

Boadway and Flatters argue that the “theory of fiscal federalism suggests
that the role of federal-provincial fiscal arrangements should increase in impor-
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tance as more budgetary responsibilities are transferred to the provinces”
{p- 50). While equity and efficiency considerations may lead to that conclusion,
particularly in a comparative static framework, it is not clear that concerns
about accountability support such a view. There are two dimensions of the
accountability issue that need to be considered. The first is the practical political
issue I just raised. When one government gets credit for spending and another
gets chastized for taxing, there is a political disequilibrium that cannoct long be
sustained. As well, however, there is the economic issue of whether the alloca-
tion of resources between private goods and public goods is optimal when the
political accountability for spending and taxing decisions becomes separated.
The focus on efficiency in the chapter is almost entirely in the context of the
efficiency of the common market, rather than efficiency of resource allocation
between public and private goods. Is part of our deficit problem because we
have more pubic goods than we are willing to pay for? And is the blurring of
the link between spending and taxing part of the reason why?

The final point I want to make about the future bargaining context concerns
the issue of flexibility versus certainty, It is important to recall that the fiscal
transfers are federal programs, autherized by federal statute, This is true of
equalization, notwithstanding section 36 of the constitution, and it is true of
CAP, as the Supreme Court confirmed. The same is not true, however, with
respect to the federal-provincial Tax Collection Agreements. These are agree-
ments in the true sense of the word; the provinces have the constitutional right
to be in the field and it is in their interest to remain in the agreements only so
long as the benefits they feel they get outweigh the costs.

The provinces have made it clear that they are looking for greater certainty
with regard to future transfers, and they were quite keen to be able to constitu-
tionalize agreements — a proposal that was accepted by the federal government
in the Charlottetown Accord. The defeat of the Accord will not diminish their
desire for certainty over funding and Prime Minister Chrétien suggested during
the campaign that the new government would wish to provide this certainty in
whatever new transfer arrangements it introduced.

An important contextual issue will be how to balance the certainty provinces
want with the ability to make changes if circumstances change. It will be equally
important to recognize that certainty is also valuable with respect to tax
harmonization and as transfers take on more of the characteristics of agree-
ments, it will be useful to keep in mind the possibility of developing a more
explicit linkage between transfer agreements and tax harmonization agree-
ments.
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To recapitulate, affordability, accountability, and the need to balance cer-
tainty against flexibility will influence future negotiations as much as efficiency
and equity concerns.

COMMENTS ON PROGRAMS

Let me now make a few comments on specific programs, in the context of the
Boadway-Flatters observations. With respect to transfers, I agree completely
with their analysis with regard to equalization. It has worked remarkably well.
It continues to be necessary to the federation we have developed and, while it
is under some stress because of the operation of the ceiling, it is much more
robust than either EPF or CAP. It should be maintained and strengthened as the
foundation of a reformed fiscal arrangements system.

In my view, neither EPF nor CAP is stable in its current structure, As reforms
are considered, the issue of conditionality with respect to the programs these
transfers fund will have to be addressed head on. Concerns about the erosion
of the power to enforce the Canada Health Act as the cash portion of EPF
disappeared were taken very seriously by the last federal government and I
believe that they have been dealt with in a more definitive way than suggested
by Boadway and Flatters through amendments to the Fiscal Arrangements Act
that allow the withholding of funds from any federal transfer to a provincial
government (including CAP or equalization) if the conditions of the Canada
Health Act are breached and if there is inadequate cash flowing under EPF to
support the necessary withholding. Having said that, however, I do believe as
we move forward we will have to be more imaginative in the ways by which
we seek to impose conditionality on provincial discretion for program delivery.

The chapter makes much of the importance of the spending power as a tool
for achieving “the abundant advantages of decentralization without sacrificing
national efficiency and equity objectives” (p. 62). My sense is that it will be a
long time, if ever, before the fiscal situation of the federal government permits
the kind of use of the spending power that we have seen in the past. The federal
role in establishing and maintaining national standards (loaded as that phrase
is), will in future rest less on coercion and more on leadership and consensus
building in an effort to develop standards that are truly national, rather than
federal — not an easy exercise, and possibly not achievable, but certainly one
worth striving for.

With regard to the tax side, I have three brief comments. First, adopting the
GSTis characterized as “retrograde” inasmuch as it reflected a choice to replace
a sales tax with a sales tax, rather than ceding the room from the manufacturer’s
sales tax to the provinces in return for income tax points that could make up the
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$15-16 billion shortfall, I doubt whether this would have been possible. It
certainly would have been an interesting negotiation with Alberta. In any event,
the new government is committed to removing the GST so we are likely to have
a chance in the near future to see if a trade-off of sales tax room for income tax
points is a starter.

My second comment is with respect to income tax and the debate now going
on regarding tax on income rather than tax on tax. It would be a serious mistake
to underestimate the strength of conviction on the part of the western provinces,
and Ontario, that they need and deserve more flexibility than the current
agreements permit. There is a point at which they will withdraw and collect
their own taxes, as Quebec does, if they cannot get this flexibility within the
agreements. From a federal perspective, the ultimate trade-off in managing this
issue is not between more or less harmonization within the agreements, but
rather between allowing enough flexibility to convince provincial governments
that it continues to be in their own interests to remain within the agreement and
being so rigid that the agreement self-destructs. The frontiers are being pushed,
as Boadway and Flatters note, and they will continue to be pushed in the coming
years. This will not be an easy negotiation!

A final point with respect to tax is to note the very real pressure to deal with
the deductibility of provincial payroll and capital taxes. This is not noted in the
chapter but it continues to be an important federal-provincial harmonization
issue that I believe the new government will have to address.

DIRECTIONS FOR CHANGE

I think that federal-provincial fiscal arrangements will dominate the policy
agenda for the life of the next government. The system is not yet in crisis, but
it is headed that way. It will have to change, and change will have to be major.
Modest changes, such as those set out in the chapter, are unlikely to be practical
because the resources to finance them are unavailable. The system is going to
have to be reformed within a constrained resource envelope that is consistent
with restoring fiscal balance. The fiscal positions of all governments ensure that
there will be little, if any, generosity in the negotiations and they are likely to
be acrimonious and driven by narrow perceptions of self-interest. The existence
of two powerful regional parties in Parliament, vying with each other for the

_role of official opposition, can only exacerbate the difficulty of finding broad

national consensus on these issues.

It will be important in these negotiations that all issues — transfers, taxes,
program design, and possibly even budget making and debt financing — be on
the table together to maximize the room to manoeuvre and the trade-offs that
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can be made. The issues that will drive the process will be the imminent expiry
of equalization, together with the government’s search for new tax options to
replace the GST. But lurking in the background, not too far away, will be the
expiry of the controls on EPF and CAP in early 1995 and the federal fiscal
burden that will entail, and the unfinished business with respect to tax on
income and deductibility of capital and payroll taxes.

It is difficult to speculate, but I could see the negotiations developing in a
way where there would be two broad families of options on the table. Each one
would have as its centrepiece a strengthened equalization system, which I
would hope would operate on a net basis. One family of models would see
intergovernmental tax arrangements carry on much as today. There would be
some degree of harmonization of the federal and provincial sales taxes: ideally
the development of a truly national sales tax with one base, one rate, one
administration and audit system, and an agreed formula to share the revenues.
It is difficult to see how you get there from here, but it is not a bad model for
the new government to aim for. In this world, federal non-equalization transfers
(EPF and CAP) would continue but I think would evolve towards a merged
block fund. Growth of the fund would be determined by affordability consid-
erations; distribution would most likely be on an equal per capita basis and
conditions would apply.

There would be a search, hopefully with some success, for mechanisms to
provide certainty (at least for a fixed period of time) and cooperation in
establishing national standards. This will be tricky without opening up the
constitution again, but worth considering carefuily becanse we will probably
be in a constitutional round again in any event before this government's
mandate expires.

The second broad family of models would be more radical. If there is no
provincial willingness to cooperate in retooling the GST, the federal govern-
. ment could decide to deliver on its promise to repeal the GST by vacating the
field and making up the revenue loss by some combination of transfer payment
cuts and income tax increases. In 1992-93 cash transfers for CAP and EPF
totalled about $16.4 billion, about $1 billion more than the revenue raised by
the GST. Withdrawing from CAP and EPF totally would raise two very serious
concerns: how would efficiency and equity standards be developed and en-
forced; and what would future flows mean for the federal fiscal position, given
that EPF cash is slated to decline anyway and GST revenues would grow over
time. Both of these concerns would militate against an absolutist application of
this kind of scenario, but these concerns might be minimally satisfied by
combinations of GST withdrawal, major cuts to EPF and CAP with residual
amounts being delivered as an equal-per-capita block fund, and income tax



COMMENT: IS THERE A CRISIS?/ 81

increases. In this scenario, the government would have to do some hard
calculating, hard thinking and hard bargaining. But it is not a scenario that I
would rule off the table.

Let me conclude by providing a capsule commentary on where the players
are likely to come from:

The equalization-receiving provinces and particularly Quebec will stress
horizontal equity and progressivity. In discussions over the past two years,
Quebec more than other provinces has recognized the reality of the federal
fiscal position. Their thrust has been to import equalization principles into EPF
and CAP so that as transfers become more limited they get distributed more and
more on the basis of need.

Alberta and B.C. have consistently stressed accountability and visibility as
a basis for replacing transfers with greater income tax room. I expect they will
continue to do so.

Ontario has been increasingly preoccupied with its share. This is a relatively
new development and will have very real and substantial implications for the
next round of negotiations. Ontario has also been a leader in the quest for
certainty, in direct response to the federal changes to CAF, though this is
something that is shared by all provinces.

Ontario’s position is likely to be even more complex in light of its large
deficit problem, the reality of a provincial election in 1995 at the latest, and the
relative strength of the Ontario caucus in the Liberal government.

The federal government’s position so far has been driven primarily by
affordability and accountability, although there is obviously a continuing con-
cern to protect the ability to enforce standards that will contribute to efficiency
and equity. How the new government will determine the trade-offs that have to
be made among these considerations is as yet unclear.



CHAPTER THREE

Canada’s Social Policy Deficit:
Implications for Fiscal Federalism

Thomas J. Courchene

INTRODUCTION

Social Canada may not be in free fall but it is certainly facing tough and
uncertain times. Part of this relates to the emerging range of unmet needs on
the social policy front but part, also, reflects the fact that the existing set of
programs is being pared back. This is troubling many Canadians, particularly
those who view the social programs as an integral part of the glue that binds us
together as a nation. Intriguingly, some of these challenges to the existing social
policy environment relate to the social envelope itself, namely the inability of
the system to evolve and to transfer resources within the envelope from
low-priority areas to high-priority areas (Courchene 1993a). But the bulk of the
challenges comes from outside the social envelope.

One strand of this external pressure arises from globalization and the knowl-
edgefinformation revolution, and the resulting need for the social envelope to
make the transition from a resource-based conception to a human-capital-based
conception. Another strand relates to the ongoing fiscal crisis. To the extent that
the rest of the economy has begun to make this transition away from a
resource-based economy, it has done so by running up the government debt-
GNP ratio to 100 percent and by exposing Canada to a 40 percent net foreign
debt to GNP ratio. These two strands are related in the sense that one can mount
a case that much of the debt accumulation is a result of a last-ditch and
ultimately futile attempt on the part of governments at all levels to defend the
last generation’s social-regiconal policy and spending conception in the face of
the emergence of a new socio-economic paradigm (see Courchene 1993q;
Lipsey 1993). This harkens back to the statement by Saskatichewan’s Roy
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Romanow that “we can’t afford any sacred cows or we risk losing the herd.”
Whatever the cause of this fiscal profligacy, the current reality is one where the
social envelope is being squeezed,

Yet a dedicated exercise focused only on reducing costs on the social policy
front is equally futile because under such a scenario “Canada begins to look
more like the United States” (Maxwell 1993). Restructuring, rather than simply
paring, has to be the order of the day because in a knowledge era social policy
is progressively indistinguishable from economic policy and, hence, integral to
regaining our competitive edge. In his recent Benefactors Lecture for the C.D.
Howe Institute, Richard Harris (1993) provides a convenient summary of these
issues. Harris notes that there has been a fundamental shift in Canada’s wealth
generation process — away from resource capital and towards physical and
especially human capital. He then notes that although we ran up our debts and
deficits within a framework in which our “national collateral” was resources,
the national collateral that now has to service this indebtedness is increasingly
our human capital base. I'would add that part of the reason why employment
growth will likely be frustratingly slow and that we will be operating below our
potential is that, in key areas, this new collateral is sadly lacking.

In brief (and subject to a couple of critical caveats detailed at the end of this
introduction), this is the imperative for restructuring social programs and their
relationship with the economic order. Or, in the words of the title, this is
Canada’s social policy deficit. However, restructuring becomes incredibly
complicated because of the way in which our federation addresses the division
of money and power. In terms of the latter, both levels of government are
involved in virtually every aspect of the social envelope. In terms of the former,
the existence of both vertical and horizontal fiscal imbalances implies that these
imbalances have to be addressed via a system of intergovernmental grants. And
these financial transfers have taken on a life of their own, both analytically and
politically, frequently quite independently of their “bridging” role.

For a contribution to a book The Future of Fiscal Federalism, it has taken
me a long time to get around to mentioning the fiscal arrangements. This is by
design. Canadian scholars in economics and political science have made sig-
nificant contributions to the international literature on intergovernmental rela-
tions, both financial and political. Nonetheless, the approach I shall adopt is
that the time has finally come to abandon this top-down approach to social
policy (in both jurisdictional and fiscal terms) in favour of working from the
bottom up. Specifically, in full appreciation of the fiscal crisis on the one hand
and the emerging social policy needs on the other, the fundamental social policy
issue becomes: what constellation of programs and incentives are appropriate
from the vantage point of individual Canadians in order that they can become
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productive citizens in this new global order? Then, and only then, should we
pose the subsidiary questions: Which level of government should deliver these
programs or services? and How should they be financed? In other words, the
real problem is, in the first instance, to restructure social Canada, not to
restructure the fiscal arrangements. Finding a solution to the latter may not
address the former. This is a tall order and I am sure in what follows I shall
violate these precepts on more than one occasion. Nonetheless, as we approach
the millennium, these principles constitute the appropriate starting point: with
the erosion of the fiscal surplus from resources, we no longer have the luxury
of harbouring a vision of social Canada where most of the fruits are dissipated
in a self-serving tug-of-war between governments.

The chapter proceeds as follows. Part two focuses on those aspects of the old
paradigm that are no longer sustainable or economically viable: incentive
incompatibility, the entrenched degree of provincial economic disparities, and
the intergenerational tug-of-war. However badly the existing social policy
envelope performs in terms of the old paradigm, it is woefully off-side in terms
of the new socio-economic order. Thus, part three highlights selected features
of the globalization and knowledge/information era and the challenges posed
for social policy. To this point in the analysis, the emphasis is on restructuring,
not on the paring down of the social envelope. Part four then turns to the fiscal
squeeze on social Canada, where the focus is on the system of federal-provincial
transfers and deficit shifting. In part five, I address the relationship between
social policy restructuring and the fiscal transfers, and argue that there have
been some salutary effects of deficit shifting. Parts four and five then address,
in more detail, selected aspects of horizontal and vertical imbalance in the
federation. The final section attempts to draw together the various strands of
the analysis in terms of the imperatives for our new social order. The emphasis
here is that in the first instance pride of place must go to restructuring the social
programs and not to reworking the fiscal arrangements. In other words, social
policy ought to be about people, not about governments.

Two Neglected Areas

In approaching the restructuring of social and economic policy, 1 shall be
focusing primarily on integrating the social sphere into the economic and
political spheres. This neglects the other direction and, in particular, the inte-
gration of the economic sphere with social priorities. The most glaring omission
here is the conduct of macropolicy. I take it as axiomatic that the best social-
policy environment is a high-employment economy. Moreover, the gains from
social policy restructuring will be reaped largely within a growing economy.
Apart from the inappropriateness of fiscal policy over the 1983-89 boom (on
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which I assume there is mainstream consensus), the key issue here is whether
the Bank of Canada’s single-minded pursuit of zero inflation in the same time
frame as the introduction of the Free Trade Agreement (FTA) and the Goods
and Services Tax (GST) as well as the global recession has levelled such a blow
to social Canada directly (in terms of unemployment) and indirectly (through
the ballooning of deficits and debt from both interest rate charges and from the
collapsed economy; and through the consequent ratcheting down of intergov-
ernmental grants and cuts across the social envelope), that social policy restruc-
turing is rather futile until the economy is more robust. There is, of course,
another side to this issue, namely that with inflation now laid to rest and‘private
sector restructuring largely behind us, Canada is poised to take full advantage
not only of the FTA but as well the emerging consumerism in South Asia and
Latin America. Recently, this debate has been cast in terms of goals and
instruments: with governments targeting on deficit reduction and the Bank
focusing on inflation control, who is concerned about employment (see Fortin
1994; Scarth 1994). In other words, what is the appropriate third instrument:
the exchange rate or some version of an incomes policy? While these issues are
critical to social Canada, they are way beyond the bounds of this chapter. More
importantly, however, they do not, in my view, argue for a delay in terms of
rethinking and restructuring social policy in part because restructuring is at the
very least a medium-term process. Likewise, the evidence that UT beneficiaries
would opt for work if work were available (Phipps 1993) does not constitute
evidence against welfare or Ul “traps,” in part because it leaves “work”
undefined. (In particular, for at least one single mother in Ontario, welfare was
deemed preferable to a $41,000 government job!} The key point here is that
while the demand side is obviously critical, it will receive scant attention in
what follows.

The second omission relates to the nature of, or rather the philosophy
underpinning, the conception of our industrial structure. Is Anglo-American
capitalism capable of producing and utilizing a highly-skilled labour force?
Why is it that the English-speaking industrial economies lag so far in appren-
ticeships and the emphasis on technologists? Why did the leveraged buyouts of
the 1980s, replete with their destruction of many “heritage™ firms, not spread
to Japan and continental Europe? Must we blindly follow the U.S. conception
of anti-trust and merger laws? These important issues have not really been
addressed in Canada. But they should be, because skills upgrading will work
best within a system that attempts to increase productivity through technical
change and the utilization of a labour force with a higher skill mix rather than
via the commeodification of labour, i.e., competing with the “bottom end” of the
labour market (Myles 1991, p. 363). While I have attempted to detail some of
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these issues elsewhere (Courchene 1992), the area is basically unresearched.
Essentially, the notion is that the commercialfindustrial side of the economy
ought to incorporate, wherever feasible, the social policy goals and aspirations
of Canadians. For example, apart from the chartered banks, the one institution
in Canada that has taken low-skilled Canadians and turned them into technolo-
gists or skilled workers is the military. Miight we not consider a training role for
the military as we struggle to upgrade our skills and human capital? As noted,
this line of analysis will also not be pursued further in what follows.

