MONEY, POLITICS
AND HEALTH CARE

RECONSTRUCTING THE
FEDERAL-PROVINCIAL PARTNERSHIP

EDITED BY
HARVEY LAZAR AND FRANCE ST-HILAIRE

THE INSTITUTE FOR RESEARCH ON PUBLIC POLICY
: AND
THE INSTITUTE OF INTERGOVERNMENTAL RELATIONS




© The Institute for Research on Public Palicy (IRPP)
2004
Alf rights reserved

Printed in Canada
Déndt 1égal 2003

National Library of Canada
Bibliothéque nationale du Québac

Cataloguing in Publication

Maney, politics and health care : reconstructing the
federal-pravincial partnership / Harvey Lazar, France
St-Hilaire, aditors,

Includes hibiiographical references.
ISBN 0:88645-208-2 {bound).--ISBN 0-88645-200-7
(phk.)

1. Medicat care--Canaga-Finance. 2. Medical policy--
Canada. '

3. Federal-provincial relations-—-Canada. 4. Transfer pay-

ments—-Canada. l. Lazar, Harvey IL. St-Hilaire, France
II. Institute for Research on Public Policy.

RA410,55.C35M65 2003 36210971
C2003-904622-2

PROJECT DIRECTORS
Harvey Lazar ({IGR)
France St-Hilaire {IRPP}

RESEARCH ASSISTANT
Jennifer Love {IRPP)

EDITORIAL ASSISTANT
Francesca Worrall (IRPPY

) COPY-EDITING AND PROOFREADING

Jane McWhinney

DESIGN AND PRODUCTION
Schumacher Design

PUBLISHED BY

institute for Research on Public Policy {IRPP)
institut de recherche en politiques publiques
1470 Peel Street, suite 200

Monireal, Quebec H3A M1

Tel: 514-985-2461

Fax: 514-985-2559

E-mail: irpp@irpp.org

WwwW.irpp.org

AND

The Institufe of Intergovernmentaf Relations
L'tnstitut des relations intergouvernementales
Queen's University

Kingston, Ontario K7L 3N6

Tel: 613-533-2080

Fax: 613-533-6868

E-mail: ligr@gsilver.queensu.ca

wwwiigr.ca



XV

18
33
57
73

79

80
87
100
107
116
127

135

137

- 145

151

vii

CONTENTS

PREFACE

CONTRIBUTORS

CHAPTER 1
DEFINING THE SHARING COMMUNITY:

THE FEDERAL ROLE IN HEALTH CARE
KEITH BANTING ARD ROBIN BOADWAY

Federalism and Health Care: The Context _
The General Raticnale for State Intervention in the Health Arena
Defining the Sharing Community in a Federation '
The Choice of Federal Instruments

Summary

CHAPTER 2 : _
COOPERATION AND DISPUTE RESOLUTION

IN CANADIAN HEALTH CARE
DAVID CAMERON AND JENNIFER MCCREA-LOGIE

Concepts and Issues

The Canadian Experience

Soeme Relevant Comparable Experience

Coping with Conflict and Disputes in the Health Care Field
Dispute Settlement Models

Toward a Mature Partnership

CHAPTER 3

VERTICAL FISCAL IMBALANCE: MYTH OR REALITY?
HARVEY LAZAR, FRANCE ST-HILAIRE, AND JEAN-FRANGOIS TREMBLAY

The Debate on Fiscal Imbalance and Federal Health Care Funding -
Vertical Fiscal Gap and Vertical Fiscal Imbalance: Working Concepts
and l.inkages

Vertical Fiscal Imbalance: From Concept to Application



viid

165
182

189

189
195
214
218
241

251

252
257
266
280
282

289

Federal and Provincial Public Finances: Retrospective and Prospective
The Fiscal Context and the Fiscal Imbalance Debate in 2002/03

CHAPTER 4 ’
FEDERAL HEALTH CARE FUNDING:
TOWARD A NEW FISCAL PACT

HARVEY LAZAR, FRANCE ST-HILAIRE,
AND JEAN-FRANCOIS TREMBLAY

Context and Issues
A Historical Perspective on the Health Care Financing impasse

‘Determining a “Fair Share” Benchmark for Federal Health Funding

Federal Financing Options
A Framework for Renewal

- CHAPTER 5

FEDERAL-PROVINCIAL RELATIONS AND HEALTH CARE:
RECONSTRUCTING THE PARTNERSHIP

‘HARVEY LAZAR, KEITH BANTING, ROBIN BOADWAY,

DAVID CAMERON, AND FRANCE ST-HILAIRE

The Constitutional and Political Setting

Considerations Related to the Public Role in Health Care
Federal-Provincial Political Disputes Relating to Health Care
Optioné for the Future

Summary and Cenclusions

BIBLIOGRAPHY



ix

PREFACE

he Commission on the Future of Health Care in Canada undertook a

number of in-depth research initiatives and analytical studies to inform

its deliberations. One of these initiatives related to the role of federal-
provincial relations, and especially fiscal federalism, in the development of pub-
licly insured universal health care. In November 2001 the Commission asked the
Institute of Intergovernmental Relations in the School of Policy Studies at
(ueen’s University to undertake this major research activity.

Prior to asking that we undertake this work, the Commission identi-
fied the following issues as items needing to be addressed in the proposed
project.

1} What mechanisms do or should exist for encouraging cooperation and
managing conflict between povernments (both federal-provincal and
interprovincial) in the area of health care financing?

2) What are the strengths and weaknesses of the transfer instruments cur-
rently employed by the federal government? What alternative transfer
instruments are available to the federal govermment? On what criteria
would one evaluate the utility of those current and alternative instruments?
How do those different instruments affect the operation of the principles
that underlie the medicare pact?

3) ‘What are the competing interpretations of the federal government’ role in
health care and how do those different interpretations conceive of its fiscal
1ole in the financing of the health care system? How has the debate over
the federal role in health care changed over time? What other role(s) could
the federal government play (other than through transfers) that would be
practicable and. consistent with the constitutional division of powers and
the principles of the medicare pact?

4) It is often argued that there is a vertical fiscal 1mba1ance in the federation
whereby the federal government has a greater ability to raise revernue, but
that provinces have greater obligations for social spending (health care,
social services, etc.). To what extent is the relative nature and extent of the
apparent vertical fiscal imbalance relevant insofar as there are transfers
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designed to equalize the fiscal capacity of provincial govermments with

regard to social spending (i.e., the CHST?

5) The ability of individual provinces to raise revenue also varies considerably
(what is commonly called a horizontal fiscal imbalance) and is ameliorat-
ed by equalization payments from the federal government. To what extent
is it necessary to rethink the way in which the federation deals with this
horizontal fiscal imbalance?

Over the following several months, the Institute for Intergovernmental
Relations provided three background studies to the Commission in response to
many, albeit not all, of the above questions. The Institute subsequently also pre-
pared a synthesis report for the Commission, which integrated the key analyses
from the three studies. This volume makes available these reports undertaken for
the Commission.

We began our work with some assumptions, and it may be useful to high-
light key ones here. To start with, we observed that there are a number of compet-
ing views within Canada regarding the nature of Canadian federalism and
regarding the appropriate role of the state (and thus by inference for markets and
the non-profit sector) in society and the economy. A particular focus for us was this
divided opinion about the extent to which redistribution is appropriate and the
geographic territory over which such redistribution should occur (all of Canada,
within provinces only, or some combination of the two). These differences reflect a
range of values in regard to the nature and scope of the Canadian. sharing commu-
nity. A discussion of three representative views of the sharing community is set out
in chapter 1, and it is carried forward into the subsequent chapters of this volume.

Since there is considerable support for all three views within Canada,
and since the question of which view prevails at any point in timne is more a mat-
ter of societal consensus than of technical analysis, we saw our task as one of
advising on the principles that might guide the use of intergovernmental mech-
anisms under each of the visions or models. The result is that we have not arrived
at a single set of recommendations about how intergovernmental relations can be
strengthened with a view to facilitating improvements in the quality or sustain-
ability of universal publicly financed health care in Canada. Rather, we have laid
out the kinds of principles and policy options that might help to improve
medicare under alternative views of the sharing community. Our assessment
~ overall is that there is room for major improvements in the role of intergovern-

mental relations under each of the alternatives.
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In describing its research needs, the Commission drew attention to the
issues of vertical and horizontal fiscal balance/imbalance in Canada and was
interested in the extent to which they might affect its thinking about the role of
the federal government in financing provincial health care programs. We chose
to concentrate more heavily on the vertical balance/imbalance issues, since much
of the controversy over the financing role of the federal government in health
care in recent years has been linked to provincial criticism that Ottawa has more
revenues than it needs relative to its expenditure responsibilities, whereas
provinces lack comparable fiscal clout. We devote a full chapter here to unpack-
ing the arguments and analysis. In so doing, we hope that we will help Canadians
to better understand the positions of both orders of government on this issue and
their relevance to questions about the nature and form of Ottawa’s financial con-
tribution to health care.

The Commission published its findings and recommendations in
November 2002. We believe that there is much in the research and analysis of
our preparatory work for the Commisson that is important grist for public poki-
cy debate. The question of the appropriate role for the federal and provincial gov-
ernments in the financing of public health is an issue that is not likely to be
resolved overnight. That is the reason that this volume is being published.

The chapters in this volume are not, word for word, the texts we sub-
mitied to the Commission but they are close to the originals. In a few places, we
have provided updated numbers and clarified meaning. We also have divided
one very long paper into two separate chapters in order to make the text easier
to digest. The last chapter, which is based on the final synthesis report that was
submitted by the research team to the Commission, provides an overview and
summary of the main arguments, recommendations, and policy options derived
from the analysis in the preceding chapters. -

Since the Commission released its report, the first ministers have met
and a new First Ministers’ Accord on Health Care Renewal has been announced.
In a number of respects, we consider this new set of arrangements a step forward
when evaluated against the analysis that follows in this volume. But in several
ways, it clearly falls far short. Thus, we were not at all surprised to observe the
provincial and territorial premiers expressing their dissatisfaction with the new
artangements even as they were being announced. The timing of the First

Ministers’ meeting, following the release of two major reports (Romanow and

Kirby reports) on the future of health care in Canada, had given rise to high
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expectations. Indeed, it was hoped that this meeting would mark the beginning
of a process of renewal and fundamental reform based on a common vision and
solid financial commitment for the long term. Instead, there has been little evi-
dence of a more collaborative stance between Ottawa, who more or less imposed
the rules of the game, and the provinces and territories, who begrudgingly took
what money was offered fully expecting to be back for more.

Disagreements about money are probably inevitable, and part of the noz-
mal jockeying for power in the federation. In and of themselves they are not nec-
essarily a bad thing. In the case of health care, however, these disagreements are
symptomatic of an intergovernmental dynamic that is helpful neither to the cause
of health care reform nor to the well-being of the federation. As a result, the polit-
ical will necessary to effectively meet some of the warthy goals laid out in the
accord may be lacking (for example on performance indicators). In the last chap-
ter of the volume, we propose a set of principles that might guide the federal-
provincial-territorial relationship on health care. In our view, these principles
rernain as appropriate in the aftermath of the February 2003 Health Accord as
they were before it was announced.

The team that undertook this work for the Commission initially includ-
ed Professors Keith Banting and Robin Boadway of Queen’s University, and
Professor David Cameron of the University of Toronto as well as the undersigned.
Before long, Jean-Francois Tremblay and Jennifer McCrea-Logie, former students

. of certain teamn members, became part of the team.

We were helped in our work by three advisers : Stephen Bornstein of St.
John’s, Newfoundland; Claude Forget, from Montreal, Quebec; and David Kelly,
from Victoria, British Columbia. All three have had rich experience in matters of

- health policy from a number of different perspectives. They kindly read drafts of

the chapters and offered valuable comments that helped us immensely i our
work. As is usual in such matters, however, they are in no way responsible for
shortcomings in the final product. Tom Mclntosh of the Commission staff, and
now at the University of Regina, also participated in our team meetings with the
advisers. He too helped us with comments and suggestions and ensured that our
work was sensitive to the research needs of the Commission.

The publication of this volume is a joint venture of the Institute of

- Intergovernmental Relations, School of Policy Studies at Queen’s University and

the Institute for Research on Public Policy (IRPP). In helping us prepare this vol-
ume, we want especially to thank Patti Candido of the Queen’s Institute for her
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role in helping to organize meetings of the research team while our work for the
Commission was being prepared, Suzanne Ostiguy-Mclntyre of the IRPP for over-

‘seeing the production process, Francesca Worrall for editorial assistance, Jenniler

Love for research assistance, and finally Jenny Schumacher of Schumacher Design,
who designed the book cover and was responsible for the desktop publishing.

Harvey Lazar

Director

Institute of Intergovernmental Relations
School of Policy Studies

Queen’s University

France St-Hilaire
Vice-President, Research

Institute for Research on Public Policy
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DEFINING THE SHARING COMMUNITY:
THE FEDERAL ROLE IN HEALTH CARE

KEITH BANTING AND ROBIN BOADWAY

his chapter explores the considerations that underpin the role of the feder-
al government in the provision of health. care. Debates over federalism and
health care have been intense in Canada. This history of conflict in part
reflects different approaches to federalism in this country. For some Canadians, the
promise of federalism is that it unites citizens over a vast and fragmented territory

" and creates a central government that can provide lead'ership in critical areas of
public policy. For others, the promise of federalism is that it can reflect the diver-
sities of our regions and enhance the scope for governance at the provincial level. _
And for still other Canadians, especially many from Quebec, the promise of feder-
alism is that it can accommodate the distinctiveness of a particular province
through asymmetrical relations with the rest of the country.

' The history of debate over health care also reflects distinctive features of
the health policy. The health sector has witnessed more dramatic clashes between
federal and provincial governments than other social programs. Although con-

. stitutional politics and energy policy may have strained the political fabric of the

country more seriously at different times, health policy has ignited a series of

intergovernmental sparks in recent decades. A number of factors accentuate the
sensitivity of health policy:
> The sector itself is very complex, operating as it does through networks of
‘hospitals, medical professions, regional institutions, and community orga-
* mizations, all of which are capable of vigorous political action.
> Health insurance also represents Canada’s most ambitious social pro-
gram, which can displace market mechanisms more thoroughly than

programs such as public pensions. It is therefore not surprising that
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* ideological conflict over the role of the state in health care policy often
flows through intergovernmental channels.
> The federal government maintains a stronger role in program definition
in health care than in other programs financed by the Canadian Health
and Social Transfer (CHST), despite its reduced financial transfers,
> Health care is very important to the population and has taken on sym-
bolic dimensions well beyond those of a mere public program.
Given the controversy over Canadian federalism and the pressures on health pol-
icy, it is perhaps understandable that the role of the federal government in health
care has been the subject of recurring and difficult debates.

Our purpose here is to examine the choices that must be made in defin-
ing the role of the federal government in health care. A comprehensive interpre-
tation of a role for the federal government in health care inevitably incorporates
three distinct dimensions of choice. The first dimension concerns the general role
of the state. The second concerns the particular role of the central government in
a federal state. And the third concerns the instruments through which the federal
government pursues its role. These three dimensions of choice are distinctive: as
we shall see, they involve different sets of considerations. However, they are also
cumulative. For those opposed to a state role in health care, the second and third
choices do not arise. And for those who accept the case for a public Tole in health
care but oppose federal involvement in the sector, the choice of instruments is
irrelevant. Accordingly, any comprehensive interpretation of an active role for the
federal government in health care inevitably represents all three dimensions.

What types of considerations are inherent in these judgments, and what
types of rationales have been advanced for an active federal role? The argument
advanced here is that the primary rationale for the extensive public intervention
in health care that one sees in OECD couniries is one based on arguments of
redistributive equity, especially those founded on principles of social insurance.
Social insurance refers to the public sharing of the risks of ill health that would
otherwise go uninsured in a purely market-based system. Certain inefficiencies
of the private provision of health insurance can also reflect market failures. While
these inefficiencies point to the need for public intervention, efficiency consider-

“ations alone do not justify full public insurance. In the final analysis, the logic of
social insurance is its compelling rationale. Given this equity-based argument for
public intervention, decisions about the 1ole of the federal governmeni revolve

primarily around the extent to which the relevant sharing community for social
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insurance purposes is seen to be the country as a whole rather than individual
provinces and territories. The extent of the federal role and the mix of preferred
instruments depend upon the societal consensus about the sharing community,
suitably tempered by efficiency considerations.

_ In this chapter we develop this arguiment in distinct steps. First we set the
context of the discussion by providing a brief overview of the setting for the debate,
focusing on the constitutional framework and the current lederal-provincial bal-
ance in health care. We go on to examine the general rationale for a public role in
the health care sector, emphasizing especialljr the area of health insurance. Building
on this analysis, we consider the role of government in a federal state, and in par- -

ticular the role of the federal government in health care. After discussing the choice
of instruments through which the federal government conducts its role, we pull the
threads of the discussion together by examining the ways in which judgments on
each of the three dimensions of choice may be combined in the debate over the fed-
eral role in health care in Canada.

A word of caution is in order at the outset. Our concern is the role of the
federal government in health care, not health policy or the management of the
health sector per se. This both limits the extent of our inquiry and requires that we
take as given certain fearures of the policy environment, while recognizing that
these could change. As a consequence, our discussion of federal policy instru-
ments is presented at a level of generality so as to encompass the possibility of

evolving policies.

FEDERALISM AND HEALTH CARE: THE CONTEXT

n this section we present a brief survey of the context of federalism and
health care in Canada, examining the constitutional division of powers in
the field, the evolution of the role of the federal government in health care,
the structure of financial transfers to the provinces which have underpinned that
. role, and the growing controversy that has surrounded federal-provincial rela-

tions in recent years.

The Constitutional Framework
The emergence of the modern social role of the state poséd a constitu-
tional dilemma for Canada. The Constitution Act, 1867 was very much a docu-
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ment of the nineteenth century, reflecting nineteenth-century conceptions of the
appropriate role of government. The health and social needs of Canadians in
1867 were very much a private matter for the individual, the family, the church,
and charitable institutions, and the state’ role was largely confined to rudimen-
tary forms of relief for the poor administered through local agencies. Not sur-
prisingly, such a minor function of government did not attract a lot of attention
either in the debates that preceded Confederation or in the constitution itself,
and twentieth-century words such as “health care” or “income security” or “social
services” did not appear in the list of jurisdictions allocated to the two senior lev-
els of government. When the social role of the state began to expand in the twen-
tieth century, Canada had to resolve the division of responsibility in new domains
of state action. This resolution came slowly through a variety of mechanisms. In
part, jurisdiction was inferred from other powers in the constitution; in areas
such as unemployment insurance and pensions, the formal division of powers
was altered through constitutional amendment. In other areas, more informal
means of adjustment were employed.

In the case of health care, the constitution gives important powers (6
both the federal and provincial governments. As constitutional expert Peter Hogg
observes: “Health is not a single matter assigned by the Constitution exclusively
to one level of government”; rather, it is “an amorphous topic which is distrib-
uted to the federal Parliament or the provincial Legislatures depending on the
purpose or effect of the particular health measure in issue” (Hogg 2000, 18.4;
Lajoie and Molinari 1978, 579). Section 92 of the Constitution Act, 1867 gave the
provinces a central role in the field, and section 92(7) specifically grants to the
provinces authority over hospitals. In addition, jurisdiction was inferred from
other more general provincial powers, especially section 92(13) dealing with
property and civil rights and section 92(16) dealing with matters of a local or pri-
vate nature. In the early decades of the twentieth century, the courts held that
these secticns empowered provincial governments to regulate the medical pro-
fessions and commercial insurance plans. This authority was extended to the
new instrurnent of social insurance during the late 1930s. In striking down the
1935 federal New Deal legislation, the courts determined that social insurance
programs financed in whole or in part by premiums paid by or on behalf of the
potential beneficiary fall within provincial jurisdiction. The majority of the
Supreme Court declared: “Insurance of all sorts, including insurance against

unemployment and health insurances, have always been recognized as being
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exclusively provincial matters under the head ‘Property and Civil Rights,” or
under the head ‘Matters of a Merely Local or Private Nature in the Province’.”
And the Judicial Committee of the Privy Council, the final court of appeal at the
time, concurred: “In pith and substance this Act is an insurance Act affecting the
civil rights of employers and employed in each Province, and as such is invalid,”
Although subsequent amendments to the constitution gave the federal govern-
ment jurisdiction over unemployment insurance and contributory pensions,' no
stuch amendments took place in the case of health insurance. As a result,
provinces have control over the medical professions, hospitals, and health insur-
ance; these responsibilities clearly place them at the centre of health services.
The constitution also provides footing for a federal presence in health
care, Authority over criminal law gives the federal government a role in the pro-
tection of public health through legislation such as the Food and Drug Act and the
-Tobacco Products Control Act. In addition, the federal Narcotics Control Act has
been upheld under the “Peace, Order and Good Government (POGG)” clause.?
Orther sections of the constitution give the federal government responsihility for
the welfare — including health care — of specific classes of people, including

%

“Indians,” “aliens,” inmates in federal prisons, and members of the armed forces.
In addition, the federal tax powers are the basis of extensive federal involvement
in the financing of health care expenditures through the various tax credits
allowed under the personal income tax system and GST exemptions; and the fed-
eral role in research gives federal agencies a major role in health research and
information.

However, the federal government’s primary role in health services for
the population as a whole has developed through financial transfers to provincial
governments. These transfers find their constitutional footing in section 36 of the
Constitution Act, 1982 and the doctrine of the federal spending power. Section
36(1) commits the federal and provincial governments to “promoting equal
opportunities for the well-being of Canadians,” and “providing essential public
services of reasonable quality to all Canadians.” Section 36(2) then commits both
levels of government “to the principle of making equalization payments to ensure
that provincial governments have sufficient revenues to provide reasonably com-
parable levels of public services at reasonably comparable levels of taxation.”
There is a debate about whether section 36 is simply a staterment of principle that
is non-justiciable, or whether it constitutes a distinct grant of authority to the
federal government, especially in the case of equalization grants. As we shall see,
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however, the principle of equalization articulated in this section is fundamental
to debates about the role of the federal government in health care.

The doctrine of the federal spending power has also been critical. This

doctrine holds that “the federal Parliament may spend or lend its funds to any
government or institution or individual it chooses, for any purpose it chooses;
and that it may attach to any. grant or loan any conditions it chooses, including
conditions it could not directly legislate” (Fogg 2000, 6.8a). This power is not
specified explicitly in the constitution but is inferred from federal powers to levy
taxes, to legislate in relation 1o public property, and to appropriate federal funds.
- The idea of a federal spending power is not unique to Canada. In one form or
other, other federations also recognize as constitutionally legitimate a federal
spending power in areas of state or provincial jurisdiction (Watts 1999). In
Canada, however, the use of the spending power has been controversial, and has
been challenged both politically and judicially. In the mid-1950s, for example,
Quebec’s Royal Commission of Inquiry on Constitutional Problems (Tremblay
Commission) asked: “What would be the use of a careful description of legisla-
tive powers if one of the governments could get around it and, to some extent,
annul it by its taxation methods and its fashion of spending?” (Royal Commission
on Constitutional Problems 1956, vol. 2, 216). Nevertheless, court decisions on
‘the constitutionality of the spending power have repeatedly sustained the feder-
al position, and federal transfers finding their constitutional footing on, thls
‘power have played a central role in the evolution of health care in Canada.

The Evolution of the Federal Role in

Health Care Services

The federal government plays a number of critical roles in health policy
in Canada. It has a direct presence through a number of important programs that
" it delivers directly or through wider partnerships. These programs focus on
research and evaluation, health promotion and protection, and support for health
care information systems and infrastructure. In addition, the federal government
is responsible for the direct delivery of the full range of health services to First
‘Nations and the Inuit communities, and for some health services to the RCMP,
Correctional Services, the Armed Forces, and veterans. Table 1 indicares the level

of federal expenditures under these programs. Table 2 also shows the scope of fed-

eral support to health care spending through tax expenditures available to indi-
viduals and institutions in Canada.
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Table 1
MEALTH CANADA'S SPENDING BY TYPE OF ACTIVITY, 2000/01
I _
Actual Spending © Percentage of
(millions of dollars} Total Spending
Health care policy C s ' 48
Health promotion and protection 634.4 27.3
First Nations and Inuit health 1,266.5 546
Information and knowtedge management 126.7 55
Departmental management
and administration 180.3 78

Source: Health Canada, Departmental performance report (2000/2001), p. 25.

Table 2
PERSONAL INCOME TAX EXPENDITURES AND GST TAX EXPENDITURES RELATED
TO HEALTH, 1996-2001 {millions of dollars})

] _
1996 1998 2001
Personal income tax expenditures
Non-taxation of business-paid .
health and dental benefits 1,490 1,650 1,560
Disability tax credit 265 265 385
Medical expense credit 330 405 465
Medical expense supplement .
for earners - 42 63
Sub-total 2,085 2,362 2473
GST tax expenditures
Prescription drugs 210 230 210
Medical devices 85 90 105
Health care services’ 490 545 630
Rebate for hospitals 235 265 325
Sub-total 1,020 1,130 1330
Source: Department of Finance Canada, Tax expenditures and evaluations, various years (accessed October 10, 2003).
www.fingc.ca/purlftaxexp-e.hitmt
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In addition to its directly delivered programs, however, the federal gov-
ermnment has had a pervasive influence on the health services enjoyed by Canadians
generally through its financial transfers to provincial governments, and it is this
dimension of the federal Tole that constitutes the primary focus of this study
(Standing Senate Committee 2001b). Historically, federal transfers to provinces
helped define the basic parameters of the Canadian system of health care. While
most of the key innovations emerged first at the provincial level, the federal gov-
ernment played a central role in the process. In the early stages, it played a trans-
formative role by extending innovations that emerged in individual provinces across
the country as a whole; in more recent decades, it has played a sustaining fole,
maintaining and reinforcing the pan-Canadian model.

In 1943, the federal govemment set the agenda for the postwar era by
proposing a national program of health insurance as part of the policy package it pre-
sented to the Dominion-Provincial Conference on Reconstruction. When the larger
package collapsed because of the rejection of the associated proposals for federal-

 provincial fiscal relations by Ontario and Quebec, initiative shifted to the provinces.
In 1947 Saskatchewan introduced hospital insurance, and British Columbia and
Alberta followed in quick succession. These governments repeatedly pressed for fed-
eral support of their programs, but Ottawa was initially reluctant. Tt introduced
National Health Grants in 1948 to assist provinces with hospital construction and
public health services, but insisted that it would support provincial health insurance
programs only when a majority of the provinces representing a majority of the pop-
ulation was ready to join a nationwide scheme, In the mid-1950s, however, Ontario
and Newfoundland joined the list of provinces demanding federal action, and the
federal government introduced the Hospital Insurance and Diggnostic Services Act,
1957. The legislation passed unanimously in the House of Commons.

Under the 1957 legislation, the federal government shared the costs of
provincial hospital insurance programs that met federal conditions. Provincial plans
had to provide universal coverage to all residents of the province on uniform terms
and conditions, include specified diagnostic services, and limit co-insurance or
“deterrent” charges so as to ensure that an excessive financial burden was not placed
on patients. In addition, provincial plans were subject to stringent federal anditing.
Despite the federal controls, by 1961 all provinces had signed agreements to join the
federal plan. Quebec was the last 1o join, and did so only with the advent of the new '
provincial Liberal government led by Jean Lesage. By 1964, however, the Hall
Commission found fit to describe the program as a remarkably successful example
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of “cooperative federalism” (Royal Commission on Health Services 1964, 413).

~ Soon, however, negotiations for the introduction of medicare, which
covered physicians’ services, created more federal-provincial sparks. The medical
profession and the insurance industry were strongly opposed, and ideological dif-
ferences intensified intergovernmental conflict. Once again, Saskatchewan took
the lead by introducing a universal model in the early 1960s and pressing for fed-
eral support. However, conservative governments in Alberta, British Coluenbia,
and Ontario were committed to the principle of private health insurance for the
majority of the population, and they implemented programs that limited the pub-
lic role to hard-to-insure groups such as the elderly and the poor.? In 1965 the fed-
eral government chose to act and, prompted in part by the report of the Royal
Commission on Health Services chaired by Emmett Hall, opted for the universal
model pioneered in Saskatchewan. Although the new program started with fewer
administrative and reporting controls than in the case of hospital insurance, the
Medical Care Act of 1966 did establish four conditions. To qualify for federal sup-
port, provincial plans had to provide for: public administration of medical plans;
coverage of “all services rendered by medical practitioners that are medically
required”; universal coverage of provincial residents on equal terms and condi-
tions, and the portability of benefits. There is some ambiguity about whether
“access” was viewed as a co-equal fifth principle or condition at the time. The -
prime minister’s speech to the federal-provincial conference in 1965 had not treat-
ed “reasonable access” as a formal principle. The 1966 legislation did require that
insured persons not be charged fees that impede or preclude “reasenable access”
to insured services; but uncertainty later emerged about whether the legal effect
of this provision was simply to preclude provincial government charges for physi-
cians’ services or whether it also applied to extra-billing by physicians themselves.
Whatever the uncertainties surrounding its origins, however, reasonahle access
soon evolved to the status of a co-equal principle.

The decision to join the 1966 medicare plan was difficult for the con-
servative governments in the three provinces that had to undo their recently
established programs. The long-serving Alberta health minister resigned in
protest, and Premier Robarts of Ontario denounced medicare as “a Machiavellian

~ scheme” that was “one of the greatest frauds that has ever been perpetrated on

the people of this country” (Taylor 1987, 375). Nonetheless, all provinces had

~ medicare programs in place by 1971, three years after the implementation of the
federal legislation. .'
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With a cross-country health care system in place, the federal role began
to shift subtly toward system maintenance. The first phase of this evolution came
in 1977 with the transition to Established Program Financing (EPF), which will
be discussed more fully below. The second was the passage of the Canada Hedlth
Act (CHA) in 1984. This legislation was a response to the growing prevalence in
a number of provinces of extra-billing by doctors and the mtroduction of hospi-
tal fees, both of which the federal government opposed as inhibiting equal access
to health care. The issues had been discussed in federal-provincial forums for
years and examined in several joint studies, but the differences proved unbridge-
able. When the Alberta government pressed the issue in 1983 by introducing a
hospital fee of $20 a day, the federal government announced that it would legis-
late. The CHA introduced several important innovations. It amalgamated the
previously separate hospital and medical insurance legislations, and established
a fully integrated set of five “principles” that provincial health care plans would
be required to meet to qualify for federal support. To the four conditions set out

in the 1965 legislation, the CHA added the principle of “reasonable access” in
order to prohibit charges at the point of service. To facilitate enforcement, the leg-
islation determined that such charges would lead to dollar-for-dollar deductions
in the federal transfer. Although provincial government were angered by the leg-

" islation, as we shall see in more detail below they generally moved to compliance
over the next few years. '

From this review, it is evident that the federal government played a cen-

- tral role in defining the basic policy framework that guided the development of
* the Canadian health care system in the early postwar decades, and in sustaining

that framework on a countrywide basis in the decades that followed.

Transfers to the Provinces

An appreciation of the structure and evolution of federal fiscal transfers
is critical to understanding federal-provincial tensions in the field, and a closer
look at these transfers is worthwhile.

The nature of federal transfers has evolved as Ottawa has shifted {rom a
transformative to a sustaining role in health care. In the early stages, when the
emphasis was on building a countrywide system of health care, the favoured
instrument was the shared-cost program. However, from the outset, federal sup-
~ port for health services differed in important ways from the classic shared-cost
program, which is perhaps best typified by the case of social welfare. Prior to
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1996 federal transfers for social welfare were based on cost sharing under the
Canada Assistance Plan (CAP). For every dollar of eligible provincial expendi-
tures, the federal government contributed one doflar. This system had some
important consequences, which ultimately led to its demise. Since costs were
shared only for expenditures deemed to be eligible by the federal government,
provinces complained that federal conditions constrained their capacity to
reform and redefine their programs. But in addition, some critics argued that the
50:50 sharing rule provided an incentive for provinces to expand the generosity
of their programs, and the federal government did impose a “cap” on CAP growth
for the three wealthiest provinces in 1990.

The approach taken in financing health care had some similarities to
social welfare cost sharing. Under the terms of the 1957 Hospital Insurance and
Diagnostic Services Act and the 1966 Medical Care Act, financial support was
dependent on provincial acceptance of federal conditions, and covered only
specified services, creating an incentive for provinces to expand those services at
the expense of others (for example, hospital services rather than extended care).
But there were also important differences. Under the 1957 legislation, provinces
received 25 percent of provincial per capita costs and 25 percent of national per
capita costs. Thus, while the federal government covered on average half of the
costs, only 25 percent of individual provinces’ incremental costs were covered,
so the incentive effects on provincial spending were less than under CAP. In the
case of the 1966 Medical Care Act, provinces received 50 percent of national aver-
age per capita costs, so there was no cost sharing at the margin. As a result, the
financial formula in health care was closer to a block grant than a traditional
matching one, and subsequent transitions were less dramatic than in the case of
social welfare.

The shift in federal emphasis from transforming to sustaining the pan-
Canadian model of health care soon left an imprint on the transfer system. By the
mid-1970s, the provincial programs could be viewed as “established,” and per-
haps did not require the same level of federal intervention to encourage the
provinces to maintain them. Moreover, the federal government wotried that its
open-ended commitment to pay half of provincial expenditures in a number of
programs, including health care, was eroding its capacity to control its own bud-
get. Provincial governments also had frustrations with the traditional shared-cost

model. They sought escape from the onerous negotiations about eligibility issues,

such as the need to decide which hospital beds were acute care beds and there-
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fore eligible for cost sharing under the health care arrangements, and which hos-
pital beds were long-term care beds that were not.

After extensive federal-provincial negotiations, a compromise emerged
in the form of the Established Programs Financing (EPF). The transfers for hos-
pital and medical services, as well as for post-secondary education, were com-
bined in one block grant. The federal government gained greater predictability
over increases to its financial commitment, which was no longer based on
provincial expenditures but now was to escalate according to a formula based on
the rate of growth in the economy as a whole. The provinces gained a further
reduction in the specificity of federal administrative controls. Although the con-
ditions attached to medicare remained in place, federal officials no longer had to
rule on whether particular provincial expenditures were eligible for cost sharing,

The EPF transfer was an equal per capita payment to each province, of
which half was initially paid as cash and the other half as a tax point transfer,
which included 13.5 percentage points of personal income tax room and 1 per-
centage point of corporate income tax. Since the tax points were ultimately equal-
ized, they too amounted to an equal per capita amount for the provinces receiving
equalization. At the time of introduction of the EPF, the federal government
adopted two practices in accounting that have been important to the politics of
federal-provincial recrimination ever since. First, Ottawa nominally divided the
EPF transfer into components for health and post-secondary education, using the
proportions that existed at the time EPF was introduced. Second, it calculated its

" contribution to health care financing to include not only the cash transfer but also

the value of the tax-point transfer. There is considerable debate about whether this
is a meaningful practice, since for all intents and purposes the tax points, once
transferred, became part of provincial own-source revenues. But the federal gov-
ernment has maintained the practice, especially as the share of the EPF transfer
consisting of cash has declined gradually, partly because the value of the tax points
grew more rapidly than GNP, and partly because the federal government from
time to time reduced the rate of growth temporarily for fiscal reasons. Table 3
tracks the resulting shift in the balance between the cash and the tax transfer.
The next significant change in the form of the federal transfers for health
services came in 1995 with the introduction of the Canada Health and Social
Transfer (CHST), which combined EPF and the previously separate transfer for
social welfare into a single block transfer. The impetus for this change was more
fiscal than structural. The federal government found itself in an untenable deficit
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Table 3
HEALTH PORTION OF FEDERAL TRANSFERS TO PROVINCES
(billions of dollars) '

]
Cash Transfer Tax Transfer Totaf Transfer,

1977/78 28 19 47
1982/83 5.0 36 8.7
1987/88 7.1 55 12.6
1992/93 82 ' 6.7 149
1996/97 63 83 146
2000701 at 104 185
Source: Department of Finance Canada, Backgrounder on federal support for health in Canada (March 29, 2000), p. 9.

and debt situation, and embarked on an expenditure-cuiting strategy. Transfers
to the provinces were cut as part of the exercise, with the severity of the cut
depending on how one did the calculation. If one measured the cut in federal
transiers using both cash and tax points as the basis (as did the federal govern-
ment), the cut in transfers was in line with federal expenditure cuts more gener-
ally. However, as a proportion of federal cash transfers, the cuts in federal
transfers to the provinces wete significantly preater than those in other elements
of the budget.

Although the impetus was fiscal, several features of the CHST should be
mentioned. First, unlike the EPF and CAP systems, growth in the transfer under
the CHST is no longer formula-based but is decided at the discretion of the fed-
eral government. This discretionary power reinforces concern that the federal
government increasingly makes unilateral and unannounced changes to major
transler programs. Second, the CHST maintains the practice established with the
EPF of breaking down the amounts, notionally intended for health, post-
secondary education, and social welfare. Thus, 43 percent of the CHST cash
component is attributed to health. This breakdown is purely nominal, however:
there is no mechanism to ensure that provinces actually spend their allocations
according to those ratios. Indeed, the funds once received are fully fungible, so
it would be impossible to enforce the allocations.

~ Some lessons from this experience are relevant for subsequent discus-



14 Keith Banting and Robin Boadway

sions. The first is that federal transfers for health care have always been large-
ly block transfers rather than matching ones. The exception is the 25 percent
matching component in the original hospital grants. The 50:50 sharing rule
applied more to the overall size of the grant than to its relationship with indi-
vidual provinces’ expenditures. The second is that similar general conditions
have been maintained throughout important changes in the underlying struc-
ture of transfers. As we have seen, the switch to EPF and the introduction of
the CHST did not alter the conditions or principles associated with the health
transfer at the time the changes were made. Third, probably the most signifi-
cant historical shift was the introduction of the EPEF, which produced an
instantaneous splitting of the transfer into cash and tax point transfer compo-
nents. This division was to become a slow-acting poison pill in federal-provin-
cial relations, since there was no longer an agreed answer to the question of
what proportion of provincial health expenditures was met by the federal gov-
ernment. This poison pill began to take effect as the rate of growth in the trans-
fer declined, and intensified its action when the formula-based rate of growth
of block transfers for social programs was abolished with the introduction of
the CHST. The fact that the size of the CHST is now at the discretion of the
federal government is itself a cause of contention. In addition, the precipitous
decline in the cash component has put the controversy over the tax point trans-
fer component more fully in the spotlight. '

The cumulative effect of these trends is that the transition from the use
of health transfers for transformative to maintenance purposes essentially
involved changes in the level of transfers but not necessarily to their basic
form. Separate health transfers enabled the federal government to encourage
the provinces to introduce public hospital insurance and public medical insur-
ance sequentially. In each case, the transfer was largely a block payment, with
the federal government contributing roughly half the national share of costs.
Once the programs were established, they were amalgamated into a single
block transfer along with post-secondary education and, later, welfare, and the
size of the transfer was reduced, gradually at some points and more dramati-
cally at others. The basic assumption was that the transformative role required
more of a federal presence than the maintenance role. However, the question
as to whether the federal financial commitment has fallen below the level need-
ed to support this maintenancé role is now a source of considerable intergov- -

ernmental tension.
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The Growth of Intergovernmental

Tensions

The recent history of federal-provincial relations in health care has been
punctuated by dramatic political conflicts, and provinces have increasingly chal-
lenged the federal role in health care. In part, the challenge is 2 long-standing one.
The government of Quebec in particular has consistently denied the legitimacy of
the federal spending power and its role in health care. This orientation is based on
its traditional interpretation of the constitution, and reflects a distinctive political
identity and a desire to preserve a greater level of self-determination. In recent
years, however, other provinces have also challenged the federal role in health
care. In contrast to Quebec, their challenge flows less from constitutional doctrine
than from frustration with a long series of federal program changes.

The fundamental issue is the growing gap between the policy role and
the financial role of the federal government. On the policy side, the federal gov-
ernment has continued to defend the general parameters of the universal model
of health care. Its most forceful step was the introduction of the Canada Health
Act in 1984. This Act was opposed by all provincial governments and became a
symbol of federal unilateralism. But the legislation was immensely popular with
the electorate, and it passed unanimously in the House of Commons. Pespite an
unprecedented appearance by provincial health ministers before the Senate,
approval in that chamber was also unanimous. The federal government proceed-
ed to implement the legislation, withholding a total of $247 million from
provinces that allowed extra-billing or user charges. Although these penalties
were to be refunded when provinces came into compliance with the Act, it was
the public support for the Canada Health Act that convinced provinces to com-
ply. Provincial authorities often had to face difficult negotiations with the med-
ical profession, which demanded higher fee schedules to compensate for the
banning of extra-billing. Ontario had to cope with a twenty-five-day strike by a

_ majority of doctors, and Saskatchewan doctors held a series of rotating one-day

strikes. The final settlements with the doctors raised provincial costs in a num-
ber of provinces but, given the block nature of the federal transfer, provinces had
to absorb the increase themselves (Tuchy 1994b). In the end, all of the federal
withholdings were refunded, but the provinces had to cope with the larger finan-
cial fallout of federal policy.

In contrast to its forceful policy role, federal financial support for

health care has been weakened by a long series of unilateral decisions. In 1986
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Ottawa limited the indexation of its transfers to the increase in GDP less 2 per-
centage points; in 1990 federal transfers were frozen in ahsolute terms, a freeze
that lasted for four years; and in 1995 the combined cash transfer for health,
welfare, and post-secondary education under the new CHST was cut by
approximately $6 billion. Although the government reversed this cut by
increasing funding during the subsequent election campaign and several times
since then, its contribution to health costs has clearly declined over time. How
deep the erosion has been depends on how one defines the “real” federal con-
tribution. The federal government insists that its contribution includes both
the annual cash transfer and the value of the tax points. Provinces reply that
the tax points are part of the general provincial tax base and that the federal
contribution is limited to the cash transfer. From the provincial perspective,
the key story is a continuous decline in the federal cash transfer as a propor-
tion of provincial health expend'itures.

Table 4 illustrates the difference between the federal and provincial
views. As these data show, the notional cash contribution of the federal govern-
ment as 2 proportion of provincial health expenditures has eroded continuously
since the late 1970s, and especially since the advent of the CHST in 1995, At the
same time, the proportion accounted for by the tax point transler has held its
own. In the federal view, the total transfer (cash plus tax points) accounted for
almost 30 percent of provincial health expenditures in 2000 compared with
about 40 percent in 1977, a decline of close to a third. From the provinces’ per-
spective, the federal contribution over the same period fell from about 25 per-
cent to about 13 percent, a decline of about one-half.

The tension between the policy and financial roles of the federal govern-
ment embittered federal-provincial relations and made enforcement of the condi-
tions of the Canada Health Act more politically difficult. The federal government
has never penalized provinces for non-compliance with the five basic principles
enunciated in the Act, despite concermns raised by the Auditor General of Canada -
and others about portability, comprehensiveness, and accessibility (Auditor
General of Canada 1999). However, Ottawa has penalized provinces for permit-
ting extra-billing and user fees, and its action against facility fees sparked a bitter
controversy. The 1990s witnessed the growth of private clinics providing special-

“ized medical services and charging patients a “facility fee,” which in some cases

was substantial. The federal government argued that such fees created differential
access to medical care and thereby violated the Canada Health Act. In 1995 Ottawa
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Table 4 .

FEDERAL GOVERNMENT TRANSFERS FOR HEALTH CARE AS A SHARE OF
PROVINCIAL GOVERNMENTS' EXPEND[TL_!RES ON HEALTH CARE, 1975-2000
(percent) : '

] : ‘
Year Cash Tax © Total
1975 413 413
1976 _ 405 40.5
1977 252 ' 171 423
1978 26.1 ' 171 M40
1979 270 175 445
1980 253 ' o . aT
1981 24.1 172 413
1982 227 164 395
1983 241 15.1 392
1984 240 156 396
1985 238 156 39.7
1986 229 16.1 390
1987 216 16.8 384
1988 204 16.8 372
1989 19.1 168 361
1990 179 160 339
1991 7.1 _ 147 319
1992 _ 170 139 309
1993 169 142 3L
1994 - 16.6 147 313
1995 164 158 321
1996 129 169 298
1997 106 179 285
1998 100 179 219
1999 127 174 ' 30.1
2000 _ 128 L85 293
Source: Calculated using transfer data from the Depariment of Finance Canada and expenditure data from the Canadian institute
for Heaith Information {CIHI),
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began to .compute penalties under the Act for four provinces: Alberta, Manitoba,
Newfoundland, and Nova Scotia (see Table 5). The conflict was sharpest with
Alberta, where government support for private clinics was strongest.* Over sever-
al years, however, the provinces largely moved into compliance. Nevertheless, the
coincidence of the unilateral introduction of the CHST, a large cut in funding, and
the campaign against facility fees generated deep anger in several provinces and a
broad-based provincial questioning of the legitimacy of the federal role.

The complexities of these debates are explored in the other chapters of
this volume. However, the lesson is clear. It is time to step back from the day-to-
day battles, and to reflect once again on fundamental questions about federalism
and health care. What is the appropriate role of the state in health care? What are
the basic principles and considerations that should inform debates about the fed-
eral tole in health care? What are the choices, and what is at stake in choosing
‘among them? These questions are taken up in the sections that follow.

THE GENERAL RATIONALE FOR STATE
INTERVENTION IN THE HEALTH ARENA

s noted earlier, the case for federal intervention in the health sector pre-

supposes some general rationale for government intervention in the first

place. Moreover, different artitudes about the nature of the general role
for government inform the debate over federal and provincial responsibilities.

Health care services are unlike most other goods and services used by
persons in the market economy. Resources used in the health sector are not allo-
cated solely, or even primarily, by the price mechanism. Governments are heavi-
- ly involved in the various stages of their provision, including the training of
" professionals who deliver health care, the regulation or provision of various

forms of health care services and products, the financing of health costs, regula-

tion of health standards in product markets and places of employment, public

education, research and development, and the prevention and eradication of vat-
~ ious forms of disease.

In this section we outline the arguments for government intervention in
health care. Policy analysts often find it useful to disaggregate these arguments
into two main sorts — those concerned with efficiency and those concerned with
equity. Although in the end the two sorts of arguments are interdependent, the
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Tahie 5
DEDUCTIONS FROM PROVINCIAL TRANSFERS UNDER THE CANADA HEALTH ACT

IN THE 19908 (thousands of dollars)

Nfid PEl NS  NB  Que Ont Man Sask Afta BC  Can

1992/93 83 83

1993/94 1223 1,223
1994/95 _ 616 676
1995/96 46 2 269 2319 43 2709
1996197 96 12 588 1266 2,022
1997/98 128 57 587 172
1998/99 53 39 612 704
1999/00 48 48

Source; Standing Senate Committes on Social Affairs, Science and Technology, The Story So Far. Vol. 2 of The Heaith of Canadians
- The Federal Role. inferim Report (Ottawa: Queen’s Printer for Canada, March 2001), table 2.3, p. 39.

distinction remains a useful one, and we adopt it here. The outcome of this dis-
cussion and an evaluation of the legitimacy of the various arguments for state
intervention will serve as important considerations for our subsequent discus-
sion of the role of the federal government. We begin with efficiency considera-
tions, since economists typically invoke these as the main source of market
failure. However, as will become clear, the primary rationale for government
intervention in health care is based on redistributive equity or social insurance
grounds. Efficiency considerations are nonetheless important for selecting among
policy instruments for achieving these social objectives.

Efficiency and Market Failure
Markets are efficient mechanisms for allocating resources to the extent
that they result in all “gains from trade” being exploited. Well-functioning com-

- petitive markets have the feature that the market price reflects both the benefit to

the user of the last unit purchased and the cost to the supplier of the last unit pro-
duced. At quantities below that, the benefit of an additional unit of product would -
exceed the cost of providing another unit, so mutually beneficial gains can be
obtained by expanding output, and vice versa for quantities above that. A prime
facie case for government intervention exists whenever the benefit to users of an
additional unit consumed exceeds the resource cost of producing another unit.
Public finance economists have identified a number of situations in



20 Keith Banting and Robin Boadway

which markets may fail to provide certain types of goods or services efficiently.
Some of the more important ones include the following:
> The free-rider problem: Persons cannot be easily excluded from obtaining
the benefits of some goods (for example, public goods) so will not will-
ingly pay a price for them. '
> Externdlities: The production or consumption of some products yields
benefits or costs to third parties that are not reflected in market prices.
> Increasing returns to scale: Competition cannot be sustained, so the mar-
ket ends up being served by a small number of firms who are able to
restrict output and increase prices above marginal costs.
> Asymmetric information; One side of the market is better informed than
the other side; the better informed party has a form of informational
advantage analogous to a monopoly advantage, and is able to manipu-
late prices in its favour.
> Coordination problems: In a changing world, supply decisions and
demand decisions taken at the same time are not always coordinated, so
prices are temporarily out of equilibrium, and the amounts demanded
and supplied are not equalized.

- > Transaction costs: Trading in the real world can be a complicated matter,
and resources must be used up in purely administrative costs (legal fees,
advertising, record-keeping, and overhead).

Some or all of these elements are present in the markets for health services and
products. In fact, health care consists of a wide variety of types of goods and ser-
vices, including medical care, hospitals, diagnostic services, pharmaceuticals,
prosthetics, immunization, preventive measures, and so on. Different aspects of
health care may be subject to different forms of market failure. However, asym-
metric information, economies of scale, and externalities in particular, inform
debates about the role of government in health care, including especially the
choice of policy instruments. We begin with the sources of market failure that
have dominated much of the economics debate — moral hazard and adverse
selection — before turning to those that might be more important ini establishing
a role for public provision of health care per se.

-Asymmetric Information and Moral Hazard
Moral hazard is one consequence of asymmetric information. It occurs
when one side of a transaction cannot observe actions or characteristics of the
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other side that affect the benefits generated from the transaction. It is especially
prone to happen in insurance situations when an insurer cannot observe the
behaviour or the state of persons being insured. Moral hazard can take two forms
— an ex dnie form and ex post form. Ex ante moral hazard occurs when preventive
action cannot be observed. The existence of insurance provides an incentive for
persons to reduce their level of preventive effort, thereby increasing either the
probability of an insurable outcome or its magnitude. Thus, fire insurance may
induce persons to be less vigilant, and automobile insurance may induce them to
drive less safely. Ex post moral hazard occurs when the severity of insurable out-
comes can be mitigated by compensating expenditures. Theft insurance may
replace items that are stolen, but these are difficult to verify. In either case, the
insurance providers will react by restricting the amount of insurance that can be
purchased by devices such as co-payments or deductibles. This is inefficient in
the sense that if preventive actions and ex post compensating expenditures could
be perfectly monitored, insurance could be made contingent on them and full
insurance could be provided.

Health care is prone to both types of moral hazard, especially to the ex
post form. Once persons become il to the extent that health insurance covers the
cost of curative expenditures, there will be an incentive to incur inefficiently large
amounts of care. Health insurance may also induce lower levels of preventive
expenditures. In these circumstances, insurance will again be inefficient, and in
private markets this would be reflected in user charges either of the co-payment
or the deductible form.

The extent of the inefficiency due to moral hazard depends upon the
extent of discretion available to users of health care services. Clearly there are
many forms of service over which the insured person has limited discretion. For
medical, hospital, and diagnostic services, health care professionals have much
more discretion than those being insured. In these cases, moral hazard applies
more to the behaviour of these professionals than to the person using the health
services. The moral hazard problem then turns into a problem involving incen-
tives facing those who deliver the services. Various forms of payment can be used
to mitigate the problem, such as capitation and salary components alongside, or
instead of , fees for service. '

For our purposes, however, the asymmetric information problems that
give rise to moral hazard are not likely to be significantly different for public
health insurance than for private health insurance. The implication is that,
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although moral hazard leads to inefficiency, it does so whether the insurance is
provided by the public sector or the market. Market failure due to moral hazard
does not imply an efficiency case for public provision. In fact, it does not even
imply that public intervention in other ways (subsidization and regulation, for

example) is justified. Private market responses to moral hazard using co-insur-

_ance or deductible provisions to limit the extent of insurance turn out to be effi-

cient responses, given the information available, and there is no guarantee that
public interference with these market mechanisms will improve efficiency.

Asymmetric information and Adverse Selecfion

A second consequence of asymmetric information is adverse selection.
Adverse selection occurs when persons face systematically different risks because
of different personal characteristics. If insurers could classify persons according to
their risk class, they would charge appropriately different insurance premiums to
reflect the likelihood of claims. This would be an efficient thing to do. However,
if households cannot be so classified, inefficient outcomes will prevail. There are
two possibilities. If insurance companies cannot identify the total amount of
insurance households buy, the best they can do is offer a uniform insurance con-
tract — a so-called pooling contract — to all persons regardless of risk class. Such
insurance will be inefficient because low-risk persons will face excessive premi-
ums given their level of risk, and will therefore underinsure. On the other hand,
if insurers can observe the quantity of insurance each person buys, they can make
available different quantity/price combinations that induce households to self-
select (referred to as separating contracts). Once again, this is inefficient because
the package intended for low-risk persons cannot be generous enough to attract
high-risk purchasers. More important, in this case there may be no equilibrium in
the insurance industry. Insurers will attempt to cream off the low-risk persons, but
in so doing they will force other insurers to make a loss and revise their policies.
Notice that this adverse selection argument relies on persons themselves being
better informed than insurance companies about their risk class.

Adverse selection problems might plague private markets for health
insurance. If insurance companies cannot perfectly observe the risk of ill health
for individuals as well as the individuals themselves can, they cannot tailor insur-
ance policies efficiently. Private insurance markets will at best be inefficient, at
worst unstable. Whether or not adverse selection is a quantitatively significant
problem is an open question. In the case of health care, it is certainly conceivable
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that insurance companies can make themselves as well informed as persons seek-
ing insurance. Indeed, this ability may well increase dramatically to the extent
that DNA profiling becomes possible.

As in the case of moral hazard, however, it is not obvious that the gov-
emnment can do better than private markets. It is not likely to be better informed
than insurance companies. The one possible form of intervention that might
improve efficiency is to mandate compulsory insurance coverage. This at least
avoids the problem of unstable insurance markets that never reach equilibrium
outcomes. However, as in the case of automobile insurance, there is no particular
reason why the mandatory insurance provided must be public rather than private.

It should be pointed out that from & pute efficiency point of view, the
fact that persons are in different risk classes is itself not relevant. A fully efficient
health insurance scheme would be one that charged higher premiums to those
who are at greater risk of becoming ill. Indeed, there may be some persons who
are virtually uninsurable because of their level of risk. And, those Who are mote
at tisk may well have fewer resources with which to purchase insurance.

In fact, it may well be that insurance companies can end up doing too
much sorting of households by risk class, the opposite of an adverse selection
problem. This might occur to the extent that insurance is for a limited term.
-Thus, after households incur an illness, it will be in the interests of the insurance
comparty to change the terms of a policy once it comes up for renewal. If insuz-
ance policies are not long-lasting, persons who become {ll may subsequently be
uninsurable. To the extent that this occurs, insurance might be considered inef-
ficient from an ex ante point of view since individuals are unable to insure them-
selves fully against all future health contingencies (Cutler 2002). One might have
thought that markets would take care of this problem by offering very long-term
insurance contracts. But insurance companies may be unable to do so because of
the uncertainties that exist about future medical technologies and costs. It might
be argued that the prevalence of occupational health insurance plans is a partial
response to this problem, since they offer more permanent protection to employ-
ees who become ill. A full response might involve public provision, which effec-
tively pools all risk types together whether they are privately insurable or not.

In fact, the case for public insurance based on the uninsurability of
households that have become ill in the past is basically the same as the social
insurance rationale for public insurance discussed below. Whether it is consid-

ered an efficiency or an equity rationale is an open question. In our discussion,
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we treat it as an equity rationale.
1f moral hazard and adverse selection do not point to an efficiency case

for public intervention, other considerations do raise relevant concerns.

Asymmetric Information and the Monopoly Power of

Health Care Providers )

Another form of asymmetric information is more relevant for the health
care sector, and that is the imbalance among service providers, clients, and those
financing health care. A significant feature of health care is that the providers are
typically much better informed than the individuals being served or the institu-
tions doing the insuring. Their skills ensure that they have effective control over
the supply of health care. Moreover, in many cases, health professionals have col-
lective control over the supply of their numbers as well as over other aspects of
their behaviour (iraining, discipline, and remuneration). A substantial propor-
tion of the costs of training health care professionals is either directly or indi-
rectly borne by the public sector. These facts suggest that some collectivization
of the demand or financing side is called for as a counterweight. In the absence
of such collectivization, suppliers of health care would effectively be in a near-
monopoly position, with the result that market prices would be excessive and
supply inadequate.

In fact, some of this tendency to monopolization might be countered by
the existence of large insurance companies, but that possibility gives rise to a cat-
egory of problems considered next. The desire to have a collective institution act-
ing as a counterweight to the inevitable existence of monopoly on the supply side
of health care constitutes an argument for the single-payer system of financing
health care. A single payer serves to ensure that the monopoly power of suppli-
ers is not exploited by excessive prices for health care services and costs of health
care professionals, which constitute the bulk of the costs of health care.
Moreover, the obvious choice of a single payer is the public sector. The alterna-
tive would be to ‘create a private monopoly representing suppliers, and that
would have its own disadvantages.

Ecanomies of Scale, Administrative Costs,
and Cost Control
Economies of scale constitute another source of monopolistic tendency

in addition to the information advantages just discussed. In industries character-
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ized by economies of scale, it is hard to maintain the amount of competition
required to generate an efficient allocation of resources. In such circumstances,
governments might intervene by public ownership or by regulation in an effort -
to avoid the monopolistic tendencies that would otherwise arise. However, it is
hard to maintain that scale is a determining issue in the health sector, since
health services are typically delivered to individuals by small units such as doc-
tors’ practices and hospitals. The most likely candidates for non-competitive
behaviour arising from economies of scale might be insurance companies. These
must be large enough to be able to diversify insurance risks, so scale is obvious-
ly important to them. But a number of insurance companies offer supplementary
health insurance plans at the moment, and entry into the industry is open. Given
that the products they provide are reasonably close substitutes, it does not take
a large number of firms to ensure competitiveness. Moreover, even il scale were
a problem, it is not clear that public provision would be the best policy response.
Administrative costs, however, do represent a more compelling argument
for a public role. There is evidence from the United States that the purely adminis-

trative costs of using private insurance as the primary means of financing health care

are very high as a proportion of health care expenditures. There may be various rea-
sons for this. One is that private insurers might be willing to incur costs of adver-
tising and other measures to diversify their products in a world where products are

* otherwise very similar. Private insurance might lead to more litigation, with the

ensuing costs of settling claims. Administrative costs are imposed on doctors and
hospitals who must deal with several insurance companies. There are also costs
associated with acquiring the kind of detailed information that is necessarily
involved in providing insurance, as well as various legal costs. These considerations
suggest that there may be significant economies to be gained from single-payer sys-
tems. Given that, there are also advantages in the single payer being the public sec-
tor in order to avoid the obvious disadvantages of a monopoly private insurer.
Finally, many analysts contend that a single-payer systerh provides for
more effective cost control in health care for reasons that go beyond administra-
tive costs and countering the potential monopoly power of health providers. It is-
often argued that, in the context of multiple payers in health setvices, attempts
to contain health spending in one area simply shift the pressures elsewhere in the
system, much as when a balloon, squeezed at one end, expands at the other. This
tendency for cost containment to be weakened by cost shifting has been dis-
cussed extensively in the United States, where efforts to contain costs in public
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programs such as Medicare and Medicaid led providers such as hospitals to
transfer more of the costs to private insurers. In contrast, a single-payer model
provides more powerful levers of cost control. Canadian provinces approximate
the single-payer model, and when they sought to limit their costs, especially
between 1992 and 1997, service providers were left with nowhere to shift their
costs. Presumably, more effective cost containment contributes to efficiency in a
wider sense by containing pressures for upward movement in the taxes associat-
ed with health care.

Externalities and Public Goods _

Many forms of health services have an aspect of public good or exter-
nality to them. Control of communicable disease is an obvious example. Others
include saﬁitation, health safety regulation, water quality, and air quality The
provision of health-related information constitutes a health service in a broader
sense. Examples include information regarding healthy activities and health pro-
motion measures. In all of these cases, private provision would be inefficient
because of the [ree-rider problem. There seems to be little dispute about the
rationale for government intervention in these cases, although the form of the
intervention may be in dispuie (wiiness the debate over privatization of water

provision and regulation).

Summarizing the Efficiency Case

In summary, there is an efficiency case for government intervention in
the health care field. This case does not depend primarily on moral hazard,
adverse selection, or economies of scale. Although moral hazard and adverse

. selection may well be present in the health sector, the public sector is not likely to
-be able to overcome the informational problems that give rise io these phenom-

ena. At best, there might be arguments for mandatory health insurance, which

might be provided either privately or publicly, to overcome the consequences of

adverse selection. Nor are there arguments based on economies of scale. However,
there are efficiency arguments for a single-payer system, to avoid what seem to be
excessive administrative costs of operating private health insurance, to balance the

collective organizations representing health care professionals, and to enhance the

capacity for effective cost control. There is also a strong case for public interven-

tion in areas of public health, public salety, and public information.
While the efficiency case for public intervention is important, it is sub-
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ject to two qualifications. First, although the failures of the private sector consti-
tute a necessary prerequisite for state intervention, they are not sufficient. There
may be shortcomings in public sector solutions as well, We have already referred
to the fact that the government may be no better informed than the private sec-
tor and therefore may not be able to overcome moral hazard and adverse selec-
tion any better. In addition, there may be various sources of failure that temper
the case for government intervention. One source of failure is that the public sec-
tor may be prone to its own forms of inefficiency. Since it does not have the dis-
cipline of competition, it is argued that there are not the same incentives for cost
effectiveness that exist in the private sector. This constitutes a caveat that might
be set against the advantages of a public single-payer system. However, there are
some substitute devices that may be used to enhance public sector efficiency. One
that is relevant in federations is decentralization, which may induce forms of
~ political competition conducive to efficiency. A second is the use of the private
sector to supply services even where they are being financed publicly. There may
also be various ways of enhancing the accountability of public health care, such
as the provision of full information to the public and the use of public audits.
Second, while these efficiency arguments are important, they may not
seem sufficient, on their own, to justify fully the kinds of state intervention that
one observes in almost all OECD countries (with the major exception of the
United States), the most apparent of which is the provision of more or less uni-
versal coverage of hasic medical and hospital services. This is an outcome that
_goes beyond a single-payer system and the provision of public health. It gener-
ates a much different allocation of health services to individuals than the market
system would entail. The case for this type of approach must be based on con-

siderations other than economic efficiency, to which we now tum.

Redistributive Equity, Social Justice,

and Sharing

Much of government policy is concerned with redistribution in favour of
those who are deemed to be deserving or in need. Modern redistribution theory
posits that individuals differ in a variety of characteristics, all of which affect the
outcomes they face in the market economy. A distinction is often made between
those characteristics for which differences ought to be compensated — the “ptinci-
ple of compensation” — and those for which the individual is deemed responsible
— the “principle of responsibility” (Roemer 1998). In the latter category one might .
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inctude individual preferences, such as the taste for leisure, the choice of automo-
biles, smoking, and the like. In the former category, one would include differences
in income-earning ability, inherited wealth, and, more relevant for our purposes,
differences in health status that are not fully under the control of the individual.
Ideally, governments might be willing to compensate fully for differences over
which the individual has no control, but not for differences that result from indi-
vidual decisions, although in practice the two may not be perfectly distinguishable.

Debates about redistribution in the health sector are conditioned by two
critical characteristics that set many forms of health care aside from other products

‘and services. First, the need for health care is typically uncertain, or risky: it is only

needed in the event of ill health. Second, the risk of ifl health is unevenly distributed
among the population as a whole. Markets can often be established to pool or share
tisk among members of the population at large, especially when outcornes ate ran-
domly distributed among the population. However, risks of ill health are not always
insurable on the same terms among different members of the population. Some per-
sons have a systematically higher risk of illness than others. Private insurance com-
panies would offer appropriétely different terms to persons with different levels of

_ insurability, and those with a higher risk of illness could only be insured at much

higher costs. Indeed, some may be virtually uninsurable in the sense that the

_chances of their falling ill are very high, Moreover, one’s insurability can change over

time as one’ risk of illness varies. A person who acquires heart disease is unkikely to

~ be able to purchase health insurance easily after that fact becomes known. Thus, the

extent of insurability depends upon the extent to which onek susceptibility to ill

. -healih is already known. The extreme case of this change in insurability cccurs at
. birth, since one is typically born with particular health characteristics, making some

persons mote insurable than others. However, one’s insurability at birth is in some

. sense a matter of luck: some persons are born luckier than others.

_ The institution of social insurance ts used to capture and offset this kind
of luck. Social insurance is the term used by economists for schemes that com-
pensate persons for bad luck even if it arises in an uninsurable form, as in the
case of differing degrees of illness insurability. The notion that individuals ought
to be compeﬁsated for their inherent difference in health status is a normative

- principle which incorporates a value judgment that not all will accept. However,

it is a principle that is consistent with the observed tendency of governments to

redistribute extensively through the health care system.

It is important to note that the meaning of social insurance as it is used
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here in the economic sense differs from that used in some other contexts, includ-
ing legal ones. The key feature that makes it social rather than private insurance
is that payouts are conditioned mainly by need rather than by purely actuarial,
or insurance profitability, principles. In a sense, social insurance requires that the
relevant risks be pooled across society as a whole, whether its members are insur-
able or not. Moreover, there is no need for social insurance to be financed by con-
tributions, or if it is, for contributions to bear a close relation to expected
benefits. On the contrary, full redistributive equity is better achieved if the sys-
tem is financed out of general revenues. This differs from the definition of social
insurance in constitutional jurisprudence discussed in the last section, which
conceived of social insurance more narrowly as insurance delivered by the pub-
lic sector but having important characteristics normally associated with private
insurance. In that context, social insurance refers to public schemes in which
there is some relation between contributions and expected benefits, albeit not
necessarily fully actuarial {Myles and Pierson 1997). Contributors acquire an

entitlement to some level of benefits in the future, as in unemployment insurance

or public pensions such as the Canada and Quebec Pension Plans. As we saw, the
challenge to the constitutionality of federal programs in these two areas in the
1930s turned in large part on their contributory nature. This is of more than
pedantic relevance to the issues at hand. If schernes that are social insurance in
the economic sense but are financed out of general revenues are not considered
to be social insurance in a legal sense, the federal government might have wider
latitude to implement them without running afoul of the constitution.