THE UNSUSTAINABILITY OF THE OLD ORDER

The claim that the existing social envelope is unsustainable is hardly novel. As
early as the mid-1970s, analysts were expressing concern about the nature of
the incentives within programs such as UT and welfare and their likely impact
on labour market re-entry, regional economic adjustment and the inevitable drift
towards what has since come to be referred to as “transfer dependency” for
individuals, families, regions and entire provinces. However, these concerns
fell largely upon deaf ears with the result that, as years and generations passed,
the incentives in the system came more and more to influence and eventually
to dominate the socio-economic environment. As importantly, whole industries
(e.g., large parts of tourism) have arranged themselves to mesh with the
incentives in the social envelope. While many of the early examples of the
negative spillovers associated with the operations of social Canada were drawn
from Atlantic Canada, these phenomena now apply across the country. Witness
the recent attempt by Bell Canada to shorten its work week to four days and to
have Ul after a waiting period, pick up the tab for the fifth day. Who's next?
Will the 1994 version of Ontario’s “social contract” replace the “Rae days™ with
“Ul days”? To be sure, the UI authorities have rejected the Bell request, but the
fact that Bell would contemplate such a strategy reveals the pervasiveness of
the transfer mentality.

Thankfully, expressing concern about these perverse incentives is now no
longer limited to economists and policy analysts. As Premier Frank McKenna
noted at the 1993 Couchiching Conference:

Welfare was never meant to be a way of life, but it becomes so for thousands of
Canadians, And we do them a disservice by allowing it to spread from one unsus-
pecting generation to the other. Canada is the only country that I know in the world
that offers such generous programs that there is absolutely no incentive in retarn to
divert yourself towards education or training. Passive assistance programs grind
away at our ability to move our province forward and they are destroying those that
they meant to help, Maintaining a culture of cradle-to-grave dependency is no longer
viable. (p. 21} '
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The premier expresses even more concern when it comes to Ul:

1 think that a lot of Atlantic Canadians would now tell you ... the truth is that the
generosity of Canada has in many ways been the principal impediment to our growth.
In Atlantic Canada, we've been the victim of your generosity.... Unemployment
insurance was reformed so that not only were people out of work able to obtain
unemployment to fill in the gaps, but that everybody who could get 10 weeks of work
would be able to draw unempleyment for the rest of the year.... I inherited the
province in 1987 where we had 128 fish plants, every one of them geared to work
10 weeks, because that's all they needed, (pp. 20-21)

What the 10/42 system implies is that working for $5,000 for ten weeks (or
$500 per week) will generate close to $12,000 in Ul benefits over the rest of
the year. Thus, the societal cost of these ten-week jobs is more than twice as
much again as the private cost. Recently, in what the Toronto Star (1993)
referred to as “a kind of Canadian milestone,” Statistics Canada reported that
in two New Brunswick counties, 100 percent of two-earner households ac-
cessed Ul at some time during 1992 and also noted that the ratio was well above
90 percent for many other counties in Atlantic Canada. More anecdotally, when
I toured Gaspésie in the mid-1980s as part of a regional development project,
there was “evidence™ of a rash of small ($1,000 and $2,000) loans from the
caisses populaires supposedly to help “buy” the required ten-week jobs. This is
rational, indeed income-maximizing, behaviour on the part of each individual
but at the societal level it is part of what has come to be referred to as “transfer
dependency” and, as already noted, it is not limited to the have-not provinces.
This is poor economic policy, it is poor social policy and it is making all of us
poor!

The aggregate data on Ul appear to indicate that benefits increase in each
recession, but then do not fall back much in succeeding booms. For exampie,
both 1980 and 1989 had annual unemployment rates of 7.5 percent. Yet Ul

_ benefits (in constant dollars) were almost 70 percent greater in 1989 (with the
average weekly benefit level only 6 percent higher in constant dollars). In other
words, what begins as an increase in benefits triggered by an increase in
unemployment (i.e., what begins as a stabilization initiative) becomes con-
verted into part of the overall redistribution system. That the welfare and Ul
systems serve to trap individuals should not come as a surprise once one
recognizes that, from their inception, these programs embodied a passive
income-support rather than an active re-entry mentality. As the Economic
Council of Canada (1992) pointed out, the perceived role for welfare ar its
inception was largely one of addressing the concerns of the disabled and other
unable-to-work Canadians whereas the role for UI was conceived largely to
mop-up any cyclical uanemployment. In other words, full employment was the
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order of the day and these programs were designed to cater to the permanently
unemployable (welfare) or the cyclically unemployed (UI). There was no
provision for the possibility of structural unemployment. This mentality prob-
ably explains, but does not condone, the existence of essentially confiscatory
tax rates in the transition from these programs to employment at the minimum
wage. It is intrigning that we Canadians have been willing to levy 100 percent
tax rates (and, for welfare, more than 100 percent because one loses associated
benefits like free drugs, etc.) in the transition from welfare or Ul to work,
whereas we would never contemplate levying such confiscatory taxes on the
rest of Canadians. And then we express surprise (indeed, often, “blame the
victim”) when Canadians react to these confiscatory taxes exactly as the rest of
us would react! In any event, what happened is that, over time, an increasing
number of welfare and Ul beneficiaries have come from the able-to-work
category (i.e., as a result of “structural” changes in the economy). Except in
circumstances such as the 10/42 syndrome, the social programs do not entice
Canadians into their web, but once there, the incentives certainly serve to “trap”
them into the system.

All of this speaks to two aspects of unsustainability, one related to individuals
and one related to regions.! The first is the economic and moral bankruptcy of
imbuing the social envelope with a set of incentives that makes it very difficult
for rational citizens to pursue avenues that will make them better off over time.
These incentives were off-side even in the context of a resource-based economy,
but they are exacerbated dramatically in a knowledge/information era (see part
three below). The second aspect relates to the unsustainability arising from the
gradual entrenching of transfer dependency and the declining economic viabil-
ity of Canada’s provincial and regional economies. This aspect merits further
attention.
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Provincial Disparities

Table 1 presents data relating to provincial-income- disparity “relatives” for
1991. The first four columns are the components of an identity:

5 F Ir b ()

where Y/P= gross domestic (provincial) product per capita;

E/LF = the emi)loyment rate, where E is employment and LF is the
labour force. This equals unity minus the unemployment rate;

LF/P = the labour force as a proportion of total population.
Essentially, this is the product of the participation rate,
LF/LFA (where LFA is the labour-force-age population) and
the dependency ratio, LFA/P (where the differences between
LFA and P relates to those not of labour-force age, i.e.,
children and elderly).

Y/E = gross provincial product per employed person, E (where Y/E
is derived residually).

Newfoundland has a Y/P ratio of only 65 percent of the national average (or
only 55 percent of Alberta’s Y/P) because its ratios for columns (2) through (4)
are also well below the national average. After the operation of the transfer
system, however, Newfoundland’s relative disparity improves to 83 percent of
the national average (column 8). As the last row of the table indicates, the
high-low ratio drops from 1.80 for Y/P to less than half (i.e., 1.35) for PDIY/P.
Some details relating to the operations of the transfer system appear in the last
four columns of the table. For example, the ratio of transfers and government
expenditures as a percent of wages and salaries exceed 100 percent in New-
foundland, PE.I., and Saskatchewan (column 12) and would include more
provinces if the wages and salaries component of G were removed from the
denominator in columns (12) and (13).

Were one to go into more analytical detail relating to the methodology
underpinning Table 1 (Canadian Labour Market 1990; Courchene 1994), I think
that the following observations/implications could be drawn:

e  The degree of regional disparity evident in Table 1 is not new. As the CLMPC
analysis indicates, these disparities have long been with us. To be sure, there
has been some convergence, but the CLMPC chalks this up to the increasing
role of government in the postwar period (1990, p. 36). On the other hand, two
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provinces (P.E.I. and Newfoundland) now have levels of Personal Income
-greater than GDP and this was not true in the early 1980s. What else has altered
is that Saskatchewan and Manitoba now appear to have entrenched themselves
in the “have-not” group, whereas a decade ago Saskatchewan was in the
“have” group in the sense of being ineligible for equalization,

+  Analytically, it is hard to escape the conclusion that the operations of the
interprovincial and interpersenal transfer system have generated a “policy-
induced equilibrivm” in terms of the provincial characteristics relating to
unemployment and output.

¢ A comparison with the Australian data (Courchene 1993b; 1994) indicates that
the disparities across Australian states reveal almost no divergence in unem-
ployment rates (E/LF) and overall participation rates (LE/P). And in terms of
income per capita, the Australian high-low ratio is 1.30 compared with 1.80
for Canada. The comparable Australian data is reproduced as an Appendix to
this chapter). While much more research needs to be done to draw firm
conclusions from a Canadian and Australian comparison, it is instructive to
note that, on the one hand, Australia has a commitment to equality and to an
equalization system that is at least on par with Canada’s but, on the other, it
has no equivalent to our unemployment insurance program (see the Appendix)
and very little in the way of explicit regional policy. In any event, the
Australian data indicate that regional transfer dependency does not automat-
ically follow from the pursuit of a generous social contract which, in turn, lends
support to the argument that Canadian provincial/regional disparities reflect a
policy-induced equilibrivm.

*  One can debate whether this pattern of provincial disparities was sustainable
within “old Canada,” namely within the framework where we were resource
tentiers and running an east-west economy behind tariff walls. As I later will
argue, this old Canada is gone and the issue of sustainability has come to the
fore.

» Complicating all of this is that the industrial heartland is now reeling. To be
sure, the collapse of the centre embodies a significant cyclical component, but
the forecasts are for a low-employment-growth recovery.

If they have not yet done so, the have-not provinces should view all of this with
alarm. The underlying issues here transcend the viability and affordability of
the interprovincial/interregional transfer system; with Ottawa’s unilateral fiscal
hit on Ontario under the Canada Assistance Plan, issues relating to “willing-
ness” and “desirability” of the existing transfer system are not far from the
surface,
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Intergenerational Economic Cleavages.

Not too long ago our collective wisdom predicted a rosy future for Canada’s
younger generations. Their cohorts were relatively small so that what awaited
them was higher-than-normal wages and employment prospects. The exact
opposite is now turning out to be the case and while this too reflects, in part,
the cyclical downturn, the expectation is that lower wages and employment
prospects will more likely be their fate,

To be sure, this challenge is not unique to Canada (Courchene 19935). U.S.
Senator Daniel Moynihan has noted that this is the first generation of Americans
where the elderly are better off than the young. This observation may not carry
fully over to Canada, but the trend is certainly in this direction. (See the paper
by Vaillancourt in this volume.) This is disturbing because the ongoing under-
funding (in terms of skills formation) of our youth is occurring in precisely the
time frame when we all recognize that human capital formation and skills
development are the key to their and our continued economic prosperity. But
this is not the end of the story since the massive debt overhangs imply that we
are also saddling the young with a very substantial negative fiscal dowry. In an
era where the elderly will be more numerous and more wealthy, this is a recipe
for disaster. In a thought-provoking book, Selfish Generations?, New Zealander
David Thomson {1991) argues that the welfare state in his country has been
hijacked by a single cohort — the soon-to-be goldenagers. Likewise, this
scenario may not apply fully to Canada, but the message is clear, If, in a
knowledge-intensive world, we underinvest in the young and at the same time
burden them with paying the bills for our past and current consumption then
we should not be surprised if, when their interests vest, they opt to renege on
the intergeneration transfers that underpin aspects of our social contract.

To illustrate aspects of the underlying issue, allow me to focus on two specific
examples. The first relates to the entitlement nature of our society and it
involves my own sector, the universities. Tenured faculty (largely males) in
virtnally all universities have either instigated or supported a policy of prefer-
ential hiring for women and minorities. The result is massive intergenerational
discrimination of young (white) males by older tenured males. This is done in
an incredibly clever and politically-correct way; young males cannot hope to
advance their own interests because this means arguing against restoring gender
balance. Moreover, this approach directs attention away from the real issue —
tenure. In this Charter era, there is neither rhyme nor reason for tenure. Ten-year
(not tenure) contracts, with provisions for renewal, would be far more appro-
priate. Yet we in the academy are attempting to use the Charter to lobby for
extending our entitlements even further through elimination of mandatory
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retirement. Thus, while the private sector is restructuring to stay alive, the
university sector is intent on preserving and extending sinecures and in the
process ensuring that the current generation of university students is deprived
of full access to state-of-the-art ideas. Without too much difficulty, this inter-
generational entitlement warfare can be extended to the rest of the public sector.

The other example relates to the operations of the Canada Pension Plan (and
the QPP as well, but I will focus only on the CPP}). A recent study from the
Centre of Public Sector Studies of the University of Victoria by Lam, Prince
and Cutt (1993) notes that the contribution rates of 1990 could support an annual
CPP payment of $1,464 if one assumed an average life span of 80 years. But
the 1990 CPP for a person with average income was $6,675, for an annual
shortfall of $5,211 per pensioner. The authors calculate the equilibrium contri-
bution rates required to finance the existing pension levels in real terms is in
the order of 16 percent. (Note that the equilibrinm contribution rate would be
reduced to 8 percent if CPP assets were invested at average rates of return
obtained by private sector funds rather than turned over to the provinces at
federal government bond rates.) Thus, whereas most of my generation will
receive our CPP on the basis of a contribution rate in the range of say 3.6 percent
to 5 percent, the next generation can look forward to a 16 percent contribution
rate for the same real benefit levels.? But this is not the end of the story. With
the spotty empioyment record of many of the young generation, it is likely that
a goodly number of them will end up qualifying, at retirement, for more like
one-half of a full CPP, As I have indicated elsewhere (1994), this will not mean
one additional cent for the future pensioner living in Ontario because the entire
half-CPP will be taxed away by GIS and Ontario’s GAINS, This is a ticking
societal time-bomb. It borders on the immoral, let alone on the inequitable. We
are depressing the current income prospects of the young with these incredible
payroll taxes with little to look forward on their part in terms of furure
(retirement) income benefits.

As noted earlier, this is a recipe for reneging on the implicit intergenerational
social contract or, alternatively, for a dramatic opening of our borders to young
immigrants who will share in the task of providing entitlements to the older
generation. More to the point, this is yet another aspect of the unsustainability
of the existing social envelope.

This focus on aspects of non-viability of our social policy framework has
been cast largely, but not catirely, in the context of “old Canada,” i.e., without
reference to the sweeping nature of changes in the society and economy arising
from globalization and the information/knowledge revolution. In this “new
Canada,” the challenges to the social-policy status quo are magnified dramati-
cally, as the next section demonstrates.
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THE NEW GLOBAL QRDER

With globalization and the knowledge/information revolution, the world is in
the throes of one of its epic transformations. The knowledge/information
revolution will have impacts on the role of human capital not unlike the impact
of the industrial revolution on the role of physical capital. Figures 1 and 2
attempt to distill the range of influences on the social envelope of glebalization
and the knowledge/information revolution respectively. Lest readers tend to
assign undue credence to material embodied in tables, [ have subtitled both
Figures with a subjective four d’horizon.

The thrust of these Figures is that sustainability and competitiveness in this
new global order requires nothing less than a wholesale rethinking not only of
the social envelope but of the relationship between the individual and the state.
As noted in Figure 2, this ought to spell the end of “geography” as a defining
principle in the federal government’s approach to political economy. While
there is obviously a role for an equalization program (which I interpret 1o be
part of “people prosperity”), the federal government should remove all “equal-
1zing” aspects from other pmgrams.3 That is, we should put all the equalization
into one explicit program. To the extent that “place prosperity” is pursued, this
should be advanced by provincial governments (as recommended by the
Macdonald Royal Commission), subject to some agreed-upon definitions of an
internal economic and social union.

In the previous section, the restructuring focus related largely to the fact that
aspects of the old order were becoming increasingly unsustainable. The essence
of the message in Figures 1 and 2 is quite different — a new vision of social
policy is essential in order for Canada to regain its competitive edge as well as
to ensure that all Canadians have the opportunity to develop their human capital
potential so as to become effective citizens in the new global order. In other
words, straightforward paring down of the existing social envelope cannot be
the end of the story: a restructured social envelope is of the essence in an era
where knowledge and information are at the cutting edge of competitiveness,
As Figure 2 suggests, social policy is, in key areas, becoming indistinguishable
from economic policy.

A related thrust (which appears in the lower part of Figure 2) is that this new
social order may well involve a reshuffling of powers, de facto or de jure. In
particular, since Canada’s competitiveness is in the balance, it is only natural
that there will be national, if not federal, dimensions to those social programs
that relate to competitiveness, regardless of what the constitution may say.
Whether this national or federal dimension will be one of leadership
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FIGURE 1:  Globalization and Social Policy: A Subjective Tour d’horizon

A: General Implications

At its most basic level, globalization is the internationalization of production. Even
at this level, it represents a severe challenge to social policy because welfare states
in all countries were geared, incentive-wise, to their respective national production
machines. What is the optimal nature of the social policy envelepe when production
1s infernational?

It is the international private sector that is globalizing, not the internationa? public
sector. Thus, economic space is transcending political space. In countervail fashion,
some functions of the economic nation state are being passed upward (FTA,
NAFTA, Europe 1992, Bank for International Settlements).

Power is also flowing downward both to citizens (Figure 2) and to internationat
cities since itis largely via the latter that “institutions” are globalizing. The European
regional science literature now focuses on the “regional-international” interface and
not only the national/international interface, i.e., economic regions are cross-cutting
traditional political boundaries.

Globalization as represented by free trade pacts has other social-policy implications.
With freer markets, delivering social policy via cross-subsidization is more difficult.
Distributional (i.e. tax-transfer) instruments, not allocative instraments, must now
deliver social policy. This is a welcome development.

Relatedly, with the spread of FTAs, whether in Europe or America, social policy
issues are coming under the rabric of competition policy — hence, the increasing
use of the term “social dumping.”

B: Canadian Relevance

As trade increasingly flows north-south, Canada will cease to be a single economy,
but rather a series of north-south, cross-border economies. What will then bind us
east-west is more of a social policy railway than an economic policy railway. The
emerging challenge is how to mount an east-west transfer system over an increasing
north-south trading system.

In particular, the political economy of transfers will alter. When the second-round
spending effects of equalization and interregional transfers tend to go south, rather
than back to the “golden triangle,” how will this alter Canadians’ (or Ontarians’)
taste for transfers?