Even if one accepts the economist’s notion of social insurance, its imple-
mentation is not straightforward. As with differences in productive ability, differ-
ences in health status — and therefore differences in illness insurability — carmot
be readily observed by government. If they could be, transfers could be made
contingent on health status to compensate different persons for differences in pri-
vate insurability. These would be sufficient to allow everyone to buy full cover-
age of basic insurance at actuarial rates’ However, with health status
unobservable, any compensation scheme must rely on actual usage of the health
care system, which points to a larger role for public health insurance.

Several points should be noted about the sort of coverage that would be

appropriate under a system motivated by social insurance rather than simply by

 efficiency:

> Since the idea of social insurance is to compensate persons, regardless of
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their means, for differences in health status, basic forms of health care

- would be available universally to all persons. This would be like a uni-

>

versal pooling insurance scheme available equally to all individuals but
also financed out of a commmon pool of general revenues that is structured
with ability to pay (vertical equity) taken into account. This peoling ean
equivalently be viewed, along with other schemes of redistribution, as a
form of community sharing. All members of the relevant community are
treated uniformly by the social insurance system. What “relevant com-
munity” means is important in a federal context, and we shall return to
that issue in the next section.

The pattern of health expenditures across households would be far dif-
ferent from that found under a private insurance scheme. In particular,
there would be a significant redistributive component implicit in the
health care system {except in the very unlikely event that there was a
perfect negative correlation between higher incomes and good health
status), Lower-income households would obtain much higher benefits
from the system than they could pay for — or would be willing to pay
for — on the private market, and vice versa for higher-income persons.
However, there would also be implicit redistribution among individuals
within income groups since some would have better health characteris-
tics than others. The point is that an income tax transfer system could
not possibly be relied on to compensate deserving persons, given the
inability of governments to target those with a higher risk of illness.®
This inability in turn implies that the private sector could not be left to
itself to provide social insurance. In principle, the public sector could
fund the provision of basic health services through its general revenue-
raising system and still allow the health services to be provided in a reg-
ulated manner by private providers. But, even in this case, there is no
real role for private insurers, since the government does the financing
out of general revenues. Notice that a social insurance system is effec-
tively a single-payer system, so would capture some of the advantages
of such systems noted in the previous discussion.

A system of social insurance does not get around incentive problems,

- which arise precisely because individual health characteristics and

behaviour cannot be perfectly monitored. The presence of possibly
adverse incentive effects gives rise to an efficiency/equity trade-off that
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might be addressed, for example, by user fees. A concern with user fees

is that they would be a deterrent to lower-income households, and

therefore violate the principle of social insurance unless they were
somehow geared to income,

> The logic of social insurance itself does not reject a dual private/public '
system. As long as a public system is financed out of general revenues and
makes health services uniformly available, the co-existence of a private
system serving those who wish to opt out is not inconsistent with the
principles of social insurance. Arguments to the contrary stem from judg-
ments of political feasibility and the sustainability of a public system in
the face of a parallel private one. Studies suggest that increases in private
funding are associated with declines, over time, in allocation of public

funds to health care (Flood, Stabile, and Tuohy 2002).

While the equity or social justice arguments are based on social insur-
ance or community sharing, other related normative objectives are also relevant in
the health context. One is equality of opportunity. In contrast with the standard
notion of vertical equity, which concentrates on equalizing ex post market out-
comes, equality of opportunity refers to equalizing the ex ante position of persons
— equalizing the ability of different households to participate in the economic and
social life of society Good health, like education, contributes to this objective.
Another social justice argument is economic security, which refers to offsetting the
effects of unanticipated changes in ones economic circumstances. To the extent
that ill health affects economic outcomes through lost productivity, health care |
contributes to economic security. This benefit is obviously of the same class of
concerns as social insurance itself. Health care might also be seen as an important
dimension of intergenerational equity. To the extent that there are arguments for
redistributing from the current working generations to the elderly, the provision
of health to the latter may be a particularly attractive means of making the trans-
fer in a way that targets the most needy. Thus, even in the United States, where
public health insurance is generally not available, it is available to retirees.

Finally, there is an argument, referred to as the Samaritans dilemma
(Buchanan 1975), which can be used to justify state intervention in insurance-
type markets. The argument is that persons who expect to be cared for in the
future will have less incentive to take measures to ensure their future well-being.
Thus, they may acquire too little insurance, take too little care of themselves,
engage in excessively risky activities, save too little for retirement, and undertake
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too little training. Government for its part is the Samaritan: it cannot help help-
ing those in need in the future. Economists refer to this as the problem of time
inconsistency. It has been used as an argument for state intervention in pensions,
automobile insurance, unemployment insurance, and even education (Boadway
and Keen 2000). It might also have some contributing relevance to state inter-
vention in health insurance. If individuals do not insure themselves, in anticipa-
tion that they will be cared for by society in the event of major illness, the state
might improve matters by instituting mandatory health insurance.

In weighing these various considerations of redistributive equity or
social justice, however, the one based on social insurance seems to be the most

convincing.

Summarizing the Case for a Public Rofe

in Health Care

The case for a public role in the health sector is thus rooted in both effi-
ciency and equity concerns. Efficiency considerations suggest that single-payer sys-
tems can Teduce administrative costs, balance the collective organizations
representing health care professionals, and strengthen the capacity to restrain the rate
of growth in costs. Public action is also important to offset externalities in the field of
public health. However, the scope and nature of government intervention in the
health sector in most OECD countries, especially in the provision of health insurance,
are also based heavily on concerns for equity and sharing. The most powerful ratio-
nale for state intervention in health care is based on the notion of soctal insurance.
The core argument is that persons ought in principle to be compensated for differ-
ences in their risk of ill health, aver which they have no control. This constitutes a
form of community sharing, and in the final analysis, the equity argument for a pub-
lic role depends on a collective sense of responsibility of citizens for each other.

It is worth re-emphasizing that the legitimacy of the social insurance
role of government relies on acceptance of the values underlying it. Not surpris-
ingly, therefore, debates over the appropriate role of public health policies are
often controversial, and the level of consensus among the population is critical.
Lack of unanimous consensus is a typical feature of redistributive policies. This
is not just a matter of conflicting individual interests, but more importantly one
of conflicting conceptions of the public interest. Some fear that policy will be

determined more by special interests than by a broad consensus on the public

interest. This problem has no easy remedy; and there will be those who take a
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more cynical view of government, and use it to argue against state intervention
in health care. In the end, however, one must accept the legitimacy of decisions
taken through cur democratic institutions. '

Recognition of the complex nature of the case for a public role in health
care — and of the importance of a commitment to community sharing — is essential
when considering the division of responsibilities for health care between federal and
provincial governments. It is to this second dimension of choice that we now tum.

DEFINING THE SHARING COMMUNITY IN A
FEDERATION

eciding on the appropriate role for the state in the provision of health care
is only the {irst step in mapping the public sector role in the area. The next
dimension of choice concerns how the public role should be divided
between different levels of government. Although this step faces all countries, it
takes on a special significance in federal states, where constitutional authority is
formally divided between federal and provincial or territorial governments.
We have seen in the previous section the part that equity and efficiency
considerations play in staking out a role for the state. In a federation, these val-
‘'ves take on an additional dimension. Given our earlier conclusion that it is equi-
ty — or, equivalently, social insurance and sharing — that supports the sort of
‘comprehensive public health insurance systems found in most OECD countries,
we begin with that value. Efficiency considerations, which condition the appro-
~ priate type and design of policy instruments, are taken up subsequently. Our aim
- is to consider the additional issues that arise in applying these values in a feder-
al context, where citizens are simultaneously members of a province or territory

and the national community.

Redistributive Equity and the Sharing

Community

As we have seen, a commitment to the principle of social insurance
depends on an underlying sense of shared responsibility of individuals for each
other. However, this leaves open the question of the precise dimensions of the
community within which sharing takes place.

Every country must define for itself the community within which shar-
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ing takes place and decisions about the extent of that sharing are made. In a uni-
tary nation, one presumes that a common standard of redistributive equity
applies for all citizens across the country, there being no particular reason to dis-
criminate against citizens in one region as opposed to those in another. To use
the terminology of economics, both horizontal and vertical equity ought to apply.
Persons who are 'in like circumstances with respect to the characteristics being
compensated ought to be treated identically, no matter where they reside.”
Common standards of sharing apply nationwide, and the broad policy frame-
work is set by the national government.

In a federation, matters are complicated by the fact that individuals
are members of two political communities - the community of citizens across
the country as a whole, and the community of residents within each province.

_ The relevant community for sharing purposes can apply along a spectrum that

spans two extreme possibilities. At one extreme, the entire country can be
viewed as the relevant sharing community. We refer to this as the exclusively
countrywide sharing case. In this case, redistributive equity would apply
nationwide as in a unitary state, and decisions about the extent of that redis-
tribution would be made by the political representatives of the country as a
whole. The objective of redistributive or social insurance policies would be to
compensate persons for differences in insurability by the same amount regard-
less of their province of residence. That is, horizontal equity would apply
across the entire country: persons who are otherwise identical but reside in dif-
fereni provinces would receive identical treatment with respect to redistribu-
tive policies. In practice, there may be reasons why horizontal equity cannot be
fully achieved, such as inequities that might arise if it is much more costly to
provide relevant services in, say, distant locations or small centres. But that
would not detract from the fact that, in principle, the sharing community is
considered to be the country as 2 whole. The extent of redistribution from the
more to the less advantaged, that is, the degree of vertical equity pursued,
would depend upon the national political consensus about the amount of com-
pensation for individual circumstances that is appropriate.

At the other extreme, the exclusively provincial sharing case, one
might think of the province as being the sharing community. According to this
view, redistribution occurs mainly among residents in each province. The
extent of vertical redistribution and the concept of horizontally equitable

treatment would both apply: at the provincial level, and each provincial gov-
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ernment would define the scope of redistribution separately. It is clear that if
this were the case, there would be considerable variation among provinces.
Different provinces have very different fiscal capacities for achieving redis-
tributive goals: they have different demographic and geographic make-ups;
and their citizens may well reach different consensuses about the appropriate
degree of sharing. In this case, unlike that of a countrywide sharing commu-
nity, horizontal equity would not apply across the country: otherwise identi-
cal persons would contribute different amounts or receive different benefits

-from the public sector (provincial and federal governments taken together).

Moreover, the degree of vertical redistribution could vary significantly from
province to province.

The exclusively countrywide and the exclusively provincial sharing
communities are the two extreme cases of possible sharing communities in a fed-
eratiorn. We can virtually rule both cases out as being irrelevant for the Canadian
federation. The exclusively countrywide case would be incompatible with any
provincial differences in standards of redistribution and therefore seems incon-
sistent with the constitutional and political realities of Canada. The exclusively
provincial case would rule out any role of the federal government in redistribu-
tive equity, including that related to its commitment to equalization as well as
that achieved by its access to redistributive taxes and transfers. It is necessary,
therefore, to consider cases in which the two sharing communities coexist, with
some degree of countrywide sharing coexisting with dilferent degrees of sharing
within provinces. Indeed, one might argue that this coexistence is the nature of
a federation. Countrywide sharing would reflect the idea that citizenship in a
country entails some expectation of comparable treatment in redistributive poli-
cies. But the federation itself is made up of separate provincial communities,
some of which might have greater feelings of provincial solidarity than others,
giving tise to asymmetries in redistributive policies.

The envisioned role of the federal government will be affected by what
one considers to be the relative importance of the entire country versus the
province as the primary sharing community. In this context, it is useful to dis-
tinguish three versions of the relevant sharing community along the spectrum of
possibilities. In all cases, the fact of countrywide sharing implies that there is
interprovincial redistribution. These models differ in the extent to which com-

mon interpersonal redistribution policies apply across provinces.
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Predominantly Canada-wide Sharing

The predominantly Canada-wide version takes the country as a whole as
the primary sharing community, and defines the extent of redistribution or social
justice in national terms. In this version, all citizens enjoy a form of social citi-
zenship; that is, they enjoy comparasble soctal benefits no matter in which
province they reside. As the British sociologist T.H. Marshall noted, the develop-
ment of a social dimension to citizenship represenied a pervasive trend across
Western democracies during the twentieth century (Marshall 1950). In previous
centuries, citizenship had come to embrace civil rights and political rights such
as the right o vote. During the twentieth century, a social dimension was added,
by creating social rights and obligations that individuals enjoyed not on the basis
of their class, religion, language, or place of residence, but by virtue of their com-
mon status as citizens. Stripped to its essentials, social citizenship implies that a
sick baby at one end of the country is entitled to medical care on the same terms
and conditions as a sick baby at the other end of the country.

This vision of countrywide sharing implies that political representatives
from across the country as a whole establish a conception of social benefits.
Putting it into place requires both full fiscal redistribution between provinces, and
strong, detailed countrywide standards with respect to the kinds of services and
redistribution policies that should be available in all provinces. Comparable stan-
dards of vertical equity would apply, which implies that horizontal equity would
‘apply nationwide. This version of sharing may well apply to some elements of
social policy but not others. That is, there may be a consensus that Canada-wide
standards should apply to some social insurance programs like health care and
unemployment insurance — because equal compensation for different fortunes in
one’s health or employment status may be valued for citizens in all provinces —
. whereas different standards may be tolerated across provinces for, say, income

redistribution programs such as welfare and redistributive taxation.

Predominantiy Provincial Sharing

The predominandly provincial version of the sharing community repre-
sents the least amount of countrywide sharing among our feasible options. It
leaves full scope for provincial governments to chart distinctive approaches to
vertical redistribution. Countrywide sharing in this case is limited to redistrib-
uting among provinces so that all provinces have the potential to provide com-
. parable overall levels of public services and redistributive equity, if they so
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choose. To use the terminology of the economics of fiscal federalism, intex-
provincial transfers should be such that average net fiscal benefits are equalized
across provinces.® At the same time, full horizontal equity would not necessari-
ly apply — net fiscal benefits would not be equalized for each and every type of
individual residing in different provinces. Some provinces might legislate high-
er degrees of redistribution than others. However, the system of intergovern-
mental transfers would ensure that each province has the potential to provide
comparable net fiscal benefits to all its residents.

This version of the sharing community corresponds with the principles
that underlie the current equalization systemn. That system involves transfers to
provinces with lower revenue-raising capacities so as to enable them to raise
some minimum national standard of tax revenues per capita at national average
tax rates. More generally, and with health programs in mind, a system of inter-
-provincial equalizing transfers that redistributes among provinces in a way that
fully reflects provincial differences in both revenue-raising capacity and need
would satisfy this version of the sharing community.

The Dual Sharing Community
These two versions of the sharing community serve as useful bench- -
marks, but obviously they do not exhaust the possibilities. One might think of
there being a continuum of views along the spectrum from predominantly
. Canada-wide to predominantly provincial sharing. It is natural to think of the lat-
ter version as being the lower limit of the spectrum because the Canadian con-
stitution sets out as a principle the federal governments commitment to
equalization, using wording that roughly corresponds with our definition of the
predominantly provincial version of the sharing community. For some, however,
this position on the spectrum does not leave enough room for Canadians to
decide collectively to establish a common approach to social benefits that reflects
a sense of social solidarity spanning the country as a whole. For others, the end
of the spectrum represented by predominantly Canada-wide sharing seems to
require redistribution standards resembling those one might expect in a unitary
state, and to give too little scope to the regional diversities that also define
Canada. Not surprisingly, much effort has been devoted to finding an intermedi-
ate position on the spectrum which balances the community of all citizens and
the diversity of regional communities. One such intermediate position would

involve a countrywide framework that defines some basic parameters of major
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social programs including health care but leaves room for provincial variation in
program design and delivery mechanisms that are consistent with the frame-
work. According to this intermediate position, which might be labelled the dual
sharing community or a modified form of social citizenship, citizens across the
country are assured of comparable, as opposed to identical, health care services.

The range of potential options is increased fusther by the possibility that
the balance in the strength of attachment to the countrywide and provincial shar-
ing communities might differ across the country. While much of the country
might prefer the dual sharing model, for example, one region might prefer the
predominantly Canada-wide sharing and another the predominantly provincial
sharing model. The possibility of regibnal differences in the sense of attachment
to community raises the possibility of asymmetrical relationships between the
federal and provincial governments in a federation. To make the analysis man-
ageable, this chapter focuses primary on the three primary conceptions of the
sharing community: predominantly Canada-wide, dual, and predominantly
provincial. Nevertheless, in practice, the possibility of combining different mod-
els in different parts of the same federal state is a real one.

In summary, where the federation situates itself along the spectrum will
affect the role of the federal government and the design of policy instruments for
effecting that role. Such choices ultimately reflect the underlying sense of com-
munity in the federation as well as the social context within which individuals
" feel a shared sense of obligation for each other’s well-being,

Examples of Federal Sharing

Communities: A Comparative View

Interestingly, most federations give substantial weight, in practice, to the
idea of countrywide sharing in the area of health policy. Almost all federal states
choose to engage both the central government and the provincial or state gov-
ernments in health care {Banting and Corbett 2002}, Inn this sense, multi-level
governance in health care is not simply a Canadian pattern: it represents the
norm among federal countries generally. However, federal countries tend to orga-
nize themselves so as to achieve significant countrywide sharing. Typically, legis-
lation passed by the central government sets a general policy framework that
delines key parameters of the health care system [or the country as a whole. In
many federal countries, the central government also administers important
health care programs itself, dealing directly with citizens and service providers.
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Moreover, where state or provincial governments manage parts of the system,
they' typically operate within broad parameters defined for the country as a
whole, and normally rely for a substantial portion of their financing on transfers
from the central government, transfers which incorporate a significant element of
interregional redistribution. ’
Although the relative balance between levels of government does differ
significantly from one federation to another, the central government in most
~major federations plays a much larger tole than in Canada. For example:
> In Belgium and Germany, the policy parameters are defined in a highly
centralized and corporatist process. The federal legislature incorporates
the resulting agreements in framework legislation that specifies in detail
key features of the system for the country as a whole. Program delivery
then proceeds on a decentralized basis through networks of social
Tunds.
> In Australia, the Commonwealth government plays the dominant role
.. .In two ways. First, it takes direct responsibility for major parts of the
Medicare system, providing for access to doctots, pharmaceuticals, and
nursing homes through programs that are administered by federal agen-
cies operating on similar terms and conditions across the entire country.
Second, it provides a special-purpose transfer to state governments to
support public hospital care, and attaches highly detailed requirements
concerning targets and auditing, with which states must comply The
result is a national health care system that operates on a similar basis
across the country as a whole.
> In the United States, public health programs present a bipolar case.
Medicare, which covers eldetly and disabled Americans and represents
two-thirds of total public health expendituzes, is a purely federal pro-
gram. Congress determines the basic policies, and a federal agency
delivers the program across the country as a whole. The federal govern-
ment also provides significant health services directly to mititary per-
sonnel and veterans. Support for poor Americans, however,
demonstrates a sharp contrast. Medicaid and the State Child Health
Insurance Program are federal-state programs supported by federal con-
ditional grant programs. Federal conditions are very general, and state
Pprograms vary considerably in eligibility, service coverage, utilization
limits, provider payment policies, and spending per recipient. '
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Overall, federal states have tended to approach a countrywide sharing commu-
nity in health care, such that a sick child in one region receives heath care on
comparable terms and conditions as a sick child in another region. The one par-
tial exception among the four major federations surveyed here concerns cover-
age for poor American families and children. Otherwise, the primary form of
territorial variation in health services in federations tends to be urban/rural dif-
ferences rather regional differences, as is the case in unitary states. That is, dif-
ferences between urban and rural areas within regions tend to be much greater
than differences between regions.

Defining the Sharing Community

in Canada

How do Canadians think of the sharing community in areas such as
health care? Canadians live in a set of overlapping sharing communities that are

“defined by their family and personal relations, their ethnic and religious back-

grounds, the languages they speak, and the local, provincial and federal arenas
in which they conduct their political life. In thinking about assigning the public
tole in health care within the federation, we have observed that it is the relative
strength of the citizens’ attachments to regional and pan-Canadian political com-
munities that is critical. Are citizens more strongly attached to their local and

regional communities, and do they seek to manage public programs that matter

“'to them at those levels? Or are they strongly committed to the pan-Canadian

community, and do they wish to debate and define core public programs with
fellow citizens from coast to coast to coast?

Fortunately, we have evidence on these issues.® Surveys of public atti-
tudes and values confirm that Canadians have a sense of attachment or belong-
ing to multiple communities, including both to Canada and to their province,
and see no reason to choose definitively among them. Given their allegiances

to both political communities, it is perhaps not surprising that Canadians want

-both levels of government involved in health care. Surveys regularly find that

Canadians see health care as a countrywide program and overwhelmingly sup-
port the engagement of both levels of government in sustaining it. They
endorse an active federal role, a preference that seems to have strengthened
over the 1990s, and they expect the federal government to be involved in
maintaining the system and ensuring standards. By wide margins, they want
the federal and provincial governments to collaborate in the management of
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the health care system, and they are uneasy about cuts in federal fiscal trans-
fers to provinces. In addition, public attitudes toward the equalization program
suggest reasonably strong support for the idea of pan-Canadian sharing. This
commitment to a countrywide conception of health care and the engagement
of both federal and provincial levels in defining and sustaining it suggests an
underlying pan-Canadian sharing community, and is consistent with what we
have termed a dual sharing community and a modified conception of social cit-
izenship in health care. .

This vision of a dual sharing community seems also to'accord with the
realities of social policy as conducted by the federal government and the
provinces up to the present time. The provinces are largely responsible for legis-
lating and delivering important public services in the areas of health, education,
and welfare. At the same time, the federal government intervenes in a number of
ways that lead to the achievement of reasonably comparable pan-Canadian stan-
dards of redistributive equity. The equalization program goes a long way toward
giving provinces the potential to provide comparable levels of these public ser-
vices using comparable tax rates. The dominant role of the federal government
in the income tax system allows it to achieve reasonably uniform standards of
vertical equity in after-tax incomes. This effect is reinforced by the fairly recent
federal system. of refundable tax credits, which extends national vertical equity
standards to those with low levels of income. There is an even greater degree of
national sharing for the unemployed and the elderly through the employment
insurance system and the system of public pensions. Finally, elements of a coun-
trywide framework in health care have always existed through the broad condi-
tions that have been attached to the original cost-shared grants and more recent
block grants for provincial health programs. Thus, there can be little doubt that
Canada-wide sharing currently exists alongside the sharing that occurs within
provinces through their redistributive programs.

In the specific case of health care, the Canada-wide framework is less
elaborate than in other federations. The federal government does not pfovide
health coverage directly to citizens generally; the conditions attached to inter-
governmental transfers ate less detailed; and the shift to block funding has large-
ly eliminated day-to-day federal scrutiny of specific provincial decisions. In
comparative terms, the Canadian health system is clearly more decentralized,
and is best thought of as an interlocked series of provincial and territorial health
care systems. The five principles of the Canada Health Act and the interregional
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transfers embedded in our fiscal arrangements do sustain reasonably comparable
standards in key health services across the countfy as a whole, but interregional
variation is greater than in the other federations discussed above.

There is some variation even in core hospital and physician services,
which fall within the framework of the CHA. As noted earlier, the Act requires
provinces to provide coverage for all medically necessary hospital and physicians’
services, as well as all medically necessary surgical-dental services that require a
hospital for proper delivery. However, provinces do vary at the margins in the
range of services that are deemed medically necessary from one province to the
next. Table 6 gives examples of services that are provided in some provinces but
not others. There is also variation in the availability of doctors, nurses, and hos-
pital beds provided across the country. It is worth noting, however, that decisions
on these services reflect different provincial decisions about the delivery of health
care services, rather than differences in the strength of provincial economies.
Reading Tables 7 and 8 together illuminates this point. Table 7, which shows

provincial per capita expenditures on health for selected years, suggests that the
Maritime provinces and Quebec tend to spend less than the national average and

Table 6

UNCOYERED HEALTH SERVICES, BY PROVINCE

I
Uncovered Service : Province
Eye examiﬁation (ages 19-64) PEI, NS, NB, Que, Man, Sask, Alta
Otoplasty (ear plastic-surgery} Nfld, PEL, NB, Ont, Alta
Gastroplasty (stomach-stapling) NB, NS
Reversal of sterilization PEl, NS, NB, Ont, Man, Sask, Alta, BC
Psychoanalysis Que, Man
Wart and benign skin lesion removal NS, NB, Ont, Man, Sask, Alta, BC
In-vitro fertilization Nfid, NS, Ont, Man
Chiropractic services Sask
Eye refractions Nfld, Sask
Source: Standing Senate Committee on Social Affairs, Science ang Technology, The Story S Far. Yal. 1 of The Health of Canadians; The
Federal Rale. Interim Report (Ottawa; Queen's Printer for Canada, March 2000), table 6.1, p, 99
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Table 7
PROVINCIAL GOVERNMENTS' PER CAPITA HEALTH EXPENDITURES, 1975-2001
{doilars)

Nfid  PEl NS NB  Que Ont Man Sask Alta  BC Can -

1975 358 353 323 301 - 400 38 368 39 384 |2 376
1976 389 383 362  3/2 465 429 435 I 434 48 4n
1977 43 49 398 391 508 462 479 435 451 485 468
1981 684 679 610 67T 805 689 755 2T 86 842 7%

1986 1060 1026 1031 1047 1150 1365 1,063 1189 1364 1147 1169
1991 1483 1454 1461 1477 1585 1M9 1611 1653 1633 1652 1645
1996 1650 1563 1413 1637 1590 1681 1694 1605 1469 1848 1,652
2001 2420 2033 200 213 1981 2176 2359 2248 2293 2457 219

1 pata for 2001 are forecasts, ’
Source: Canadian Institute for Health information {CIHI), Statistics by topic — macro-spending, table 10.

Tabte 8
HEALTH SERVICES IN THE PROVINCES AND TERRITORIES, 1998

Doctors per Registered Nurses Acute-Care
1,000 Population per 1,000 Population Hospital Beds
' per 1,000 Population

Newfoundland 17 98 33
Prince Edward Island 13 23 35
Nova Scotia 19 9.1 36
New Brunswick 15 99 39
Quebec 2.1 1.7 37
Ontario 18 69 22
Manitoba 1.7 89 36
Saskatchewan 15 8.2 39
Alberta 16 75 22
British Columbia 19 69 22

1 Yukon 1.5 78 1.8

| Northwest Territories 09 78 _ 39
Source: A. Maioni. Health care in the new millenium, in . Bakvis and G. Skogstad (eds), Canadian Federalism: Performance,
Effectiveness, and Legitimacy, (Oxford University Press, 2002), table 5.3, p. 97.
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Table 9

PROPORTION OF THE POPULATION WITH PRUG INSURANCE COVERAGE.
|

Percent Covered

Newfoundland ' 65

Prince Edward Island 73

Nova Scotia ' 76

New Brunswick &7

Quebec . 100

Ontario 100

Manitoba 100

Saskatchewan 100

Alberta 83

British Columbia 100

Canada : T

Source: Standing Senate Commitiee on Social Affairs, Science and Technology, fsswes and Options. Yol. 4 of The Health of Canadians -

The Federal Role. Interim Report {Ottawa: Queen’s Printer for Canada, September 2001), table 1, p. 73,

the rest of the provinces more. However, differences in the cost of providing ser-
vices help explain part of this pattern. Table 8 suggests that, although there is
considerable variation in the numbers of doctors, registered nurses, and acute-
care hospital beds across the country, the differences are not rooted primarily in
provincial income levels.

. Much more substantial regional differences are evident, however, in ser-
vices that fall beyond the ambit of the Canada Health Act, such as drug therapy out-
side of hospitals and homecare. Drug insurance differs widely across the country.
Provincial programs tend to cover low-income senior citizens and social assistance
recipients in all regions, but coverage of other citizens varies considerably. Table 9
shows the proportion of the population in each province that has drug coverage
from public and/or private plans. Five provinces ensure 100 percent coverage by
establishing programs that provide a minimum level of coverage for all residents.
For example, in 1997 the Quebec government introduced a comparatively gener-
ous public drug plan that covers everyone who does not have access to private
insurance. Albeita has a comparable plan, but participation is not mandatery and
a significant minorlty have chosen not to join and thereby avoid the provincial pre-
mium. The Atlantic provinces are at the other extreme, there are no public drug
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plans to cover the entire population in this part of the country, and private cover-
age also tends to be more restricted. In addition to such gaps in coverage, many
more Canadians and their families are underinsured, in the sense that they can be
placed in financial jeopardy by catastrophic drug costs.

Home care is a second area that varies greatly across the country. Although
each province and territory offers some form of home care, there are major differ-
ences in eligibility, the proportion of those needing care who are covered, the range

-of services provided, and the level of user fees. All jurisdictions offer services such

as assessment, nursing care, and home support for those they deem eligible. But
only some provincial programs provide physiotherapy, speech therapy, and respi-
ratory therapy (Standing Senate Committee 2001b, 81).

The importance of the CHA is highlighted by the greater regional differ-
ences In programs outside its scope. Nevertheless, current trends do pose impor-
tant questions. When the countrywide framework was established in the postwar
decades, hospital and physician services represented the core instruments in health
care. Currently, however, drug therapies and home care are rapidly growing com-
ponents of the sector. The fact that they also fall outside the CHA means that the
pan—Caﬁadian model of health care is more heavily modified with each passing
year.

Canadians have long been committed to sharing, both within their
regional communities and across the country as a whole, and they expect both
levels of government to respond to important social needs such as health care.
During the postwar era, Canada established its own version of a dual sharing
community in health care, which took the form of reasonably comparable
health services for all Canadians and represented an element of social solidarity -
across the country as a whole. However, it is important to recognize the limits
of the Canadian approach here. In comparison with other federations, the
Canadian system of health care is decentralized, and the Canadian model of
sharing is more fragmented, especially outside the range of services covered by
the CHA. Moreover, these limits are growing. The increasing role of health
instruments that fall outside of the Act represents a quiet narrowing of social cit-

_izenship in Canada.

Every generation must judge anew the role of community sharing in the
life of the country. There is no reason to assume that the postwar model should
remain fixed in time. The growing importance of health instruments outside of
the CHA raises questions about their possible inclusion, in some form, into a
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dual sharing model. In addition, critics of the Act have challenged some of the
components of the original model. Some have questioned the role of the princi-
ple of public administration. Others seek to revisit the role of financial charges at
the point of service. Whether or not Canadians should create more space for pri-
vate delivery of health services, or introduce fees at the point of delivery, goes
beyond the scope of this paper, since these questions turn fundamentally on con-
ceptions of the ideal health care system rather than on approaches to federalism
and intergovernmental relations as such. Having said that, the dual community
sharing that has animated Canadian health policy over the last half-century sug-
gests that such decisions should be made on a countrywide basis, such that
Canadians continue to enjoy access to reasonably comparable health services on

similar terms and conditions from coast to coast.

Efficiency in the Federation

Efficiency considerations also have implications for the federal-provin-
cial/territorial role in health care. Two dimensions of our federal arrangements
are particularly relevant here. The first is the balance between centralization and
decentralization. As we shall see, efficiency concerns point in different directions
on this issue. On the one hand, some efficiency concerns point in favour of
decentralization, and many commentators advocate decentralization primarily
on this basis. On the other hand, decentralization itself gives rise to potentially
adverse efficiency effects that might justify a federal presence in certain programs,
including health care. The second dimension of federal arrangements pertains to
the nature of relations between the two ordets of government. At any particular
point on the continuum between centralization and decentralization, the nature
of relations between the two levels of government can also raise questions, espe-
cially about the quality of accountability of governments to their electorates.

We begin by recounting the efficiency debates about centralization and
decentralization, and then turn to the issues posed by the character of intergov-

ernmental relations.

Centralization/Becentralization

The arguments for decentralization of the provision of public services
are well developed in the literature on fiscal federalism. Some of the more promi-
nent ones are as follows:

> Calering to local preferences: Lower-level governments might be better
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able to tailor the design of their programs to suit the preferences of local
residents. Public programs provided by the national government will
tend to be uniform across the country, representing a compromise
across a more diverse range of interests and preferences. Provinces, on
the other hand, will be able to differentiate their programs to reflect
what might be unique provincial political consensuses.

Information advantages: Provincial and territorial governments are often
seen as being “closer to the people,” and therefore better informed about

- the preferences and needs of their residents. This will be especially

important in the case of services delivered to individuals (including

. health services) that are to be targeted on the basis of need.

>

Administrative advantages: Provinces and territories may be more effi-
cient at administering the delivery of public services to individuals and
firms, as well as targeted transfers. These kinds of programs are ulti-
mately delivered by institutions on the ground (welfare agencies and
hospitals, for example), and the management of these institutions may
be more effective at the provincial rather than the federal level. There
will be fewer layers of bureaucracy, and control will be facilitated by
management that is closer to the point of delivery. To use the terminol-
ogy of economics, there will be fewer so-called agency problems
involved in controlling these delivery institutions and ensuring that the
incentives of program managers are aligned with the objectives of the
government rather than with their self-interest.