In an increasing number of areas, a central vision emanating from the centre will no
longer be acceptable — the regions will be too economically diverse in that the
requirements for a Great Lakes economy like Ontario will differ from those for a
Pacific Rim economy like British Columbia. Part of the solution will likely be one
or all of greater decentralization, greater asymmetry and greater east-west flexibility
(including wage flexibility).
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FIGURE 2:  The Information/Knowledge Revolution and Social Policy:
A Subjective Tour d’horizon

¢ The informatics revolution is inherently decentralizing in that individuals can now
access, transform, transmit and manipulate data and information in ways that gov-
ernments at all levels are powerless to prevent. This will make old-style governance
more difficult for governments of all stripes.

¢ With knowledge at the cutting edge of competitiveness, aspects of social policy
become indistingnishable from economic policy. Regardless of what the constitution
may say, it is inconceivable that the federal government will be relegated to the
sidelines in terms of social policy if national competitiveness is at stake,

¢ Drucker’s predictions (1986) are holding up well — the manufacturing sector is
beceming uncoupled from the resource sector {i.e., GNP is becoming less raw-
material intensive) and, within manufacturing, production is becoming uncoupled
from employment, The latest version of the latter is the prediction for a low-
employment-growth recovery.

* Despite our generous resource endowment, Canada cannot avoid making the transi-

tion from a resource-based economy and society to a knowledge-based economy and

society. Further success in the resource areas will progressively require the applica-

tion of knowledge and high-value-added techniques.

The middle class in this new era will include versions of technologists and informa-

tion analysts. But we deon’t do this. We remain a professional society (as do most

Anglo-American countries). Hence, the disappearing middle class. Social policy has

a critical role to play in this inevitable shift from boards and mortar to mortar boards,

¢ Intandemn with globalization, the knowledge/finformation revolution is altering much
of the old order:

- interregional transfers will have to tilt from “place prosperity” to “people prosper-
ity.” To the extent that place prosperity remains important, it ought to be a
provincial not a federal matter.

- there is emerging the notion of a global “maximum wage” for certain activities,
Wages beyond this maximum wage will shift the activity offshore. As Drucker
{1993) notes, this is a powerful argument for “contracting out,” i.c., to enhance the
productivity of these activities.

- This is turning the original BNA Act on its head. Some of the line functions like
forestry, fishing, mining, and energy can and probably should be devolved to the
provinces (in any event they will continue to be driven by global imperatives) and
some of the traditional provincial areas such as education and training will have
to take on national, if not federal, dimensions. Since not all provinces will be able
or willing to take down these areas, asymmetry will likely increase.

- We will witness, if we are not already witnessing, an exciting and, to some, a
bewildering set of provincial experiments across the full range of the social
envelope. Ottawa’s role is to provide the framework within which this experimen-
tation can take place and to ensure that there is information with respect to the
successes and the failures, In the same way that Saskatchewan’s experimentation
led to Medicare a quarter of a century ago the ongoing process is, Schumpeterian-
like, creating or re-creating key elements of our new social order.
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(i.e., standards, portability etc.) or whether it will involve a legislative role will
depend on a range of issues dealt with later in this paper.

To this point in the analysis, there has beer no explicit mention of “cutting”
social programs. Rather, the emphasis has been on restructuring. However, the
ongoing reality is one of squeezing the social envelope by means of a series of
caps, freezes, and ceilings to the set of federal-provincial transfers. This is the
focus of the next section.

FISCAL FEDERALISM

Table 2 presents estimates of the annual and cumulative “losses” arising from
federal “offloading™ with respect to EPF and CAP over the period 1986-87 to
the present and, indeed, to 1994-95. This table was compiled by the Canadian
Teachers Federation and I selected it, rather than others, because of its higher
values for deficit offloading. The table assumes as the benchmark the regime
in place as of 1985-86. The estimated “losses” result from any and all changes
to EPF and CAP since then. For EPF, these changes include the shift from GNP
growth as the escalator to GNP — 2 percent, then GNP - 3 percent and finally
the freeze on EPF (except for population growth) from 1990-91 through to
1994-95. On the CAP side, the critical change was of course capping the growth
of CAP transfers at 5 percent for the three have provinces, Ontario, British
Columbia, and Alberta.

The cumulative “losses” for EPF are nearly $27 billion, spread across
provinces on roughly an equal-per-capita basis. The CAP “losses” total $8.5
billion, with Ontario bearing $6.8 billion, B.C. bearing $1.5 billion with a
quarter-biflion loss for Alberta. Were one to add the equalization program to
Table 2, this would add another $3 billion or so to the “losses’ for the have-not
provinces, largely as a result of the application of the equalization ceiling in
1989-90 ($1.4 billion) and 1990-91 (31.1 billion), based on Department of
Finance numbers,

Given that the resulting grand total is somewhere in the range of $40 billion,
what is one to make of these numbers? The first general point is that they are
wholly arbitrary in the sense that the benchmark is arbitrary. For example, were
one to benchmark the table in the early 1950s {i.c., before the devolution of
income tax points), the cumulative totals through to 1994-95 would clearly be
hugely positive.

Another approach to benchmarking would be to include as “losses™ only
those shortfalls resulting from arbitrary federal actions within any given five-
year fiscal arrangement period. Implicitly, at least, this appears to be the
approach adopted by Boothe and Johnston (1993). The argument here would be
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that the parameters for each five-year set of arrangements are “negotiated” and
that offloading should be defined by federal arbitrary changes within the
five-year term that depart from these negotiated agreements. It is probably not
necessary to add that this interpretation would not sit well with the provinces.

A third way to approach these numbers is to exclude as “losses” those
shortfalis that are not the result of arbitrary initiatives. Arguably, this would
exclude equalization payments, since the provision for the equalization ceiling
was introduced in 1982-83, although it only became binding during the 1987-92
fiscal arrangements period.* While on the subject of equalization, one might
note that the reason that the ceiling became binding in the 1989-91 period had
more to do with what was happening in Ontario (spiralling revenues as a resolt
of the prolonged boom and some major tax hikes) than what was happening in
the have-not provinces.

A fourth general point that one might make in the context of Table 2 is that
the provinces could not have expected to have avoided the federal government’s
deficit concerns. The issue would then become one of whether the treatment of
EPF, for example, was more stringent than the federal government applied to
those areas of social policy under its own jurisdiction. On this score, Ottawa
was reasonably consistent:

* the indexation of family allowances was reduced to inflation minus 3 percent
in 1986, Now that family allowances have been folded into the new child tax
credit (1993), this tax credit will also be subject to indexation only by the
amount of inflation over 3 percent. Note that this is more restrictive than a
GNP — 3 percent escalator;

¢ While Ottawa had to abort its attempt to partially index QAS/GIS in 1989, it
introduced a full clawback of QAS for the elderly rich;

¢ Ul'maximum benefits were reduced in 1990 from 46-50 weeks to 35-50 weeks
and the qualifying period was increased from 10-14 to 10-20 weeks. In 1993,
Ul maximum benefits were reduced from 60 percent to 57 percent of insurable
earnings. By itself, this latter measure is a 5 percent reduction (on a continuing
basis) in what UI benefits would otherwise have been.

Given that all the “losses” arising from EPF in Table 2 relate to decreases in the
EPF escalator (i.e., a move towards partial indexation), this was not all that -
different from Ottawa’s moves towards partial indexing for some of its own
programs. Indeed, while the EPF freeze embodies zere indexing, the fact that
GNP has not exceeded 3 percent recently implies that the effective impact is
not much different than that which would have prevailed under a continuation
of a GNP - 3 percent escalator.’
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Boothe and Johnston (1993) also adopt this framework and define off-
loading as decreases (in percentage terms) in transfers to the provinces that
exceed decreases in Ottawa’s other programs. They introduce a further twist:
transfers to the provinces should be defined only to include the cash component,
since the tax-point components are in effect provinces’ own revenues.® Under
this combined approach, Boothe and Johnston still find that there has been
considerable offloading, but at a much reduced rate than would be obtained
from a Table 2 methodology.

My fifth general comment on Table 2 relates to the Canada Assistance Plan.
Not since the National Energy Program has there been a federal initiative as
destructive to the integrity of federal-provincial fiscal relations as the cap on
CAP. One can visualize what may have triggered this. Ontario was embarking
on a substantial enriching of its welfare system and unless Oitawa took some
counter initiative it would be dragged along for half the cost in the very time
frame that it was pursuing (at least rhetorically) deficit control, Including all
three have provinces within the cap provides some “rationale” for the measure,’
but it is evident that the real target was Ontario (and the figures in Table 2 bear
this out). The dollars involved are very substantial. Indeed, the annual shortfall
this year is not far off the province’s savings from the imposition of its “social
contract.”

More importantly, this does not auger well for the future of the fiscal
arrangements. Ontario is already on record as warning Ottawa that a failure to
restore Ontario to parity with the rest of the provinces could “dissipate” the
support for equalization and the interregional transfer system generally
{Ontario 1992). This could be a tali order, given that achieving parity for the
three have provinces, at least under existing arrangements, will involve over
$2 billion annually in additional transfers (see the CAP total for 1993-94 in
Table 2). While some of the Liberals elected in the Toronto area argued during
the campaign for a restoration of the old CAP arrangements, it is difficult to
envision this as a Liberal priority, given that it would absorb the entire “savings™
from the helicopter contract cancellation within three years. More on the CAP
dilemma later.

Summarizing to this point, while the data in Table 2 are correct in a technical
sense, they probably exaggerate federal offloading in the broader political
economy context. On the other hand, the above comments relating to alternative
interpretations of the numbers probably go too far in the direction of minimizing
the impact. While there is probably no consensus or middle ground here, it must
certainly be the case that there has been substantial federal offloading. More-
ovet, the issue relates not just to the dollars involved but as well to the arbitrary
and sudden nature of these federal initiatives. Provincial finance ministers are
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left with precious little in the way of lead time to adjust to these negative fiscal
shocks. Note also that this deficit shifting and lack of lead time also applies to
a broader range of federal fiscal hits than those associated with federal-
provincial transfers. For example, Ottawa’s decision to clawback OAS pay-
ments for the elderly rich represents a significant tax loss to the provinces. This
is 50 because under the old system OAS payments were part of income for tax
purpoeses and the provinces received something like one-third of the total taxes
raised against OAS incomes. Under the new system, the clawback goes to
Ottawa and, once fully clawed back, OAS ceases to be part of income. Given
that future retirees will at the same time be more numerous and more wealthy,
this will represent a progressively more significant provincial fiscal hit. One
can, of course, point out that since OAS payments come from Ottawa, it does
make sense that the clawback should also go to Ottawa and not be shared with
the provinces. In a sense, the logic here is impeccable. But the political economy
is quite different: these and other sorts of “sweeteners™ to the provinces were
part and parcel of the system that led to our shared personal income tax system,
one that is at the same time both harmonized and decentralized and generally
held up as a model system for a decentralized federation.

Generalized offloading (directly through transfer caps and freezes or indi-
rectly by removing sweeteners such as the previous treatment of OAS and
family benefits) could well lead to a fraying of the Tax Collection Agreements
and a tendency for other provinces (or groups of provinces) to follow Quebec
in establishing a separate personal income tax system, or at least to insist on a
switch from the current “tax on tax” approach to a “tax on base” approach which
would allow rate and bracket freedom for the provinces’ share of the joint
personal-income-tax system. (This point is also made in the contribution by
Gorbet in this volume). Cast in this somewhat broader framework, the issue of
generalized offloading is more than a social policy issue for the provinces. It is
a fiscal integrity and fiscal autonomy issue.

Pursuing this latest theme, were one discussing federal transfers a few years
ago, the key issue would have been one of sorting out the implications that
would arise when the cash component of EPF fell to zero. Because Quebec
opted to receive an extra 8.5 personal income tax points in lieu of cash transfers
for hospital insurance, Quebec’s cash was expected to fall to zero sometime in
the mid to late 1990s. The severity of the recession (and, in particular, the
collapse of personal income) probably means that the zero-cash-transfer even-
tuality has been pushed into the millennium. Nonetheless, the combination of
a shift to a “tax on base” approach coupled with a receipt of an additional 8.5
personal income tax points (i.e., parity with Quebec)8 has surfaced as a
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desirable option for the provinces, on both fiscal autonomy and predictability
grounds.

THE TRANSFER/RESTRUCTURING NEXUS

Now that I have focused in turn on the restructuring imperative and, albeit
briefly, on the fiscal-federalism or deficit-shifting developments, it is appropri-
ate to explore the relationship between the two.

To begin, I think that I am on rather safe ground by asserting that fiscal
stringency will continue to be the order of the day. Indeed, the projected fiscal
deficits for this fiscal year for both Ottawa and Queen’s Park are already
recognized as being far too optimistic and, since the forecasting error arises
largely because of a revenue shortfall, this presumably carries over to the other
provinces as well. With a year or so remaining in terms of the EPF freeze, the
provincial finances are bound to be under continued and even enhanced pres-
sure. This, then, is the backdrop to the discussion of the relationship between
fiscal federalism and social policy restructuring.

Let me now shift to more shaky ground and proclaim, subject to an important
caveat to be aired later, my personal support, thus far at least, for the ongoing
degree of fiscal stringency embodied in the federal-provincial transfers (al-
though not necessarily for the form it has taken, especially in terms of CAP).
My rationale here is related in part to a recent article by Chandler (1993). She
notes that the private sector has spent most of the last decade engaged in
dramatic restructuring. To a degree, the federal government has also got into
the game by restructuring aspects of both the economy (e.g., the FTA and the
GST) and its own fiscal house (e.g., personal and corporate tax reform, the GST,
expenditure control). Chandler’s answer to her implicit question, “Guess who’s
turn it is now?” is, not surprisingly once one poses such a question, “the
provinces.” The catalyst for this provincial restructuring is, of course, the fiscal
crisis:

The severity of the recession, combined with the restructuring in the private sector

and restraints on federal transfers, dealt a heavy blow to provincial governments. Tax

revenues fell way shy of expectations, and the cost of providing welfare and other
social services soared, with the result that provincial deficits ballooned. The com-

bined provincial deficit rose from $4.8 billion in 1989/90 to $24.7 billion in 1992/93.

The combined provincial debt has risen in tandem, from $119 billien in 1989/90 to
$186 billion in 1992/93. (Chandler 1993, p. 3}

In the face of such a fiscal crunch, the obvious, indeed rational, first response
by the provinces will be to appeal to Ottawa to ratchet up transfer payments.
Were Ottawa to cave in, the result would be to forestall meaningful
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restructuring. After all, the provincial public sectors spent the decade of the
1980s believing themselves largely immune from the traumatic dislocations
taking place in the private sector. How many IBMs and GMs must be brought
to their knees before the provinces begin to question the effectiveness and
efficiency of the university sector (particularly Nova Scotia with its dozen or
50 institutions), or of the university/community college interface (e.g., Ontario,
where they exist as two solitudes) or of the transition from school to work (in
all provinces)? Restructuring is inevitable and essential, and I view the pressure
coming from the federal-provincial transfer system as both message and mes-
senger in this process. This said, however, there is a limit in terms of how far
Ottawa can push the provinces. Surely, all governments should now realize that
a strategy of fundamental restructuring must dominate an offloading strategy.
This last concern relates to the above-mentioned caveat, namely the possi-
bility that the fiscal overhang at the provincial level will lead primarily to social
policy cost-cutting rather than fundamental restructuring. What happened in the
private sector in the 1980s may be instructive here. The early 1980s restructur-
ing agenda was essentially aborted because of the combination of (a) the
booming U.S. domestic economy reflecting Reagan’s “military Keynesianism”
(tax cuts and defence expenditures); (b) the fall in the Canadian dollar to the
low 70 cent range; and (c) the willingness of the Americans to tolerate massive
balance-of-payments deficits. In tandem, these factors restored temporary
viability to our industrial status quo. However, when the restructuring finally
came, it was nothing short of brutal since it involved not only this foregone or
aborted restructuring but as well the adjustment to the FTA and to the macro
parameters (the GST and the pursuit of zero inflation which sent the dollar up
to 89 cents). That it would have been preferable to pace this adjustment more
evenly over the decade is, I think, not in doubt, but it is somewhat irrelevant
from the vantage point of 1993, Even were one to argue that the fiscal crisis for
the provincial sector is roughly analogous to an 89 cent dollar for the private
sector, there are at least two differences between the provincial and private
sector restructuring processes that generate cause for concern. The first is that
there are no markets as such in the provincial public sector and, as economists,
we know very little about the “triggers” and processes of major institutional
change. T doubt that political scientists know much more, but hopefully they
do. Second, and relatedly, because of the jurisdictional overlap in the social
envelope, no amount of fiscal squeezing of the provinces can generate mean-
ingful restructuring unless Ottawa is also willing to commit itself to major
structural initiatives. To be sure, Ottawa has introduced some welcome changes
in family benefits and elderly benefits, but thus far it has been singularly
unwilling to make meaningful structural changes to the critical area of UF and
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its relationship to welfare, training and labour force re-entry, If this continues
to be the framework within which the federal government is exerting fiscal
pressure on the provinces, then there is a danger that the result will be social
policy erosion rather than social policy restructuring. Indeed, I will go much
further here: this is unconscionable behaviour” on the federal government’s part
because pressuring the provinces on the fiscal front without at the same time
recognizing that Ottawa itself holds the key to unlocking the system in a manner
consistent with the dictates of a global/information society will inevitably lead
to a grinding down of social Canada and an acceptance, willy nilly, of an
American vision and version of social policy.

This critical caveat aside, it is instructive to focus on what is in fact occurring
at the provincial level. While cost-cutting is now the order of the day, most of
these initiatives also embody aspects of “creative destruction” or restructuring
across a very wide range of policies, Quebec is, I think, the acknowledged
leader here, whether in terms of a holistic approach to health and welfare or in
terms of creative approaches (including wage supplementation) to the welfare-
work transition. This should not come as a surprise, since this province has,
since 1976 and probably since 196{), embodied a vision of a society where
fiscal, cultural, financial, and even economic policy has been geared to weaning
itself from dependency on Ottawa. Note that in this process, it still makes
eminent sense for the province to ensure that it gets (more than?) its fair share
of any federal favours and largesse. In its quest for greater control over “social
Quebec,” I think that the province is helped substantially by having its own
income tax system which, because of its additional tax-point transfers, accounts
for roughly one-half of income taxes paid by Quebecers. Control over the
parameters of an income tax system is a powerful device for coordinating and
integrating the social envelope. This is not meant as an argument for extending
the Quebec approach to other provinces, especially since Quebec is marching
to the beat of a different drummer. But it may be a strong argument for granting
the provinces greater flexibility under the existing shared personal income tax
(Courchene and Stewart 1991).

Quebec aside, virtually all provinces have embarked on significant initiatives
that fall somewhere between cost-cutting and restructuring: Alberta’s stripping
away of parliamentarians’ pensions and its rather draconian across-the-board
expenditure cuts and controls; Saskatchewan’s closing of 52 hospitals, one of
which was never opened; Ontario’s “social contract,” following upon somewhat
similar controls over the civil service in Newfoundland, etc. Some of this is
clearing restructuring — for example, implicit in the social contract legislation
is that the combination of wages/job security has placed civil servants in a

~ privileged position vis-a-vis the private sector. And Saskatchewan’s hospital
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closings can hardly fall solely in the cost-cutting category. Were the truth to be
told, most should never have been opened. Perhaps this is why Romanow’s
popularity still remains in the 40 percent range.

However, it is New Brunswick that, thus far at least, has taken the lead in
terms of overall restructuring. Among the features of “NB Works,” as the
program is called, is the shift from passive income support towards what the
Buropeans would call an “active society” — education, training, etc,, that
comingles Ul/welfare/training, Ottawa and New Brunswick, and the public and
private sectors. The other major initiative on the horizon is Ontario’s “Turning
Point,” namely the blueprint for a fresh approach towards welfare which
foresees both workfare and a shift towards a negative-income-tax approach for
children of low-income families.

I revert back to rather safe ground in suggesting that these initiatives repre-
sent but the tip of the iceberg in terms of what one can expect in the future.
More to the point, however, the system is embracing a mentality that recognizes
the inevitability, even desirability, of fundamental restructuring. In this sense,
off-loading has been successful and the time has come for governments to
abandon their internal tug of war and jointly embark on the restructuring
imperative. How might the fiscal arrangements, and particularly the set of
federal-provincial transfers, fit into all of this? In order to address this, it is
useful to take an analytical view of these transfers.

INTERGOVERNMENTAL TRANSFERS AND
HORIZONTAL/VERTICAL IMBALANCE

Given the unconditional nature of EPF, equalization and, for the three have
provinces, parts of CAP as well, these transfers are no longer closely related to
the financing of the social programs.10 Rather, they are best viewed as measures
designed to mitigate the vertical and horizontal imbalances in the federation.
Since these transfers for 1992-93 range from $994 per capita in Alberta to
$2,276 in PE.L, one could argue that $994 represents the per capita transfer
directed towards restoring vertical imbalance with the excess for any province
representing the contribution towards restoring horizontal imbalance.,

The rationale for these vertical transfers is to ameliorate the situation where
the provinces’ share of overall expenditures exceeds their share of overall
revenues. A secondary role for these transfers (though important in the eyes of
many Canadians) is to aliow the federal government to exert some “national”
control over the social envelope, e.g., portability, preservation of the economic
union, the Canada Health Act requirements. However, there are alternative
ways to address this vertical imbalance issue.
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At one end of the spectrum would be the elimination of the vertical imbalance
by transferring additional tax points to the provinces. Several analysts have
proposed that the cash component of EPF (or at least that associated with health)
be converted to a tax-point transfer. In the limit, one could conceive of the
disappearance of federal-provincial cash transfers, except for the equalization
program.

. At the opposite end of the spectrum, one can envisage sorting out vertical
balance by an enhancement of Ottawa’s expenditure responsibilities. This
approach, too, has some adherents: elsewhere (1993a} I have argued that Ottawa
could replace CAP transfers with a direct negative-income-tax-type transfer to
children and could convert the PSE component of EPF to a system of portable
PSE vouchers to students.

The middle ground here would be to perpetuate the existing set of transfers,
albeit with some changes in the direction of enhancing their predictability both
within and between the five-year agreements.

How ought one to choose among these alternatives? My position on this issue
is that the time has finally come to rethink and restructure the social programs
from the perspective of those who may have to fall back on them, that is from
the vantage point of individual Canadians and not from the vantage points of
the various governments. What this means is that fiscal federalism issues must
become derivative, not determining, in terms of the future of the social pro-
grams.11 The remainder of the chapter is directed towards elaborating on
aspects of this option. Prior to addressing the many issues involved in such an

* option, I wantto devote some time to the issues relating to horizontal imbalance,

i.e., to the equalization program.

EQUALIZATION AND THE SOCIAL ENVELOPE

Section 36(2) of the Constitution Act, 1982 enshrines the principle of equaliza-
tion. However, Canada’s approach has been to embody equalization in a whole
range of programs in addition to the formal equalization program. There are
significant and highly distorting equalization components in Ul, in terms both
of qualifying weeks and benefit weeks. The equal per capita nature of EPF
transfers embodies significant equalization because, for example, the costs of
delivering health care is significantly more expensive in Ontario than in some
other provinces. With the cap on CAP transfers to the have provinces, this
program has now been effectively “equalized.” I support the Ontario position
(Ontario 1992) that all the equalizing aspects of federal-provincial or
interprovincial transfers should be combined into a single equalization pro-
gram. Beyond this, there should be no special “geography” or “place-
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prosperity” aspects to the range of other interregional and intergovernmental
transfers.

Turning now to the formal equalization program, there are both equity and
efficiency arguments underlying the system. An impressive theoretical litera-
ture on these issues now exists, thanks in large measure to Queen’s economist
Robin Boadway and his colleagues (e.g., Boadway 1992; Boadway and Flatters
1982; Boadway and Hobson 1993). The simplest version of the model begins
with the notion that an individual’s comprehensive income or benefits is the-
sum of his/her net private sector income or benefits and net public sector
benefits (or NFBs, net fiscal benefits). On efficiency grounds, one would want
to ensure that individuals in different provinces who have similar net private
sector benefits (or, for simplicity, similar wages) also have similar NFBs.
Suppose that this is not the case and, in particular, suppose that residents in a
resource-rich province have larger NFBs than residents in other provinces
because resource royalties accrue (untaxed by Ottawa) to the province which
can then be used to finance the province’s expenditures, Given that what matters
to individuals is overall or comprehensive income, it would be rational for an
individual to migrate to this province at a lower level of net private benefits (a
lower wage rate) provided that this was more than compensated by the increase
in NFBs. Such migration would be output-diminishing since the individual
would be moving to a lower wage (productivity) job. In the literature, this is
referred to as rent-seeking or fiscally-induced migration. Anr equalization pro-
gram can help equate net fiscal benefits across provinces and, therefore, be
efficiency enhancing. Alternatively, under the assumption that provincial own-
ership of resources is triggering the differential net fiscal benefits, these NFBs
could be eliminated if the resource revenues were included (imputed) as income
for personal income tax purposes.

There is also a “fiscal equity” rationale for equalization which would require
full equalization of NFBs over all provincial revenue sources (broad-based
horizontal equity) or full equalization of NFBs over all non-resource-based
revenues and only a portion of resource revenues (narrow-based horizontal
equity) (Boadway and Hobson 1993, chap. 4). While I support the efficiency
rationale for equalization, T have considerable trouble with this “fiscal equity”
approach because it seems to impose a unitary-state vision on a federal system.
I would rather cast the equity case in terms of either or both a “federal rationale”
or a “citizenship (nationhood) rationale.”% In any event, the constitution now
requires us to provide equalization so as to ensure reasonably comparable levels
of public services at reasonably comparable rates of taxation. The concerns that
I wish to air relate not so much to the theoretical principles as to the manner in
which we have applied them in the existing equalization formula. In particular,
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the notion that the analytics of equalization means that all provinces’ revenues
should be brought up to the national average level, let alone the level of the top
province as is frequently argued, is not correct once one broaches Canadian
reality.

Most of the issues I want to raise relate in one way or another to the
“standard” for equalization. When equalization was first introduced in 1957,
_provincial revenues were brought up to the level in the two wealthiest prov-
inces. In 1962 the standard became the national average level, but in 1964 it
reverted back to the top two provinces. With the introduction of the compre-
hensive program in 1967, the national average again became the standard, up
until 1982 when the current “five-province” standard was introduced. Most of
these changes had to do with the role and impact of resource rents in the system.
If this book had been produced in the mid-1980s, there would have been an
argument on behalf of the have-not provinces that the five-province standard
was inappropriate because it resulted in a lesser amount of equalization than
would arise under a national average standard. This is not a big concern today
because the five-province and national-average standards are essentially iden-
tical. If they diverge again, this issue will surely come to the fore once more.

A more important issue relating to the standard is that there are recurring
pressures for equalization to embody both “needs” and “costs.” In principle,
this is the correct approach. In practice, however, the manner in which some
have-not provinces tend to phrase the argument is, in my view, quite inappro-
priate. This issue arises most frequently in terms of the Canada Assistance Plan.
Specifically, given that, say, Newfoundland has a very high unemployment rate,
should not this be factored into its level of transfers (either in equalization or
in CAP by, for example, having more than 50 percent cost sharing)? My answer
here is probably “yes.” Newfoundland’s per capita CAP transfers are roughly
$250. This does seem inadequate to accommodate an unemployment rate in the
high teens. But the growth of welfare spending in Newfoundland in the 1980s
has been the lowest of all the provinces, in large measure because the province
has been able to channel much of its potential welfare burden onto the Ul
program. The net inward flow of Ul benefits to Newfoundland in 1991 was
roughly $750 million, or about $1,300 per capita. By all means let us take
account of “need” in the equalization formula, but we must then ner away funds
from all other transfer programs specifically designed to address aspects of this
need.!? It is precisely because we tend to focus program by program, without
taking an overall perspective, that the overall transfer system has given rise to
aspects of transfer dependency in the first place.

A related issue has to do with introducing “costs” into the equalization
-formula. We know that, in general, the costs of providing most public services
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are higher in, say, Ontario than in many other provinces; physician fee schedules
are higher; university salaries tend to be higher, particularly for the top echelon
of universities; average wage levels for civil servants are higher, etc, Most of
this arises because of “capitalization™; the higher incomes in Ontario are
capitalized in the value of land, services, etc. Recall that the Americans do not
have an equalization program and one of the rationales for its non-existence is
that income differences across states are “capitalized,” so that there is nothing
to equalize, as it were. Hence, one of the leading federal scholars in the U.S.,
Wallace Oates (1972) is able to claim that equalization programs are a matter
of “taste,” not of “principle.” While I do not accept Oates’ view of equalization
(and, more importantly, nor does our constitution}, it is nonetheless the case
that as between PE.I. and Ontario the impact of capitalization is such that
arguments to the effect that equalization must bring PE.I.’s revenues up to the
national average (or the top province, as is favoured in some quarters) in order
to provide “reasonably comparable™ level of services is not correct. It is a matter
of taste, not principle.

Another aspect of the equalization literature is that the appropriate form of
equalization ought to be constituted on a “net” rather than a “gross” system,
where “net” in this context relates to direct transfers of revenue from have
provinces to have-not provinces (as in the German equalization system) and
where “gross” refers to the existing system where equalization payments are
made from Ottawa’s general revenues with no attempt to reduce actual revenues
accruing to have provinces. Once again, I have no problems with a “net”
equalization system and indeed my article with Glen Copplestone (1980) was,
1 think, the first time that the possibility of an interprovincial revenue-sharing
pool for equalization was aired in the Canadian context. What I do have
problems with is the notion that the appropriate role of a “net” system is to bring
the “rich” provinces down to the level of the “poorest” province (or bring the
" poorest up to the richest) in terms of access to per capita provincial revenues,
This conception of equalization is clearly implicit, if not explicit, in the
Boadway er al theoretical literature. Setting aside once again whether the
concept of horizontal equity underpinning this body of analysis is an appropri-
ate one for a federal nation, the substantive application issue is that this equality
of per capita revenues is not called for in practice, as some of the above
argumentation was designed to demonstrate.

None of this is intended to downplay the critical role that equalization plays
in our system. But it should sound a warning that we might recoil a bit from our
national proclivity to equalize here, there, and everywhere. Indeed, we have
now reached a point where the existence of equalization payments themselves
have been capitalized in land, labour, services, etc. of the have-not provinces.
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Not to put too fine a point on this, my view is that we do too much equalization
now, not too little.

TOWARDS A NEW SOCIAL ORDER

The socio-economic climate is ripe for meaningful social policy reform since
the existing system is grinding down under the combination of the debt/deficit
burden and competitive pressures. In a sense, change is no longer the issue.
Rather, the issue is a choice between erosion and restructuring. And, to repeat
a theme of this chapter, this restructuring must be undertaken from the perspec-
tive of citizens, not governments. However, any restructuring agenda must deal
with the perennial federal complications on the economic and political fronts.
Among the complications, I would include the following:

e Ottawa is likely to achieve fiscal flexibility sooner than the provinces, unless
Ottawa expands the transfer system. Along with this flexibility, it is probably
the case that Ottawa is poised for some major initiatives in the social policy
area. As I argued earlier, now that knowledge is at the core of competitiveness,
it is inconceivable that Ottawa will not want to play a leading role in this area.
Moreover, an initiative on the apprenticeship front was a key plank in the
Liberal’s platform. It will not take long for the Liberals to realize that the
obvious source of funding for apprenticeship and training is from a major
restructuring of the social programs. And as we now know, the former Tories
had a blueprint for social policy reform at the ready. Pressures are clearly
building in the Ottawa corridors for major restructuring.

e Some provinces are in such dire economic straits that they are probably not
far away from inviting Ottawa to take over areas such as welfare. Hence, these
provinces would presumably welcome a federal initiative.

s  So would most Canadians who, on the issue of restructuring, are well ahead
* of their political leaders.

e But there are also some provinces who would vigorously resist, and even .
- challenge in the courts any federal intrusion in areas under provincial jurisdic-
tion.

e Insome areas like training and apprenticeship, there may be a middle ground:
devolution from both Ottawa and the provinces to local boards composed of
labour, business, provincial, and federal representatives.

" e In other areas, however, asymimnetrical solutions will be inevitable. This
harkens back to something along the lines of my “concurrency with provincial
paramountcy” proposal during the constitution debates (1991). For example,
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Ottawa could step in and rationalize the Ul/welfare subsystem, but then be
willing to let provinces take back the area under some considerations such as
respecting the economic and social union. This would be symmetry in principle
but likely asymmetry in practice. 1 think that the time has come to recognize
that asymmetry in practice has always existed and to view some potential
further asymmetry in practice as a solution rather than a problem. We cannot
expect Ontario to do only what P.E 1. either wants to do or is able to do. Nor
can we expect Ottawa to lie dormant unless it obtains the approval of Quebec
and Alberta. Some version of concurrency with provincial paramountcy is
needed to break through this jurisdictional logjam.

e If we embark on such a restructuring, the likelihood is that the present set of
federal-provincial transfers would have to be reworked in a manner consistent
with the social policy reform. It is in this sense that I argued earlier that the
transfers ought to be viewed as derivative,

Most of the above points relate to process, not to substance. Part of the reason
for this is that it is not at all obvious that there even exists an “optimal” social
restructuring. Because of this, there is an argument for some degree of flexibil-
ity in any new restructuring so that the system can evolve in ways that make
sense for the various cross-border economies. Nonetheless, I think that we have
to begin to “think the unthinkable” in terms of proposals that are placed before
Canadians for debate and discussion. For example, the typical reform proposal
for Ul is to return it to insurance principles that apply identically across the
country. But why not go the further step and ask whether or not both UI and
welfare can be replaced by some version of a negative income tax? This would
certainly alter what would be appropriate in terms of the fiscal arrangements!
Likewise, why not consider ways in which our two subsystems for the elderly
(OAS/GIS and CPP/QPP) can be combined into a single program? (See Ham-
ilton and Whalley 1984.)

Perhaps not fully consistent with the above proposals, but certainly also
worth placing on the restructuring agenda is the suggestion of converting CAP
into some version of a negative income tax for children. This would not be like
the existing child tax credit because it would begin to be clawed back at a much
lower income level. While my intent here is not to argue for any particular
proposal, I do want to direct some attention to this one. There has been much
discussion in policy circles to the effect that Ottawa could look after the
income-support or social insurance programs for unemployed employables
while the provinces would look after the “unable-to-work.” However, the line
between the two will inevitably be very fuzzy, with the likely result of yet
another jurisdictional quagmire. Making Ottawa responsible for the welfare of



CANADA’S SOCIAL POLICY DEFICIT / 113

children (to go along with its responsibility for goldenagers) cuts through all of
this much more cleanly. The provinces would focus on all adults and, within
this context, one could contemplate an integration of the existing Ul and welfare
programs in ways that provide incentives for training and Iabour-force re-entry.
(Note that under some version of opting out or concurrency with provincial
paramountcy, this approach need not differ from the approach in the previous
paragraph for those provinces that wish to exercise their paramountcy.) One
potential advantage to this approach is that because all children would be treated
equally, this proposal would restore the “Ontario deficit” that currently besets
the Canada Assistance Plan.

The reader will recognize that in arguing for converting CAP to a negative
income tax for children I have violated my earlier enunciated principle, namely
that the fiscal transfers ought to be derivative, not determining. The correct
approach would be to focus on the restructuring imperative related to welfare.
If, as I suspect, the result will be that some separate provision has to be put in
place for children, then the conversion of CAP into an NIT for children becomes
a potential instrument.

One can add many more proposals to this agenda — a tax-point transfer for
Medicare, a voucher system for PSE, etc. And readers will have their own
proposals, My role here is not to opt for a particular form of restructuring, only
to present the case for a restructuring imperative. Since most of these proposals
represent substantial restructuring, they will need adequate lead times and in
some cases the provision for transitions. In turn, this implies that we must
engage in this societal debate now, while we may still have a window of
opportunity, rather than later when any restructuring in all likelihood will be
driven by the international capital markets.

Prior to concluding, I want to devote some attention to where and how
pressures for fundamental restructuring may come to the fore. Simeon (this
volume) argues that there is a set of “trumps” that are characteristic of our
federation: regional politics trumps other dimensions of distribution; fiscal
federalism trumps social policy; the intergovernmental dynamics trumps citizen
politics, etc. These are the sorts of insights that we have come to expect from
Simeon. However, while they certainly applied to the old order, we are now in
anew paradigm — fiscally, socio-economically, and in terms of the citizen-state
relationship. The game has changed; to mix the metaphor, kings, queens, and
even pawns can now check-mate any trump.

To sustain such an argument, I need to identify some restructuring dynamics
that can finesse the powerful cards that federalism in all its forms (constitu-
tional, regional, intergovernmental) has always held. Let me suggest three.
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The first has already been alluded to, namely that in this globalization/
knowledge/fiscally-constrained era, Ottawa will recognize that social envelope
restructuring holds the key to regaining our competitive edge. Short of a
dramatic economic recovery, this option easily dominates (initially at the
conceptual level and then on the political level) the alternatives of embracing
the U.S, social envelope or turning the task (via inaction) to the gnomes of
Zurich. Therefore, expect a new dynamic from Ottawa.