Experimentation and innovation: To the extent that there are thirteen dif-
ferent provincial and territorial programs, the possibility of experiment-
ing with program design and delivery will be enhanced. There will be
more opportunities for provinces and territories to discover new ways
of designing programs and to introduce completely new types of pro-
grams. This response-readiness is especially important in an area like
health where new scientific and technical knowledge frequently
becomes available, and public programs need to adapt to those changed
circumstances. Experimentation at the provincial level also allows for

trial and error that can lead to both successes and disappointments. It

- is more efficient to have disappointments occur on a small scale than at -

the national level. Successful initiatives can then be adopted across the

country through provincial action or federal-provincial collaboration.
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> Intergovernmental competition: Governments do not face the discipline of
markets, which is the main engine of efficiency in the private sector.
Some of the advantages of competition can be achieved through the
political competition that is induced by decentralization. Governments
implicitly compete with one another for mobile individuals and busi-
nesses. As well, citizens are better able to hold their governments to
account if they can ohserve what is going on in neighbouring jurisdic-
tions, a phenomenon that economists refer to as “yardstick competition.”
In weighing these advantages of decentralized government, however, it is also
important to consider a number of potentially adverse consequences of decen-
tralization for nationwide efficiency Addressing these negative consequences
constitutes the efficiency case both for federal intervention and for a countrywide
framework for policies that might be within provincial legislative jurisdiction.
There are three broad sorts of efficiency concerns that must be balanced
against the advantages of decentralization. The first relates to efficiency in the
“internal economic union.” Decentralization can disrupt the internal economic
union within a federation. Tt is generally agreed that economic resources should
be allocated efficiently across a national economy, or what is often called the
internal economic union. Efficient allocation is fostered by the free and undis-
torted flow of goods, services, capital, and labour across provincial borders.
Unconstrained decentralized decision making can lead to distortions in these
flows if provinces implement policies that favour their own residents over resi-
dents of other provinces (preferential procurement and hiring policies, fiscal
measures that favour local firms or individuals, differential access to provincial
public services, and discriminatory licensing policies, for example). Even if
provincial policies are not intentionally discriminatory, the fact that provinces are
designing their policies to suit their own needs may well give rise to distortions
in the internal economic union. Provincial tax systems might differ, as may the
structures of provincial public services. These problems are analogous to those
that occur with respect to trade between countries, although they take on special
importance in a federation that espouses the freedom of persons to take up resi-
dence and pursue a livelihood in any province.
The primary way in which the internal economic union is relevant to

* health care programs pertains to the mobility of individuals. The main require-

ment in regard to mobility is that health benefits be portable across provinces so
that interprovincial movements of persons are not discouraged. There are various
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ways in which this concern may be addressed. In some federations, constitution-
al provisions do not allow provinces to distort cross-border flows or discriminate
against non-residents. The Canadian constitution, however, gives relatively little
guidance in this regard. A second mechanism for ensuring portability might be
negotiated intergovernmental agreements. The Agreement on Internal Trade is a
wide-ranging document that is intended to serve this pﬁrpose, but it has relative-
ly weak dispute settlement provisions, The third means of tackling the issue is for
the federal government to act as the guarantor of efficiency in the internal eco-
nomic union. Given the structure of the Canadian constitution, the use of condi-
tional transfers (the spending power) is the only realistic instrument that the
federal government can bend to this purpose. It has been used to induce mobili-
ty provisions in provincial social programs, including the portability provisions of
the Canada Health Act.

A second source of inefficiency in a decentralized federation arises because
decisions taken in one province result in spillover benefits or costs to other
provinces and their residents. These can take many forms, Changes in tax rates can
induce interprovincial migration of tax bases, with the result that Pprovinces compete
by lowering tax rates and possibly also degrees of progressivity to attract high-
income residents and businesses. By the same token, transfers to the less well-off and
other social programs may be eroded as provinces engage in a “race to the bottom.”
More generally, in some cases, some of the benefits of provincial programs might
accrue to tesidents in other provinces. This scenario constitutes the classical argu-
ment for conditional grants as a means of inducing provinces to take account of the
full benefits of their programs when deciding on levels of expenditure.

The potentially adverse effects of tax competition are difficult to avoid.
They are often used in the fiscal federalism literature as an argument for restrict-
ing the amount of revenue-raising responsibility assigned to provinces, especial-
ly for mobile tax bases. The fact that virtually all federations are characterized by
sizable vertical fiscal gaps can be atiributed to the predicted consequences of tax
compeltition. '

On the expenditure side, fiscal competition has both beneficial and
detrimental effects. As we have seen, some amount of fiscal competition can be
useful as a means of inducing provincial governments and their bureaucracies to
be more efficient. On the down side, vigorous fiscal competition can reduce the
size of programs and detract from the amount of sharing through social programs
that might otherwise exist. A case can be made for using the spending power to
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prevent the worst effects of fiscal competition on the quality of social programs,
including those in the provincial health sector, from occurring.

The third broad source of inefficiency results from “fiscally induced
migration.” As noted earlier, fiscal decentralization generally gives rise to differ-
ences in the ability of provinces to provide comparable levels of public services
to. their citizens. Provinces will have differing revenue-raising abilities, and will
have different needs for public service expenditures because of the different
demographic mixes of their populations. In a unitary state, the national govern-
ment will typically provide common levels of public services across the nation
and will finance them through a common tax structure. As a result, persons of
like circumstances who are residing in like communities i different regions will
have access to comparable public services and will pay comparable taxes; that is,
they will receive similar net fiscal benefits (NFBs) from the national government.

This will no longer be the case in a federation in which major services
are decentralized to the provincial level. Residents in provinces with high rev-
enue-raising capacities or lower needs will typically obtain systematically higher
NFBs. The consequences of systematic differences in NFBs across provinces are
well known. On the one hand, they provide a purely fiscal incentive for persons
and businesses to migrate to provinces with higher NFBs, This fiscally induced
migration will lead to a situation in which too many resources settle in provinces
with high NFBs. At the same time, to the extent that people are not mobile, oth-
erwise identical persons living in two different provinces will obtain different
NFBs from their provincial governments, leading to a violation of horizontal
equity, as discussed above.

The health sector seems particularly susceptible to fiscally induced
migration. Access to quality health care is a powerful motivator for people, espe-
cially those with serious illnesses. In a regionally varied health care system, peo-
ple with a serious illness for which they lacked adequate coverage where they
lived would have a real incentive to move to a province that provided much fuller
coverage for their problem. A similar calculus would presumably also affect
retirement decisions.

These efficiency problems would be avoided or muted by federal
interventions that were consistent with either the predominantly Canada-wide
or the predominantly provincial version of the sharing community. The for-
mer approach, which defines a common set of social benefits and obligations
for citizens across the country as a whole, avoids the problem fully. In the case
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of the predominantly provincial sharing community the problem can be
addressed by an appropriate system of intergovernmental equalization trans-
fers. By undoing the source of NFB differentials, these transfers will enable
different provinces to have the ability to provide “reasonably comparable lev-
els of public services at reascnably comparable levels of taxation,” to use the
constitutional phraseology. Almost all federations (with the notable exception
of the United States) have in place a system of equalization payments for this
very purpose.’’

Health programs are clearly of the sort that might give rise to NFB dif-
ferentials across provinces. They are financed mainly out of provincial general
revenues, and their benefits are intended to be available without distinction of
income level. In the absence of intergovernmental equalizing transfers (including

‘both equalization and the CHST), provinces with lower revenue-raising capaci-
ties would not be able to provide the same level of health services without sub-
stantially higher tax rates. Both the equalization system and the CHST serve to
make it possible for all provinces to raise some minimum standard of revenues
at given tax rates. At the same time, no program takes into account the differ-
ences in needs among provinces. In the case of health programs, provinces with
more aged populations will have higher needs for health expenditures simply
because health care costs rise with age. In principle, it is possible to incorporate
needs into federal-provincial transfer systems, as can be seen in federations else-
where (for example, Australia and South Africa). .

In contrast to the predominantly Canada-wide version of the sharing
community, NFB differentials will not be eliminated entirely by a system of
equalizing transfers. At best, an equalization system can provide provinces with
the potential for eliminating NFB differentials. If provinces have the opportuni-
ty to design their public services according to their own preferences, they may
well choose programs with very different features. Such differences would pose
a challenge to Canada-wide sharing, and the challenge would be exacerbated to
the extent that fiscal competition itself reduces the extent of provincial sharing.
But the level of interprovincial differences that would likely emerge under the
predominantly provincial version of the sharing community is unlikely to pose
a serious problem. The dilferences in NFBs that might arise from differences in
provincial program structure are unlikely to be sufficient to generate substantial
migration responses.



52 Keith Banting and Robin Boadway

intergovernmental Relations and Efficiency

In addition to establishing a halance between centralization and decen-
tralization, federal states must also define the character of relationships between
the two levels of government. The nature of intergovernmental relations can also
have important implications for the efficiency of public policies. Observers have
long argued that federal-provincial relations can generate inefficient incentive
structutes, constrain flexibility in program adjustment, undermine transparency
and openness of governmental decision making, and weaken the accountahility
of governments to their electorates.

Critics tend to argue that efficient incentives, flexibility, and account-
ability are best preserved in a classical model of federalism, in which each level
of government operates independently within its own jurisdiction, making its
own policy decisions and raising its own revenues. In this arrangement, voters
have a clearer view of who is responsible for government decisions, and have a
better opportunity to hold governments accountable at the polls. By comparison
with these relatively clean lines of accountability, stronger forms of intergovern-
mental collaboration and partnership in the management of public programs
pose greater challenges.

Considerable attention has been devoted to the issue of whether some
specific forms of federal-provincial fiscal arrangements can induce inefficient .
responses by provincial governments. For example, shared-cost programs might
lead provinces to overspend or to skew their spending priorities. They may pre-
clude the provinces from adopting innovative approaches to program design or
fihancing. More generally, complex decision rules that require substantial con-

sensus among federal and provincial governments may reduce program flexibil-

© ity and impede the process of adjustment to changing conditions, a phenomenon

that has been labelled the “joint decision trap” (Scharpf 1988).

In a similar fashion, the Canadian version of executive federalism, in
which policy issues are resolved through negotiations between the two levels
of government, is often held to weaken'accountability to the electorate. Critics
argue that the system accentuates the closed and secretive nature of policy
making - Legislative debate plays a more limited role; participation by affected
groups is more difficult; and intergovernmental secrecy can mean that public
debate is less informed by the open clash of contending ideas. Moreover, given
the intergovernmental parentage of important decisions, it is often difficult for
citizens to understand which level of government should be held accountable
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on a continuing basis. Only very knowledgeable citizens can understand the
complex interplay of governments that shape social programs, including health
care, and even they have difficulty in deciding whom to hold accountable for

_policy failures.

Such tensions are not unique to Canadian federalism. The potential
exists in all systems of multi-level governance. For example, considerable atten-
tion has been devoted to a “democratic deficit” in the context of the Furopean
Union as well. However, it is important not to overstate the impact. By its very
nature, parliamentary democracy concentrates power, and decisions made by
Canadian governments in their own jurisdiction are hardly models of open, par-
ticipatory decision making." Indeed, executive federalism is prominent in our
system of governance because power is concentrated in the hands of cabinets and
first ministers. Undoubtedly, the dynamics of intergovernmental negotiations
accentuate the tendency toward secret and closed decision making in Canada.
But they are not the sole reason for it.

Deciding what weight to accord these tensions when defining the role
of the federal government in health care involves complex judgments in two
ways. First, whatever attractions the classical model may have had in an era of
smaller government, it is difficult to fully disentangle federal and provincial
governments today. Second, whatever their reservations about executive feder-
alism, Canadians still express a powerful preference for federal and provincial

- collaboration in the management of contemporary pressures in the health care

system, as we have seen. These factors suggest that the critical challenge is not
so much to disentangle governments in the health sector as to manage the
interdependence of the federal and provincial governments in more open and
transparent ways.

Efficiency and the Federal Role in Health Care

As in the case of the general role of the state in health care, efficiency
concerns about the design of federal institutions do not point unambignously in
a single direction. As we attempt to define the balance between centralization and
decentralization, we discern advantages on both sides. Decentralization promis-
es a closer fit with local preferences, as well as informational and administrative
advantages, greater scope for experimentation and innovation, and stronger
intergovernmental competition. On the other hand, decentralization can disrupt

the internal economic union, generate fiscal competition and spillovers, and lead
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to fiscally induced migration, all of which point to advantages inherent in a cross-

~ country framework on key policy parameters. Similarly, the debate over the form

of intergovernmental relations does not point unambiguously to a simple con-
clusion. The advantages of classical federalism in terms of incentive structures,

" flexibility, and accountability to the electorate need to be counterbalanced by the

seeming intractability of intergovernmental interdependence in the contempo-
rary era and the clear preference of Canadians for intergovernmental collabora-

tion in health care.

The Federal Role in the Sharing

Community: A Summary

As we have seen, the general rationale for a federal role in health care
reflects both equity and efficiency concerns. Most important, the federal role
depends on the conception of the sharing community that prevails in the feder-
ation. The key issue is the extent to which the sharing community is seen as the
community of all citizens rather than communities defined by provincial or ter-
ritorial boundaries. Further, if the pan-Canadian community is seefr as an impor-
tant sharing community, the role of the federal government, and the choice of
instruments through which it should implement that role, will depend on
whether a predominantly Canada-wide or predominantly provincial conception
of that community is chosen. Is the goal to establish health care as a component
of “social citizenship” such that all Canadians receive the same health services no
matter where they live? Or is the goal simply to ensure that all provinces have the
potential to establish comparable health services if they wish? Or is the goal to
be found somewhere between these two poles, reflecting a dual sharing model
that promises Canadians comparable but not identical health services across the
country as a whole? Put differently, should standards of redistributive equity and
social insurance be defined primarily for the country as a whole or province by
province? If it is the latter, there will be no guarantee that individuals of a given
type will receive comparable health services if they reside in different provinces.

Considerations of efficiency are also important in defining the federal
role. As we have seen, decentralization can have a number of important efficten-
cy advantages. However, decentralization can also generate efficiency concerns
refated to portability of benefits, fiscal competition among provinces, and fiscal-

ly induced migration. Similarly, concerns about the form of intergovernmental

- relationships do not seem strong enough to resolve issues of institutional design
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definitively. As a result, efficiency concerns do not point unambigucusly in a sin-
gle direction. Much depends, for example, on the balance one strikes among the
various strengths and weaknesses of centralization and decentralization.

. Redistributive equity and efficiency considerations cannot be acted on
in isolation. In contemplating a federal role based primarily on values of pan-
Canadian sharing, it is important that the instruments used for achieving that
role not abrogate the important advantages of decentralized provision. In partic-
ular, the ability of the provinces to design and manage their own health systems,
to experiment, to innovate, and to undertake new reform initiatives should not
be compromised unduly by federal measures designed to achieve countrywide
sharing and efficiency in the internal economic union. Put another way, the case
for federal intervention is based on sharing considerations, not on the advisabil-
ity of a federal role in reforming the health care system. This will be a primary
consideration in our discussion of instruments in. the following section, especial-
ly with respect to the use of federal instruments for a transformative role. For
example, on grounds of community sharing, a stronger case can be made for the
federal government using its influence to extend social citizenship to pharmacare
and home care programs than to induce provinces to undertake reform of the
way in which they deliver primary care.

The balances that should be struck among these various dimensions of
sharing can only be determined through our democratic processes. To date, the
preferences of Canadians and the federal-provincial balances that our elected lead-
ers have crafted seem consistent with what we have called the dual sharing model.
This model sees health care as a pan-Canadian enterprise, and reflects a commit-
ment to a pan-Canadian sharing community. The model assumes that provinces are
also sharing communities, and that different regions may choose to vary the mix of
services and the modes of delivery in innovative ways. This blend seems consistent
with current evidence on Canadian preferences. In this area, Canadians see no rea-
son to choose between levels of government. They express a powerful preference
for both the federal and provincial governments to collaborate in the maintenance
and enhancement of our health services. Such collaboration does not require that
health services be defined in identical fashion and delivered in identical ways across
the country. But it does seem to suggest a model in which Canadians have access
to quality health care services on comparable terms and conditions actoss the
country as a whole, regardless of the province or territoty in which they live.

‘Admittedly, the dual sharing approach to health care is more heavily
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weighted in favour of the provinces than in most federations, and is being nar-
rowed steadily by changes in medical technology that enhance the importance of
instruments falling beyond the CHA, such as pharmacare and home care. The
current generation of Canadians will therefore have to decide anew about the
range of health services that should be available to Canadians across the country
on broadly comparable terms and conditions. Given the evolution of both med-
ical technology and the demography of Canadian society, the key question for the
future may be whether elderly Canadians are to have access to health services of
particular relevance to them on broadly similar terms from one end of the coun-
try to the other.

An important conclusion flowing from this discussion is that it is mis-
leading to pose the debate about the federal role in terms of an inevitable trade-
off berween equity and efficiency. The federal role is essentially determined by the
extent to which the country as a whole rather than the province is deemed the
appropriate community within which social insurance against ill health is pro-
vided, the one in which redistributive equity considerations dominate. At the
same time, the manner in which the federal government fulfills this role can con-
tribute to the efficiency of the federation rather than detract from it. The effi-
ciency advantages of decentralization of health care can be best achieved by
following the constitutional norms concerning the provinces’ role in health care.
Unless one adopts the exclusively countrywide sharing model, the federal gov-
ernment’ efficiency objectives can be achieved without the need to violate
provincial delivery. Predominantly provincial sharing can be achieved by a care-
fully designed equalization system that attends to both the revenue-raising abil-
ities and the needs of the provinces. Such a program would enhance efficiency in
the federation by undoing NFB differentials that would otherwise result from fis-
cal decentralization, The intermediate version of pan-Canadian sharing implicit
in the dual sharing model can be achieved by setting pan-Canadian norms that
can be embodied in a system of block transfers from the federal government to
the provinces in support of health care. Such norms, which can be arrived at with
provincial participation, need not be so intrusive as to interfere unduly with the
detailed and efficient provincial delivery of health care. Moreover, the norms
themselves might address efficiency issues such as the portability of health ser-
vices across provincial borders. Thus, it is quite conceivable that both equity and
efficiency can be enhanced by a suitably designed set of federal policies.

"That is not to say that tensions between the two levels of government
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will dissolve. The federal government and some provinces may disagree both
with the social insurance arguments for state intervention in the health sector in
the first place and with the appropriate level of community sharing in the second
place. To the extent that the federal government interprets the pan-Canadian
consensus to be in favour of a greater degree of countrywide sharing than the
provinces do, the types of standards that it will wish to see in place will appear
to the provinces to be excessively intrusive. But this disagreement will be more a
conflict over values than over the efficiency of federal intervention, There may
also be conflicts about the processes for making decisions on these critical issues,
and whether the level of financial contributions from the different levels of gov-
ernment are appropriate. But these issues lie more in the third dimension of

choice, the instruments of federal action, to which we now tumn.

THE CHOICE OF FEDERAL INSTRUMENTS

e have suggested that a comprehensive interpretation of the federal role
in health care combines choices on three key dimensions: the general role
of the state in health care; the particular responsibilities of the federal
government in the sector; and the instruments through which the federal role is
implemented. In our discussion of the first two dimensions, we have referred
from time to time to the kinds of instruments that could help achieve equity and
efficiency in health care. We extend the discussion of this third dimension of
choice in this section.
As we have seen, the federal role in health care is sustained by consid-
_erations of both equity and efficiency. However, it is primarily equity, or more
precisely social insurance considerations, that lead most OECD countries to pro-
vide health insurance through the public sector more or less universally regard-
less of private insurability, and to fund it largely out of general government
revenues. Federal states are confronted with the additional question of whether
the country or the province is the primary sharing community. In practice, shar-
ing can coexist at both levels, and there is a spectrum along which the relevant
sharing roles of the federal and provincial governments might locate.
What are the implications of this analysis for the choice of federal instru-
ments? According to the predominantly provincial version of community sharing,
which we have taken to be the end .of the feasible spectrum involving the least
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countrywide sharing, the main role of the federal government should simply be to
ensure that all provinces have the resources to provide comparable public services
at comparable levels of taxation. Provinces would then be free to define the degree
of sharing or redistribution within their jﬁrlsdictions as they see fit. If this view
were applied to the full range of social programs, the federal redistributive effort
would mainly involve transfers to provinces rather then to individuals. Of course,
in financing those transfers and other federal expenditure programs, it would be
necessary to take a stand on how redistributive the federal tax system should be,
so some element of countrywide sharing would be inevitable. But provinces
would themselves be able ta choose their own tax systems to reflect their preferred
degrees of redistribution.

The main policy insttument for implementing the predominantly
provincial notion of community sharing would be the system of equalizing trans-
fers to the provinces. It is important to emphasize that this carrently includes not
just the equalization program but also the CHST, and that these schemes focus
on revenue equalization. The equalization system is designed explicitly to ensure
that all provinces have the ability to raise some minimum standard level of rev-
enues {currently the five-province standard) at national average tax rates. The
CHST can be thought of as a purer, more complete, form of revenue equaliza-
tion. It effectively obtains funds from a common national average tax system (fed-
erally defined) and disburses it in equal per capita terms among all provinces. It
is a perfect net revenue equalization system.

At the same time, full net revenue equalization does not satisfy the pre-
dominantly provincial version of community sharing if the latter is taken to
imply the literal satisfaction of the principle of equalization set out in section
36(2) of the constitution. This would require that provinces be able to provide
reasonably comparable levels of public services at reasonably comparable levels
of taxation. Revenue equalization only goes part way toward that objective.
Provinces may also face different “needs” for public services in the sense that they

differ in the composition of populations for whom the major public services are

targeted. In the case of health care, there is a systematic difference in the costs of
providing services to persons of different age and other characteristics. It can be
argued that the predominantly provincial version of community sharing as
applied to health requires that needs ought to be taken into account in allocat-
ing funds to provinces through the CHST block transfer. There are a number of
examples of federations and other nations with decentralized delivery of health
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services that do precisely that: and provincial funding of tegional health author-
ities is normally based on some indicator of need. The allocations could be deter-
mined using the same representative approach as is taken in the tevenue
equalization system. That is, needs equalization could be based on the cost of a
national standard level of care for different demographic groups, in which the
costs could represent some average of actual provincial costs. As with revenue
equalization, the idea is to base the entitlement to needs equalization on objec-
tive measures that are outside the direct control of the recipient provinces.

The setting of norms for calculating needs-based transfers for health,
although conceptually straightforward, would have complex measurement prob-
lems not unlike those found in the revenue equalization system. As well, difficult
decisions would need to be made concerning the kinds of services that should
be included in the standard, given that provincial health insurance coverage
varies from province to province. However, they do not present an insuperable
problem. Moreover, there might be ancillary advantages to basing CHST alloca-
tions on indices of need. For one, measures of need would inform the public
about the magnitude of costs faced by the provinces, and might serve as a basis
for informing public debates about the share that might be borne by the federal
and the provincial governments. An index of need might also form the basis for
éllowmg citizens to judge the adequacy of their own province’s health care sys-
tem. More generally, an index of need that was jointly agreed to by the federal

_government and the provinces and used as a basis for allocating federal transfers

might serve to operationalize the principles set out in section 36(1) of the con-

stitution. As we saw earlier, this section jointly commiits the federal government

and the provinces to “providing essential public services of reasonable quality to
all Canadians” and “promoting equal opportunities for the well-being of
Canadians.” Both of these commitments could be interpreted as having relevance
for health care,

Under the predominantly provincial form of community sharing, inter-
provincial equalization would be sufficient. There would be no need for pan-
Canadian parameters to structure provincial programs, and each province could
destgn its own program. Ideally, it would be a net equalization scheme, based on
national average standards of revenue-raising capacity and needs. To achieve this
net outcome, it may well be necessary for there to be enough of a vertical fiscal
gap that the net outcome can be achieved without requiring that any provinces

receive “negative” transfers. Revenue-raising capacity could be measured using a
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representative tax system approach as in the current equalization system, or it
could be based on more aggregative measures, such as the so-called macro for-
mulas that use a single macro measure of a province’ fiscal capacity. As discussed
above, needs would primarily reflect different demographic features of the
provinces that are relevant for estimating the costs of providing public services to
target populations. Of course, if the provinces chose quite different program and
tax mixes, the design of an appropriate equalization system would become prob-
lematic. The transfers would be unconditional and would evolve as provincial fis-
cal programs evolved; and they would be formula-driven both in terms of their
aggregate level and their interprovincial allocation.

Notions of community sharing that give more weight to countrywide
sharing, including the dual sharing model, would require a wider set of instru-
ments. A system of equalizing transfers would still be a prerequisite. But there
would also be a need for mechanisms to define a common framework for
health insurance across the country as a whole. Logically, there would seem to
be a number of instruments available in a federal state that might be employed
to this end:

> Direct federal delivery of health insurance programs;

> Direct financial transfers to citizens to support the purchase of health
insurance,

> Federal fiscal translers to provincial governments associated with a
common set of policy parameters, expressed as standards or principles;

> An interprovincial compact to establish a common framework for
provincial health insurance programs.

The same set of instruments is relevant in responding to the efficiency
arguments for federal intervention. As we have seen, a case can be made for full

‘equalization on grounds of efficiency as well as equity. Efficiency considerations

might justify federal action to protect the functioning of the internal economic
union (by avoiding barriers to economically efficient migration and inducement
to migration driven purely by differential access to health services), or where fis-
cal competition is so strong as to jeopardize the extent of provincial sharing

desired by the population. For instance, provincial sharing might be compro-

- mised by a race to the bottom in redistributive programs, tax competition that

causes too little revenues to be raised to finance provincial social programs, and
beggar-thy-neighbour fiscal policies.
Responding to these problems would require choosing from the same
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set of instruments. For instance, intergovernmental agreements might preclude
provinces from engaging in discriminatory policies or destructive competition in
programs. Given that social programs are involved, this would go beyond the
kinds of provisions one finds in the Agreement on Internal Trade. Conditional
federal transfers represent an alternative instrument, even where the relevant
sharing community is the province. Conditions could be imposed on transfers to
protect the portability and mobility provisions of special programs and individ-
uals’ access to them. If interprovincial competition seemed to be eroding the lev-
els of health services desired by provincial electorates, minimal programs
standards could be sustained on the hasis of federal transfers.

Choices among such instruments tend to be highly sensitive to consti-
tutional provisions and the distinctive traditions governing federal arrangements
prevailing in each country. As a result, there is no single “best practice” in instru-
ment choice. Moreover, each of these instruments permits many variations and,
as in many policy domains, the real impact is determined by the implementation
details. Nevertheless, each general approach does present strengths and weak--

nesses, and each one deserves more detailed attention.

Direct Federal Delivery

As we have seen, direct federal delivery of health insurance is a feature
in many federations, including Australia and the United States; and one former
provincial premier has recently suggested the transfer of direct responsibility for
pharmacare to the federal level. The main feature of direct federal provision of
health insurance is that it would effect full sharing countrywide, since presum-
ably the same program would apply in all provinces. In addition, the single-payer
principle would apply Canada-wide rather than at the provincial level. The case
for direct federal provision thus relies on the country as a whole being the exclu-
sive sharing community for health care (even though it is not for many other
social programs).

This approach would represent a major departure in Canada. It would
certainly raise interesting constirutional controversies. A federal health program
such as pharmacare might survive judicial challenge if it were funded through
general revenues rather than contributions or premiums. But it would certainly
challenge deeply held political conventions about the division of powers in the
sector and would require a significant degree of integration with existing

_provincial pharmacare programs.
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However, this discussion does not exhaust the possibilities of direct fed-
eral action. Another option is an expansion of direct transfers to citizens through

the tax transfer system.

_Direct Federal Transfers fo Citizens

Table 2 above demonstrated that the federal government already makes
sizable implicit transfers for health care in the form of tax expenditures in the
personal income tax and sales tax systems. However, these are mainly for health
expenditures incurred by persons over and above what is provided in provincial
health care systems. The question is whether this approach might appropriately
be used as a basis for financing basic health insurance coverage.

In principle, Canada-wide sharing objectives in social programs might
be achieved by a system of direct federal transfers to citizens. By being national

“in scope, this system would ensure that common standards of sharing would

apply countrywide. Moreover, different degrees of Canada-wide versus provin-
cial sharing could be accomplished by co-provision of transfers by both levels of
government. Such an approach has proven to be successful in other areas of
social policy. The federal program of refundable tax credits, for example, repre-
sents a nationally defined system of redistribution toward the poor and toward
poor children, which supplements similar benefits offered through provincial
social assistance programs. The question is whether this approach could be
adapted to the case of health insurance.

The key feature of health insurance is the contingent nature of its assis-

tance: payments are required only if health expenditures are incurred. Moreover,

to the extent that health insurance fulfils a social insurance role, the extent of

reimbursement should be independent of the recipient’s means. One rather triv-
ial way that a public health insurance program could be implemented using
direct transfers to individuals is for the transfers to simply mimic payments that
would otherwise be made directly to health providers; that is, health providers

 would bill individuals, and individuals in turn would claim the relevant amount

from the government. This method might have some salutary value in terms of
informing citizens of their cost of usage. But, otherwise it would simply increase
administrative costs and would clearly require the cooperation of the provincial
governments. Moreover, liquidity problems might be imposed on individuals if
they were required to pay up-front and receive reimbursement later on.

An alternative way of achieving similar results, in theory, would be to
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make transfers directly to citizens and allow them to purchase their own insur-
ance on private markets. For such a system to mimic social insurance, the trans-

- lers to each citizen would have to be differentiated according to risk so that all

citizens could in fact purchase full insurance. It would obviously be very difficult
to operate such a system on an ongoing basis. Moreover, by relying on the pri-
vate insurance market, it would involve giving up the advantages of a single-
payer system.

Programs of direct transfer to citizens might instead be viewed as ways
of introducing some incentives into the use of health services by citizens. One
way this might be done would be to offer only partial reimbursement of expens-
es incurred, which would simply be an indirect way of introducing user fees at
the federal level. It might have an advantage over charging user fees directly, in
that by heing operated as a government program, reimbursement might be tied
to ability to pay. This type of program might be a way for the federal government
to actually implement a countrywide income-contingent system of -user fees,
given that health services are provincial programs. An alternative, more direct
way might be to include some proportion of health expenses as taxable benefits
for income tax purposes. A variant of this plan has recently been proposed by -
Aba, Goodman, and Mintz (2002). They propose that a proportion of the cost of
health care services used by each individual (40 percent in their proposal) be
assessed as a charge through the income tax system. However, the maximum that
a family would pay would be restricted to 3 percent of income in excess of
$10,000. This proposal would both exclude low-income families and ensure that
the payment increases in relation to income. Since both the federal government
and the provinces administer income taxes, the proposal could in principle be
applied at either level of government. However, for the federal government to be
involved, provinces would have to agree to set up the required administrative
machinery to both bill taxpayers correctly and receive the federally collected con-
tribution as co-payment for health costs incurred in the province. Canada-wide
sharing principles would apply to the extent that the same co-payment schedule
was used in all provinces. Of course, since the scheme would be intended solely

as a means of addressing incentive concerns, it ' would have limited value as a

- social insurance device.

Another proposal for injecting individual incentives into health insurance
that has gained some currency is the use of so-called Medical Savings Accounts
(MSAs) (Ramsay. 1998). The use of MSAs originated in the United States, where
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they are used in conjunction with private health insurance plans, typically as part
of an employer-provided package. The basic idea in the American context is that
the private health plan has a high deductible amount and so only covers serious or
more catastrophic expenditures. Lower-cost, more routine expendirures would be
covered from the MSA. The employer (or other provider) would have an amount
corresponding to the size of the deductible deposited into the MSA in the individ-
uals name. The individual would then be responsible for covering his or her own
health expenses up to the deductible amount. The MSA could be used for this pur-
pose until it is exhausted. Health expenditures above the amount of the MSA
would have to be paid by the individual (though there could be some tax incen-
tives to help defray the cost). Unused MSA funds could be carried forward for use
within a specified number of future years, and eventually could accrue to the indi-
vidual as part of the incentive to save on health expenditures.

_ The MSA could in principle be used as part of a public health insurance
system, This would involve introducing a deductible provision into the system,
and at the same time creating an account for each individual in the jurisdiction.
This could be simply an accounting device that individuals could draw on to
meet health expenditures below the deductible amount. As with private M5As,
individuals would be responsible for such expenditures once their MSA had been
exhausted, and would be able to claim unspent funds as their own income.

The case for MSAs, as with the proposal of Aba, Goodman, and Mintz, is
based on incentive arguments. In particular, it represents a response (o concerns
about moral hazard, which, as we saw, refers to the built-in incentive for individu-
als to overuse the health system if the costs of such use are fully paid by insurers.
With a system of MSAs, individuals would implicitly bear the opportunity cost of
small health expenditures. The effectiveness of the MSAs would then be judged on
the basis of how much discretion individuals have in their demand for health
expenditures, and how great a problem the resultant moral hazard might be.
Another benefit is that they may provide a base of funds for all individuals who
have no other means of financing their own health expenditure requirements. They
also can be designed to retain the advantages of a single-payer system.