The second way in which federalism or jurisdictional deadlocks can be
finessed is throngh provincial initiatives. 14 Typically, one associates this with
the demands from Quebec or perhaps Ontario now that it is likely to play a more
assertive role in the wake of the CAP fiasco. This is clearly possible. But it does
not address Simeon’s “regional politics trumps other dimensions of distribu-
tion.” Consider, therefore, the following avenue. Implicit, even explicit, in
Premier McKenna’s Couchiching address was the fact that the days of the status
quo on the New Brunswick social envelope front are numbered. Transfers of
the existing magnitude will not be sustainable economically or pelitically. NB
Works was the initial response. The obvicus next step is a joint Maritime or
perhaps Atlantic initiative which would involve a total reorganization of the
social envelope and which could involve regional control of the existing level
of net transfers under UI, to be phased out gradually over, say, a ten-year period
to the non-place-prosperity level of Ul prevailing elsewhere. The rationale for
this would be two-fold: to devise a more rational approach to the UI/
welfare/training subsector and to forestall some pre-emptive strike by Ottawa
on UL Would Ottawa refuse such a package? Negotiate perhaps, but refuse, no.
Therefore, with somewhat less likelihood, expect a new dynamic from the
provinces.

The third dynamic is at the same time more speculative and less likely,
namely that citizens in one or more of the provinces will find their services
reduced to a level where they will ask Ottawa to step in on their behalf. The
extreme case here would be one where the capital markets require a federal
guarantee on the province’s bond offering, i.e., the province runs into the
proverbial “debt wall.” Since it is inconceivable that Ottawa would provide
such a guarantee, we will be in for major institutional change and restructuring.
But pressures will build up well before this bankruptcy point. Federal transfers
can maintain revenues per capita, but they cannot prevent a run-up in expendi-
tures or an outflow of people, both of which will complicate the servicing of
the existing debt levels. One hopes that one is wrong here, but this harkens back
to the earlier comment that some provinces are probably willing right now to
transfer areas like welfare to the federal government.
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To be sure, given that unsustainability of the old paradigm and the unmet
challenges of the new socio-economic order represent the underlying thrusts of
much of the above analysis, it may well be the case that this perspective leads
me to place too much emphasis on the restructuring imperative and too little on
the entrenched constitutional-political-intergovernmental-regional dynamics
that have been the hallmark of Canadian federation. Or, in economists’ jargon,
this vantage point may lead me in the direction of falling back on “heroic”
assumptions. But T adhere to the proposition that heroes are not so much born
as cornered. Canada js cornered! '

IMPLICATIONS FOR FISCAL FEDERALISM

Prior to concluding, it is appropriate to redirect attention to the theme of this
book, namely the implications for the future of fiscal federalism. In the world
sketched out above, federal-provincial transfers would be derivative, not deter-
mining. Currently they play more of a determining role. In effect, they drive
much of social Canada. We tend not to speak of a welfare problem but rather
about a CAP problem. Likewise the challenges relating to health tend to be
framed in terms of an issue of EPF or the Canada Health Act. These were the
instruments that were critical to delivering the social infrastructure and policies
associated with the old paradigm. Redesigning these federal-provincial trans-
fers is not the same as restructuring social Canada.

This does not in any way downplay the critical importance of the federal-
provincial financial interface in any restructured system. But it may be a quite
different interface. For example, both structure and magnitude of federal-
provincial transfers would presumably be very different under a scenario where
UI and welfare were replaced by some version of a negative income tax or a
guaranteed annual income. This more fundamental rethinking of social Canada
will become more difficult if, in the first instance, reform initiatives are focused
on the fiscal arrangements. The thrust of this chapter has been that the time has
come in terms of fiscal, economic, and social considerations to engage in this
more fundamental restructuring. And the way to do this is to begin by asking
ourselves what constellation of policies makes sense from the perspective of
individual Canadians and their families, not what makes sense for governments.

In all of this, however, there is one aspect of the existing set of fiscal relations
that must survive in one form or ancther, namely the preservation and enhance-
ment of the economic and social union. Currently, the spending power plays a
critical role in this process. Preserving the integrity of the personal income tax
system (e.g., the prohibition of beggar-my-neighbour tax provisions} is accom-
plished largely through the exercise of the federal spending power. So are the
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provisions relating to portability and the lack of residency requirements on the
social union front. Were the ideal social policy restructuring to involve further
asymmetry or further decentralization, the case for an effective social and
economic union would presumably become all the stronger. To be sure, the
exercise of the spending power is not the only way to deliver a social and
economic union: I have long adhered to the principle that for programs to be
national they need not be central. But until other effective provisions are put in
place to guarantee the internal socio-economic market, Ottawa should not
abandon the leverage associated with the exercise of the spending power.

CONCLUSION

In an era where fiscal deficits are dominating the economic landscape, one can,
as the title suggests, speak meaningfully of a social policy “deficit.” Intri-
guingly, the two sorts of deficts are related since, as noted earlier, the failure to
undertake social policy reform in the 1980s contributed to the running up of
fiscal deficits. Now the shoe is on the other foot: fiscal deficits are wreaking
havoc with the social programs. However, simple cost-cutting on the social
policy front merely widens the social policy deficit or deficiency in the impor-
tant sense that a restructured social policy envelope is crucial to our longer-term
prosperity. In the broader context, the message here is that social policy
restructuring is the order of the day and that the fiscal arrangements must be
reworked to accommodate the new social policy order. Indeed, this restructur-
ing will likely have significant implications for other aspects of fiscal federal-
ism which have not been touched upon in this chapter, such as the assignment
of tax powers. For example, the jurisdiction that is ultimately in charge of
‘overseeing the transition from welfare/UT to work should probably have con-
siderable control of, or flexibility within the personal income tax since this is
an obvious integration and reconciliation vehicle for the subsystem,
Nonetheless, whatever the imperatives for the medium term, I suspect that
in the immediate future it is inevitable that “tinkering” of some sort will be the
order of the day when it comes to the fiscal arrangements, in part because some
decisions have to be made within a matter of months. We will be very poorly
served by our political class if they view this tinkering as anything other than
a temporary and stop-gap measure on the road to addressing the real challenge
— restructuring social and economic policy to render it consistent with globali-
zation and the knowledge/information revolution. To be a Canadian in the new
millennium must mean that all citizens have full opportunities to develop and
enhance their human capital. Thankfully, there is no trade-off here — this is
good economic policy and good social policy. But getting there will be tough
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because the required decision making will likewise be tough. Unlike private
sector restructuring, there is precious little that individual Canadians can do,
acting in their own spheres, to bring about this new social order. Thus, my
advice to like-minded Canadians is to maintain pressure on our political class
and perhaps even to adopt the admittedly irreverent slogan that appears daily
on the masthead of the Whirehorse Star — Hlegitimus non carborundum.



Appendix
State Income Disparities in Australia

Table A.] presents data on regional disparity relative for the Australian states in the
same time frame (1991) and on more or less the same basis as Table 1 (in the text) for
Canada. The first four columns of Table A.1 are fully comparable with the corresponding
columns of Table 1. Columns (5) and (6) of Table A.1 are closely, if not fully, comparable
with columns (6) and (7} of Table 1. HDI stands for Household Disposable Income and
is the Australian counterpart, at least as far as I can ascertain, to our Personal Disposable
Income. The last column of Table A.1 is AWE (average weekly earnings) which is a
proxy for the Table 1 eniry AHE (average hourly earnings).

The message in the text is that state regional disparities in Australia embody much
less disparity then in Canada. This is obvious. What is not so obvious is why this is the
case. The text argues that part of this is probably attributable to the fact that there is
little in the way of specific regional policy on the part of the Australian government.
Indeed, there is no UI program, as such, in Australia. What they call “unemployment
benefits” (administered centrally) are really what we would call welfare.

Since this comparison between Australia and Canada is somewhat peripheral to the
main message of the paper, I shall leave it to the reader to make the relevant comparisons.
However, I would add three observations. First, it appears that Australia has avoided
the regional transfer dependency that is evident in Canada, even though Austraiia holds
equity and equality in at least as high a regard as do Canadians. Second, Australia
appears to be suffering from “national” transfer dependency in the sense that what was
once the highest income per capita economy has now fatlen to the high teens or low
twenties in terms of income per capita rankings among developed nations. Canada has
managed {0 retain its overall income per capita ranking. Finally, the comparison of Table
I and Table A.1 requires much more research before one can draw meaningful conclu-
sions. Somewhat more in the way of comparative analysis appears in Courchene
(1993b), but these tables represent a puzzle that clearly requires more research.

TABLE A.1: Regional Disparity Relatives (Australia 1991)

(1) (2) (3) {4) (5) (6) {7)

¥/P Y/E E/LF LF/P HDIY HDI/P AWE
New South Wales 1.035 1.047 1.008 0.981 1.035 1.018 1.022
Victoria 1.053 1.051 0.991 1.010 0984 1.043 1.008
Queensland 0.888 0.891 0.98% 1.008 1.001 0.851 0.931
South Australia 0.883 0.889 0.950 0.974 1.048 0.926 0.952
Western Australia 1.037 1.020 0.981 1.036 0.858 0.889 1.005
Tasmania 0.810 0.850 0.982 0.970 1.061 0.859 0.968
Australia 1.000 1.00Q 1.000 1.060 1.000 1.000 1.000
High/Low1 1.300 1.240 1.630 1.070 1.240 1210 1.100

Notes:  For the six states,

Sources: ABS, The Labour Force, Australia (July 1991), 6203.0; Australian National Accounts,
1990-91, State Accounts, 5220.0; Estimated Resident Population by Sex and Age, States
and Territories of Australia (June 1990 and Preliminary June 1991), 3201.1; Distribution
and Composition of Employees, Earnings and Hours, Australia (May 1951), 6306.0,
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NOTES

This chapter draws heavily on my forthcoming C.D. Howe monograph on social policy.
I would like to thank Paul Boothe for valuable comments on an earlier draft.

1.

Note that at this junciure, the issue relates to structure, not fo dollars. Indeed, it
might be best to view all of this under the assumption that the dollars dedicated
to the social envelope remain fixed. Later, 1 shall drop this assumption.
Recently, an alternative approach to the CPP has been floated in the policy arena,
namely increasing the retirement age to 70. This will serve to keep contribution
rates down, but it will discriminate against younger Canadians since this age
increase will have a substantial lead time associated with it

There will still be regional redistribution in many of the social programs, For
example, a UI program with identical qualifying weeks and with benefit weeks
based on these qualifying weeks would still generate greater benefits in high-
unemployment areas. This is appropriate. The reference in the text is intended to
remove any specific regional provisions built into programs such as UL Note also,
that there will always need to be “emergency” measures, such as the grain subsidy
and the “cod moratorium.” What is disturbing here, however, is the lack of sunset
or phase-out provisions to ensure that such stop-gap measures do not end up as
yet another feature of our “permanent” redistributive system,

The equalization ceiling is “rebased” in the first year of each five-year period {i.e.,
equalization is set equal to formula entitlements for this first year). Thus, the
ceiling can only be binding for the remaining four years of each five-year
agreement, For these four years, equalization in aggregate cannot exceed the
cumulative rate of growth of nominal GNP from the base (initial) year. If it is in
excess, the reduction in equalization entitlements is an equal per capita decrease
for all recipient provinces.

This is not quite correct because the definition of GNP for EPF purposes is a
three-year moving average ending with the current year. Thus, even though GNP
fell below 3 percent almost immediately after the freeze was in effect, the
three-year GNP average would have exceeded 3 percent at least for the first year
of the freeze. However, all of this ignores the symbolic impact of a freeze,

Note that the contributions by Boadway and Flatters and especially that by Dupré
(both in this volume) also take issue with including tax points as part of the EPF
transfers. It is true, of course, that these tax points are now part of the provinces’
own revenues. However, one has to separate the value of these tax points in the
hands of the provinces from the notional role that they play in the EPF program.
At the very least, a fuller analysis would have to focus on the 1977 arrangements
themselves and on the critical 1982 arrangements which introduced an overall
ceiling to EPF and converted the cash compenent into a residual transfer (see
Courchene 1984).

One way of interpreting the cap on CAP is that it “equalized” the CAP transfers
~— it tilted payments away from the “have” provinces, while leaving the system
untouched for the have-not provinces. Some provinces, Quebec in particular, had
argued that the growth rate of overall federal-provineial transfers was larger for
the have than for the have-not provinces in recent years. Ottawa may have been
responding to these concerns. However, given that per capita CAP transfers for
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10.

11.

12.

13.

14.

1992-93 to Quebec were $335 compared with, say, $233 for Newfoundland and
only $183 for Saskatchewan, it is difficuit to see where or why Quebec had much
to complain about.

Actually, these 8.5 PIT points relate only to EPE. Quebec also receives another 5
PIT points under CAP and yet another 3 for various other programs for an overall
transfer of 16.5 PIT tax points. Thus, full parity with Quebec probably means 16.5
tax points, not only the 8.5 associated with EPF.

One might argune that Ottawa’s behaviour is unconscionable in another sense — it
was its inability to put its own fiscal house in order during the 1980s boom that
has precipated the existing fiscal havoe. As argued in the introduction, a major
part of this fiscal profligacy represented a futile effort to adhere fo an outdated
and cutmoded social policy paradigm.

EPF transfers are unconditional in that they can be spent as the provinces please.
However, provincial spending on health (from whatever revenue source) must
satisfy the requirements of the Canada Health Act.

Thankfully, I am not alone in arguing for this refocus — see Boothe and Reid
(1993).

The “federal” rationale for equalization payments relates to the proposition that
equalization is the cornerstone of a meaningful federal system. For any constitu-
tional assignment of powers to be meaningful, provinces must have the financial
capacity to fulfil these responsibilities. The “citizenship” rationale has to do with
the notion that Canadians, wherever they live, ought to have access to certain basic
economic and social rights — rights that ought to attend Canadian citizenship, as
it were. Since some of these rights fall under provincial jurisdiction, it is impera-
tive that provinces have funds adequate to provide them. While there are aspects
of equity associated with both these rationales, they are distinct from the horizon-
tal equity notion underiying the NFB conception. Indeed, under either the federal
or nationhood rationales, the first-best solution is an equalization program,

~ whereas under an NFB formulation the first-best solution really is a set of

differentiated transfers to individuals. One arrives at a set of equalization pay-
ments only as a second-best solution, It is in this sense that I argue that the concept
of “fiscal equity” as reflected in the NFB conception is essentially alien to a federal
system. For more detail, see Courchene (1984, chap. 3).

Or more correctly, net away all funds that flow in because of specific “place-pros-
perity” features of other programs.

The ideas in this paragraph and the following one are the result of a conversion
with Fred Gorbet about our respective conference papers. Needless to say, Gorbet

- may not be in agreement with the way I have distilled some of these ideas.



CANADA’S SOCIAL POLICY DEFICIT / 121

BIBLIOGRAPHY
Boadway, Robin (1992), The Constitutional Division of Powers: An Econoric Perspective,
Ottawa: Economic Council of Canada.

Boadway, Robin and Frank Flatters (1982), Equalization in a Federal State, Ottawa:
Economic Council of Canada.

Boadway, Robin W. and Paul A.R. Hobson (1993), Intergovernmental Fiscal Relations in
Canada, Toronto: Canadian Tax Foundation.

Boothe, Paul and Barbara Johnston (1993}, Stealing the Emperor’s Clothes: Deficit Offload-
ing and National Standards in Health Care, Commentary 41, Toronto: C.D. Howe
Institute,

Boothe, Paul and Brad Reid (1993), “An Overview of Fiscal Federalism,” in a paper
presented at the Conference on the “Future of Fiscal Arrangements in Canada,” Univer-
sity of Alberta,

Canadian Labour Market and Productivity Centre (1990), “A Review of Regional Economic
Development Policy in Canada,” Quarterly Labour Market Productivity Review, (Fall):
23-34,

Canadian Teachers’ Federation (1993), background material for a seminar on “The Impact
of Federal Economic Policies on Public Education and Teachers,” Ottawa: June 20-22.

Chandler, Teresa (1993), “Restructuring: The New ‘R’ Word,” in CABE News, Canadian
Association for Business Economists (Fall),

Courchene, Thomas J. (1984), Equalization Payments: Past, Present and Future, Toronto:
Ontario Economic Council.

(1991), The Community of the Canadas, Reflections Paper 8, Kingston:
Institute of Intergovernmental Relations, Queen’s University.

(1992), “Mon Pays, ¢’est"hiver: Reflections of a Market Populist,” Canadian
Journal of Economics, 25, 4 (November): 759-791.

(1993a), “Path-Dependency, Positive Feedback and Paradigm Warp: A
Schumpeterian Approach to the Social Order,” in Income Security in Canada: Changing
Needs, Changing Means, Montreal: Institute for Research on Public Policy.

(1993p), “Globalization, Institutional Evolution and the Australian Federa-
tion,” forthcoming in a conference volume from the Federalism Research Centre,
Canberra ACT, Australia.

Courchene, Thomas J. and Arthur E. Stewart (1991), “Provincial Personal Income Taxation
and the Future of the Tax Collection Agreements,” in Provincial Finances: Plaudits,
Problems and Prospects, ed, Mel McMillan, Toronto: Canadian Tax Foundation.

Courchene, Thomas J. and Glen H. Copplestone (1980), “Alternative Equalization Pro-
grams: Two-tier Systems,” in Fiscal Dimensions of Canadian Federalism, ed. Richard
Bird, Toronto: Canadian Tax Foundation.

(1994), Social Canada in the Millennium, Toronto: C.DD. Howe Institute.

Economic Council of Canada (1992), The New Face of Poverty: Income Security Needs of
Canadian Families, Ottawa: Supply and Services Canada.

Drucker, Peter F. (1986), “The Changed World Economy,” Foreign Affairs (Spring): 3-17.
(1953), Post-Capitalist Society, New York: Harper Bros.



122/ THE FUTURE OF FISCAL FEDERALISM

Fortin, Pierre (1994), “Slow Growth, Unemployment and Debt: What Happened? What Can
We Do?” in Stabilization, Growth and Distribution: Linkages in the Knowledge Era, ed.
Thomas J. Courchene, Bell Canada Papers, vol. 2, Kingston: John Deutsch Institute for
the Study of Economic Policy, Queen’s University.

Hamilton, Colleen and John Whalley (1984), “Reforming Public Pensions in Canada: Issues
and Options,” in Pensions Today and Tomorrow: Background Studies, ed, David
Conklin, Jalynn Bennett and Thomas Courchene, Toronto: Ontario Economic Council.

Harris, Richard (1993), Trade, Money, and Wealth in the Canadian Econony, Benefactors
Lecture, 1993, Toronto: C.D. Howe Institute.

Lam, Newman, Michae! Prince and James Cutt (1993), Reforming the Public Pension System
in Canada: Restrospect and Prospect, Victoria, B.C.: Centre for Public Sector Studies,
University of Victoria.