The disadvantage of MSAs is that they effectively undo the insurance func-
tion of the public health insurance system. Basically they require individuals to self-
insure out of their own accounts, so all the pooling advantages of ordinary insurance
are lost. This loss is mitigated to the extent that individuals can self-insure over time

" by carrying unused MSA funds forward. Nonetheless, the system remains one of
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self-insurance, which may be a steep price to pay to address the moral hazard issue.
As well, MSAs do not fulfilt the social insurance role except to the extent that the
size of individual funds is somehow related to health risks. As we have mentioned,
insuring against risk requires information that governments are unlikely to have.
There would be no constitutional barrier to the federal government
establishing a system of MSAs. As long as benefits were financed from general
government revenues, as opposed to being tied directly to contributions, such a
system would represent a valid use of the spending power. From the viewpoint
of federalism, however, it is not obvious that MSAs have any attraction as a fed-
eral, as opposed to a provincial, policy device. To the extent that one views the
federal role as being essentially motivated by countrywide social insurance or
sharing considerations, MSAs have little to recommend them as a federal policy
instrument. In fact, MSAs represent an abrogation of what we have called the

social insurance rationale for government intervention in health insurance.

Federal Transfers to Provincial

Governments

Transfers to provincial governments have been the primary instruments
in the definition of a pan-Canadian sharing commumity in health care. Moreover,
as we have learned, the basic structure of these transfers needs to differ only
incrementally between the transformative phase, when the countrywide frame-
work is being created, and the subsequent phase, when the emphasis shifts to

‘sustaining that framework over time. As we learned from the medicare case, a

transfer with quite general conditions is sufficient to initiate a program that con-
tains a reasonably high degree of sharing countrywide while at the same time
allowing the provinces discretion to design and deliver health care systems that
suit the needs and preferences of their residents and satisfy their own norms of
province-wide sharing. Full traditional cost-sharing grants, such as the CAP, are
not absolutely necessary. The basic structure of federal-provincial block health
transfers also sustains the dual sharing conception of the federal role. A block
transfer with general conditions is flexible enough to allow for the maintenance
of countrywide standards, while at the same time allowing provinces the discre-

~ tion to deliver their citizens’ own preferred modes and levels of province sharing.

If Canadians wish to maintain some form of dual sharing communities

in health care, rransfers to provinces are likely to remain a ceniral instrument. To

be effective, this approach would ideally require a clear definition of relevant
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standards; sufficient levels and predictability of federal funding to ensure that
federal policy parameters are credible and effective; and some suitable procedure
for resolving disputes between the federal government and the provinces and tex-
titories. However, Canada has never fully achieved this ideal, and has fallen fur-
ther from some aspects of it recently The result has been an increasingly active
debate about the future of transfer programs.

On one side are commentators who seek to reinforce the legitimacy of the
federal role through a stronger, more predictable, and more visible financial com-
mitment. For example, some have proposed a return to a global cost-sharing
approach, perhaps at the level of 25 percent of aggregate provincial health expendi-
tures. Others have suggested the reinstatement of an automatic escalator for the
CHST. In this context, it is useful to distinguish between the level and the pre-
dictability of the federal transfer. The moral and political authority of the federal gov-
ernment to sustain a meaningful countrywide framework through the CHA is clearly
correlated with the level of its financial commitment. The federal government has to
be a serious financial partner to be credible. Moreover, the more exacting the feder-
al standards, the greater the level of federal support presumably needed. It is diffi-
cult to be precise about the minimum level of federal support required. In the final
analysis, the considerations are political rather than economic. What is the level of
support Tequired to preserve the legitimacy of the federal policy framework in the
eyes of both provincial governments and Canadians in general? Recent challenges
from provincial governments suggest that the federal government has fallen below
the essential level. Whether a retun to cost sharing is the best way forward, how-
ever, is less clear. Given past practice, presumably cost sharing would apply to aggre-
gate provincial expenditures rather than to the expenditures of individual provinces.
Even in the latter case, however, cost sharing would require measuring eligible
provincial expenditures, and would therefore reintroduce administrative complexi-
ties and costs, and add to potential intergovernmental frictions. The advantages of
this approach over a simple increase in the block transfer are unclear.

The predictability of federal support, however, remains critical. As in the
case of interpersonal trust, nurturing intergovernmental trust requires transparen-
cy and predictability in relationships. Given the propensity of the federal govern-
ment to make unannounced changes to the transfer system, the case for an
automatic escalator that bases changes in the CHST on a {ormula rather than on
federal discretion is strong, Various formulas for the rate of growth of such trans-
fers are possible. Basing a formula on the rate of growth of actual provincial health
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expenditures would have the advantage of maintaining the federal share of fund-
ing (and therefore authority to enforce the general conditions} over time. However,
it would imply the administrative and measurement costs mentioned above. At the
other end of the spectrum, the escalator could be the rate of growth of GDP or GNP
as was the case under the EPF. An intermediate approach that might more accu-
rately reflect affordability would be to base the transfer on the rate of growth of fed-
eral tax bases, These latter two options have the advantage that they put the transfer
on a formula basis, thereby removing discretion from the federal government. But
they are based on economic aggregates that are themselves variable and unpre-
dictable over time. The lack of predictability could be avoided to some extent by
using a rolling average of the relevant economic aggregate to smoothe out changes
over time. Alternatively, to avoid fluctuations altogether, one could simply adopt a
constant escalator of some arbitrary percentage. This growth rate could be applied
either to aggregate transfers or to per capita transfers. This formula could be a more
flexible option if the percentage was periodically subject to change.

Other proposals focus primarily on making the federal contribution
more visible by separating the block transfer for health from those for welfare and
post-secondary education. The main argument in favour of this reform — and it
is certainly a substantial one ~ is that a separate transfer would enhance the trans-
parency and visibility of the federal role in health care, thereby enhancing the
ability of citizens to hold governments to account. On the other side of the
ledger, however, there would be difficulties in deciding on the precise allocation
of transfers to such a fund. At the moment the federal government pays some lip
service to the separate components of the CHST by attributing a share to each
program. But until recently the attribution of share was based largely on histori-
cal data, and probably had little relationship with provincial expenditure pat-
terns. More recently there has been an attempt to base the shares on more
relevant estimates of federal support for provincial spending in health. This issue
is discussed more fully in chapter 4 by Lazar, St-Hilaire, and Tremblay. Moreover,
the impact of a separate transfer on provincial decisions would be marginal, since
the transfers would remain fully fungible in the hands of the provinces. Finally,
in the absence of increased federal commitment, a separate health transfer would
necessarily be smaller than the current CHST, and would therefore dilute further
the ability of the federal government to sustain federal policies.

These proposals all come from commentators committed to sustaining
a pan-Canadian conception of health care. At the other extreme are proposals
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that would reduce the commitment to national sharing. Some have suggested
converting the CHST into a straight tax point transfer to the provinces. Such a
plan would result in a significant reduction in the level of national sharing in two
ways. First, it would spell the end of dual community sharing in health care. It
might be argued that the equivalent could be achieved by national standards
negotiated among the provinces, but for reasons discussed below, that seems not
to be feasible. Second, under a tax-point transfer it would be difficult to main-
tain even the minimal level of national sharing, which relies solely on effective
equalization. Replacing CHST with tax points would make this difficult for four
reasons: a) the net equalization property of the CHST would be lost, and would
be unlikely to be replaced under Equalization proper; b) decentralization of more
tax room would itself place much more pressure on the Equalization system and
make it difficult to sustain politically; ¢) it would be more difficult to take
account of needs, which we have argued is important for the predominantly
provincial sharing model, and d) decentralizing the tax system would make it
more difficult to maintain common redistributive standards through the tax-
transfer system. Proponents of this option often point to the advantages of
accountability. This argument, which is generally taken as self-evident, is actual-
ly quite unclear. It is not obvious how accountability for provincial health spend-
ing is compromised by the fact that some of the provinces’ revenues come as
fungible block grants from the federal government.

Whatever view one takes of the appropriate extent of countrywide versus
provincial sharing, equalization is bound to be a key component. It is worth

digressing for a moment on the principles of the design of an equalization system

that would suit a decentralized federation. On the basis of both economic and con-
stitutional principles, a strong case can be made for basing equalization in the

broadest sense on both revenue-raising ability and needs. In the current fiscal

arrangements, the Equalization system is specifically designed to equalize the abil-

ity of the have-not provinces to raise revenues comparable to the five standard

‘provinces using national average tax rates. There is no doubt that the revenue-

equalization system could be fine-tuned and improved in various ways, many of
which are documented in the 2002 Report on Equalization by the Standing Senate

. Committee on National Finance. At the same time, the CHST systern can partly be
interpreted as a very crude needs-based equalization system, where the measure-

ment of need is based on equal per capita spending requirements. To incorporate
needs more carefully into the fiscal arrangements system, the per capita transfer of
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the CHST could be adjusted by adopting the same represemtative provincial
method s is used 1o equalize for tax capacity. The procedure would work in the
case of health as follows. A national average cost of providing medical and hospi-
tal services 1o identifiable groups of persons could be calculated. These groups
could include age groups, genders, geographical descriptors such as urban or rural,
and perhaps ethnic groups in the population whose health care needs vary sub-
stantially from others, such as Aboriginal peoples. For each group, a national aver-
age per capita cost of providing a standard package of medical and hospital services
would be calculated. For each province, these could be aggregated up to determine
the average per capita cost of providing medical and hospital services to the popu-
lation as a whole. Each province’ per capita health transfer could then be adjusted
to account for differences in needs across provinces.

Such a scheme would have a number of features. First, the needs-based
equalization could be carried out as part of the CHST transfer system, and; unlike
with the Equalization system, it could be a net scherne (provided the size of the
CHST were large enough). Second, the needs adjustment would be appropriate
for all points along the relevant community-sharing spectrum. It would be com-
patible with varying sizes of vertical transfers. Third, because the system would
be based on countrywide average per capita costs, there would be no incentive
for provinces to vary their own spending patterns. Moreover, the incentive to
attract more desirable demographic types to the province would be blunted.
Fourth, there would be considerable discretion to decide how finely 1o divide the
population into different segments. That would be partially driven by the extent
to which different identifiable groups incur different health costs. Finally, as with
the Equalization system, there would be unavoidable measurement and design
problems, the more so, the more the fiscal system was decentralized. Since dif-
ferent provinces choose different definitions of insurable services, some compro-
mise would be required in choosing the national average standard of services on
which to base the needs calculation. In fact, incorporating needs into equaliza-
tion systems is quite feasible, as examples from other federations have shown.
Even a new multi-level government like that of South Alfrica has a reasonably
sophisticated system of needs equalization along the lines described above.

The preceding discussion focused primarily on the sustaining role of
the federal government. Advocates of a more transformative federal role, one that
provides greater leadership in responding to new challenges in health care, prob-
ably must look to other instruments. Take, for example, pharmacare and home
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care. It would be difficult to incorporate these increasingly impértant areas into
the dual sharing model by simply increasing transfers flowing through the
CHST. Rather, transformative action would require repeating the precedent
established for hospital and medical services. At the outset, this would involve
new transfer programs, with a stronger shared-cost component. When estab-
lished, these programs might then be incorporated into the general block fund
transfer mechanism.

Two particular observations about the use of federal-provincial trans-
fers for transformative purposes are in order. First, in the case of pharmacare
and home care, the transformation to fully public programs would not be start-
ing from scratch. Unlike in the earlier cases of hospital and medical insurance,
a substantial proportion of the population of most provinces is already covered
by either public or private health insurance programs. Turning these into fully

- funded public insurance schemes would not be anywhere near as financially

ambitious as instituting such programs where nome previously existed
(although the actual transformation might be no less contentious). Logically,
this might suggest that the extent of federal support needed to engineer the
transition would be correspondingly lower. However, the political reality is
that provinces are under considerable pressure from cost increases in the tra-
ditional core health services, and encouraging them to extend coverage in
newer areas might well require a greater federal contribution.

Second, as mentioned earlier, the main rationale for federal involvement
turns on the social insurance argument, and especially the notion that the
umbrella for social insurance should cover Canada as a whole. The case for fed-
eral involvement in the actual design and reform of health services has not been
made. On the contrary, the presumption is that the provinces are better suited to
legislate and deliver health programs, a presumption that is also reflected in the

constitution. The implication is that a case has not been made for using federal

grants as a medium for the reform of health care. Thus, one does not contem-

- plate the transformative role as including the use of federal transfers to induce
the provinces into, say, adopting a particular model for primary health care or

affecting the balance of in-patient and outpatient services. The reason that phar-
macare might be viewed as a suitable candidate for the transformative role rests
on the argument that it is an element of social insurance, not on the idea of
encouraging the use of pharmaceuticals per se.
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Interprovincial Compact on Health

Services

During the 1990s the weakening of traditional instruments of federal
influence triggered a search for alternative mechanisms for sustaining a Canada-
wide approach to social programs. In that context, some analysts argued that pro-
grams do not have to be federal to be national, and that a compact negotiated by
provincial governments among themselves could sustain a common approach to
programs such as health care.” In the most extreme version of this approach, the
CHST would be replaced by a transfer of tax points, and provincial governments
would take up the burden of national leadership by developing a compact on
core principles of social policy.

As critics of such suggestions have emphasized, this approach faces signif-
icant problems in regard to collective action (Kennett 1998). Provincial governments
are elected by provincial electorates to respond to provincial concerns and interests.
The key question is: why would provincial governments voluntarily agree to con-
strain their policy-making autonomy in the area of health policy? In the current con-
text, provincial governments do so in return for federal fmancial support. Absent
such support, they have limited incentive to plan their programs with the interests
or preferences of residents of other jurisdictions in mind. To the extent that there is
a countrywide consensus about the kind of sharing that ought to be reflected in
provincial health programs, it might be argued that provinces ought to be able to
negotiate an agreement on a set of pan-Canadian principles to govern their own pro-
grams. But consensus would not guarantee that an effective interprovincial response
would actually emerge. The problems of achieving collective agreements when all
participants must agree are well known: each participant has enormous bargaining
power when unanimity is required. Moreover, given the mobility of individuals —
including medical professionals — and businesses, there would be incentives for
some government to “free-ride” or to engage in social dumping despite such an
agreement. In the absence of a decision rule enabling a majority of provinces to
impose a collective outcome on dissenting provinces and an effective binding dis-
pute settlement mechanism, outcomes would be governed by consensus decision
making. As a result, there would be strong pressire to reach a lowest-common-
denominator outcome. It seems highly unlikely that a strong Canada-wide policy
framework could emerge from such a system. The example of the relatively tooth-
less Agreement on Internal Trade, which in principle should lead to collective gains

for all provinces, is instructive in this regard.
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These difficulties on the policy side reappear on the financial side. The
fullest version of the interprovincial approach, which replaces the CHST with a
transfer of tax points, would lead to all of the problems of sustaining a strong sys-
tem of interregional transfers discussed above. It seems unlikely that an effective
system of interregional sharing could be negotiated among provincial govern-
ments. The current Equalization program is a federal program, financed through
federal tax revenues and established by federal legislation. Although provincial
premiers often articulate views about the program, their assent is not formally
required. An interprovincial sharing mechanism would require wealthier
provinces to agree to a sharing formula and send cheques to some pooling mech-
anism. The probability that this process would generate as strong a syster of
interprovincial transfers as the current system seems low. At a minimum, it
would be a high-risk strategy for have-not provinces.

In the words of one commentator, the strategy of relying on an inter-
provincial compact to sustain a Canada-wide sharing community rests on “hero-
ic” assumptions about the role of provincial governments (Kennett 1998). While
it is true that programs do not have to be exclusively federal to be national, there
seems to be no escape from the world of federal-provincial collaboration.

Asymmetrical Approaches

Other commentators have suggested that it would be possible to devel-
op an asymmetrical approach to health care, one that would allow individual
provinces greater flexibility in the definition of health care services. This propos-
al is most often advanced in relation to the province of Quebec.

Such proposals are usually premised on the distinctive nature of politi-
cal identity and community in Quebec compared to other provinces. The essen-
tial proposition is that Quebec tepresents a distinct society within Canada, and
that a different conception of the relative importance of the Canadian and provin-
cial sharing communities prevails there. Surveys of public attitudes do suggest
that political identities and the sense of attachment to Canada are qualitatively
different in Quebec than other provinces.

The precedent of the Canada and Quebec Pension Plans points to pos-
sible ways in which such an asymmetrical relation could be established in prac-
tice. The difficulty with this approach, however, is its acceptability to other
provinces. In the decades since the establishment of the Canada and Quebec
Pension Plans, much greater emphasis has been placed on the norm ol the
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equality of the provinces, espectally in western Canada. It is not at all clear that
the asymmetrical arrangements that were negotiated in the mid-1960s could be
established today, even in the case of contributory pensions. In the case of
health care, other provinces would probably also insist on any additional flexi-
bility that was made available to Quebec, and the distinction hetween an asym-
metrical model and a simple decentralization would narrow substantially. As a
result, it would be difficult to preserve a pan-Canadian approach to health care
even in Canada outside of Quebec. In theory, asymmetrical federalism seems
like an attractive mechanism for accommedating the distinctive tole of Quebec
in Canada. In practice, however, it seems likely to trigger a wider set of provin-
cial opt-outs that would erode the broader proposition that Canadians value a
shared vision of their social future. '

In summary, the {ederal government has a limited set of instruments
available to pursue its transformative and sustaining roles in the Canadian health

care system: direct delivery, direct transfers to citizens, and transfers to provinces,

~In addition, an interprovincial compact remains an instrument with some poten-

tial for limited purposes. Adapting the mix of instruments to changing realities
remains a comimiing challenge in federal states. ‘

The combination of constitutional provisions and traditional federal-
provincial practice places most of the burden on one instrument, transfers to the
provinces. Hence an important dilemma remains. The basic legitimacy of the pri-
mary instrument available to sustain a countrywide sharing community in health
care has increasingly been challenged within the processes of federal-provincial
relations in Canada. Yet no other instrument seems capable of filling the void. A
key question, therefore, is whether it is possible to reinforce the legitimacy of the
federal spending power. This would seem to require re-establishing a consensus
on appropriate fiscal shares, federal-provincial decision processes, and dispute

resolution. These issues are taken up in more detail in the following chapters.

SUMMARY

comprehensive interpretation of the federal role in health care incorpo-
rates judgments on three separate dimensions of choice: the general role
of the state in health care; the particular role of the federal government in

health care; and the instruments through which the federal government carries
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out its role. These dimensions of choice are distinctive, in that each raises a dif-
ferent range of considerations, but they are also cumulative. For those who oppose
a general role for the state in health care, the second and third dimensions are not
relevant. For those who support a role for the state in health care but oppose fed-
eral intervention in the sector, the choice of federal instruments is moot.

We have argued that the general role of the state in health care is sus-
tained by considerations of both equity and efficiency. The primary rationale for
the extent of government intervention common in most OECD countries is to be
found in considerations of equity and social insurance. The central proposition is
that, in a humane society, persons ought to be compensated for differences in their
risk of ill health over which they have no control. Some people are unlucky, often
from birth, in having a systematically higher risk of illness than others. We can-
not know for sure about these differences in health status and illness insurability
in advance, but they are real. Governments have therefore established social insur-
ance programs o offset such differences in luck and insurability by, in effect, cre-
ating a universal pooling insurance scheme. This equity case for public health
insurance is reinforced by efficiency considerations, since single-payer systems
can have important advantages in -reducing administrative costs, balancing the
collective organizations representing health care professionals, and strengthening
«cost controls, all of which are important. Public action is also critical in overcom-
ing externalities in the field of public health. Yet, when all is said and done, the
core of the case for the comprehensive role that governments have assumed in
health care is rooted in the logic of social insurance. It represents a form of shar-
ing and redistribution that depends in the final analysis on a collective sense of
responsibility among individuals for other members of their community.

Federal states such as Canada confront a second dimension of choice as
they decide on the houndaries of the community within which this sharing takes
place. Are our commitments to each other bounded by the pan-Canadian com-
munity of all citizens, the community of people living in our own province, or a
mix of both? Or to pose the questions in other words: Is the goal to establish
health care as an element of “social citizenship” such that all citizens receive health
services on the same terms and conditions irrespective of where they live? Is the
goal simnply to ensure that all regions have the potential to establish the same level
of health services if they wish? Or is the goal somewhere between these poles,
reflecting a dual sharing community approach that promises comparable but not

identical health insurance programs across the country as a whole?
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The preferences of Canadians as revealed in public opinion surveys, and
the federal-provincial balances that their elected governments have established in
the past are consistent with this intermediate model, which we have called the
dual sharing community model. This model sees health care as a pan-Canadian
enterprise and reflects a commitment to a pan-Canadian sharing community. The
model also assumes that provinces are sharing communities as well, and that dif-
ferent regions may choose to vary many important features of health services and
the modes of their delivery in innovative ways. Health services, as a result, will
not be, and need not be, identical across the country. But a broad pan-Canadian

- framework remains important in this model. It holds that Canadians should have

access to quality health care services on comparable terms and conditions across
the country as a whole. The bedrock of this approach is the conviction that that
a sick baby in British Columbia should be entitled to health services on broadly
comparable terms as a sick baby in Atlantic Canada. A

Although the role of the federal government is rooted primarily in a
commitment to a pan-Canadian definition of the sharing community, efficiency
considerations are also important in defining the balance between federal and
provincial governments. Decentralization has undoubted advantages that point
to the desirability of local delivery of complex programs such as health services.
However, decentralization can also generate important efficiency problems
regarding the portability of benefits, fiscal competition among provinces, and fis-
cally induced migration. In addition to basic equity concerns, it is simply ineffi-
cient to have people with serious illnesses moving from one part of the country
to another to qualify for adequate health coverage: Thus the debate about the
federal role in health care does not simply pit equity against efficiency consider-
ations. Capturing the benefits of both involves a judicious balancing in the fed-
eral-provincial division of labour.

The third dimension of choice, the selection of federal instruments, is
also dependent on which conception of the pan-Canadian sharing community is
selected. The predominantly provincial conception peints primarily to equaliza-
tion of the fiscal capacity of provincial governments through instruments such as
the formal Equalization program — perhaps augmented to reflect different needs
for provincial health expendirures — and the CHST. Conceptions of the sharing

" community that put more weight on Canada as the relevant commniunity, includ-

ing the dual sharing community model, require a broad policy framework for the
country as a whole, and therefore point to a wider range of instruments. In the
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Canadian case, the primary instrument remains federal transfers to provinces
that are conditional on provincial acceptance of common principles or standards.
Ideally, such an instrument would be sustained by a broad federal-provincial
consensus on the ways in which the common policy framework would be deter-
mined, the appropriate financial responsibilities of the two levels of government,
and a mechanism for resolving particular disputes, issues that will be addressed

in the following chapters. : A
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NOTES

1 in the case of unemployment insurance,
the transfer was complete; in the case of
contributory pensions, the constitutional
amendments retained provincial para-
maountcy, such that provinces can choose
to establish contributory pension
schemes if they wish. Only Quebec has
exercised this option.

2 This usage of the POGG power has heen
criticized by Hogg (2000, 17.3b}), who
holds that the legislation is better seen as
criminaf law. It is worth noting as well
that section 91(11} gives the federal gov-
ernment responsibility for “Quarantine
and the Establishment and Maintenance
of Marine Hospitals.”

3 The mechanism of coverage of the poor
and hard-to-insure varied among these
governments. Alberta offered public sub-
sidies to the poor and hard-to-insure with
which to purchase private coverage;
British Columbia and Ontario created gov-
ernment agencies to insure those who
could not obtain private coverage (Taylor
1987, 338-41).

4 See Alberta 1995, The differential size of

) the sector can be seen in the monthiy
penatties calculated by the federal gov-
ernment: Alberta $422,000;
Newfoundiand $11,000; Manitoba
$68,000; and Nova Scotia $4,500.

5 The actual role of the state in implement-
- ing these interpersonat transfers-cum-
insurance could vary. The state could
simply make the transfers and rely on the

‘private market to provide insurance. Or,
the government itself could provide the
insurance, in a world with full information
avaitable both to the government and the
insurance industry, the two would be
equivalent,

6 Neonetheless, some cbservers have advo-
cated funding the non-catastrophic part
of health expenditures through assess-
ments based on users' taxable income
(Aba, Goodmar, and Mintz 2002).

12

" As we stress below, identical treatment of

like persons will have to be tempered
even in a unitary nation if there are dif-
ferent costs associated with providing
services to different persons. For exam-
ple, it may well be the case that the level
of services available in rural areas is dif-
ferent from that in urban areas. This
reflects & standard equity/efficiency
trade-off. Qur concern is really with dif-
ferences across provinces with respect fo
services pravided to given types of per-
sons in comparable circumstances.

Net fiscal benefits refer to the difference
between the value of public services that
an individual enjoys and their tax pay-
ments. For a discussion of the concept
and its application in fiscal federalism see
Boadway (2000),

The next two paragraphs draw on the sur-
vey of data con public attitudes in
Mendelsohn (20079,

Equalization systems fulfili at the same
fime another efficiency purpose. They
provide a sort of regional insurance fo
provinces against Idiosyncratic fiscal
shocks that they might be faced with.
Thus, equalization-receiving provinces
that suffer an unexpected decline in their
tax bases will be sheltered from the full
effects of that decline by an increase in
equalization payments. {n a unitary state,
this kind of insurance is implicit in the
naticnally defined system of taxation and
public services. In the absence of equal-
ization, part of that regional insurance
would be lost,

A long-standing critigue of decision mak-
ing within the federal government as con-
centrated, closed, and secretive can be
traced from Smith (1977) to Savoie
{1999).

This case was developed most fully by
Courchene {1996). For a variety of assess-
ments of this proposal, see Cameron
(1997).
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cHAPTER 2 (N

COOPERATION AND DISPUTE
RESOLUTION IN
CANADIAN HEALTH CARE

DAVID CAMERON AND JENNWIFER MCCREA-LOGIE

ooperation and conflict, consensus and dissonance, collaboration and

competition — these are features of all federations, as they are of most if .

not all forms of human association.! In Canada, as in other federal sys-
tems, the political forces of conflict and cooperation are mediated through the
particular institutions and processes of the federation. Our interest in this study
lies in exploring these forces as they are expressed in intergovernmental relations,
particularly in the health care field; specifically, we plan to look at the origins and
nature of intergovernmental cooperation and conflict, and the arrangements that
have been employed, or might be employed, to foster beneficial cooperation and
resolve destructive conflict.

Before we proceed to the theoretical and comparative discussion of dis-
pute resolution mechanisms, an overview of the intergovernmental disputes in
the health care field will be helpful. Ottawa has used its spending power to
uphold national standards in health care in areas of provincial jurisdiction that it

-could not directly regulate, given constitutional requirements. The provinces

protest that Ottawa does not transfer sufficient resources to them to give it the
moral and political authority it needs to encourage them to uphold the princi-
ples of the Canada Health Act (CHA) over the long term. Thus, they resent the
hierarchy and paternalism implicit in the unilateral federal contrel over health
care funding, and over enforcement of the conditions of the CHA, as Ottawa dis-
regards the constitutional, financial, policy, and administrative dominance of the
provinces in the field itself. Health disputes intensify periodically when Otiawa
intervenes to prevent the provinces from contravening the principles of the CHA,
an example being the case of Albertas and other provinces’ approval of private
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clinics charging user fees. We make the case that reforms to institutionalize joint
federal-provincial decision making through the establishment of a formal dispute
resolution mechanism could ease tensions in the health and fiscal systems.

CONCEPTS AND ISSUES

Dispute Resolution Mechanisms
hile acknowledging the dynamism and fluidity of the processes
of cooperation and conflict in federations, it is nevertheless pos-
sible to identify several different approaches to conflict manage-

ment in such states as these.?

Dispute Avoidance

One approach entails undertaking policies or initiatives designed to
avoid the dispute in the first place; an example of this might be the transfer of tax
points from Ottawa to the provinces so as to reduce or eliminate the conflicts that
are sure to flare up about the level of ongoing federal transfers. It should be rec-
ognized that some initiatives can have the unintended effect of simply shifting the
location of the conflict elsewhere. In this case, for example, the transfer of tax
points would place extra weight on the equalization system and raise questions
about whether the federal government had done enough in its horizontal redistri-

_bution programs to ensure that weaker provinces were compensated for the dif-

ferential impact of a more decentralized taxation system. Integrating institutions,

such as the party system or the second chamber, serve both to avoid or minimize
conflict in federal systems, and to offer useful channels for its resolution when it

breaks out. Dispute avoidance is most likely to be an attractive option when the

parties involved have shared policy goals and are engaged in a relationship where
there is a high level of trust and ongoing dialogue and negotiation.

Formal Dispute Resolution

Another approach is to tackle the resolution of disputes formally, by
establishing official institutions and mechanisms, often based on constitutional
provisions. These dispute mechanisms may seek to create the incentives for the
parties directly concerned to sort things out améng themselves. For example, the
South African Constitution explicitly states that it is the responsibility of govern-
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ments to avoid third-party, or judicial intervention. Consider section 41(1)(h) of
the South African Constitution:

All spheres of government and all organs of the state within

each sphere must:

(h} co-operate with one another in mutual trust and good

* faith by -
(i) [ostering friendly relations;
(iD assisﬁng and supporting one another;
(iii) informing one another of, and consulting one another
on, matters of common interest;
(iv) co-ordinating their actions and legislation with one
another,
) adhen'ng to agreed procedures; and
_ (v) avoiding legal proceedings against one another.
This is a constitutional code of conduct, imposing a legal obligation on the par-
ticipants to approach intergevernmental relations in a spirit of partnership rather
than opposition. Since the provision is only six years old, it is perhaps too soon
to say how compelling this constitutional injunction will prove to be.

The German Constitutional Court has elaborated the principle of “feder-
al comity,” which enjoins the Bund and Lander governments to behave in a fash-
 ion that is “friendly to the idea of federation.” This principle is credited by some
with limiting the growth of German federal legislative power. The Canadian
Supreme Courts identification of “federalism™ as a basic principle of the constitiz-
tional order not only helped to clarify the proper character of any secession process
in the country, but has also imposed a clearer obligation on the federal actors to
- conduct themselves in a manner consistent with this fundamental reality

Dispute settlement mechanisms may invoke third parties to become
involved in fact-finding, mediation, arbitration, or formal resolution by a court
or tribunal.* In a federation the judiciary has as one of its central functions the
authoritative settlement of jurisdictional and other disputes among the con-
stituent members. Beyond the normal judicial processes, such as were followed
in the dispute concerning the cap on the Canada Assistance Plan (CAP) in 1990,
the ability of the actors in the Canadian constitutional system to make a reference

 to the courts to test the constitutionality of their own initiatives or the initiatives
‘of another federal actor is a fairly definitive legal procedure for seeking to settle

entrenched disagreements.
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informal Dispute Resolufion

Informal dispute resolution approaches are quite diverse. Meetings of
officials, ministers, and first ministers, are the classic devices in Canada’s system
of executive federalism for settling conlflict and reaching agreement on matters
involving both orders of government. Recently, as we have seen, Canada has
taken a leaf out of the book of international trade dispute settlement practices,
applying, with modest success, a broadly similar approach to the domestic
Agreement on Internal Trade (AIT).* The Social Union Framework Agreement
(SUFA) contemplates the elaboration of an explicit dispute settlement process to
cope with conflict in the social policy field, and, in fact, in response to consider-
able provincial pressure, the federal health minister, Anne McLellan, has recent-
ly addressed this matter (Cotter 2002; Mahoney and Laghi 2002). We will take
look at her proposal toward the end of this chapter.

Cooperation and Conflict

It would be a mistake to assume that cooperation is always good and
conflict bad; both, as we have said, are inevitably facts of life in federal systems,
and their respective consequences can be noxious or beneficial depending on the
circumstances.” This being so, a capacity to challenge non-beneficial cooperation,
to accommodate useful conflict, and to resolve disputes that impede the effective
functioning of the system is an indicator of a mature form of government.

Drawing on our reading of the work of Peter Kellett and Diana Dalton

" (2001), we would suggest that useful intergovernmental conflict normally occurs

in the following circumstances: when there is an authoritative voice whose pro-
nouncements are definitive and legitimate; when the dispute management
process generates energy and motivation; when substantive policy concerns take.
precedence over considerations of turf, status, credit-claiming, and blame avoid-
ance; when the short-term outcome is a resolution of the matter under dispute,
possibly with a new modus operandi. Alternatively, the short-term outcome
could be non-conirontation, involving avoidance behaviour,” where the disput-
ing parties redirect their attention from the contentious matter to cooperative ini-

tiatives as new issues arise on the policy agenda. The long-term outcome of

- constructive conflict is the commitment of governments to participate in ongo-

ing dialogue and negotiation.

In contrast, destructive intergovernmental conflict is typically charac-

terized: by the absence of an authoritative voice whose pronouncements are
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_definitive and legitimate; by a dispute management process that follows rigid,
predictable patterns; by quibbles over turf that overshadow substantive policy
concerns; by the creation of a worse situation in the short term where there is a
failure to deal with the hard issues, gravitation to lowest-common-denominator
- solutions, a blurring of issues, and a freezing-out of the public in decision mak-
ing;® and by a long-term tendency for intergovernmental relations to deteriorate
into stonewalling-and escalating tensions, and a unilateral decision by one of the

_disputing parties to resort to silence and withdrawal.

Horizontal and Vertical Relationships

_ In a multi-governance system, such as that of the Canadian federation,
patterns of cooperation and conflict express themselves in a complex variety of
ways; horizontally, which is to say, between and among provinces; and vertical-
ly, between the provinces and the {ederal government. Joanne Bay Brzinski notes:
“In the process of representing interests, elected leaders in a federal system have
" to decide which interests and which set of constituents {regional or federal) they
will serve. Citizens seeking representation must likewise select the government
(regional or federal} to which to appeal for response” (1999, 46). Consequently,
the policies that arise in a federal system represent the diverse national and focal
needs of citizens and privilege some interests over others. Inevitably, policy dif-
ferences arise but they do not necessarily imply conflict; nor does intergovern-
mental harmony necessarily require “harmonization” of all policies.

' Sometimes cooperation between governments becomes a resource to
assist in pursuing a conllict with another government or governments. In the
early 1980s, the Government of Ontario, under Premier Bill Davis, cooperated
with and supported Ottawa on two highly controversial policies — the National
Energy Program (NEP) and constitutional patriation — both of which precipitat-
ed a bitter dispute between Otiawa and several other provinces. In the late
1990s, the provinces and territories, minus Quebec, leagued together in oppost-
tion to the Government of Canadas fiscal transfer and social policies.

In the health care field, the most important lines of tension flow vertically

between Ottawa and the provinces rather than among the provinces themselves.

‘While there are interprovincial difficulties that arise from time to time (for example,
the dispute between Ontario and Quebec about Gatineau residents secking medical

services in Cttawa hospitals), by far the most problematic intergovernmental rela-

tionship in the health care field is federal-provincial. That is the focus of this chapter.
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[nstitutions and Events

One can draw a useful analytical distinction between an ongoing process
and a particular episode, or between a system and the events that occur within the
system. Do the institutional arrangements in a political system tend to foster pro-
ductive cooperation and minimize destructive conflict, or do they do the reverse?
That is a system question, cleatly distinguishable from a question about specific
occurrences within the system. Are governments in conflict over a particular mat-
ter, and, if so, how is it being resolved? That, in contrast, is a question about a spe-
cific dispute, not a question about the system within which it occurs.

Having made the analytical distinction, one needs at once to qualify it,
by recognizing that, in practical and operational reality, it can be blurred. What
is a system, after all, but an almost infinite series of individual events? Forces of
conflict and cooperation play themselves out over time. It is rarely the case, for
example, that there is an isolated dispute whose resolution will have no longer-
term implications for the parties to the conflict. A disagreement is embedded in
an ongoing political process, and its resolution will in turn shape the subsequent
evolution of the political relationships of which it is a part. Working together and
working against one another — these elemental forces both shape the political cul-
ture and institutions of the particular society in which they are set and are in turn
shaped by their specific context.

Having said that, however, an examination of the political landscape
from either an institutional or an episodic perspective raises different issues and
points to a distinct set of concerns. If one looks at the Canadian federation from
an institutional or systems point of view, several structural elements present
themselves to the eye of someone interested in forms of cooperation and conflict:

> The first-past-the-post electoral system plus parliamentary government
malkes for very powerful executives at both the national and the sub-
national levels, and creates a pattern of executive-driven intergovernmen-
tal relations: The tole of the legislatures and Parliament in the functioning
of the federation is minimal to non-existent.
> The fragmented nature of the political-party systerm in Canada, togeth-
er with the reality of very weak political parties, means that party
processes cannot perform as integrating institutions in the federation.
> The absence of a constitutionally rooted intergovernmental body, like
the Bundesrat in the Federal Republic of Germany, deprives the
*" ' Canadian federal system of another potentially significant institution for
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linking governments and jurisdictions together.
> The absence in Canada of an integrated public service supporting both
federal and provincial governments, together with the relatively low
level of mobility between federal and provincial bureaucracies, sharply
limits the integrating potential of Canada’s public administration.
> The way in which crown authority and responsible government are
structured in Canada means that governments cannot contractualiy.
bind each other, This constitutional reality contributes to the unen-
forceability of intergovernmental agreements and accords.
These structural characteristics of Canadian federalism mean that the country is
weakly endowed with the multi-dimensional institutional glue that helps to hold
tmany other federations together. Executive relations between federal and provin-
cial governments must carry the lion’s share of the burden of integration and per-
form the central role in reconciling the federal and provincial business of the
country. The Supreme Court of Canada, itself an Ottawa-appointed rather than a
“federal” institution, stands as the ultimate backstop in regulating intergovern-
mental relationships that have become dysfunctional, but, by their nature, the
courts are institutions to be resorted to only in extremis.

This means that, barring the courts, there is no effective monitor of the
vertical intergovernmental relationship.® While Ottawa is able, at least to some
extent, to perform as the monitor of horizontal relationships and disputes among
the provinces," there is no equivalent institution that can perform this function

. with respect to the vertical relationship between Cttawa itself and the provincial

governments. Federal relations are shaped decisively by the actions and behav-
iour of federal and provincial executives, but, when these relations fall into dis-
repair, or when there is acute conflict, there is no agency other than the actors
themselves that is capable of intervening to set things aright.

What Canada has, then, is this: a system in which the critical relations
among the federal units are narrow and focused, rather than multiple and dis-

persed; these relations rely almost exclusively on governments, not on political

patties, on legislatures, or on an effective federal upper chamber. It is a system in

which intergovernmental relations are weakly institutionalized, with intermittent
meetings of first ministers awaiting the call of the Prime Minister — no decision-

making rules, and no settled processes for tackling the resolution of disputes.

The European Union, an association of sovereign states which is not yet a feder-
ation, is by comparison vastly better equipped than Canada in this respect, with
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a set of powerful common institutions to conduct, oversee, and regulate the pub-
lic business of Europe.

In these circumstances, the chiefl instrument that Canada employs to
shape the common business of the federation is Ottawa’s autonomous capacity to
define its own role in the federation, which is normally expressed in fiscal terms.
We will discuss this in a moment. When specific disputes arise in this context,
they are typically resolved via a political process in which the federal government
is ultimately both the prosecutor and the judge.! There is effectively no non-
judicial third-party capacity to oversee the federal-provincial relationship, as
there is in some other federations (for example, Australia with the
Commonwealth Grants Commission and South Africa with the Financial and
Fiscal Commission}. It seems plausible 1o contend that the absence of a dispute
settlement process, in which both or all parties to the dispute can have confi-
dence, has pushed the Canadian intergovernmental system toward the negative
rathér than the productive side of the conflictual ledger.

It is possible that the double-barrelled prosecutor-and-judge role of the
federal government with respect to vertical competition may not simply be a
problem in itself but may compromise Ottawa’s capacity to exercise its horizon-
tal monitoring functions as well. The most signilicant field for the expression of
intergovernmental vertical competition is unquestionably the fiscal transfer sys-
tern, particularly insofar as it is focused on the provision of federal support for
provincial programs rather than (as in the case of equalization} on fiscal redistri-
bution among the provinces.” Federal transfers in support of health, education,
and social assistance have been in existence long enough to be understood as a
structural feature of the federation, yet the system lies entirely within the hands

_ of the federal government.”” The provincial search during the Charlottetown

negotiations for a mechanism to make intergovernmental agreements binding
was an attempt to correct what many regarded as a design flaw in our system of
intergovernmental relations. The Government of Canada’s prosecutor-and-judge
function with respect to monitoring its own actions vis-a-vis the provinces means
that it is not acceptable to the provinces as an impartial monitor of interprovin-
cial competition; provincial suspicion of federal intentions in the regulation of
securities seems to be an indication of this (Coleman 2002).

Canada would benefit from an effective dispute settlement process in
the health care field that would respect federal principles (that is, the two levels

of government would agree to a political process for resolving conflicts). Ideally,
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a third party, whose pronouncements were definitive and legitimate, would over-
see the federal-provincial relationship, offering recommendations to address the
destructive intergovernmental conflicts that sometimes impede the proper func-
tioning of the health care system. It would be gnided by clear rules, be perceived
as transparent and impartial, be accessible to all those who have a legitimate
interest in the outcomes, and facilitate clear, efficacious, and timely settlerent of

disputes.

"THE CANADIAN EXPERIENCE

t would be a mistake to assume that the Canadian federal system is most-
ly about conflict simply because it is the disagreements and the federal-
provincial battles that receive the greatest public attention. By far the
largest proportion of intergovernmental relations in Canada is marked by infor-
mal, effective, sustained cooperative relations between and among Canada’s gov-
ernments. The country could not function on any other basis. Federal and

_ provincial public servants work productively together, out of the limelight, year

in and year out, sharing information, solving problems, and reconciling pro-
grams and administrative responsibilities. In the line departments, where most of
the day-to-day business of government is carried on, officials from both orders of
government work in an atmosphere of murtual respect, sharing values, recogniz-
ing one another’s specialized expertise, and acknowledging shared codes of pro-
fessional conduct.

The conflict that attracts public notice is, almost by definition, political in
character. If it is sufficiently persistent and acute, this type of conflict, which char-
acteristically marks public and political debates, can penetrate the ranks of the
bureaucracy; in these circumstances the ongoing business of the federation risks

being compromised by division and destructive conflict. This state of affairs has

existed at several points in our postwar political experience and has exacerbated
regional tensions. Intergovernmental conflicts have developed quite often between
Ottawa and sovereigntist governments in Quebec; between Alberta and Ottawa
during the NEP period (Milne 1986, 87-95); among several governments during
the constitutional patriation exercise; and between Queens Park and Ottawa dur-
ing the Harris years. Yet these cases are in the minority compared to the vast range
of common endeavours on which federal and provincial efficials cooperate.'* . |
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Intergovernmental Relations since the

Second World War

The roots of our present system for the provision of health care to
Canadians go back to the early postwar years. The federal government’s spend-
ing power was the critical Canadian instrument fostering the expansion and con-
solidation of the system, but a singular focus on the federal role tells only a part
of the story. One might locate the origins of public heaith care in Canada in a
dialectical relationship that prevailed between the provincial governments and
Ottawa. A Canada-wide public health insurance scheme was first seriously pro-
posed by the federal government at a Dominion-Provincial First Ministers’
Conference at the end of the Second World War, but was dropped for lack of sup-
port (Cohn 1996, 169). Public hospital care was actually introduced first in
Saskatchewan in 1947, with British Columbia and Alberta® following suit in
1948 and’ 1950 respectively — all of this before the federal government became
directly in involved in 1957. The federal government’s role was to pick up on an
important social-policy initiative begun by several provinces, and, through moral
sugsion and money, convince the other provinces to come on board.
Saskatchewan again was the first jurisdiction to initiate public support for
medicare in 1962, followed in due course by Ottawa, which in 1966 fostered the
establishment of a Canada-wide medicare program. The acknowledged domi-
nance of federal fiscal transfers in shaping and supporting provincial provision of

health services has obscured the significant role of the provinces as incubators of
social reform and managers of social policy, a feature of the Canadian system that
has continued in various ways to this day

The Canadian health care system is the most impressive product of a com-
plex set of cooperative and conflictual relations between governments over an
extended period of time, each side endowed with significant political resources, and
neither side finally capable of dominating the other. In looking back, one can see
that a good deal of the friction in the system has served a beneficial purpase.

The first chapter in this volume speaks of the constitutional foundations
upon which government roles in health care rest, describes the nature and use of
the federal spending power, and briefly charts the evolution of intergovernmen-
tal relarions in respect of health care. Chapter 3 provides a general account of the
history of federal and provincial public finance since the end of the Second
World War, while chapter 4 depicts the evolution of the federal transfer system
in respect of health and other social programs. .
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From 1945 to the early 1970s there was a dramatic increase in the size
of the public sector, especially at the provincial level, as central elements of the
Canadian welfare state were introduced. The creation of major new programs, for
example, in the areas of health, social assistance, and post-secondary education,
and the provision of federal transfers and some taxation room to the provinces
were key elements in this story. Between the early 1970s and the beginning of the
1990s, social programs were consolidated, as both federal and provincial gov-
ernments sought greater fiscal predictability and policy auteromy. In the service
of these objectives, there was a move away from federal-provincial shared-cost
programs to block-funded fiscal transfers.”® The shift suited Ottawa, because it
did not wish to see its expenditure patterns in the area determined by the
provinces’ spending omr health care and education; it suited the provinces,
because they did not wish to have their priorities distorted by the existence of
“50-cent dollars” and because they found the accounting requirements that cost
sharing required burdensome. Less satisfactorily from the point of view of
Ottawa, the federal governmient lost its leverage over provincial social programs,
which it sought to recover through the passage in 1984 of the Canada Health Act
(to be discussed below).

In the early 1990s governments across the country made fighting the
deficit their top priority, and sought to contain or reduce their financial commit-
ments to the major social programs. During this period (1992-96) the rate of
growth in per capita health expenditures in Canada flattened out before begin-
ning to rise again in 1997. In the late 1990s most Canadian governments entered
a new era of budgetary health, with Alberta and Ottawa in particular experienc-
ing significant surpluses,.but health care continued to be without question the
biggest item driving up provincial costs, as it is today.

Students of federalism have used a number of terms to describe the style
and operation. of the federal process in these various phases of Canada’s historical
development.” Some of the phrases that have been used are: “cooperative federal-
ism,™ “administrative federalism,” “executive federalism,” “summit federalism,™
“competitive federalism,” and “collaborative federalism.” These are not scientific
terms. While both the periodization and the characterization of the several styles of
federalism and intergovernmental relations vary from author to author, the impor-

tant thing to realize from the point of view of our story, is that — whatever the peri-
odization and characterization — a central element of the account has to do with the
~ balance and the relationship between cooperative and conflictual practices.
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Program-specific relations among relatively decentralized govern-
ments and bureaucracies, for example, distinguished cooperative federalism
in the 1950s and 1960s. Ottawa was widely acknowledged to be the senior
government (the major exception to this view being Quebec); practical
arrangements were typically worked out amoeng officials in line departments,
and the level of tension was low.

What some authors have called competitive federalism emerged in the late
1960s and existed throughout the 1970s and early 1980s, marked by a higher level
of intergovernmental tension. Central agencies took over files and linked them
together to fashion corporate intergovernmental strategies; first ministers became
more directly involved; the status of politicians and their governments became more
directly implicated in the conduct of the business of the federation; and issues were
increasingly framed in zero-sum terms, making them awkward candidates for artful
COmMpromse.

Some writers have argued that a discernibly different form of intergov-
ernmental relations, dubbed collaborative federalism, emerged in the course of
the 1990s. In part a response to federal fiscal retreat, collaborative federalism
refers to the growing practice of provinces and territories, working together, to
initiate serious discussion of national policy questions. Sometimes Ottawa is
involved; sometimes not. Perhaps the distinguishing features of this style of inter-

governmental relations are an assumption of equality among all participating

.governments and a belief that provinces and territories, acting on their own, are

capable of fashioning programs and initiatives in the national interest. One exam-
ple of a product of collaborative federalism is the Ottawa-led negotiation of the
Agreement on Internal Trade, signed in 1994 and implemented in 1995,
Another, this time initiated and carried forward by the provinces and territories,

is the Social Union Framework Agreement, agreed to by all governments except

Quebec in February 1999.

A review of Canada’s postwar experience with federalism permits some
observations about the sources and levels of conflict in {ederal-provincial rela-
tions (Cameron and Simecn 2000, 71-73). They will be greater:

> When differing ideologies exist. 1f there is tacit agreement among govern-
- ments and citizens about the nature of politics, the role of government,
the central problem confronting the public sector, the extent to which
radical change is necessary, and so forth, this will reduce the likelihood
that intergovernmental relations will be poisonous. In the case of health
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care, if the provinces and federal government are in agreement about the
value of national health insurance, the principles of the Canada Health Act,
and the role of the private sector, the likelthood of conflict over the fed-
eral government’s enforcement of the Act is diminished.

When the status, recognition, and identity of regions, communities, and gov-
ernments are seen to be at stake in intergovernmental negotiations. Using

- shared perspectives and expertise to solve practical problems encour-

ages compromise; challenging a player’s status or identity is almost cer-
tain to create conflict. Symbolic issues are much more difficult to resolve
than practical problems. Increasingly, from the 1960s, intergovernmen-
tal relations came to embody “identity politics.” The “facility fee” con-
frontation is an example of a highly charged symbolic issue. Premier

- Ralph Klein has allowed user fees for private clinics to proliferate in

Alberta since the 1990s as part of his drive to broaden the role of the
private sector in the health care system and to uphold the province’s
autonomy, even though his critics have argued that these fees contra-
vene the Canada Health Act (Boase 2001).

When issues play out differentially along regional or linguistic lines. The NEP
set the west, particularly Alberta, against central Canada. Phrases such
as “Let the Fastern bastards freeze in the dark” and the “blue-eyed
sheiks” are coarse reminders of the interregional animosity that existed
at that time. The CF-18 incident envenomed French-English relations
and was one of the chief regional grievances behind the formation of the
Reform Party The federal cap on CAP drove a wedge between the
wealthy provinces (Alberta, British Columbia, and Ontario) and all the
others; it was the impulse behind the push for constitutionally binding
intergovernmental agreements during the Charlottetown negotiations.
When neither government is prepared to defer to the other. In the immedi-

..ate postwar period, there was considerable agreement among both citi-

zens and governments that Ottawa was the “senior” partner — equipped
with political and financial strength and a self-confident bureaucracy. By
the 1970s Quebec had come to see itself as the primary political expres-
sion of the Quebec people, and western provinces had come to see
themselves as defenders of a regional interest that was not represented

in Ottawa, with its weak senate and its governing parties that had to pay

attention to the more populous Central Canada. Neither their politi-
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cians nor their increasingly professional bureaucracies were prepared to
defer to Ottawa.

> When the primary concerns of governments become blame avoidance, the
winning of credit, and the enhancement of their own political status relative
to other governments. While these are obviously virtually universal phe-
nomena, the factors listed above affect whether such concerns are in the
foreground or background during intergovernmental negotiations. The
framework for cooperation and conflict is shaped by a number of prac-
tical factors: the nature of the issue involved (high politics, involving
symbolically freighted issues or specific program-based matters); the
site at which the issue is being addressed (at the level of first ministers,
for example, as distinct from the level of senior officials, or line depart-
ment civil servants); and the substantive content of the issue (money, for
example, as opposed to jurisdiction).

Let us turn now to several examples of the way in which conflict has
been dealt with in the Canadian federal system outside the field of health care.
‘We will reserve our discussion of the Canada Health Act and the Social Union
Framework Agreement to the final section of this report, where we examine var-

ious models of dispute resolution in the health care field.

Dealing with Conflict in the Canadian

Federation: Some Examples

In our examination of Canadian experience, we will pay particular atten-
tion to several characteristics of dispute settlement mechanisms: their authorita-
tiveness, compatibility with federal principles, formality, scope, accessibility,
transparency, frequency of use, and enforceability. The authoritativeness of dispute

mechanisms is bolstered when a third party whose pronouncements are definitive

and legitimate offers recommendations to the conflicting parties for resolving their
disputes. The authoritativeness of decisions and rulings is based on the legitimacy
of the process in the eyes of the parties to the conflict. Is the process open and fair?
Is the decision-making authority impartial and balanced in its judgments? A mech-
anism could be considered compatible with federal values if it recognizes that both
levels of government are on an equal footing and have their own competences and
policy-making capacities. Both levels of government agree to participate in the
design of the dispute mechanism, choose representatives to be a part of the body,

- and follow its procedures to bring an end to destructive conflicts. The formality of
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dispute mechanisms turns chiefly on whether they have a constitutional or legal
foundation. Some dispute resolution mechanisms. contain provisions that encour-
age the conflicting pariies to engage in dispute avoidance and informal dispute res-
olution processes such as mediation before resorting to more formal ones such as
resolution by a court or tribunal, Dispute mechanisms range in scope from narrow
{focusing exclusively on CHA interpretation, for example) to broad (including for
instance, CHA interpretation, fiscal transfers, mobility, and future joint initiatives,
as envisioned in the Social Union Framework Agreement). Accessibility depends
on the number of people who are party to the agreement and can use the mecha-
nism. Is the mechanism only open to government actors or are interest groups and
private citizens also potential participants in the dispute resolution process?
Transparency refers to the ease with which the public can access the process,
including viewing the documents that are submitted by the conflicting parties and
the reports that are produced by the dispute settlernent body: The frequency of use
depends on the cost, length of deliberations, and the accessibility of the mecha-
nism. The frequency with which a mechanism is resorted to is also related to the

- perceived likelihood of its leading to a settled resolution of the contlict, which will

allow the parties to move on. Enforceability of the dispute mechanism has to do
with the hinding or non-binding nature of the recommendations, the existence of
an appeals process, and the severity of the penalties for non-compliance.

The Charfottetown Accord

The Charlottetown Accord (1992) aimed at addressing some of the
enduring problems of federal-provincial power sharing by clarifying the roles
and responsibilities of the two levels of government in several different policy
sectors. It represented the Mulroney government’s second attempt to bring about
constitutional reform acceptable to Quebecers, and included changes in
Aboriginal self-government and senate reform. What is relevant for our purposes
is that it made provisions for conferring legal status on intergovernmental agree-
ments and for creating dispute mechanisms to resolve issues concerning the
common market and self-government, although the details were very skeichy.
Had the Charlottetown Accord been enacted, the first ministers would have been
responsible for determining the role, mandate, and composition of the common
market dispute mechanism. The mechanism for resolving self-government dis-
putes would have involved mediation and arbitration and would have been set

out in a pelitical accord.
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In 1992 Canadians rejected the Charlottetown Accord in a referendum.
Thus, a wide-ranging constitutional package did not prove to be a useful vehicle
for introducing a dispute settlement mechanism. Incremental agreements ‘
between the provinces and territories and the federal government are more
promising vehicles for creating dispute mechanisms. They can more easily be
implemented than constitutional reforms because they do not require as many
individuals to give them their stamp of approval and the issues under consider-

ation can more easily be disaggregated.

Environmental Policy: 1987-1990

In the environmental policy field, as in health care, there have been vig-
orous debates over the appropriate role of the national government in a federal
system since there is some overlap of jurisdictional responsibility in both areas.
We will examine federal-provincial relations in environmental policy during two
time periods: 1987 to 1990, and 1991 to the present. The former period illus-
trates an informal federal leadership approach to dispute resclution where har-
monious intergovernmental relations were put to the test, whereas the latter
illustrates a more collaborative approach. The environmental example will show
that collaboration between federal and provincial governments does not neces-
sarily produce better policy outcomes than when the federal government takes a
leadership role.

During the late 1980s the federal government sought to renew its regu-
latory activity in the area of environmental assessment through the Canadian
Environmental Protection Act (1988) even though the provincial governments,
particularly Quebec and Alberta, strongly objected to its “interference” in provin-
cial resource-management decisions.™ In a sense, the federal government had its
leadership role thrust upon it. It was motivated to take a stronger leadership role
than it had traditicnally claimed by a federal court decision in 1989, which ruled
that the government “had to adhere to the terms of its own Environmental
Assessment and Review Process (EARP) and conduct environtmental assessments
on two dams on the Rafferty and Alameda rivers” (Conrad 1999, 40}. Pressure

- from environmentalists and the court’s verdict made it impossible for the federal
. government to “restore intergovernmental harmony simply by retreating from

the field," as it had tried to do in the past.
A number of different mechanisms were in use between 1986 and 1990,

including informal (for example, meetings between provincial and federal offi-
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© cials at adwsory meetmgs) and formal dispute mechanisms such as the federal
~ eourt. The authontauveness of the federal government’s unilateral initiatives
‘(including the 1988 Canadian Environmental Protection Act, the Canadian

Environmental Assessment Act, and the 1990 Green Plan) was bolstered by the

- ' court decision and public opinion, which has™ ‘consistently supported a stronger h
: federal role in the protection of the environment” (Wlnfleld 2002, 124). Federal

relations were strained during this time period, but there is little evidence that
the governments’ adherence to the principle of federalism suffered. One of the
advantages of competitive federalism was that there was very little overlap and

.duplication between the federal and provincial programs (Winfield 2002, 127).

The ‘scope of federal environmental policy expanded because there was an - -
increase in international pressures on Ottawa to enact maore sustainable policies,
and citizens became more determined that the environmental ramifications of
ecc’moinic development should be considered (see Skogstad and Kopas 1992).
Acce551b1hty grew as environmental groups learned to use the courts to encout-
age government to take a more proactive stance in enforcing regulatory stan-
dards. Governments needed to at least appear to be more responsive to the
public. They invited industry representatives and environmental groups to com-

~ment on regulatory changes in key forums such as the Canadian Council of

Miniéteré of the Environment. Meetings of provincial and federal officials became

:more frequent Policy innovation and enforcement of enwronmental regulations ..

._became a priority.

In the 1990s the federal government shlfted from using a leadership
model to a more traditional cooperative one. Mark Winfield attributes the shift -
to “national unity concerns and neo-liberal ideas” and regrets that they “have

intruded into and overridden environmental protection goals” (2002, 124).

" Environmental Policy: 1991 to the Present _
" Part of the impetus behind the harmonization initiative in the 1990s .

* was to illustrate the federal governments flexibility and the potential for non-

constitutional policy reform with respect to one of the leading irritants in inter-

E governmental -relations (Winfield 2002, 127). A collaborative approach in the o

area of environmental policy is clearly illustrated by the Canada-wide Accord on

. Enviroﬁmemal Harmonization (1998) and its three sub- -agreements on inspec-
- tiohs, national standard setting, and environmental assessment. The Accord was
N _Slgned by all provmces that were represented in the Canadian Councﬂ of -
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Ministers of the Environment, except Quebec. Conrad (1999) notes that in sign-
ing the Accord the federal and provincial governments “agreed to move toward a
radical reallocation of environmental responsibility, shifting away from the bilat-
eral arrangements or less formal multilateral arrangements, to ... multilateral
coordination and joint action” (43). The governments agreed to cooperate in
conducting a single environmental assessment and review process for cross-juris-
dictional issues. This cooperation was intended to make it easier for them to
share information and expertise on environmental problems.

The government that is “best situated,” using criteria such as physical
proximity and capacity to address client and local needs, which appear to favour
the provinces in most cases, is to deliver the services under the “one-window”
mechanism (Winfield 2002, 129). The Accord and the sub-agreements can be
altered only with the unanimous consent of the signatories, although a government
can withdraw from the arrangeiments on six months’ notice. If there is an intergov-
ernmental disagreement within the inspections sub-agreement, six months of con-
sultations are required, after which, if the concerned government is still not
satisfied, it has the option of withdrawing from the sub-agreement after the six-
month notice period. Disagreements with respect to the implementation of nation-
al standards call for an effort on the part of the concerned governments to develop
an “alternative plan,” but there is no provision for the dissatisfied level of govern-
ment to act where it judges the other government has failed to acquit its obligations
satisfactorily (Winfield 2002, 129-30).

Winfield argues that the collaborative approach to environmental issues
has greatly reduced the level of intergovernmental tensions in the field, but notes
that, with the race to the bottom among the provinces continuing, it is apparent
that good intergovernmental relations do not necessarily equal good substantive
policy outcomes. He argues that the earlier, conflictual era of competitive feder-
alism “seemed to produce far better results for the protection of the environment”
- {2002, 131-32). The federal government will be hard pressed to regain the lead-
ership authority it needs to respond to domestic and international developments

related to environmental matters.

Canada’s Agreement on Internal Trade
The Agreement on Internal Trade,” signed in 1994 by all Canadian
governments, provides an example of a quasi-formal dispute settlement mech-

anism in a collaborative setting. It is not as formal as a legal document, since
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‘it is a political accord, and is not justiciable. Nevertheless, the creation by all

governments of the Internal Trade Secretariat in Winnipeg indicated a deter--

~mination. fo institutionalize the arrangements, and the Agreement certainly

‘Tequires governments to engage in a greater level of consultation or “process”

when introducing measures affecting internal trade than was the case before it
was enacted (Certified General Accountants 2001, 5). The Agreement is aimed

at reducing barriers to the free movement of goods, services, investments, and

_ members of the workforce across Canada. As in the health. care case, harmo-

: mzauon was a contentious concept in the negotiation of the AIT, with the fed-

L eral government wanting to assert national standards and the provmces
resmtmg them (Doern and MacDonald 1999, 136). :

The dispute settlement mechanism, described in chapter 17 of the

. Agreement on:Internal Trade, is designed to- facilitate the tesolution of disputes

between governments, and between governments and businesses. If dlsputes are

- ot settled through cooperation (consultation, mediation, and concﬂlauon) they

can be teferred to a panel for arbitration. . Individuals, companies, and govern-

ments can use the mechanism. An individual or a business can access the process.
in one of two ways:
> An individual or a business may request that their government pursue
the government-to-government dispute resolution process. This process
* may lead to a request for the assistance of the Committee on Internal
" Trade and a dispute resolution panel of experts.
> If the government chooses not to step in, an individual or busmess may
~ proceed under the private party-to-government dispute resolution
process and request consultations. At this stage the complaint will be
assessed by an independent screener who will determine the merit of
the Tequest. Ifa complalnt has merit, a panel is formed (see MacDonald
2002 146),

' _'The transparency provisions of the AIT are limited. Consultauons are confiden-

tial. Although all proceedings before a panel are public, all documents filed are
acce551b1e only to the parties (see Doern and MacDonald 1999, 139),
The panel process is time-consuming {there is a 545-day wait for the

'--':submlssmn and implementation of a panel report, and a further 365 days for
| meetings to discuss non-compliance). The panel can make its findings public
- -and offer recommendations (Alberta 1997). The two government-to-government

'elisiqutes that have been subject to the panel process have both led to provincial
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compliance with the panel findings (MacDonald 2002, 146). The decision Irom
the first person-to-government dispute resolution panel under the Agreement on
Internal Trade was made public in December 2001, sixty days after its issuance,
to put pressure on the party complained against (Ontario) to comply with the
recommendations in the panel report (Internal Trade Secretariat 2001).

Critics point out that “aspects of the mechanism make the AIT more
complex and cumbersome than it should be (for example, limited private-party

" access, lack of a right to appeal, and dubious enforceability measures, not to

mention multiple procedufes for different industries}” (Clendenning 1997, 47).
Its detractors regret that the scope of the institution is somewhat limited since, if
Ottawa is unhappy with the functioning of the AIT, it has the option of bypass-
ing the mechanism entireiy and introducing legislation to remove barriers, using
its constitutional trade and commerce powers (Howse 1996, 13-14). For exam-
ple, Bryan Schwartz argues: _

Given its limited scope of application and many exceptions, the

AlT is a smallish and rather mild-mannered tiger. When it becomes

clear that the terms of the agreement are offended, the guilty party

is expected, as a matter of honour, to mend its ways. If it does not

do so, the agreement may be cited to bring public attention to the

offender’ shameful conduct. If the offender is still unrepentant, the

agreement can provide no further relief except that the victimized

party is authorized to retaliate. (1995, 212-13)

Defenders of the AIT dispute mechanism, however, praise it as “a first
step” in a longer process of improving intergovernmental trade relations.
Furthermore, the.y argue that in circumstances such as those in Canada, in
which the probability of repeated trade is very high, the incentive on the part
of the actors to play by the rules of the game may be very high, making a polit-
ical process, rather than a binding legal one, effective. Indeed, as time passes,
and the AIT becomes more deeply institutionalized, “the politically based dis-
pute resolution mechanism may be all that is necessary to maintain the AIT”
{MacDonald 2002, 147).

A number of lessons can be drawn from the AIT example which may
have relevance for the health care case, such as the importance of including incen-

tives for conflicting parties to settle their disputes through blame avoidance, and
- the need to use informal dispute resolution processes before using formal cnes.
. The AIT experience also suggests that a dispute mechanism does not need to be
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legally binding to be effective, but that there must be sufficient political and eco-

nomic incentives to encourage individuals, companies, and governments to use it.

Labour Market Policy
The labour market has also been the topic of sustained discussions
among academics and policymakers over the appropriate role of the national
government. The Charlottetown Accord envisioned making labour policy the
exclusive jurisdiction of the provinces in order to relieve some of the intergov-
ernmental tension relating to this matter. That proposed change, along with the
.introduction of a dispute mechanism for the common market and the other pro-
" visions in the Charlottetown Accord, was rejected in 1992, The bilateral Labour
Market Development Agreements, signed in 1996 and 1997 by Ottawa and
eleven of the twelve provinces and territories, are of interest because they
embody an attempt by the Government of Canada to reach concord in a contro-
versial intergovernmental file by a process of differential decentralization. In
1996 Ottawa offered to transfer all of its labour market programs plus the asso-
ciated funding and staff to the provinges, provided certain basic conditions were
met. The Labour Market Development Agreements that were signed between the
federal government and the provinces and territories have been classified into
sévéral types: the “co-management model” (Newfoundland and Labrador; British
- Columbia, Prince Edward Island, and Yukon Territory); “full-transfer agree-
ments” (New Brunswick, Quebec, Manitoba, Saskatchewan, Alberta, Northwest
Territories, and Nunavut); and a “strategic partnership” (Nova Scotia). Only
- Ontario has yet to sign an agreement. Thomas Klassen observes that:
‘Under the co-management model, there is no transfer of resources
(either dollars or stafl) to the provinces, but a joint management of
program design and implementation ... The full-transfer model, on
the other hand, involves provinces assuming responsibility for
labour market policy and program delivery within the federal
- funding and client eligibility constraints. The federal government
retains responsibility for the delivery of EI benefits and pan-
Canadian initiatives such as national labour market information
and exchange, as well as responding to economic emergencies ...
The only requirement of the [strategic partnership] agreement is
that a joint-management committee be established to examine the
areas of joint cooperation and collaboration. (2000, 177) -
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The advantage of this new regime is that it allowed the provinces to “negotiate and
tailor their particular agreements to meet their specific needs and wishes” (Hanson
1999, 132-33). However, the Agreements offer few opportunities for citizen engage-
ment, have weak accountability mechanisms, and do not as yet include Ontario,
Moreover, as Klassen comments, the danger of the new regime for the provinces is
that “they provide services but ultimately the federal government, along with macro-
economic conditions, determine the size of the caseload” (2000, 194).