Lipsey, Richard (1993), “Wanted: A New Social Contract,” Policy Options/Options Poli-
tiques, 14, 6 (July/Aungust): 5-9.

Maxwell, Judith (1993), “It’s Time to Rethink the Social Role of Government,” Keynote
address to the Canadian Pension Conference, Montreal (8 June).

McKenna, Frank (1993), “Transcript of Speech by the Honourable Frank McKenna on
Education to the Annual Couchiching Conference,” mimeo (5 August}.

Myles, John (1991), “Post Industrialism and the Service Economy,” in The New Era of
Global Competition: State Policy and Market Power, ed. David Drache and Meric
Gertler, Montreal and Kingston: McGill-Queen’s University Press,

Norrie, Kenneth (1993), “Intergovernmental Transfers in Canada: An Historical Perspective
on Some Current Policy Issues,” in A Partnership in Trouble: Renegotiating Fiscal
Federalism, ed. P.M. Leslie, K. Norrie and I. Ip, Toronto: C.D. Howe Institute.

Oates, W.E. (1972}, Fiscal Federalism, New York: Harcourt Brace Jovanovitch.

Ontario (1992), “Financing Canada’s National Social Programs: The Need for Reform,”
paper released at the First Ministers” Conference, March.

Osberg, Lars (1993), “Integrating Social and Economic Policy Micro Transitions and Macro
Policy in a Federal State,” Income Security in Canada: Changing Needs; Changing
Means, Montreal: Institute for Research on Public Policy.

Phipps, Shelley (1993), “Does Unemployment Insurance Increase Unemployment,” Cana-
dian Business Economics, (Spring): 37-50.

Scarth, William (1994), “Alternative Assignments of Policy Instruments to Macroeconomic
Goals: Comment,” in Stabilization, Growth and Distribution: Linkages in the Knowledyge
Era, ed. Thomas J. Courchene, Bell Canada Papers, vol. 2, Kingston: John Deutsch
Institute for the Study of Economic Policy, Queen’s University.

Statistics Canada (1992}, Provincial Economic Accounts: Annual Estimates, 1981-1991,
Catalogue 13-213, Ottawa: Supply and Services Canada.

Thomson, David (1991), Selfish Generations? The Aging of New Zealand’s Welfare State,
‘Wellington: Bridget Williams Books.

Toronto Star (1993), “Villages make Ul a Way of Life,” 6 September, A.8.



Comment: The Nature of
Dependency

Lars Osberg

There are a great many insights and observations in Tom Courchene’s chap-
ter — some 1 agree with heartily and some I disagree with. Since a commentary
should be somewhat shorter than the original paper, I will select one aspect of
the chapter I dislike and one aspect that I like, and make a general, overall
comment.

The aspect that I dislike is the use of the term “dependency.” This term is
used repeatedly and has been used and re-used in the broader public discussion
until it has become a cliché. However, the phenomenon which the term seeks
to describe is rather vague and all-embracing, and the evidence that is cited is
often entirely anecdotal. In fact, the term “dependency” has two quite distinct
meanings and the debate on “dependency” has become sloppy and misleading
because people often shift back and forth between these two meanings, without
realizing the transition.

The term “dependency” is sometimes used in the accounting sense of “being
reliant on,” as indicated by the fact that a relatively high percentage of total
income comes from a particular income source. In the accounting sense, senior
citizens are highly “dependent” on unearned income in transfer payments and
pensions, while the Alberta government is heavily “dependent™ on transfer
payments from oil companies. Dependency, in this sense, is an ex post account-
ing relationship which describes income flows. Since this conference has
already heard numerous comparisons between Atlantic Canada and the rest of
the country, and since unemployment insurance has often been mentioned, I
could not resist the temptation of preparing Table 1. In order to maintain
comparability, Table 1 compares urban areas only and it is notable that in the
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TABLE 1: 1992 Unemployment and Unemployment Insurance Dependency

Halifax Toronto Montreal
Unemployment Rate (%)

Age 15-24 154 19.1 18.0

Age 25-44 8.9 1.0 12.6

Age 45+ 1.7 8.1 11.4

Total 9.9 11.5 131
Labour Force (000's)

Total 166.8 2,005.2 1,585.6
Population >15 Years of Age 246,200,0 2,390,900.0 2,469,900.0
UI Claimants

Number 11,594.0 161,472.0 136,356.0

% of Labour Force 7.0 8.1 8.6

% of Population 47 5.6 5.5

Note: Regular benefit claimants only.

Source: Author’s compilation

accounting sense, Halifax had in 1992 a Jower rate of “dependency” on unem-
ployment insurance than either Toronto or Montreal.

However, the term “dependency” is also often used in a behavioural sense to
evoke images of addiction, false reliance on transfers and bad behaviour
induced by the presence of transfer mechanisms. Observed outcomes are in this
context, interpreted as voluntary choices and evidence on ex post accounting
flows is used to justify the presumption of behavioural impacts from the
presence of transfer payments. The Courchene chapter, like much of the litera-
ture in this area, shifts back and forth between the accounting and the be-
havioural interpretation of dependency, often without any apparent realization
of the transition.

It is often hard to penetrate this dialogue with empirical evidence since
“dependency” in the behavioural sense is vaguely specified, and it is an easy
slide from stercotypes and anecdotes to macro data on accounting flows be-
tween provinces and broad generalizations about the psychological attitudes of
entire regions of the country. Courchene’s chapter, for example, discusses a
hypothetical example of a worker who is employed for ten weeks and on
unemployment insurance for 42 weeks. This sentence is followed by the
statement that in two New Brunswick counties 100 percent of two-earner
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households accessed Ul at some point during 1992 and the ratic was above 90
percent in “many” other counties. The paragraph concludes with the statement
“this is transfer dependency.” Although the insinuation is clear, no attempt is
made to ascertain whether the average duration of unemployment insurance
receipt was two weeks or 20. There is no attempt to examine whether similar
concentrations of unemployment insurance receipt could be found elsewhere
(e.g., in east end Montreal) and there is no consideration of whether individuals
“chose™ in any sense to become unemployed.

For the record, however, ten-week workers are a very small proportion of
total employment. Christofides and McKenna (1992) report that nationally, ten-
week jobs were 2.19 percent of all jobs in 1988. Green and Riddell (1993, Table
6) report that in high-unemployment local labour markets the number of 10-13
week jobs were 2.44 percent of total jobs. Since some fraction of these jobs
were followed by a return to school or a short duration spell of unemployment,
the stereotypical “10/42 worker” is necessarily a smaller percentage of total
employment. The continued reappearance of this stereotype in the public debate
indicates the important fact that anecdotes have a far greater political and social
impact than their numerical importance would warrant,

It is observably the case that people and governments in Atlantic Canada,
and in depressed regions of the country generally, receive transfer payments.
However, before those accounting flows are transmuted into a broad, overall
behavioural assertion of “dependency,” the mechanisms of presumed behav-
ioural change should be specified. Which program is affecting what behaviour?
Who is doing what differently? How much does behaviour actually change in
response to program changes?

As it stands, the “dependency” argument is often used in a vague, overall
macro sense, but is it individuals, firms or governments that are supposed to be
behaving differently? The recent literature on unemployment insurance is far
more uncertain about the behavioural impacts of Ul than the literature of the
early 1970s (see Osberg 1993). Is it being suggested that equalization payments
to provincial governments are altering the wage elasticity of labour supply of
individuals? Are firms supposed to be less profit-maximizing because provin-
cial governments have additional revenue? Why is it that additional revenue in
equalization payments to Saskatchewan induces “dependency” while addi-
tional revenue in oil royalties to Alberta does not? Economists have long argued
that decisions are influenced by prices at the margin, and federal transfer
payments such as equalization and EPF are unconditional — how is it that these
transfer payments are supposed to influence provincial government priorities?

On the other hand, if one prefers broader generalizations, should Canadians
be using the evidence of Table 1 to support a whole new series of anecdotes
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about lazy residents of Toronto and Montrezal, living a life of leisure on
unemployment insurance? I think not, because Table 1 really indicates the
disproportionate impact of the 1990-93 recession on Toronto and the longer
term structural problems of the Montreal economy. As Sharpe (1994) has
shown, two-thirds of the job loss of the 1990-93 recession was concentrated in
metropolitan Toronto. (On the other hand, Montrea] has had higher unemploy-
ment than Halifax since the late 1970s.) The serious point to make is that the
demand side of labour markets is crucial to our understanding and interpretation
of accounting data on unemployment insurance flows.

A second point to emphasize is the sharp divergence between urban and rural

~ labour markets in many parts of Canada. Atlantic Canada’s rural problems are
notunique. Although fishing villages in Atlantic Canada have been dramatically
affected by the collapse of the east coast fishing industry, the broad employment
trends in farming, forestry, and mining are similar across Canada. And although
the problems of Algoma Steel may be relatively new, while those of Sydney
Steel are long-standing, they are very similar. The greater relative importance
of the rural, resource-based economy in Atlantic Canada heavily influences
interprovincial statistical comparisons, but the fundamental structural problem
is rural-urban, not interprovincial, in nature.

One thing that I agree with strongly in the Courchene chapter is the emphasis
on knowledge and information as being the cutting edge of international
competitiveness and his statement that a well-educated labour force is essential
for future prosperity. Intergovernmental transfer payments are crucial to main-
taining accessibility of education, In discussing educational attainment, it is
essential to distinguish carefully between stocks and flows. As Table 2 indi-
cates, there has been a dramatic change in recent years in the Grade 12 retention

-rate in Nova Scotia. However, the educational characteristics of the labour force

stock are still dominated by the older cohorts of workers who entered the labour
force during a period when educational attainment was much lower. In the
mid-1960s two-thirds of Grade 7 students in Nova Scotia dropped out before
Grade 12 — these people are now in their mid-40s and will continue to be in
the labour force for about the next 20 years. As Table 3 indicates, the educational
attainment of Atlantic Canadians differs dramatically by age cohort, and older
cohorts have a relatively low attendance rate at university, compared to the
national average. However, since Courchene’s chapter points out the necessity
for reformed social policy to emphasis the development and enhancement of
human capital potential, it is worth recognizing that the recent dramatic increase
in educational attainment in Atlantic Canada has produced a rate of university
attendance among 20-24 year olds that is kigher than the national a'.ft:-zrage.I
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TABLE 2: Nova Scotia Department of Education Provincial Retention Rates*

Grade 12 Grade 7 Retention Rate

Year Enrolment Year Enrolment (%)

1992 12,881 1987 13,678 94
1991 12,165 1986 13,981 87
1990 11,578 1985 14,099 82
1989 11,662 1984 14,450 81
1988 11,834 1983 14,927 79
1987 11,408 1982 14,576 78
1986 10,972 1981 14,999 73
1985 10,777 1980 15,372 70
1984 11,376 1979 15,794 72
1983 11,691 1978 16,826 69
1982 11,637 1977 18,360 63
1981 10,910 1976 18,832 58
1980 10,742 1975 19,003 57
1975 9,817 1970 18,417 33
1970 8,860 1965 17,111 52
1965 5,315 1960 16,146 33

*Retention rates may be over-estimated as there is no record of the number of students return-
ing to grade 12 after dropping out for a period of time. During downturns in the economy, more
students are likely to return to school.

Source: Author’s compilation.

TABLE 3: Percentage of Population Years 15 and Older Who Have Attended

University
Age Group Nfid. N.S. N.B. BE.IL National
{percent)

Ali>15 16.4 209 179 20.7 20.8
15-19 10.0 9.1 16.2 12,3 55
20-24 319 347 33.0 357 299
25-34 20.5 27.1 22.1 249 26.3
35-44 19.4 26.8 21.8 274 219
45-54 14.4 19.1 16.7 18.8 21.7
55-64 75 13.1 10.8 134 133
65+ 4.9 10.1 8.0 9.7 9.8

Source: Census of Canada, 1991. Cat. No. 93-328 pp. 24-29,
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It is clear that the governments of Atlantic Canada have delivered substan-
tially more educational services to their population in recent years. Clearly,
intergovernmental transfer payments are a crucially important part of the
revenues of the provincial governments in Atlantic Canada, from which educa-
tional expenditures are financed. Although it is hard to know for certain the
counterfactual case — what quantity and quality of educational services prov-
inces would have been able to deliver in the absence of federal transfer
payments — my suspicion is that money matters. The educational system has
managed to deliver a relatively high level of accessibility and quality, even in
some of the poorest rural areas of Atlantic Canada. I do not see how this would
have been possible in the absence of intergovernmental transfer payments and
I think that such investment in education is highly desirable, on both equity and
efficiency grounds. In all our talk of fundamental reforms to intergovernmental
transfer payments we should, therefore, remember that there really is a baby in
this bathwater.

As to transfer payments to individuals, one of the proposals in the Courchene
chapter that I do like is his suggestion for a negative income tax for children.
The chapter does not provide many details and one has to recognize that such
a program will be inserted into an economy, and a society, undergoing very
rapid change. The high rate of divorce and remarriage (as well as more informal
mergers and dissolutions of households) means that the membership of family
units changes continually. Increasingly sophisticated managerial strategies for
the “just in time” hiring of labour and an increased casualization of the Iow
wage labour force means that individual income flows have also become highly
variable. As a result, a negative income tax scheme which requires people to
qualify ex-ante, before they receive benefits would face very high administra-
tive costs, because individual children will be continually moving into and out
of eligibility. Since it is essential for income to arrive in time to pay for the
groceries, a negative income tax scheme, to be useful, must have fairly frequent
payments. There are, therefore, substantial administrative advantages to deliv-
ering the guarantee level of a negative income tax for children as a demogrant
and taxing back any excess payments through an existing mechanism such as
the income tax system. An effective negative income tax for children would,
therefore, be very similar to the recently abolished family allowance system,
although presumably considerably larger in value.

My most general comment on the Courchene chapter is that although I found
it relatively easy to agree with the need to “restructure” social policy in some:
general sense, I found very few details. I agree that changes must always be
made in social policy because social problems are always changing. [ agree that
it is increasingly necessary to recognize the linkages between economic and
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social policy. However, I am left wondering what exactly is meant by “restruc-
turing.”

Furthermore, I would argue that one cannot realistically consider restructur-
ing social policy without paying some attention to the macroeconomic context.
In many ways, redesigning unemployment insurance and social assistance in
the middle of a recession is like redesigning bathing suits in Januvary. Although
little harm is done by conceptual redesign (indeed one must plan ahead if new
bathing suits are to be delivered in July) people will resist wearing new bathing
suits right away — and their resistance is entirely reasonable, if, in fact, the
lake is frozen.

If continned high unemployment means that jobs are not, in fact, available
there is little point in reforming social policy to “increase incentives™ to accept
(non-existent) jobs, Without a demand for trained labour, there are few payoffs
to increasing the supply of training. A balanced reform of social policy must
recognize the crucial importance of the demand side of labour markets, and the
role of macroeconomic policy in influencing aggregate demand.

NOTE

1. Although, during the school year, Nova Scotia atiracts a substantial inflow of
out-of-province students, the census data on which Table 3 is based measures
population as of 1 June, and records residence as “place of normal residence.”
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Comment: The Constraints
on Change

Claude E. Forget

Tom Courchene’s central point seems to be the following. Canada along with
many other countries but perhaps more acutely than some, is confronted with
a new economic and social paradigm: globalization, the knowledge-based
economy and all that. Much of our current economic and particularly social
policies is embedded in a system of federal-provincial fiscal transfers. Can
those fiscal transfers, and hence relevant economic and social policies, be
restructured to fit the new paradigm? That is the central issue raised by
Courchene.

The first part of his presentation is devoted to these social policies and fiscal
transfers said to be non-viable or non-sustainable. A powerful set of misguided
incentives is described through its impact on individuals, regions, and the
balance between the young and the old. From my own perspective, it is hard to
disagree with the characterization by Courchene of those impacts as a “policy
induced equilibrium in terms of the provincial characteristics relating to unem-
ployment and output.” The additional point is made that bad as they have been,
those impacts look even worse from the vantage point of the emerging economic
and social paradigm. However, their characterization as non-sustainable is
unfortunate as its suggests some sort of natural equilibrium process whereby
the adverse effects of the existing incentives on the economy and those, in turn,
on the public finances would naturally lead to a reform of fiscal transfers.

At the time of my work on unemployment insurance, I used to think that the
dysfunctional incentives inherent in that program were corrupting our political
process. With the benefit of hindsight, I would now reverse the order of
causality: our political system itself reaches a position of equilibrium by
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generating such dysfunctional incentives. In a period of heigthened regionalism
underscored by the recent federal election results, there seems no reason to
believe that dysfunctional incentives embedded in net fiscal transfers to a
number of regions can be successfully challenged.

In his second section, Courchene describes how some $40 billion cumula-
tively have been cut back from fiscal transfers since 1986-87. Whether or not
this is in line with Ottawa’s cutbacks in its own programs is, in my opinion, a
rather moot point. Those federal savings account for much less than half of the
total increase in provincial debts over the period.

At this point, Courchene indulges in a digression that has little to do with his
main point. He is concerned that federal unilateral actions with regard to fiscal
transfers have destroyed the mutual trust between provincial and federal
governments a phenomemon much in evidence for instance in regard to the CAP
payments to Ontario subjected by Ottawa to a unilateral ceiling. However, it
has long been known that the relationship between giver and recipient is not an
equal relationship and that transfer payments from Ottawa to the provinces are
not based on a contractual relationship, the commonly used expression “federal-
provincial agreements” being just a public relations face saver for the
provinces. Provinces never complained about the unpredictability of federal
moves when grants were on the increase, the question is: Are they sufficiently
miffed with that unpredictability now that grants are decreasing that they would
be prepared to forego some transfers in favour of greater certainty? My guess
is that it is not very likely. Also bear in mind that it is not a question that is up
to Ottawa to settle or even agree to with the provinces, as the constitution itself
would have to be amended to provide for binding intergovernmental agree-
ments,

Be that as it may, the real question is not whether or not provincial govern-
ments are happy with their relationship with Ottawa, but whether the scaling
back of federal payments to provinces is leading to a mere erosion or to a
restructuring of social policies. Courchene presents some examples of provin-
cial initiatives at restructuring public policies in Quebec, Saskatchewan,
Ontario, and New Brunswick. However, he does not make clear whether Ottawa
is necessary to the process. It is not even clear whether provincial experiments
in restructuring are triggered by federal offloading. Given the nature of the
examples quoted, the answer is: probably not.

The next and last section of Courchene’s chapter is devoted to exploring ways
in which what he calls horizontal transfers could be limited. That they should
be is something that he supports and which is hardly in any doubt. The
increasing number of recipients and the decreasing surplus from which those
transfers are financed make that inevitable. What is important to know is rather
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whether the dysfunctional incentives inherent in the “welfare-Ul-training-
education” nexus are at the top of the list of items that will be modified if and
when horizoatal transfers are scaled down. Here Courchene does not take us
very far, but we can collect a number of throw away sentences that provide a
glimpse of his thinking on this issue.

¢  Ottawa is unwilling to act on the UI front taken in isolation;
¢  Ottawa desires to be active on the nexus described above but taken as a whole:

* Ottawa’s initiatives in that regard can be expected to be welcomed by some
provinces;

* However, in other provinces and notably Quebec, this will be vehemently
rejected hence the likelihood of an asymmetrical outcome.

Interesting as it is to speculate about these various propositions, no evidence is
produced to support any of them, and therefore it is legitimate to doubt whether
indeed the financial need to reduce transfers will lead as a matter of priority to
a restructuring of the incentive systems present in the welfare to education
nexus.

I would add that perhaps the strongest incentive for Ottawa to act and
articulate strong initiatives (including wholesale delegation to the provinces)
relating to that nexus just could be the realization that all those programs, that
is to say welfare, UI, training, and education, singly and collectively are among
the most generously funded in Canada as compared to almost all OECD
countries. The issue for Canadians here is not to spend more but to spend more
smartly. Indeed, savings can be made by Ottawa out of these programs that
could be far more politically rewarding if reinvested, assuming tax reduction is
not on the agenda, in strengthening federal commitment and funding predict-
ability with regard to our national health system seen more and more as a
defining characteristic of Canada,



CHAPTER FOUR

The Political Context for
Renegotiating Fiscal Federalism

Richard Simeon

INTRODUCTION

The chapters in this book have underscored the magnitude and intractability of
the current issues in fiscal federalism. There is a consensus among commenta-
tors, and perhaps even among governments, that the existing arrangements are
unsustainable. In this chapter, I will address the political and institutional
context within which fiscal arrangements and the associated issues of managing
public debts and deficits and the future of social policy are to be debated and
discussed. To what extent do we have the political will and the institutional
capacity to decide these issues effectively? “Effectiveness,” of course, has
different meanings for different authors: for some the central priority is restrain-
ing debts and deficits, for others it is preserving the social safety net and for yet
others it is integrating social, educational, and other policy areas with policies
- for growth and competitiveness. T will take effectiveness to mean achieving
some degree of coordination between the different levels of government,
- making tough decisions to manage the deficit and ensuring that the costs of that
are fairly distributed, and establishing a policy framework in which we can
build the linkages between fiscal arrangements and social policy and other
policies aimed at economic restructuring, such as workforce training. This is
~ the basic policy challenge for the country, to which all governments must
_contribute. Effectiveness in the federalism context also means the ability to
minimize interregional and intergovernmental conflict and to maximize the

responsiveness of the intergovernmental process to citizen concerns.
My central argument is that we are faced with some profound dilemmas. On
the one hand, the problems of debt, deficits and the future of social policy face
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the public sector collectively, as a whole. The national deficit is a function of
both federal and provincial taxing and spending. Governments are interdepend-
ent, so that initiatives taken at one level have immediate consequences for the
other. The programs available to citizens, and the tax burdens to pay for them,
are a combined product of what all the governments do. This suggests that any
re-thinking or restructuring of public finances or the welfare state which is to
meet the needs of citizens requires a coordinated effort with all the governments
working together,

But on the other hand many factors stand in the way of such collective effort.
If the policy imperative calls for a coordinated approach, seeing the public
sector as a whole, the political imperatives render that extraordinarily difficult
to achieve.

This may be too pessimistic a conclusion. There is indeed a general consen-
sus that something must be done, and the fiscal crisis no doubt concentrates the
minds of those involved. Governments at both levels now appear to be making
concerted efforts to curb spending and “rationalize” expenditures. The initial
exchanges between the provinces and the new federal government have been
characterized by relative harmony and goodwill, along with a sense that “we
are all in it together.” The Liberal Party’s “Plan for Canada” promises close
coordination and cooperation with the provinces (Liberal Party of Canada 1993)
—- as, indeed, all new governments do. Nevertheless, it is hard to believe that
the conditions for a creative or successful resolution exist, The system lacks the
institutional capacity to address and manage the challenge.

That difficulty can be summed up in a number of propositions which I will
explore in this chapter.

First, in federal-provincial relations, the constitution and related issues of
national unity tend to trump or dominate debate on substantive, functional
policy issues.

Second, questions about the regional distribution of costs and benefits tend
to trump debate in terms of alternative aspects of distribution.

Third, fiscal and financial issues tend to trump debate on social policy.

Fourth, the intricacies of intergovernmental negotiation tend to trump citizen
understanding and participation and blur accountability.

And finally governmental self-interest in seeking to avoid and transfer blame
usually trumps willingness to share it. This is especially true in the current
context when the task is clearly to make very difficult decisions with strong
distributional implications, both regionally and intergovernmentally.

We are only just becoming familiar with the federalism of restraint, the
federalism of hard times. It is likely to be very different from the competition
and conflict associated with the federalism of growth, which characterized the
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period between the 1960s and 1980s. Then the governmental competition was
over the expansion of government activities and the competition for credit,
Today it is about downsizing, restructuring and the avoidance of blame.

Let us explore each of these dilemmas.

PRIMACY OF THE CONSTITUTION

First, ever since the 1960s, the high politics of the constitution, and the
associated debates about the character and structure of the Canadian political
community, have dominated federal-provincial relations. We have practised
what one might call “constitutional federalism.” Specific policy issues have
been subordinated to the more symbolic politics of identity, and the federalism
of community has dominated functional approaches to federalism. None of the
major rounds of constitutional debate since 1970 have focused primarily on
designing institutions to render the division of powers more coherent. Where
division of powers issues have been debated — as in the debate over the
spending power, or the proposals of the Allaire Report (for the best summary,
see Russell 1993) — the discussion has focused more on the implications for
community, than on the functional policy consequences. The constitutional
amendments of 1982 barely touched on the division of powers — except for a
clarification of provincial jurisdiction over resources. The Meech Lake Accord
referred only to the federal spending power and constitutionalizing agreements
concerning immigration. The Charlottetown Accord dealt with a longer list of
division of powers issues, but that discussion too was not approached with a
view to exploring the most appropriate sharing of responsibilities from a policy
perspective. We may now be paying a high price for this.

For a blessed bricf period following the defeat of the Charlottetown Accord,
it appeared that through exhaustion if nothing else, we had removed the
symbelic, community, constitutional issues from the table. We could turn our
attention from the crowded constitutional agenda to the shared policy problems,
and from constitutional “fixes” to the informal mechanisms of adaptation in

fiscal arrangements and intergovernmental cooperation. But clearly this was a

temporary respite. The election of 25 October 1993 and its aftermath, seem
certain to pull us back to the constitution and to the debate about the future of
the federation.

The election result can be seen as the dropping of the second shoe after the
Charlottetown referendum of October 1992. It signalled the continuing rejec-
tion by many citizens of politics as usual. The counter-elites who master-
minded the attack on Charlottetown have now achieved massive representation
in the House of Commons. The differences between Quebec and the rest of



138 / THE FUTURE OF FISCAL FEDERALISM

Canada which were papered over by the referendum result have now achieved
renewed salience. Thus Quebec, which voted NO in the referendum largely
because it gave Quebec too little recognition of its distinct status, has struck
back by electing enough Bloc Québécois MPs to form the Official Opposition,
Many “rest of Canadians,” notably but not only in the west, who apparently
voted against the Accord largely because it gave too much to Quebec and too
little to them have struck back by electing an almost equal number of Reform
Party MPs.

Throughout the last 30 years, despite the obvious differences in emphasis
between Liberals and Conservatives, two broad alternatives for accommodating
French-English differences have been put forward — renewed federalism on
the decentralist model and national bilingualism, combined with multi-
culturalism. The new Liberal government clearly falls squarely within this
framework. Nevertheless, the strength of the Bloc Québécois and the Reform
Party reveals the fragility and lack of consensus on both these models. Signifi-
cant proportions of Canadians outside Quebec reject both constitutional recog-
nition of Quebec as a distinct society, and official bilingualism (Stark 1992;
Adams and Lennox 1990). In Quebec, majority opinion ranges from a federal-
ism that recognizes its distinct status, through various forms of sovereignty
(Stark 1992; Dion 1992) Indeed, it would appear that each successive round of
constitutional negotiations has peeled back the onion to reveal the underlying
differences about the nature of the Canadian political community more sharply,
The divisions have become more polarized.

The election result has ratchetted up the stakes one more notch, as each side
of the debate now has a major regionally based political party to speak for it;
and as two of the three parties which shared the earlier consensus (the Conser-
vatives and the NDP) have been decimated. Moreover, of course, the election
result has placed this debate at the heart of national politics, in Parliament.
Reform is in Parliament in part to challenge both the commitment to official
bilingualism and recognition of Quebec as a distinct society, emphasizing
instead provincial and individual equality. And the Bloc is in Parliament to show
that federalism cannot be renewed and cannot meet Quebecers’ aspirations. As
we saw in the election campaign, there was a kind of dynamic interaction
between them. More support for the Bloc in Quebec reinforced Reform’s pledge
to stand up to Quebec; more support for Reform showed Quebecers how little
they could expect from renewed federalism.

What are the implications of these developments? In some ways, it could be
argued, the effects may be positive. Legitimate and widespread opinions once
suppressed, muted or papered over have been democratically expressed and
brought out into the open. So there may be a new kind of honesty to the process.
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Moreover, the debates will no longer go on mainly in the elitist confines of
federal-provincial negotiations, or the Cabinet and caucus room; instead they
will take place in public parliamentary sessions, for all to see. If the result is
failure, so be it, and let the chips fall where they may.

There is a lot to be said for this view. But it illustrates an old dilemma:
processes that meet the democratic criterion of openness may fail on the
criterion of the ability to manage or resolve conflict and to find compromise. If
it is positive to get the disagreements out on the table, the problem remains of
how to put the pieces back together,

It is hard to predict how the new Parliament will play out, or what the
consequences of the federal election will be for the next Quebec election, to be
held by the fall of 1994. It may be that all parties will tacitly agree to put the
constitutional issues aside. It may be that participation in Parliament will bring
both the Bloc and Reform into the traditional politics of accommodation. It may
be that having made their point in electing the Bloc, Quebec voters will opt for
federalist Quebec Liberals in the provincial election. Or that if they elect the
PQ, they will reject sovereignty in a subsequent provincial referendum.

But none of this is certain or even likely. Bloc and Reform are more likely
to continue to play off against each other. The very fact that the Liberal
government holds a majority, rather than minority, may strengthen this ten-
dency, since both Bloc and Reform can indulge these regionalist impulses
without fear of actually bringing the government down. The Liberal govern-
ment will be caught in the middle: any concessions to Quebec to undermine the
Bloc will fuel Reform sentiment; refusal to do so will fuel the Bloc. Every
government decision will be intensely scrutinized for its distributional conse-
quences, as we have seen already with concessions on agriculture within the
GATT, and with the decision to terminate the previous government’s helicopter
program.

It is also possible that the presence of the Bloc as the Official Opposition will
add fuel to the growing recent tendency in the rest of Canada to say: “Let
Quebec go.”

However it develops, the effect of the election is that in one form or another,
the constitutional or national unity issue is or soon will be back on the table.
The dangers are that fiscal possibilities will be assessed and interpreted in terms
less of their ability to meet the substantive policy problems than in terms of
their likely implications for the coming Quebec ¢lection and the future of
national wnity; and that the energies and attention of policymakers will be
diverted to the constitution. Once again, the constitution is likely to trump
functional federalism.
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REGIONAL POLITICS TRUMPS OTHER DIMENSIONS
OF DISTRIBUTION

A number of years ago, Edwin R. Black pointed out that in Canada, issues of
distribution which in other advanced countries might be played out in terms of
class or economic sectors, in Canada are played out in terms of distribution
across provinces and regions (Black 1975). Again, the results of the election
will reinforce this tendency because of the prominence of the two regionalist
parties, and because of the relative weakness of the Liberals in some regions
—though this regional imbalance is far less marked than in most of the Trudeau
years. All federal proposals will be scrutinized and attacked on the basis of
regional balance sheet calculations of relative gains and losses. The politics of
regional jealously is likely to be exacerbated by the nature of the choices that
have to be made. Assuming those choices will inevitably involve reductions
rather than increases in transfer payments and regional development spending,
then what we will see is not that some are gaining relative to others, or even
than some are gaining while others are losing, but rather that al will be losing,
Every province and region will have grievances against the centre. Following
the election of the Parti Québécois in 1976, there was a flurry of “balance sheet
federalism,” in which various governments purported to demonstrate how they
lost and others gained in the distribution of federal revenues and spending
(Leslie and Simeon 1977). In 1993, the Ontario government began what may
be a new round of such efforts with the publication of a similar set of studies
demonstrating unfair treatment of Ontario (Ontario Ministry of Intergovern-
mental Affairs 1993). Again, this does not augur well for a rational or coherent
addressing of the problems, or for the ability to build consensus around fiscal
arrangements and social policy.

This may have especially important implications for the long-term future of
equalization, What is likely to be most threatened in the politics of the zero-sum
is the commitment to sharing and redistribution, or what Peter Leslie calls the
“sharing community” (Leslie 1993, pp. 3-9). There may be much less willing-
ness to see this as an essential part of the Confederation bargain, especially in
a province like Ontario, which is increasingly preoccupied with its own prob-
lems, increasingly linked economically to the United States rather than to other
Canadian provinces, and increasingly has a population whose experience of
Canada is not rooted in the traditional Canadian emphasis on region and
language, '
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FISCAL FEDERALISM TRUMPS SOCIAL POLICY

Fiscal federalism is simultaneously concerned with two sets of issues. On the
one hand, it is concerned with revenue sharing and intergovernmental transfers,
which in turn then are linked to the economic issues of macroeconomic policy,
debts, deficits, and the like. But on the other hand it is about social policy: about
the amount and quality of the health care Canadians receive, about our social
welfare systems, and about postsecondary education. Each perspective tends to
raise a different set of conceptual issues; each engages a different set of interest
groups; cach has a different policy network associated with it; and each engages
different sets of government officials — finance and treasury on one side,
ministries of health, education, and welfare on the other. Hence a debate in one
policy network about the future of fiscal federalism is likely to be very different
from a debate about the welfare state which might take place in another
network.

Since in Canada, federal-provincial cooperation in social policy has been
expressed in terms of financial instruments — EPF, Equalization, CAP — the
treasury and economics network has tended to dominate, The social policy
network has played a subordinate role, especially in a period of restraint. We
see this in the design of such programs as EPE. This transmuting of social policy
into fiscal arrangements has frustrated full debate about national social policy,
and effectively excludes from the discussion groups and agencies in the social
policy network.

This tendency for the fiscal horse to drag the social policy wagon is undoubt-
edly exacerbated by the current fiscal crisis. The danger is that the finance and
treasury agencies which are likely to drive the renegotiation process will do
unnecessary damage to our social policy framework, and fail to explore creative
reform of the social policy system.

Clearly, in the current context, when we need both to deal with debts and
deficits and to re-think our social policy system, we must bring these two
networks together. We cannot discuss fiscal policy without thinking about social
policy —— and vice versa. This is difficult enough to do within a level of
government; it is even harder to do when we must simultaneously bridge across
levels of government. Thus we have to ask whether there is a mismatch between
the institutional machinery and the way in which the issues are structured.
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THE INTERGOVERNMENTAL DYNAMIC TRUMPS
CITIZEN POLITICS

The dominance of the intergovernmental forum, and the transmuting of social
into fiscal policy creates enormous frustrations for citizens in understanding,
and therefore contributing to the process. There are the familiar problems
identified by Smiley (1979) and others: the secrecy of the intergovernmental
process, the arcane and esoteric language of fiscal and intergovernmental issues
replete with their formulae and assumptions. As a Quebec journalist wrote in
1966, “The holy spirit seems to have a marked horror for those mortal men who
occupy themselves with fiscal arrangements” (In Simeon 1972, p. 66). Where,
as in our federal system, governments spend money which they have not taken
responsibility for raising; and spend money over whose use they have no
control, accountability is attenuvated.

Perhaps more fundamentally, the dominance of fiscal and intergovernmental
perspectives draws a dark veil between cause and consequence in public policy.
It is not easy for citizens to perceive the link between a development in the
fiscal arena and the real world policy implications. To take a hypothetical
example, if a potential client visits a rehabilitation centre in Toronto and finds
the doors locked, how is he or she to link that to a federal “cap on CAP” a few
years earlier. The complexities and intricacies of intergovernmental relations
are at war with the transparency necessary for effective policy debate at the
level of the public.

More generally, the ability of intergovernmental processes to work out
effective arrangements in the current context is seriously undermined by the
delegitimation of executive federalism that occurred during the constitutional
process. There remains little citizen confidence in these mechanisms. Citizens
have traditionally been even more excluded from fiscal federalism debates than
- they have from the constitution. Yet, especially in this round, the results will
have consequences at least as great for many of the groups that mobilized
around the constitution as the constitution itself had. Continued exclusion will
further contribute to the delegitimation of the intergovernmental system. This
too undermines the institutional capacity of the system to make the very hard
decisions that now face it. Indeed, another consequence of our preoccupation
with the constitution in recent years — and of the very personal way in which
Prime Minister Mulroney approached it — is an undermining and deterioration
of the intergovernmental machinery, and of the functionally-oriented trust
relationships among officials which make it work effectively (Dupré 1985). To
rehabilitate intergovernmental relations is a daunting task, given the disrepute
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into which this process has fallen. Thus what we might call the democratic
deficit and the performance deficit reinforce each other.

GOVERNMENTAL SELF-INTEREST TRUMPS
COLLECTIVE APPROACHES

Finally, to return to my starting point, while it is obviously true, and recognized
by all the governments that they are all in this together, and that the issues of
debts and deficits are a collective problem which neither level can solve alone,
the fact of the matter is that each government is primarily concerned with its
own boitom line. Each seeks to minimize its losses and maximize its gains.
There are few incentives or rewards for doing anything else. So each seeks to
maximize its revenues, while transferring as many costs as possible to other
levels. The result is a kind of cascading of the fiscal burden, from Ottawa to
provinces, and from provinces to municipalities and other transfer agencies and
ultimately to the citizen. Again, this is not propitious for a coherent or coopera-
tive resolution of the issues.’