What has been the effect of this initiative? Herman Bakvis (2000) con-
tends that it was an intergovernmental success, in the sense that it effectively
resolved some long-standing issues in the intergovernmental arena. On the
other hand, he acknowledges that, at the federal political levél, there is some
disenchantment with the loss of visibility and the minimal credit Ottawa has
won for its initiative; that, in Quebec, checkerboard federalism — asymmetry for
all - does not directly address that community’s desire for distinct recognition;
and that, in terms of good public policy, devolution inevitably undermines the
country’s capacity to formulate national labour market strategies (215-16). The
labour market case illustrates that the federal and the provincial and territorial
governments can design innovative and workable asymmetrical solutions to
long-standing intergovernmental problems, but that these may imply increasing

inequities across the nation.

SOME RELEVANT COMPARABLE EXPERIENCE

ere we examine a number of approaches to conflict management that have

been - employed elsewhere in the world. We begin by reporting on

arrangements (ranging from most advanced to least advanced) designed
to resolve disputes among international actors. In the second section we explore
relevant experience in other countries that are in some ways similar to the
Canadian federation. Here, as in our discussion of the Canadian experience, the
criteria for comparing the dispute mechanisms include: their authoritativeness,
compatibility with federal principles, formality, scope, accessibility, fransparency,
frequency of use, and enforceability record. It is important to examine their
design closely because provisions of existing national and international dispute
mechanisms that have proven to be effective can be borrowed for the creation of

new 1mechanisms in other sectors and countries.
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International Organizations
The European Union has been described as more advanced than the
other examples of international mechanisms that follow. Clendenning, for exam-
-ple, considers the European Union to be the most highly developed on several
counts: '
It provides direct access for both private and public parties
through national courts and the European Court of Justice. In
- addition, it provides for the direct effect of secondary legislation
and allows Commission directives to supersede national legisla-
_ tion in the establishment of the economic union. Indeed, the EUJ
has made continuing strides in expanding the scope of the eco-
nomic union through amendments to the Treaty of Rome, the
adoption of Commission directives and compliance precedents
established by Court of Justice rulings. (1997, 45)

. We will describe the dispute mechanisms of the European Union in more

detail before examining two other international mechanisms, the World Trade
QOrganization and the North American Free Trade Agreement; and national

mechanisms in two federal countries, Belgium and Australia.

The European Union

The Furopean Union (EU) has a highly rules-based, confederal struc-
ture that some observers have suggested has relevance for dispute resolution in
the Canadian social union (Biggs 1996, 22). In order to participate in the EU,

governments must consent to share a measure of their sovereignty with a net-

~ work of supranational institutions. Informal processes (for example, meetings in

advance of official conciliations) smooth the interaction between institutions
responsible for the adoption of European Union legislation (Garman and
Hilditch 1998, 283), including the European Commission, the Council, the
Parliament and the Court of Justice (ECJ). The Union is supported by a group of
officials dedicated to making the whole system work. .
The commissioners have the authority to oversee and implement
treaties between member states without being directly accountable to their own
governments. The Council of Ministers is the main legislative body with the
mandate to define the EUs general policy guidelines. Regarding the maiter of
transparency, Steven McGiffen critically observes that: “In common with the
other major decision-making bodies of the European Union - with the exception
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of the European Parliament — the European Council shrouds itself in a Kremlin-
like secrecy which seems to many quite out of keeping with what might be
expected from a community of democratic nations” (2001, 15). The Parliament,
which derives its authority directly from the voters of the member states, con-
siders the Commission’s proposéls and shares budgetary powers with the
Council. Depending on the type of policy instrument emanating from the
Council of Ministers, enforceability varies. Regulations are automatically binding
in member states without any action on the part of their government; directives
give each member state the opportunity to decide how to achieve the objective
prescribed by the European Union; decisions target a particular member state,
company, or individual; and recommendations are completely non-binding.
The Court of Justice is the most formal body for conflict resolution. The
ECJ mechanism is used {requently and its scope is very broad, encompassing all
of the legal issues that arise in the member states. The Court’s decisions are high-
ly credible since “the Commission, its member states, business firms and indi-
viduals can all take action directly to enforce EU provisions with the certainty
that Union law will supersede any national law” (Clendenning 1997, 6). _
Critics have suggested that the European Union suffers from a “democ-
ratic deficit” because the supranational institutions like the Council of Ministers
and the Furopean Court of Justice meet in secret and are not directly elected, yet
they have the power to direct national legislatures. Other observers, like
Moravesik (1993, 515), contend that the “ ‘democratic deficit’ may be a funda-
mental source of its success” (Biggs 1996, 23). Governments can bargain and
reach consensus with relatively little constraint from citizens and interest groups
on issues related to all sectors and types of barriers. At the same time, business
firms and individuals do have access to the EU dispute settlement mechanisms,
which is one of the reasons.that they have been used frequently. The EU exam-

- ple shows the importance of informal processes for resolving disputes even when

a highly formal structure like the ECJ is in place.

The World Trade Organization

The World Trade Organization {(WTO), which came into being in 1994
after the Uruguay Round of trade negotiations, is based on the principle of for-
mal equality among actors. The dispute mechanism of the World Trade
Organization is highly developed, especially compared with that of its precursor,
the General Agreement on Tarriffs and Trade (GATT). It was set up in order to -
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prevent the competitive raising of trade barriers and to ensure that major players
did not shirk their GATT responsibilities at the expense of poorer countries.

The World Trade Organlization is a forum for resolving disputes among
countries through consultation or, failing that, a procedure that includes the pos-
sibility of a panel and an appeal. Any interested member states can participate in
the process as “third parties.” The panel may consult experts, upon agreement
from the disputing members, in order to determine whether or not a member has -
violated its WTO obligations. ‘

Decisions of WTO panels may be appealed to the standing WTO
Appellate Body, where seven members with experience in law and interna-
tional trade re-examine the case. The WTO’s Appellate Body has the authori-
ty to reject the expert panel’s interpretation of the agreements and overturn its
ruling. The final step in the WTO% dispute mechanism process is as follows:
the decision of the panel or Appellate Body is “presented to all WTO Members
for adoption at a meeting of the Dispute Settlement Body (DSB). Panel and
Appellate Body decisions are adopted by so-called ‘negative consensus’: they
are adopted unless there is a consensus of all DSB Members not to do so. Once
adopted by the Members, the report becomes a “WTO ruling’” (Department
of Foreign Affairs and International Trade 2001).

' The dispute mechanism is available only for contracting parties to the
Agreement; hence its frequency of use is limited. If individuals or firms have
grievances that they want resolved through this mechanism, they have to per-
suade their own governments to take up their cause {Clendenning 1997, 9), in
which case panels composed of three members seek a resolution. The decisions
and rulings that are made by the panel are highly credible, since measures are
taken to prevent the panel from becoming vulnerable to political influence. For
example, the members on the panel do not come from countries that are party to
the dispute. Although the deliberations and written submissions of the panels are

“ confidential, the disputing parties have the option, which Canada uses, of dis-

closing their own positions to the public. Parties have some incentive to comply

with the recommendations, since compensation is theoretically “availzble in the

‘event that the recommendations and rulings of a panel of the Appellate Body are
~ not implemented within a reasonable period of time” (Epps 2001, 71). However,

enforcement of compensation is difficult. The primary remedy is to bring the
offending measures into conformity with the relevant agreement.
Critics contend that the WTO does not provide adequate protection for
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smaller countries that are not economically able to retaliate effectively against
stronger economies (Zekos 1999; Bhagwati 2001). As well, William Davey
(2000, 167-70) suggests that the WTO dispute settlement system is weakened by
the absence of permanent panellists and sufficient staff support. Nevertheless, the
WTO has attracted positive commentary for its success in opening markets,
increasing predictability in trade relations among states, and improving on the
impressive dispute settlement record that existed under GATT (Grané 2001).
Whereas 300 disputes were dealt with through GATT between 1947 and 1994,
167 cases were dealt with by the WTQ between 1995 and March 1999 (WTO
1999, 5). The number of cases indicates the members’ confidence in the WTO
dispute resolution process. Cbservers havé also stressed the importance of the
Appellate Body as an innovative feature that bolsters the WTO's “impartiality,
integrity and independence” (Clendenning 1997, 54) and could be incorporated

into other dispute resolution mechanisms.

The North American Free Trade Agreement

The North American Free Trade Agreement (NAFTA) is the successor to
the Canada-US Free Trade Agreement (FTA) (Rosa 1993, 2553) and is designed to
eliminate barriers to trade in goods and services between Canada, the United
States, and Mexico. Like the FTA, it has formal dispute mechanisms that involve
consultation, arbitration, and mediation (although mediation is used infrequent-
y).7" Chapter 20 provisions of NAFTA (under chapter 18 of the FTA) involve

© government-to-government proceedings. Chapter 19 provisions govern the set-

tlement of anti-dumping and countervailing duty cases and allow individuals
and companies to bring cases against governments even without the consent of
their home government (Appleton 1999, 94). NAFTA created a binational panel
process to review trade determinations by domestic agencies and apply the law
of the importing country (Hoberg and Howe 1999, 4). Parties are required to
tesolve the dispute by agreement in accordance with an arbitral panel’s findings
within thirty days of the release of the report (Crommelin 2001, 142).
Canadian critics argue that the credibility of NAFTA decisions may be
compromised for several reasons: (1) The proceedings lack transparency. All
panel hearings and submissions are treated as confidential, and only the final
report is released fifteen days after it is submitted to the Commission; (2) There
is no opportunity for non-parties such as interested members of the public to
participate, although -expert testimony-may be permitted if both parties
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approve; (3) There is an inherent bias favouring the nation with the majority of
panellists; (4) The arbitrators “may not have any familiarity with Canadian law
or health policy objectives and little real sense of Canadian values”; (5) “Arbitral
panels are not required to follow the decisions of previous panels. This means
that there is uncertainty whenever a dispute comes before such a panel”; (6)
“There is no right of appeal or judicial review from the decision of an arbitral
panel” {Epps 2001, 103-4). An expert challenge panel can address allegations of
gross misconduct but, unlike the WTO% Appellate Body; it cannot confront the
issue of interpretation.

The strengths of the FTA and NAFTA dispute settlement mechanisms
are that they provide: “(1) a specific forum in the Commission for consultation
and mediation; (2} a defined timetable set for stages of dispute-settlement pro-
cedure; (3) an option to retaliate with ‘equivalent effects’ if either party is not sat-
isfied by the Commission decision; (4) a more rapid process than that of the
GATT; and (5) the development of a body of §urisprudence’ on Canadian-US
[and Mexican in the case of NAFTA] trade within the Commission” (Camphell
and Pal 1991, 220).

In general, the FTA and NAFTA dispute settlement mechanisms have
created a more predictable trading environment, but observers have made com-
pelling recommendations to strengthen them. Some of the lessons that could be
drawn for the health care case are that the credibility of a dispute mechanism can
be improved by making it more transparent, allowing interested members of the
public to participate, requiring panels to follow earlier decisions, and making
provisions for an appellate body with panellists appointed for specific terms to

review rulings.

Dispute Resolution Bodies in Qther

Countries

Belgium's Conseif d'ftat

Belgium’s Conseil d’Etat (supreme administrative court) and Comité de
Concertation are of interest because they are authoritative institutions in a complex,
decentralized environment, and their pronouncements for resolving intergovern-
mental disputes are widely viewed as legitimate (Commisston on Fiscal Imbalance
2001b, 33). Subnational governments in Belgium (as in Canada) play a significant
role in central decision making, just as member states do at the supranational level

in the EU. The Conseil d'Etat is an example of a formal dispute mechanism with a
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broad mandate. It reviews draft legislation prior to implementation, including all
constitutional amendments, to ensure that each order of government does not
overstep its jurisdiction. In some cases, its assistance in reviewing legislation is
compulsory, in other instances it is optional. Its decisions are credible since it is
composed of experts in various fields who have a reputation for providing uniform,
consistent interpretations of legislation. Its decisions are enforceable. It can annul
administrative acts and regulations that are incompatible with existing legal opin-
ions, or suspend their execution. The Conseil d’Etat has the power to refer draft
legislation to the Comité de concertation if the legislation risks sparking jurisdic-
tional conflict. The committee, which is composed of representatives of all govern-

ments, then reaches a consensus on the contentious matter. If legislation is

developed that may exceed the competence of the level of government, govern-
mental actors or interested individuals can refer the matter to the Court of
Arbirrage, which acts as an independent arbitrator among the federal state, the
communities, and the regions, and protects the rights of citizens. The Court has the .
authority to cancel the offending legislarion within six months of its publication
and to rule on preliminary questions.

These dispute resolution mechanisms allow intergovernmental issues to
be treated in technical and legal ways and minimize the political considerations

that would otherwise surround disputes.

Australia's Councilf of Australian Governments
_ The Council of Australian Governments (COAG), which was estab-
lished in 1992, is a collaborative forum where disputes between the federal, state,

and territorial governments can be resolved through negotiation.® It evolved out

-of traditional premiers conferences as 2 way of making Australian intergovern-

mental relations more cooperative and productive. Margaret Biggs identifies the
features that distinguish COAG from premiers conferences: “What distinguishes

- COAG from the Ministerial Council system is that it addresses areas of national

significance and has a central agency, ‘whole of government’ perspective. COAG
is a forum for spearheading reform, challenging existing processes and thinking,

and making the cross-sectoral linkages and trade-offs that are often essential to a

‘pational’ solution” (1996, 26).

The scope of COAG is very broad. Within this intergovernmental body,
political actors tackle such difficult issues as competition, Aboriginal policy, and
taxation policy. Representatives of the two levels of government have used the
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forum to initiate “major policy reforms across a wide range of sectors, in rela-
tively short periods of time” (Biggs 1996, 28). There is a lot of pressure on par-
ties to reach an agreement in the latter stages of the negotiation because COAG
operates under a unanimity rule. If a consensus is not reached, the parties have
few options for settlement other than handing over outstanding issues to other
intergovernmental bodies. COAG decisions are not enforceable and its existence
is tenuous. Since it was created by agreement, it could simply be dissolved if the
parties no longer supported it. _

The credibility of COAG is diminished by the fact that the public is not
privy to the negotiations but is only informed of the results through communicués
at the end of the meetings. Some critics are concerned that COAG has the poten-
tial to undermine parliamentary accountability (Painter 1996). Nevertheless, the
forum attracts a lot of popular support and praise from policy experts for creating -
more cooperative intergovernmental relations by facilitating the development of

shared language and relationships (Painter 2001).

COPING WITH CONFLICT AND DISPUTES IN THE
HEALTH CARE FIELD

fter setting out some of the factors that will frame our analysis of dispute
resolution approaches, we will examine the Canada Health Act (CHA),
both because it is central to the Canadian health care system and because
it offers a useful base-case scenario for considering alternative ways of tackling
the resolution of conflict in the health care field in the Canadian federation. This
analysis will lead to a framework for understanding the nature of conflict in the

health field, which we will then use as the foundation for an evéluation of a

number of alternative approaches to the resolution of conflicts between the fed-

eral and provincial governments in the field of health. Qur focus, as we have said,
is on disputes among governments, not on conflicts in the private sector or con-
flicts between citizens and the state. We do not include any discussion of possi-
bilities that would require constitutional change, as these lie beyond the range of
practical politics.

In a federal state, the pattern of conflict is established to a substantial
degree by the distribution of jurisdictional authority between and among the fed-
erated governments. These conflicts may be rooted in the aspirations and con-
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victions of the populations in the various parts of the country, or they may be
more restricted to the political ambitions of political leaders and other actors.

Some conflicts are so deeply rooted in the cleavages and fault lines of
the country that they are better regarded as eternal facts of political life than as
disagreements that may, in principle, be resolved. For example, the nationalist
conflict concerning Quebecs status within or outside of Canada is of this char-
acter. Efforts at conflict resolution have involved the entire Canadian state, its
political parties, its legislative and judicial institutions, and its people. This is not
the sort of conflict we are speaking of in this paper, although it is eminently capa-
ble of spawning the second- and third-order conflicts that are the subject of cur
study: Indeed, Quebec’s constitutional views and its position on health care juris-
diction set it decidedly apart from all the other provinces — so much so that much
of the discussion of alternatives in this paper, which presupposes normal parti-
cipation of the government actors in the system, does not really apply at all to
Quebec, whose involvement in national health care discussions is greatly limited
and deeply ambivalent.

While a conflict will almost always be framed in the vocabulary of jus-
tice and fairness, a dispute may have its origins in one or more of a fairly wide
range of differences: ideological or policy disagreements; a quarrel over money
and resources; the drive for status or reputation; the desire for political credit or
public reputation; the ambition to control and direct; and differences of view
about programs and program implementation. For the purposes of our discus-
sion here, we will focus chiefly on money and policy autherity as the two main
matters around which disputes tend to form in the health care field. This is not
to say that the quest for political credit, political ideclogy, and jockeying for rep-
utation and position have no role to play, but simply to say that such factors tend
to be implicit or unacknowledged in the dispute and are mediated through the
formal, public discourse, which normally focuses on money and policy authori-
ty. The federal-provincial fiscal transfer system and the provisions of the Canada
Health Act are emblematic of this twofold reality:

Given the realities of politics, the needs of politicians and the differing
orientations of widely dispersed communities in the Canadian federation, recur-
rent conflict should be taken as a given. The point is not to get rid of it, but to
try to ensure that there are productive channels for its expression and for its reso-
lution when the time is right. Conflict can arise at the level of officials, ministers,

ot first ministers. As we said earlier, the record of collaboration and quiet, effec-
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tive conflict management is very good in Canada at the level of officials and line
departments; the great majority of the public business of Canada is carried on
efficiently beyond the hurly-burly of political debate. It is when intergovern-
mental conflict breaks out at the political level of ministers — and, especially, first
ministers — that the concern for dispute resolution processes arises. This is the

level at which our investigation proceeds.

The Canada Health Act

The main instruments for regulating governmental behaviour in the
heaith field are the Canada Health Act and the ten provincial health acts. The
Canada Health Act is a case of one of the actors, heavily implicated in a com-
plex system, announcing rules for the conduct of the other actors, and deter-
mining for itself whether the rules have been flouted, and whether a penalty
should be imposed.*

Because of its central importance to the Canadian health care system,
we will examine how the Canada Health Act has operated over time. What is of
particular interest is the role that formal sanctions have played in shaping behav-
iour and in exacerbating or diminishing conflict between Ottawa and the provin-
cial governments. Underlying the CHA are several assumptions: that there is a
national interest in maintaining a public health insurance system in the country;
that Canadians, wherever they live, are entitled to broadly comparable services;
and that the federal government has a responsibility to enforce provincial com-
pliance with respect to key elements of the health insurance system.

What has been the impact of the CHA on federal-provincial cooperation
and conflict? What are the options for using the Act as a dispute mechanism in
the future? These are the questions that are central to our discussion. In order to
set the context, let us review the terms of the Act, the processes and arrange-
ments for enforcing compliance, the cases in which a penalty was imposed or was
contemplated but was not imposed, and the strengths and weaknesses of the cur-
reni system.

The Canada Health Act, which was enacted in 1984, re-established the
four principles that have been in place since medicare was introduced, and
added the principle of accessibility. The five criteria with which provincial
health insurance plans must comply before they qualify for a cash contribution

from the federal government are public administration, comprehensiveness,

_ universality, portability, and accessibility.* The Act also bans extra-billing and
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user charges. If provinces contravene these two conditions, there is an auto-
matic dollar-for-dollar penalty. As the Canada Health Act Overview explains, an
automatic penalty means that “if it has been determined that a province has
allowed $300,000 in extra-billing by physicians, the federal transfer payment
to that province would be reduced by that amount” (Health Canada 2002).
Through orders-in-council, financial penalties can legally be imposed for not
complying with the five criteria and two conditions of the Act. However, no
discretionary penalties have ever been applied for contravening the conditions
of universality, comprehensiveness, and accessibility. The Canada Health Act
Overview indicates that if the penalty is discretionary, “the amount of any

" deduction is based on the gravity of the default.” The Canada Health Act

Division, part of the Intergovernmental Affairs Directorate, Health Policy and
Communications Branch, Health Canada, s responsible for administering the
CHA. It advises the Minister of Health on whether to make deductions. The
Minister then communicates the amount of any deductions to Finance officials
afier informing the province of the problem, obtaining its explanations, draft-
ing a report on its concerns, and sometimes holding a meeting with the
province to discuss the issue.

Federal government enforcement of the Act has been sporadic, a fact
that reflects the deeply politicized nature of the process. The federal government
imposed around $245 million in cash penalties against seven provinces for extra-

billing in the first three vears after the Act was introduced. After the violations

- ended, the money was reimbursed. The Canada Health Act Overview notes that

“the second period of deductions related to extra-billing in British Columbia dur-
ing the period .1992-1995” (Health Canada 2002). British Columbia lost
$2,025,000 in Established Program Financing (EPF) transfer payments because
some doctors extra-billed. Then, in the second half of the 1990s, $6 million was
withheld from the provinces, specifically Newfoundland and Labrador, Nova
Scotia, Manitoba, and Alberta, where patients had been charged a facility fee for
medically necessary services at private clinics. Since 1999 Nova Scotia has lost
$57,360 in transfer payments for contravening the Act concerning the federal
policy on private clinics.”.

There have been many instances in which a penalty was contemplated
but was not imposed. For instance, the provincial governments have contravened

- the spirit of the CHA by providing uneven access to abortion services (there are
no services in Prince Edward Island, and only in 1996 did Alberta shift from no
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coverage to full coverage at clinics) and by denying medical services to British
Columbians if they did not pay fees to be enrolled in health insurance. In fact,
the discretionary penalty provisions of the Act have never been applied.”

The Aunditor General has been critical of the federal government
because it has never required the provinces to give the detailed information
required in section 23 of the Act (the provinces are expected to indicate the
degree of their compliance with the Act in general and the extent to which they
have satisfied the five criteria and two conditions); nor has Health Canada pro-
vided this information to Parliament.* The federal governments lack of politi-
cal will to systematically enforce the CHA may be traced to its reluctance to get
involved in an intergovernmental dispute in an area of provincial jurisdiction
unless it is obviously in the short-term interest of the federal political leader-
ship.* Enforcement is not subject to the initiative of non-governmental actors:
citizens and non-governmental organizations do not currently enjoy the right of
launching actions under the CHA — only the Government of Canada can do

* that* So, although the CHA is highly popular with Canadians, citizens have

been effectively locked out of its processes.
It is important to consider the effect of the CHA on federal-provincial
cooperation and conflict, since the only formal dispute resolution mechanism

associated with an intergovernmental impasse in the federal-provincial/territo-

rial health conference system pertains to the principles and conditions identi-
fied in the Act {(OReilly 2001, 119). The federal governments style of
enforcement of the CHA contributes to federal-provincial cooperation only
insofar as some of the proviricial leaders may secretly be relieved that national
principles like the portability of services exist. But it has been argued that
Ottawa’s approach to enforcement does much more to exacerbate intergovern-
mental tension than to relieve it. As Joan Boase has observed, the intergovern-

mental negotiations to resolve conflict relating to CHA interpretation and

. enforcement have tended to be “highly politicized, confrontational, and com-

petitive. This has resulted in residual feelings of intergovernmental resentment,
suspicion, and frustration well beyond the health arena” (Boase 2001, 194). At
the same time, Health Canada (2002) implies that it is important not to over-
state the degree of conflict in this area. It emphasizes that almost all CHA-
related disputes have been resolved through informal consultation with the
offending governments without resorting to penalties. It is undeniable that the
existence of this federal legislation has helped to preserve the basic architecture
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of the Canadian health care system, at least insofar as it rests on the five prin-
ciples specified in the statute. While we cannot know for certain how health
care in Canada would have evolved in the absence of the CHA, it seems clear
that, without it, respect for the basic principles that have shaped its operation
would have been attenuated over time.

All these factors make the Canada Health Act a very interesting case in
point in the dispute resolution field. It is federal legislation, passed by the
Parliament of Canada alone. Using federal fiscal transfers as leverage, it pro-
vides for the imposition of fiscal penalties on provinces that do not comply
with its five principles and two conditions. The principles are vague and unde-
fined. The administration of the Act is highly political, in thar the federal gov- .
ernment chooses not to apply its provisions impartially and systematically, but
circumstantially and politically. The regulatory process is not accepted as legit-
imate by the provinces. Yet it seems certain that its existence has had a good
deal to do with the preservation of the basic national architecture of the health
care system in this country. Altogether, it leads to a surprising conclusion: that
a highly political, selectively applied, unilaterally interpreted federal Act, inter-
vening in a field of undoubted provincial jurisdiction, can have beneficial pub-
lic policy results.

Having said that, we must recognize that the capacity of the Governrient
of Canada to influence provincial behaviour in the health care field has not relied
solely on a piece of legislation, but on the fact that the legislation is paired with a
significant federal fiscal presence in the system. As Tom Kent (1997) and others
have pointed out, this fiscal presence has been allowed to fade in recent years, lead-
ing perilously close to a situation in which Ottawa claims a voice without substan-
tive participation. Beyond the instability that this introduces into the system, the
disjunction between voice and presence risks, over time, depriving the federal gov-
ernment of the public legitimacy that has buttressed its role vis-a-vis the provinces
in the past.

The Anatomy of Conflict in the

Canadian Health Care Field

Federal-provincial conflict in the field of health is the product of two
structural forces: one has to do with policy, and the other with money.

With respect to policy, the provincial health care programs are embed-
ded in a broadly accepted national policy framework expressed by the five prin-
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ciples of accessibility, portability, public administration, universality, and com-
prehensiveness.” Extra-billing by doctors and user fees for medical services are
widely viewed as being incompatible with the public insurance philosophy that
underlies the Canadian health system. The Canada Health Act, and the more
recent Social Union Framework Agreement (SUFA), offer the authoritative enun-
ciation of the policy framework within which Canadian health services are to be
‘provided. As an intergovernmental agreement, SUFA confirms the general
acknowledgment on the part of Canada’s governments that the five principles are
structural features of the Canadian system. While the Government of Quebec
refused to sign SUFA, it was not on grounds of disagreement with the principles.

As for the question of money, fiscal transfers from the federal govern-
ment have supported provincial health programs for even longer than the policy
framework described above has been in existence. Almost half a centurys con-
tinuous experience with federal fiscal transfers to the provinces in support of

health entitles the impartial observer to conclude that this too is a structural fea-
tute of Canadas health care system.

It is, then, not surprisingly, chiefly with respect to money and policy
that intergovernmental disputes arise. When they do, an intergovernmental
imbalance appears in the processes by which conflicts are addressed.

While there is a good deal of intergovernmental discussion about the
nature and level of federal transfers in support of provincial health programs, the
technical instrument employed to effect transfers is parliamentary legislation. In
other words, with respect to this crucial element of the federal-provincial rela-
tionship, it is ultimately Ottawa, and Ottawa alone, that makes the final deter-
mination as to the nature, level, growth, and duration of the fiscal transfer.
Ouawa’s sovereignty in this matter has been confirmed in the courts. There is no
formal or informal dispute resolution mechanism relating to this structural fea-
ture of the Canadian intergovernmental health support system. There is federal-
 provincial discussion, negotiation, and contestation, but at the end of the day the
Government of Canada unilaterally decides on the terms and conditions of the
transfers and submits legislation to Parliament to that effect.

As for the policy side of the intergovernmental relationship, the deter-
mining instrument is again a piece of federal legislation, the Canada Health Act,
which provides for the imposition of financial penalties on provincial govern-
ments that fail to abide by its terms — terms, be it noted, that relate to matters

. falling clearly within provincial jurisdiction. While there is a process of exchange
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and discussion with the given province prior to federal action, the decision
whether to impose a penalty and, if so, how much, rests with the Government of
Canada alone. Again, then, disputes are ultimately resolved by the federal gov-
ernment acting on its own.

We spoke above of several features of dispute settlement mechanisms:
their formality, scope, frequency of use, enforceability, and credibility. Canada’s
mechanisms for dealing with intergovernmental conflict in the health field are
informal or non-existent, narrow in scope, and intermittent and unpredictable in
their application. They are, broadly speaking, enforceable ~ that is to say, the fed-
eral governments decisions, once made, are usually complied with: in the fiscal
domain, the provinces have no choice; in the policy field, the financial penalty,
or perhaps public opprobrium, is normally enough to bring provincial govern-
ments into line. However, the process and the decisions arising from the process
are not typically regarded as legitimate by the provinces, although they would
normally be positively viewed among much of the population in English-speak-
ing Canada.

In reflecting on existing arrangements for dispute resolution in this
field, there are two dimensions to which we must pay particular attention. The
first is the character of the mechanism itself: is there a mechanism, and, if so,
what does it provide? In particular, does it meet what one might call the “author-
ity test”™? An authoritative voice is critical to an enduring dispute settlement
process. When one is dealing with autonomous, democratically elected actors in
a federal system, a voice of authority implies two things: that its pronouncements
are definitive, and that they are legitimate. Are decisions reached via the given
dispute settlement mechanism definitive? — that is, do they authoritatively
resolve the conflict? And are they legitimate — that is, do they derive {rom a pro-

“cedure that both sides acknowledge as fair and impartial? The second dimension

is the scope of the mechanism: to what issues does the mechanism apply? How
broad is its sweep? Does it apply to the main elements in the relationship or to
only a portion of them?

When approaching it from this perspective, what one discovers in
Canada is a system tilted radically in favour of the federal government. To the

_extent that a dispute settlement mechanism exists, it applies only to the policy

dimension of the relationship, not to the fiscal aspect. Within the policy dimen-
sion, disputes under CHA are ultimately decided by the federal government —
one of the parties to the dispute. With respect to the fiscal transfer system, there
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is effectively no mechanism at all, and disagreements are simply left unresolved,
with Ottawa finally determining what it is and is not prepared to do. Provincial
governments in both domains are subject to the will of the Government of
Canada.

This one-sidedness seems dysfunctional, given that the paternalistic
position of the central government at the time of Confederation has long since
been superseded in most areas by the operating principle of federal-provincial
equality; and anomalous, given that health is an area of provincial jurisdiction.
Health is the largest expenditure item modem governments face. Current
arrangements for coping with intergovernmental relations in the health field sug-
gest a costly institutional immaturity in the Canadian federation that is unlikely
to serve the interests and needs of citizens very well. They foster a recurrent and,
in some respects, intentionally obfuscatory debate between governments, in
which it is impossible to agree even on the most basic numbers. How much does
Ottawa really contribute to the provinces in support of health care? Governments
cannot agree, and it is almost as if they have been complicit in designing a sys-
tem in which it is not possible to agree, and in which each side can therefore
evade responsibility by shifting blame to the other. This avoidance does not build
confidence among Canadian citizens that their welfare is at the centre of the
debate. '

The actor for whom the current system works best is the federal gov-
ernment. As we have seen, it holds most of the cards; it is viewed by many citi-
zens in English-speaking Canada as the monitor of provincial health care
behaviour; and it chooses, with a fairly high degree of autonomy, when and how
it will involve itself in the policy field. The grinding, day-to-day management of
the system is left to the provincial governments, for whom the often mercurial
participation of the federal government is yet another element of uncertainty.
Claude Forget has employed an arresting image to describe the conduct of the

- Government of Canada vis-a-vis the provincial health care systems. He says that

the federal government invests in provincial health care like a bondholder but
wishes to behave like an equity shareholder; it seeks voice without risk and influ-
ence without responsibility. Forget argues that the provinces assume a wide range
of risks in performing their health care responsibilities — medical, financial, man-
agement, and demographic. In the federal government, they confront not a part-

~mer who is prepared to share the risks and burdens of the enterprise, but a

creditor who maintains an arm’s-length relationship from the provinces and seeks
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1o exercise control from a distance.®

Using the framework of analysis outlined above, we will block out sev-
eral alternative dispute settlemnent models, using the CHA and the existing fiscal
transfer regime as the base-case example. In each case, we pay particular atten-
tion to the character and scope of the mechanism and relate the model to one of
the three notions of the sharing community elaborated by Keith Banting and
Robin Boadway in chapter 1.