CONCLUSION

Thus to repeat the central point: the current politics of federalism and of
intergovernmental relations reduces our capacity to deal with the financial crisis
and to re-think our social policy. My suggestion is the same as that recently
advanced by David Cameron: that federalism, in the context of restraint, may
have an “obstructive capacity” (1993, p. 9) — getting in the way of resolution
of crucial issues. It may be a system that works well in good times, but is less
well-equipped to deal with the bad times. This analysis may be too pessimistic.
There do seem to be a number of arcas where there are mutual incentives to
agree — for example, in more integration of the federal and provincial sales
taxes, or in some common approach to borrowing, The “Liberal Plan for
Canada” does pledge a commitment o intergovernmental cooperation, and
“working together” with the provinces in many areas (1993). Yet there is no
escaping the zero-sum character of what happens to federal transfers.

Given the need for coordination and integration of the fiscal system and
associated social policies, what alternatives are available? One model has been
proposed by Albert Breton (1985). His “competitive federalism” would achieve
coordination by having each government look to its own powers and taking its
own decisions, reacting and adjusting to the actions of other governments and
to its own economic and political environment as it sees fit. Ottawa has
considerable flexibility in this regard. The major elements of fiscal federalism



144 / THE FUTURE OF FISCAL FEDERALISM

— CAP, equalization and EPF — represent the exercise of the federal spending
power. There is no legal barrier to unilateral federal reduction of these transfers,
The Canada Assistance Plan is the most vulnerable, because the federal transfer
is entirely in the form of cash. That is also true for equalization, though it may
receive at least some symbolic protection through section 36 of the Constitution
Act, 1982. EPF consists of a combination of cash and tax transfers, but here
federal leverage is limited because of the declining proportion of cash. Simi-
Iarly, it is also conceivable that Ottawa could bring substantial pressure to bear
on provincial policy choices through altering the conditions attached to the
transfers, as was done with the Canada Health Act, 1984.

Faced with budget crises, provinces also have considerable freedom to act
alone, whether through expenditure cuts, increased taxation, borrowing or
policy change. Existing program conditions place relatively few constraints on
provincial experimentation in this area.

This process has, of course been proceeding. While the provinces were
largely protected from federal restraint measures between 1984 and 1988, the
first term of the Mulroney government, since 1988 a wide range of limits and
caps have been applied to federal transfers, For their part, provinces have
responded to these developments, and to changes in their revenue and expen-
diture situations with a wide variety of program changes, restraint measures and
increased taxing and borrowing.

There is little doubt that the federal measures have been a strong stimuius to
more aggressive provincial restraint measures, Perhaps then, the Breton model
is the correct approach.

However, it has high costs, not only for the governments involved, but also
for citizens. Unilateral federal limits on transfers have obviously contributed to
the ballooning of provincial deficits and the accompanying debt, which the
smaller, economically weaker, provinces have much more difficulty financing.
Unlike the federal debt, most provincial debt is held abroad (Mendeison 1994).
We risk repeating the sitnation of the 1930s, in which some provinces teetered
on the brink of bankruptey. Similarly, leaving the governments on their own
risks unrestricted competition for revenues and the break down of the tax
collection agreements which have provided considerable harmony in the taxa-
tion system. Thus, there are dangers in unrestricted fiscal free-for-all. More
generally, unilateral, competitive federalism fails to deal with the linkages
between federal and provincial policies. For example, it is now conventional
wisdom that unemployment insurance (federal) must be more tightly integrated
with education (provincial) and welfare (shared). Similarly job creation is now
tightly linked to education. No government alone possesses the instruments and
powers to attack any of the issues on the carrent policy agenda, And efforts to



RENEGOTIATING FISCAL FEDERALISM / 145

do so may play havoc with coherence of programs at the other level. Thus,
unvarnished competitive federalism, despite its attractions, is not a desirable
model,

A second model which has achieved much attention is to seck savings,
transparency, and a closer link between programs and costs by a program of
rationalization of federal and provincial responsibilities through disentangle-
ment. While there may be much potential here, the record offers little optimism
for the achievement of major change. Governments have advocated “disentan-
glement” since the 1970s. The clarifications of the division of powers in the
Charlottetown Accord ostensibly were designed to entrench provincial para-
mountcy in a number of fields, but instead ended up setting out a bewildering
array of new intergovernmental agreements. Similarly, the Charlottetown pro-
visions on the economic union and trade and commerce increased rather than
decreased overlap and interdependence. These results illustrated that most
policy areas do indeed have both federal and provincial dimensions, and that
both orders of government are loathe to give up their policy levers or to concede
leadership to the other. There is indeed, much room for rationalization through
informal transfers of responsibility. But there will be no return to an earlier
model of the federalism of watertight compartments,

Indeed, the emphasis on federal-provincial agreements underlines the need
for the third model: a return to functionally-based collaboration. Given the
existing roles of government and the present financial arrangements, if seems
to me we must iry to convince govermments to adopt a cooperative approach,
and to recognize the interdependence and shared character of the problems they
are facing, however difficuit that is.

The critiques of such an approach are well-known (Breton 1985). There is
the danger, on the one hand, that governments may constitute an “elite cartel,”
cobbling together agreements that meet their own institutional needs, but which
pay little heed to broader citizen concerns. This is the criticism of the Meech
Lake process. There is, on the other hand, the risk of deadlock, paralysis and
inability to agree. These risks increase the more the intergovernmental arena is
seen as the formal decisionmaker; effective action by any government is then
held hostage to intergovernmental agreement.

We need, therefore to seek a middle ground, between the uncoordinated
independent action of governments which seek to relieve their own budgetary
crisis by dumping the problem onto others and the requirement of joint decision
making in order to get anything done. The Royal Commission on the Economic
Union and Development Prospects for Canada distinguished four levels of
federal-provincial interaction — autonomous, independent action by each
government; consultative processes to exchange information and provide
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opportunities for persuasion, pressure and influence; coordination, in which
governments would seek agreements on broad policy objectives, implementing
them independently; and joint decision making in which formal, binding com-
mitments are made (Royal Commission 1985, p. 261). As I have argued, neither
the first nor the last is acceptabie in light of current challenges. The emphasis
must be placed on the consultation and coordination parts of the spectrum.
Even that is no panacea and will be difficult to achieve. In order to do so, it
is first necessary for governments to recognize that this is a set of collective,
shared problems, and that unilateral solutions are likely to canse more problems
than they solve. We urgently need to reorient our thinking about federalism from
the constitutional/community axis to a more functional, policy-oriented per-
spective. One might hope that the gravity of the issues and the pressure of public
opinion will bring this about. We then need to develop mechanisms, both within
governments and between governments, which recognize the interaction of
fiscal federalism and social policy, and social policy and economic policy,
rather than keeping them separate. This suggests that participation at the
intergovernmental table should not be limited to finance and treasury ministers
and officials. We also need to recognize the need for more transparency in these
relationships, so that citizens can see and understand the linkage between fiscal
arrangements and social policy. And we need to provide greater opportunity for
citizen groups to inject their views into the intergovernmental process. Propos-
als to open up the budget process might help here. Another model is the 1981
parliamentary enquiry — the Breau Task Force — (Canada 1981) which
provided the first public forum for extensive interest group commentary on
fiscal federalism. However, it was flawed by its being a federal government
vehicle designed largely to make the case against the provinces in fiscal matters.
A better model might be some form of enquiry which was jointly sponsored by
the 11 governments. Following the Supreme Court decision on CAP, we also
need to develop some rules for the conduct of the “dis-spending power.” As the
Liberal program states, there is a need to ensure at least some predictability and
stability for cach level of government as it plans its own responses to the new
challenges (1993, p. 21). We need to ensure that provinces are not vulnerable
to arbitrary or capricious cuts, while at the same time accepting that ultimately,
these are federal spending powers for which Ottawa must be responsible to
Parliament. Perhaps one model might be binding five-year agreements.
Changes within those periods could be made only with some level of intergov-
ernmental consensus. Finally, I think to revitalize the intergovernmental proc-
ess, rebuilding the functional linkages in economic and social policy which
have fallen into disrepair in the past few years of constitutional high politics.
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In the longer run, we also need to consider some broader changes, including
a re-thinking of federal and provincial roles and responsibilities in these linked
areas of public finance, social policy, and economic policy. In the short run,
however, as governments grapple with the enormous problems of dividing up
the pain of deficit reduction and policy restfucturing, the prospect is for more
rather than less conflict. No simple set of institutional fixes gets us around the
tensions associated with the politics of restraint and cut-backs. And we are left
with the dilemma that just as our continuing constitutional, regional, and
linguistic conflicts have got in the way of a coherent approach to the practical
issues, so failure to deal with them effectively will exacerbate those same
fundamental conflicts about the very future of Canada.
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Comment: The Politics of
Fiscal Federalism

André Blais

Richard Simeon makes the following arguments:

1. Canadian fiscal federalisin is facing tough problems.

2. Solving these problems requires the political will and the institutional
capacity to achieve some degree of coordination between the different
levels of government.

3. The structure of the political debate in Canada, the focus being on consti-
tutional issues and questions of regional distribution, does not facilitate the
achievement of such coordination.

4. The present political context just seems to aggravate these difficulties.

Let me briefly react to these points. I will elaborate somewhat more on the last,

TOUGH CHOICES

I would certainly not dispute the fact that governments face tough choices, The
federal deficit is a very serious problem. The federal government will have to
cut spending even more in the coming years, and transfers to the provinces will
have to be reconsidered.

INSTITUTIONAL CAPACITY AND COORDINATION

I am a little more skeptical here of Simeon’s emphasis on coordination. First,
while I would agree that it is preferable to have some degree of coordination, I
also see-many virtues in competition among governments. We obviously need
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a mixture of competition and coordination. Second, I am not convinced that
institutional capacity is the crucial factor. Major policy innovations tend to
occur in times of crisis, and as we are presently in a crisis situation, politicians
might be forced to bring about substantial changes to the way Canadian fiscal
federalism works. More on this below.

THE CONSTITUTIONAL AGENDA

There is no doubt that much of fiscal federalism, and federal politics more
generally, has been driven by the constitutional (and regional) agenda. But this
has not prevented the Conservatives from adopting some bold and innovative
policies, most especially the Free Trade Agreement (FTA) and the Goods and
Services Tax (GST), despite the fact that both these polices had very substantial
constitutional and regional implications. The point here is that I am not con-
vinced that fiscal federalism has performed that poorly in the past. In fact if we
were to compare Canada with the United States, perhaps we would conclude
that Canadian fiscal federalism is a small success, and that part of the success
should be imputed to our obsession with the constitution,

THE NEW POLITICAL CONTEXT

Simeon believes that it will be extremely difficult to renew fiscal federalism,
because constitutional and regional preoccupations will remain at the forefront.
In fact, things will get even worse, as the presence of the Bloc and Reform will
ensure that “all federal proposals will be scrutinized and attacked on the basis
of regional balance sheet calculations of relative gains and losses.”

There is much truth in these assertions. But this is not the whole story. It is
also a fact that the Bloc and Reform cannot afford to be catering solely to
regional interests. Certainly Lucien Bouchard and Preston Manning also want
to be perceived as responsible politicians who are able to overcome narrow
regional perspectives. '

There is another new dimension of the political context whose consequences
are, in my view, insufficiently explored by Simeon. That is the fact that
Canadians have been sensitized to the sericusness of the deficit. On the one
hand, Canadians have told parties that jobs are more important than the deficit.
However, in making up their minds on this priority issue, the great majority of
Canadians have come to recognize that the deficit is also more serious than they
thought. There is now a near consensus that there is a fiscal crisis, that
something has to be done about it, and that something is spending cuts.



THE POLITICS OF FISCAL FEDERALISM / 151

I would argue that this crisis situation gives the Liberals some room for
manoeuvre. Canadians will, I think, understand that the federal government
might have to reduce tranfers to the provinces to the same extent it cuts its
spending in other areas,

It is also in times of crisis that existing ways of functioning get questioned
and that new approaches get considered. Gorbet has indicated in his comments
that the status quo is not the reversion point, since the existing system of
transfers will expire. This seems to be a ripe moment to establish a completely
new system, and to build that new system on broad principles that appeal to all
Canadians. These principles would have to compete with regional sensitivities;
but I believe that, in times of crisis, Canadians would support a system of fiscal
transfers with a clear political and philosophical rationale.
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CHAPTER FIVE

Social Policy and Equalization:
New Ways to Meet an Old Objective

Kenneth Norrie

INTRODUCTION

The brochure that sets out the program for this conference states that, “We are
approaching a critical juncture in the evolution of fiscal federalism.” Few would
disagree with this view as it applies to fiscal transfers under the Established
Programs Financing (EPF) arrangements for health care and postsecondary
education, and those under the Canada Assistance Plan (CAP) for social
assistance, Jurisdictional disputes and issues of program design have never been
far from the surface in these cases, and recent constitutional initiatives and
federal budgetary measures have brought these debates to the fore.

These same observers would almost certainly agree, however, that the com-
ment does not apply with equal force to the third pillar of Canadian fiscal
federalism, the equalization program. The principle of unconditional transfers
to have-not provinces, based on indices of relative fiscal capacity and funded
out of federal government general revenue, seems firmly ensconced. Criticisms
of this program, such as they are, generally focus on the suitability of the
five-province standard, the ceiling on entitlements, and a number of minor
design flaws.

Indeed, some authors see equalization as the key to reform of the other
programs (see Richards 1992; Cousineau 1992; Boadway and Hobson 1993;

. Hobson and St-Hilaire 1993; Hobson 1993). Briefly, the argument runs as

follows. A convincing case can be made, on efficiency grounds, for full and
final devolution of responsibility for social programs to provincial govern-
ments. There is a fair element of interregional redistribution implicit in EPF
and CAP transfers, however, which would be lost if these programs were simply
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ended. This trade-off between efficiency and interregional equity could be
avoided, the argument goes, if the equalization program were modified and
expanded to offset these effects.

I shall argue in what follows that this proposal, while logically appealing,
rests on two untested propositions. First, it is not clear that devolution will
increase the efficiency of social program delivery. Second, the federal govern-
ment may be more constrained in its ability to expand the equalization program
than is realized. I suggest instead a set of arrangements that constitute a new
way to meet a long-standing federal government policy objective: a paraliel
commitment to individual and regional equity,

FISCAL FEDERALISM TAKES SHAPE

The federal and provincial governments began immediately after World War IE
to put together the complicated series of intergovernmental fiscal arrangements
that would come to define postwar Canadian federalism. The major components
of this system are familiar: the cost-sharing arrangements in health, post-
secondary education, and social assistance, fogether with an equalization pro-
gram. Since the degree of substitutability between shared-cost programs and
equalization is at issue, it is important to understand the origin and subsequent
evolution of this set of measures (see Norrie 1993; Leslie 1993).

Shared-Cost Programs

The first example of shared-cost programs in the postwar period was the
National Health Grants of 1948, wherein Ottawa provided matching grants to
the provinces for 2 variety of health-care services. Nine years later, the Hospital
Insurance and Diagnostic Services Act was passed, and by 1961 all provinces
had plans covered by the legislation. Under this Act, Ottawa agreed to pay to
each province annually an amount equal to 25 percent of the average per capita
cost of hospital services in Canada plus 25 percent of the per capita cost of
hospital services in that province, this sum multiplied by the province’s popu-
lation.

Medical insurance was next. The federal government responded to pressures
for a national insurance scheme by introducing the Medical Care Act in 1966.
By 1971 all provinces were part of the scheme, and by 1972 both territories
were covered as well. The Act specified that each province was to be in charge
of designing, implementing, and administering its own medical insurance plan.
As long as the plan met four general conditions — comprehensive in terms of
medical coverage, universal in its coverage, publicly administered, and fully
transferable among provinces — it would be eligible for federal funding
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amounting to 50 percent of the national per capita cost of medical insurance,
this figure multiplied by the province’s population.

The first major initiative in postsecondary education came in 195! when
Ottawa instituted a series of cash grants to universities. This assistance was
altered significantly as part of the 1967 fiscal arrangements legislation. Direct
cash grants to universitics ended, and the funds went instead to provincial
governments. The federal contribution to each province was set at 50 percent
of the operating costs of its postsecondary educational institutions. A portion
of this transfer came via an abatement of personal and corporate income tax.
The residual amount was in the form of a cash transfer.

Ottawa was involved in a number of cost-sharing ventures with the provinces
in the social assistance field prior to 1966. In that year, these programs were
consolidated under the Canada Assistance Plan (CAP). Under the plan, the
federal government undertook to pay 50 percent of each province’s expenditure
in meeting the basic requirements of recipients of aid, The only conditions were
that the programs be directed to families and individuals in need, and that there
not be unreasonable residency requirements,

In modern textbook terms (Boadway and Hobson 1993}, one can offer two
rationales for these federal government transfers. First, to the extent that
provincial government expenditures on health, postsecondary education, and
social assistance programs spill over into other jurisdictions, federal transfers
improve efficiency by providing a subsidy for the benefits received by non-resi-
dents. Second, to the extent that government expenditures on social policy are
intended to be redistributive, federal cost-sharing grants contribute to national
equity by ensuring some minimum standard of uniformity among individual
Canadians.

It is difficult to gange how relevant the spillover argument may have been at
this time, but the federal government grants certainly had important inter-
regtonal equity implications. Interestingly, however, these effects differ notably
among programs. The formulae used to determine the transfers for hospital and
medical insurance meant that the programs were implicitly equalizing as long
as low-cost jurisdictions were also relatively poor ones. The arrangements for
the other two programs were less implicitly equalizing. The 50-50 cost-sharing
of postsecondary education expenditures meant that the more a province spent
in this area per capita, the higher was its per capita federal grant.! The per capita
value of the federal transfer for social assistance could vary significantly as
well. The redistributive effect could, in principle, go either way. For given
benefit rates, provinces with high social assistance requirements would receive
extra federal funding. This feature would favour the less-advantaged
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jurisdictions. To the extent that benefit rates were more generous in richer
provinces, however, the redistribution would be reversed.

Equalization

The federal government’s concern for interregional equity went beyond transfer
programs for health, postsecondary education, and social assistance. Signifi-
cantly, however, this commitment took quite a different form. When the system
of tax-sharing replaced that of tax-rentals in 1957, Ottawa introduced a formal
equalization scheme intended to even out the resulting fiscal disparities among
provinces. Provinces whose fiscal capacity fell below a certain standard were
entitled to receive equalization payme;nts.2 The transfer in each case was egual
to the per capita amount needed to bring the province up to the standard, this
sum multiplied by the province’s population. The payments, then as now, were
made out of federal general revenues, and were intended to be purely uncondi-
tional transfers.

The terms of the equalization program were adjusted several times in the
ensuing years. Natural resource revenues were introduced into the tax base in
1962, and in 1967 the standard became the average national per capita yield
from each of 16 separate tax sources. Bach province’s fiscal capacity was now
compared, tax by tax, against this standard. If the per capita yield on the first
tax category was higher, a negative entitlement on that tax category resuited. If
the per ca