DISPUTE SETTLEMENT MODELS

The Three Notions of the Sharing
Community
he idea of the “sharing community” that Banting and Boadway
develop refers to the breadth of the community over which
health insurance programs are designed to apply. It does not
refer to the decision-making process (which is our focus here), but to the extent
of the community in Canada over which redistribution, common policy struc-
tures, and assumptions of mutual citizen obligation are understood to prevail *
The authors describe, but set aside, two extreme versions; exclusive Canada-wide
sharing (as in a unitary state), whereby all citizens of a given category receive
identical treatment ne matter where in the country they reside; and the exclusive
provincial sharing community, which effectively assumes no country-wide shar-
ing whatsoever.
Between these extremes, Banting and Boadway identify and discuss
three relevant or imaginable alternative conceptions of the sharing community:
> The predominantly Canada-wide sharing community: This conception
would have strong, detailed national standards and strong interregional
transfers. It might have a considerable direct federal delivery role.
> The dual sharing community: This conception would have a full equal-
tzation system as well as broad, common program principles applying
to health care, as in the current regime. It might be supported by fiscal
transfers from the central government to the regional governments.
> The predominantly provincial sharing community: With this conception,
sharing would occur primarily via an un-earmarked equalization trans-
fer, possibly via federal income taxation with selected programs, like
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pensions and unemployment insurance, delivered by Ottawa. There

would be no conditions associated with an instrument like the CHST,

and no equivalent to the Canada Health Act.
Since these are alternative conceptions of sharing not decision-making models, it
would theoretically be possible to have, let us say, a predominantly Canada-wide
sharing community, supported, not by an active federal government exercising
oversight and control, but by a powerful intergovernmental compact laying out
obligations and responsibilities for all public-sector actors. In reality, however, a
predominantly Canada-wide sharing community would likely assign a significant
role to the federal government; a predominantly provincial sharing community

would likely assign a relatively minor role to the federal government and a cor-

respondingly large role to the provinces; and a dual sharing community would
likely assign a balanced role to each order of government.

- The relationship between the different conceptions of the sharing com-
mﬁnity and potential forms of dispute resolution is complex and relies on a num-
ber of factors that need to be specified. As a starting proposition, one might argue
that the more intense and mutually dependent the relationship among govern-
ments is, the greater will be the need for a well-developed dispute settlement

. arrangement; if there is little or no connection among governments, there will be

few disputes and minimal need for conflict resolution processes, The nature of
the dispute settlement process may vary, not only by virtue of the relationship’s
intensity but also by virtue of the nature of the actors that are in relationship with

one another. The nature of disputes and the consequent character of the setile-

ment mechanism are likely to differ according to whether it is a question of the
federal government playing a preponderant role or a group of provinces working
within the framework of a powerful intergovernmental compact.

But there is more to it. One needs to make a distinction between logic
and need, on the one hand, and the practical reality of the situation, derived from
politics and circumstance, on the other. It may be that the long-standing struc-
tural relationship that exists between Ottawa and the provinces in the health care
field logically calls for a well-developed dispute settlement mechanism, but the
reality is rather différent, as we have seen. Why is Canada so weakly endowed

with institutions and processes in this area? There appear to be two chief reasons.

The first is the jurisdictional reality of the Canadian federation.
Health care is a primary provincial responsibility; Ottawa chooses to con-
tribute to its support, but, in principle, it might not. This discretionary role
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creates very different circumstantial pressures and unequal leverage of one
actor over thé other; while Ottawa, at least at the level of theory, has the
option of withdrawing from the intergovernmental relationship and terminat-
ing its commitment to the support of health care, there is no way in which the
provinces could exercise an option to cease to involve themselves in health
care provision and simply vacate the field. Thus there is a power imbalance;
Ottawa has the upper hand.

The second reason why Canada’s dispute settlement system is not what
one might theoretically expect it to be is what might be called the “pay for say”
principle. The federal government has substantial freedom of action to determine
the conditions under which it will offer financial support to provincial govern-
ments. It can therefore structure the framework of the intergovernmental rela-
tionship within which it is prepared to participate. It has never wanted an
impartial, equitable dispute settlement mechanism to govern its relationship with
the provinces, and it has had the power to avoid it.

Considerations of power and circumstance, then, should be very
much borne in mind as one reflects on hypothetical alternative dispute settle-
ment regimes. The models we outline below are organized from the least to the
most highly developed. This structure makes analytical sense, but the question
of how any one of these relates to any given practical reality is a matter for
detailed consideration in the circumstances that exist, not a matter of mechan-

ical application.

Alternative Models
Model 1. Federal Withdrawal
A designation of intergovernmental roles. and relationships consistent

. with the notion of predominantly provincial sharing communities might involve -

the following type of arrangements. Ottawa might transfer tax points to the

~ provinges to allow them to fulfill their health care responsibilities as they see fit,

and reduce the cash transfers to little or nothing. It might place greater empha-
sis on the equalization system to redistribute resources in a way that would per-
mit the fiscally weaker provinces to acquit their health care responsibilities to
their residents, but the amount to be spent on health care and the way in which

" it is to be spent would be left to provincial governments. Ottawa would abrogate

the Canada Health Act, and leave it to the provinces to manage the health care
system in a fashion that meets the aspirations of their regional communities.
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Governments might agree that the principle of interprovincial mobility would be

respected, or, as Lazar, St-Hilaire and Tremblay suggest in Chapter 4, Ottawa
might retain sufficient cash leverage to enforce that principle. Ottawa would
effectively withdraw from the field, perhaps restricting itself to specific, limited
activities, such as public health promotion and the regulation of pharmaceuti-
cals, where the logic of a Canada-wide approach is self-evident. This is the model
closest to the preferences of Quebec.

This model, involving substantial federal withdrawal, would address the
problem of féderal-provincial disputes by diminishing the degree to which the
two orders of government are in relationship with one another, The absence of
an explicit federal-provincial dispute settlement mechanism would not be felt as
a significant institutional lack in such circumstances. The regulation of any com-
mon national standards would be maintained by the provinces, through an inter-
provincial dispute settlement mechanism.

Given the politics of health and the contemporary Canadian system,
this model would clearly be a radical change of approach. Nevertheless, one has
only to look at the way in which Canadians manage their education systems to
see how an arrangement that is in fact very similar works in practice. With the
significant exception of federal support for research, Canada’s provincial gov-
ernments run their systems of primary, secondary, and higher education in vir-
tually complete autonomy, with what is effectively no national intervention, not

-even with respect to mobility; yet it is probably fair to say that these provincial

educational regimes, collectively, operate according to shared principles and
display common characteristics to the same extent that provincial health care
systems do. There is no “Canada Education Act” to parallel the CHA, and the
provincial governments have successfully fended off Ottawa’s intermittent desire
to intervene in this field, but the schools and universities of the country resem-
ble one another to a remarkable degree, and the constraints on interprovincial
educational mobility are, all in all, quite limited in their scope. This reality
reminds us that public policy and government action are not the only means by
which communities preserve themselves and the values they cherish; the notion
of “established programs,” as in the Established Programs Financing
Arrangements legislation of 1977 may in fact refer implicitly to the degree to
which certain public programs and policies are embedded in the preferences
and expectations of the citizens themselves. A country is more than its public-

administration architecture,
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Madel 2. The Base-Case Model

This system, with which Canadians are familiar, provides for no explicit
conflict resolution regime that applies to both the fiscal and policy dimensions of
the intergovernmental relationship. Thus the scope is narrow. The federal govern-
ment sees itself as the dominant player in the field, despite the management and
administrative primacy of the provinces, and has structured its central policy
instruments to reflect that view. This is apparent in both the fiscal and the policy
authority dimensions of the health care field.

Federal fiscal arrangements, despite their considerable structural variety
over the years, have always been grounded in federal statute and subject to
amendment by the Parliament of Canada. Provinces have been invited to express
their views and they have sought to influence federal decisions about the kind
and levels of support on offer, but there has never been any question that the
final word in the matter rests with Ottawa. There is no authoritative procedure
by which provinces can hold the Government of Canada to account for the ful-
fillment of its fiscal commitments to the provinces. The federal government is
free to do what it wishes with respect to the level of transfers it promises and can
change its undertakings at any time as circumstances dictate.” _

At times, the Government of Canada designed the fiscal transfer system
itself to achieve certain policy goals. Examples of this strategy can be found in
the era of conditional grants, and in the provisions of the Canada Assistance Plan
until its disappearance, announced in the 1995 federal budget (Cohn 1996). But
even in the era of block grants under the Established Programs Financing
arrangements, the federal government felt entitled to assert its policy oversight of
Canadian health care. The passage of the CHA in 1984 introduced policy and

. program compliance requirements for the provinces that laid out the federal gov-

ernment’ conditions for giving the block transfer, and discouraged certain forms
of provincial behaviour.

' The procedures under the CHA for determining provincial non-compli-
ance and consequent penalties described earlier in the paper are perfectly con-
sistent with the assumption of a federal oversight and control function. Prima
facie cases of non-compliance are identified and investigated by the federal gov-
ernment. Provinces have an opportunity to submit whatever evidence they wish,
to counter Ottawa’s concern, but a finding of non-compliance is made by the fed-
eral government on its own, as is the imposition of any penalty. Should the
province contest the finding and the penalty, there is no appeal process, except
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the political one of going back to the same federal authority that made the deter-
mination in the first place.

The processes under the CHA, which apply to the policy side, clearly
favour the federal government. Ottawa designed the procedures, passed-the leg-
islation, decides when to trigger the process, and determines whether penalties
will be imposed and what they will be. By most standards of conflict resolution,
this design would be judged deficient on several grounds: the relationship
between the actors is paternalistic rather than egalitarian; only one party has
recourse to the instrument; one of the parties acts both as prosecutor and judge;
as a consequence, the process and the decisions, while they may be effective, are
not regarded as legitimate by all of the government participants.

Model 3. The Social Union Framework Agreement

The Social Union Framework Agreement (SUFA) emerged in the late
1990s as the provinces and territories struggled to cope with the sharp reduction
in federal support for social programs, They were looking for ways to express and
protect the common interest in provincial social programs in the absence of a vig-
orous federal-government presence, to put pressure on Ottawa to re-engage in
the field, and to fashion a more productive, less unilateral style of intergovern-

mental relations.

SUFA can be understood in part as an attempt to address the absence of
an autonomous monitor to manage competition and conflict between the
provinces and the federal government. This absence should not be understood
simply as the lack of a dispute settlement mechanism to regulate particular con-
flicts between Ottawa and a province or provinces relating to a specific matter,
although that was clearly part of the provincial and territorial concern. The
design of the framework as a whole reflects an effort to establish a system in
which the various relationships between the federal and provincial governments
in the soctal policy field are rendered more stable, more predictable, and more

_balanced as between the two orders of government.

While a number of observers associate this initiative with the emergence
in recent years of a model of collaborative federalism, it should not for that rea-
son be assumed that SUFA contemplates nothing but collaboration among
Canada’s federal partners. As William Forward, then Assistant Deputy Minister of
Ontarios Ministry of Intergovernmental Affairs, observed, SUFA is an example of
“governments” agreeing on a workplan for co-operation and a rulebook for com-
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petition” (Bakvis and Skogstad 2002, 11). It assumes that both are an ongoing,
inevitable reality in intergovernmental relations, and seeks to place conflictual
and cooperative behaviour in an orderly frame of reference, and to expose both
forms of conduct to the fuller scrutiny of the public.

Perhaps the major innovation, from the point of view of our story, is the
effort to redefine the federal-provincial interface on a broader and more synthetic
basis, as “the social union,” and to subject that complex set of relations and joint
activities to the disciplines of collaborative federalism. Thus, section 6 of the
Agreement, “Dispute Avoidance and Resolution,” is clearly intended to apply to
the broad range of intergovernmental social policy matters, and not just o a par-
ticular program. Indeed, SUFA makes this breadth explicit by stating that “dispute
avoidance and 'resolution will apply to commitments on mobility, intergovern-
mental transfers, interpretation of the Canada Health Act principles, and, as appro-
priate, on any new joint initiative.” The scope is considerably broadened and
explicitly includes federal fiscal transfers. In this way it seeks to deal with one of
the deficiencies in the current arrangements.

With respect to the other deficiency, namely, federal dominance of the
dispute settlement mechanism itself, it is silent. The provisions are at a very gen-
eral level, referring to dispute avoidance, fact-finding, mediation, third-party
involvement, and public reporting, but the Agreement does not develop any of
the ideas in detail. Clearly, that was as far as the federal-provincial negotiations
were capable of going at that stage, and, as we will see below, the federal gov-
ernment is not yet prepared to abdicate its privileged position in the intergov-
emmental process.

Were the federal government prepared to do so, however, the Social
Union Framework Agreement might be creatively used as the basis for develop-
ing a more balanced and impartial dispute resolution regime. In its present form,
the Agreement has clearly broadened the scope or ambit of any such regime; con-
sistent with its central philosophy, it could be employed to construct a dispute
settlement process of fuller legitimacy: This might be done even with the contin-
ued existence of the CHA, if the Government of Canada declared that it was pre-
pared to have the fiscal transfer arrangements subjected to the provisions of the
regime, and if it and the provincial and territorial governments indicated that
they would be bound by the determinations made by a dispute settlement
process to which they had all agreed. Presumably, the provisions of the CHA
would need to be clarified through federal-provincial negotiation, so that con-
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duct in compliance or in contravention could be specified with greater certainty.
‘This approach would be perfectly consistent with the collaborative, partnership
philosophy that informs the document as a whole.

Model 4. The Mclellan Dispute Settlement Process

The Social Union Framework Agreement was in part a provincial
atternpt to balance the forces between the two orders of government in the social
policy field. On the money and resources front, there is an attempt to broaden
the scope and impose a kind of code of conduct on the federal government’s use
of the spending power, with notice provisions and the like. As we have seen, the
last section of the Agreement asserts the need to develop a formal federal-provin-
cial dispute settlement mechanism that would offer all participants a more set-
tled and orderly process for addressing both fiscal and policy disputes. This
provision is of particular importance to the provinces, and, until recently, had
been strongly resisted by the federal government. The idea is to subject the fed-
eral government to disciplines and accountabilities parallel to those Ottawa has

sought to impose, with some success, on the provinces.

In a letter dated 2 April 2002 to her counterpart in Alberta, Federal
Minister of Health Anne McLellan proposed a dispute settlement process that
appears to respond to the concerns of at least some of the provinces, although it
does not fundamentally alter the play of intergovernmental forces and is restrict-
ed in its ambit to the CHA, not applying to mobility, intergovernmental transfers,
or any other joint initiative, as is contemplated by SUFA. '

The letter begins with a discussion of dispute avoidance, arguing that
governments need to continue to participate actively in the ad hoc federal/provin-
cial-territorial committees on CHA issues and to exchange information on issues
as they arise. The Minister commits Health Canada to providing advance assess-
ments of specific issues upon request to any province or territory.

If dispute avoidance fails, either the federal or the provincial minister of
health could initiate the dispute resolution process by following required prace-
dures that would apparently look something like this. A disputes panel would have

~ to be struck and report before any steps were taken by the federal government to

enforce the provisions of the CHA. Governments in conflict over the meaning and
applicability of the CHA to a particular case would have to agree to collect and
share relevant information, prepare a fact-finding report, and make an honest effort

to negotiate ant end to the dispute. If the issue remained unresolved, either minis-
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ter of health could initiate the dispute panel process by writing to his or her coun-
terpart. Within thirty days a panel would be set up, composed of a federal
appointee, a provincial appointee, and a third-party chairperson agreeable to both
sides. The panel would have sixty days to hand down a report, based on its assess-
ment of the issue in dispute in the light of the provisions of the CHA. The report
would be made public. '

The federal minister could accept or ignore the report; McLellans let-
ter states that “the Minister of Healrh for Canada has the final authority to inter-
pret and enforce the Canada Health Act.” As the Globe and Mail says, it is “a new,
non-binding dispute-seitlement mechanism that would give the provinces the
right to a hearing before they face fines for breaching the Canada Health Act.”
The federal minister is quoted as saying: “I take that {the panel report] into con-
sideration in deciding, which is my right and my right alone, whether T"will
enforce the Canada Health Act” (Mahoney and Laghi, 2002). This is a step away
from unadorned unilateral federal action, since it provides for a federal-provin-
cial process of fact-finding and reporting, but the ultimate authority to deter-
mine the outcome remains unequivocally in federal hands. In that sense, then,
the Government of Canada remains both prosecutor and judge, although the
other actors in a system of federal dominance possess limited tools to challenge
federal action that were not available to them before. The procedure remains
- definitive, and its legitimacy has been increased, although it is still compro-
mised by the dominant role of Qttawa. Furthermore, it is not a procedure that

applies to federal fiscal transfers.

Model 5. fnteriockfhg Legisiation
If there were an intergovernmental will to introduce a substantial degree
of formality and certainty into the relationship between Ottawa and the
provinces in the health care field, an approach mooted by Richard Zuker is the
notion of interlocking legislation; that is to say, interrelated legislation that would
be passed through Parliament and the legislatures of the provinces establishing a
pattern of reciprocal obligations in the area of health care. Once established,
these arrangements would endow the system with significant stability and pre-
' dictability, because of the mutual obligations created. We will quote directly from
the discusston paper Zuker presented at a recent Manitoba conference:”
~ The parties would agree to a funding formula for a period of time
- with required review provisions ... The federal legislation would
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include a provision that the funding formwla could not be

changed without the approval of a certain number of provinces

(and territories?) representing a certain percentage of the popula-

tion. {For the CPP, its 7 provinces and 50% of the population.)

In exchange, all provincial and territorial governments

would pass the equivalent of the Canada Health Act, with the pro-

vision that the legislation could not be amended without federal

government approval. The federal government legislation would

state that some or all of the funding to a provincial or territorial

government that amended its CHA-equivalent legislation without

federal government approval could be suspended, pethaps with

a schedule of fines. In turn, the provincial and territorial govern-

ment Jegislation would automatically become null and void, if the

federal government modified the funding arvangement without

the requisite provincial and territorial government approvals. It is

high stakes poker, but that is the general idea.

This approach effectively ties together the policy and fiscal components
of the intergovernmental health care regime and imposes equivalent obligations
on all the actors in the system. Cleatly, to introduce an initiative of this kind
would call on a degree of cooperative behaviour and intergovernmental concord
that the country has not witnessed for some time. Equally clearly, since both
orders of government would be subjecting themselves 1o an interlocking set of
obligations, it would reflect the underlying philosophy of dual sharing commu-

‘nities in which governmental representatives of both communities find the

means to work together on the basis of equality.

Model 6. Bringing the Public In
Canadian governments have been decidedly reluctant to open up their

intergovernimental decision-making processes to the active participation of the

- public, yet giving the public a voice in the proceedings is a potentially powerful

tool for aiding the resolution of disputes in a manner that advances the public
interest and not simply the interests of the participating governments, ‘
Model 6, developed by Richard Simeon after reading a draft of this
chapter, develops one possible approach and is grounded in a recognition of the
following realities: '
> Ottawa is not going to transfer to a provincially dominated body its -
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right 1o make its own fiscal decisions, nor is it likely to forgo its ultimate

capacity to determine contraventions of the principles of the Canada

Health Act.

> Provinces are not going to agree to any mechanism which provides for
significant unilateral federal intervention in the operation of their
provincial health care systems, nor will they assent to a mechanism that
entrenches the hierarchical federal position Ottawa has long enjoyed.
Hence, there is unlikely to be agreement on any purely intergovernmental mech-
anism that embodies these constraints.

In these circumstances, a promising way to get beyond the impasse and
establish a new mechanism is to inject third parties and the public into the
process. As governments, understandably, will not cede authoritative decision-
making power on finance or policy to any such third party, it should be seen as
an advisory and facilitative body. Contrary to the views of many, such a role
would not necessarily make a body of this kind powetless; indeed, to the extent
that it was open, transparent, demonstrably fair, and solely committed to the cen-
tral values guiding health care in Canada, the recommendations of this body
could have considerable legitimacy and persuasive power.

The governments of Canada, then, might agree to create a jointly
appointed and funded “Canadian Health Care Commission.” No significant fed-
eral action with respect to funding or enforcement under the CHA could go into
effect until the commission had considered the matter and issued its recommen-
dations. Thus, if the Government of Canada believed that a province had violat-
ed the Act, it could not withhold funds before the commission had examined the
issue. Similarly, no provincial health care legislation with significant implications for
other provinces or for the national system as a whole (a very important qualification)
- could go into effect before it had been assessed by the commission.

The commission would report to the governments and legislatures of all
provincial jurisdictions. It would be mandated to hold public hearings where
appropriate, and its deliberations and recommendations would be open to pub-
lic scrutiny. Governments, provider groups, and concerned citizens could seek
standing before the commission. One of its initial tasks would be to draw up a
specification and codification of the principles of the Canada Health Act* Tt
would attempt to spell out how these principles would be operationalized, and
what they mean, in the current health care context. While the CHA would
remain in place as a piece of national legislation, a more fleshed out and mod-
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ernized statement of principles, accepted by governments, would make it clear
that the Canadian health care system is a concern and responsibility of all
Canadian governments and their citizens. This document, once developed, could
be submitted to governments and then ratified by them in a new intergovern-
mental accord.

' An initiative of this kind could bring the public much more fully into

the health care debate and give citizens a voice in the major decisions their gov-

ernments are confronting, but it would do so while preserving the autonomy of
both orders of government. On the evidence, it is not an undertaking that
Canada’ governments would find easy to accept; the role assigned to the public
in SUFA, for example, is quite carefully confined, and the governments them-
selves determine the processes of public involvement. The Canada Health Care
Commission, once established, would almost certainly be difficult for govern-
ments to control — which, after all, is just the point; the voices of the citizens
would be freely expressed, and heard. Governments would not be obliged to
accede to those views, but they would have a powerful moral incentive to explain
their decisions in reference to them, thereby elevating the quality and expanding
the scope of public debate. Such an arrangement might prove to be an instru-

ment for focusing more attention on what citizens need in their health care sys-

~ tems, and less on what governments seek to protect in their intergovernmental

relations.

. TOWARD A MATURE PARTNERSHIP

e will conclude this chapter with a series of points that summarize our
main findings in our exploration of potential avenues to resolve conflict
and foster cooperation in the Canadian federal system, particularly in the
health care arena.
> Before there can be a concern with conflict - or with cooperation for
that matter — there first needs to be a significant relationship. A close
relationship means that more connections, patterns of exchange, points
-of concord and friction exist than would be the case with a shallow or
superficial relationship. The actors are more engaged in the relation-
ship, it matters more, and it is, inevitably, composed of elements of dis-

agreement as well as consensus and agreement.
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> The idea of the sharing community speaks to conceptions of collective
identity and redistribution, not, as such, to the agencies and instru-
ments that give effect to that sharing. Thus, one could in theory have a
predominantly Canada-wide sharing community in which there was no
role for the federal government; the principles reflecting collective iden-
tity and redistribution would be operationalized by interprovincial
compact; and disputes (which would in this scenario be among the
provinces) would be addressed by interprovincial processes to which all
provinces have agreed. A given conception of the sharing community
may rteceive expression through a variety of institutional arrangements.
> The federal and provincial governments have been jointly involved in
the provision of health care to Canadians for generations, The relation-
ship between the two orders of government is structural, both with
respect to fiscal support of the system and with respect to its policy
design.
> History, constitutional law, and the preferences of Canadians have com-
bined to produce a rough equality among federal and provincial gov-
ernments and a dual notion of sharing communities in the health
domain. ‘
> The dispute settlement arrangements currently in place do not reflect
this. To the extent that they exist, they are clearly biased in favour of one
of the parties to the relationship. This can be understood as a kind of
institutional immaturity that has negative effects on political responsi-
bility and public debate.
> An appropriate relationship needs to be established between the con-
- ception of the sharing community and the institutional arrangements
designed to support it. In the Canadian federal system, the more the
“emphasis is placed on the notion of the Canada-wide sharing commu-
nity, the more intense the relations among governments become. The
~more intense they become, the more disputes there will be, and the
mote necessary a mature system for managing conflict becomes. It is '
difficult to imagine that provinces would agree to stronger versions of
Canada-wide sharing in the health care field in the absence of muscu-
lar, balanced, and impartial procedures for managing the inevitable con-
flicts between and among federal, provincial, and territorial

governments.
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Our findings imply a major shift in the federal government’s conception
of its role. It currently views its role chiefly as an external monitor of provincial
behaviour and as a beneficent donor of federal largesse, rather than as an actor
deeply implicated in the workings of a highly complex system and deeply
responsible for its success or failure. The question is whether Ottawa is prepared
to transform that role, become a partner with the provinces in supporting the
health care system in Canada and accept the disciplines, burdens, sharing of
responsibilities, and satisfactions that go along with working in a partnership.

A more mature system also implies a shift in the way in which the
provinces conceive their relationship with the federal government. I Ottawa
wants maximum political credit for maintaining the Canadian health care system
with minimum involvement, the provinces for their part appear to want more
federal money for health care, but with no strings attached. Provincial govern-
ments have often found it expedient to exploit the existence of an irresponsible
external actor in the health field, attacking the arbitrary reduction by the federal

-government of its fiscal contributions, rather than acknowledging their own

management problems; if Ottawa contributed what it should, all would be well.
Clearly, a shift to a notion of federal-provincial partnership would require the
cessation of this blame-avoidance behaviour, and the assumption, with the fed-
eral government, of joint responsibility for the functioning of the system.
Finally, a bolder and more sweeping commitment to genuine public
participation in making the nation’s health care choices could assist in greatly
altering the way in which Canada’s single most important social program is

. shaped. Governments are currently mutually complicit in keeping the public at

arm’ length, and in limiting the role of the countrys legislators. The timidity of
one affects the behaviour of all; no premier or health minister is prepared to risk

-the disapprbbation of colleagues by pushing the issue too hard. Yet giving back
"a measure of political power to citizens — allowing them to be actors, rather than

simply reactors — would be a potent means of suppressing the dysfunctional ele-

ments of intergovernmental relations in Canada today, and of increasing the like-
lihood that the health care decisions taken on behalf of Canadians will actually

serve them well.



130 bavid Cameron and Jennifer McCrea-Logie

NOTES

1 Kellett and Dalton (2001, 9) review some
of the fiterature on the positive and con-
structive aspects of conflict. Heisey (1997
explains that humankind is both individu-
alistic and communazl, we are similar and

" different, and the tension between these
complementary but opposing forces
results in conflict. Further, Rapopert

. {1992) illustrates that conflict and cocper-
ation are essential to each other's exis-
tence. They are complementary as a
“union of opposites” (87). Each, Rapoport
argues, is a "cardinal principie of life”
(81). They stimulate each other, and at the
same time, justify themselves by the exis-
tence of the other {(81). Conflict can be,
therefore, both natural and beneficial.
The key, according to Arnett (1986), is to
allow these natural oppositions to exist in
creative tension such that they generate
ideas and new possibilities. Thus, conflict
should not necessarily be viewed as a
negative or dysfunctional form of com-
munication (Cahn 1997).

2 See Michael Crommelin (2001), whose dis-
cussion was helpful here.

3 Crommelin (2001, 139-40), cites these

' examples.

4 Deutsch {1991, 49-50) describes the types
of skills that third parties need o help
conflicting parties constructively resolve
their conflicts.

5 The Agreement on Internal Trade provi-
sions include dispute avoidance and for-
mal and informal dispute resolution
processes. See Doern and MacDonald

. (1999, 137-39).

6  Walton (1987) identifies three possible
general benefits of conflict. First, conflict

" -can generate a certain level of energy
and motivation. Second, in bringing out
varying viewpoints, confiict can increase
levels of creativity and innovation. Third,
people can gain a deeper understanding
of their situation and themselves from
engaging in conflicts.

For a discussion of deliberate “gaps of
ungettlesment” in the Canadian
Constitution, see Thomas (1993).

* Scharpf distinguishes between three

types of arrangements (networks,
regimes and joint decision systems) that
evoive to facilitate multi-level joint action
between both state and non-state actors.
"Networks facilitate trust and infarmation
sharing, reducing transaction cests and
creating opportunity structures for prob-
lem solving ... Regimes are characterised
by angoing rule structures that may be
imposed from above, or be mutually
agreed on, imposing obligations and
increasing the costs of certain Kinds of
damaging unilateral action. Joint decision
systems, finally, are 'consiellations in
which parties are either physically or
legally unable to reach fheir purposes
through unilaterai action and in which
joint action depends on the nearly unani-
mous agreement of all parties invelved"”
(Scharpf 1997, 143). Scharpf argues that
federations that place too much emphasis
on securing intergovernmental agree-
ment can suffer from delay, deadlock, and
other drawbacks associated with the
“joint decision trap." Similarly, Breton
{1985) defends the virtues of competitive
over collaborative federalism,

Albert Breton uses this notion in his
Supplementary Statement to the Royal
Commission: on Canada's Economic
Devefopment Prospects. He suggests that
the role of the Supreme Court "is likely to
be considerably larger than it should be
urless the Senate is reformed in a way
that intreduces an effective provincial
dimension In the federal Parliament”
(1985, 520).

As an example of horizontal monitoring,
the egualization program is based on fed-
eral legislation and is managed by the
federal government. While there are fed-
eral-provincial discussions prior te any
significant change in the system, the ulti-
mate shot is called by Ottawa. Breton
mentions the old Borden line for energy
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distribution, as wel! as federal regional
eccnemic-development policies as other
examples of this horizontal monitoring
function. The Agreement on internal
Trade, which is meant to reduce economic
barriers ameng provinces, is another
example of horizontal monitoring; it was
initiated by the federal government, as
was the attempt to insert a strong eco-
nomic union provision into the
Charlottetown Accord. The federal gov-
ernment has, however, been incapable of
performing its horizontal monitoring
function in relation to the "nationaliza-
tion" of provincial responsibilities for
securities regulation, which seems a clas-
sic case in which provincial jurisdictional
jealousies block a reform that is almost
universaliy regarded as a long-overdue
adjustment to the framework of the
Canadian economy,

Itis important to note, as Watts does,

however, that the federal government
imposes fewer conditions on its federal
transfers than any other federation, In
the United States, 100 percent of federal

_ grants to the states are conditional; less

than 5 percent are conditionat in Canada,
if the EPF and CHST transfers are treated
as unconditional (1999b, 49),

It is ironic that horizontal redisiribution,
which after all involves the transfer of
funds from wealthier to poorer parts of
the country, should be far less controver-
sial than vertical fiscal transfers.

This point was made perfectly clear by
the court case launched by British
Columbia, and, &s government inter-

venors, the Attorney Generals for Ontario,

Manitoba, Alberta, and Saskatchewan,

_which contested the federal government’s

decision to impose a cap on the growth of
the Canada Assistance Plan transfers for
Ontario, Alberta, and British Columbiz.
<httpr/fwwwlexum.umontreal.ca/csc_sccle
n/pub/1991/vol2/htmI/1991scr2_0525.htm »
The Canadian Intergovernmental
Conference Secretariat lists twenty-five

“high-level Intergovernmenta! conferences

20

between January and April 2002,
<http://www.scics.gc.cafconfer02_e.html>
(3 June 2002). ‘

Alberta's scheme covered only a part of
the provincial populfation.

The Canada Assistance Program, which
covered 50 percent of provincial expendi-
tures for social assistance, continued
essentially unchanged until 1990, when
the Mulrorney government capped the

: transfers going fo Ontario, Alberta, and

British Columbia. it disappeared entirely
with the creation of the CHST in 1995.
David Milne (1986, 12-13) uses the terms
“quasi-federalism,” “ctassical federalism,”
“emnergency federalism,” “cooperative
federalism,” and “'double-image federal-
ism" to classify the evelution of Canadian
federalism.

Kenneth Kernaghan and David Siegeal

.observe: "It is difficult to pinpoint the pre-

cise date when cooperative federalism
emerged, but Donald Smiley noted in the
early 1960s that the development of
Canadian federalism since 1945 had been
‘a process of continuous and piecemeal
adjustment between the two levels of
government’, and that these adjustments
had overwhelmingly been through ‘inter-
action between federal and provinciat
executives' rather than through formal
constitutional amendment of judicial
interpretation” (1995, 453).
Administrative federalism, also referred
1o as bureaucratic federalism, implies that
bureaucratic executives are at least as
dominant as potitical executives in the
practice of Canadian federalism (Van
Loen and Whittington 1987, 522-4).
Jackson et al. note that “executive feder-
alism, represents an attenuation of feder-
al power [over cooperative federalism).
The clearest sign of the change from
cooperative to executive federalism was
the movement of intergovernmental talks
from among public servants behind
closed doors to among politicians in the
full glare of publicity” (Jacksen, Jackson,
and Baxier-Moore 1986, 222).
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Summit federalism refers to the fendency
for intergovernmental relations in Canada
to be carried out in committees, usually
at the level of first ministers.

Albert Breton {1985, 498) argues that
competitive federalism is superior to
coopérative federalism on the grounds
that a system that makes greater use of
checks and balances for impeding the
passage of legislation stimulates discus-
sion and is more efficient in the long run.
Judith Maxwell describes collaborative
federalism as a model that "invoives joint
management and jeint decision-making.”
For a more detailed description of collab-
orative federalism, see Simeon and
Cameron (2002, 279-81).

Johns 2001, For an expianation of the
federal government's unilateral approach
In this field from 1987-1950, see Conrad
(1999, 40).

Kathryn Harrison (1996, 116) made this
observation.

For analyses of the Agreement on
Internal Trade, see Certified General
Accountants (2001) and Leeson (2000).
Steven K. Andersen (2000} identifies the
barriers to mediation that currently exist
with the participating NAFTA countries
as: "culturat differences, language barri-
ers, and legal traditions.”

For a discussion of public health reforms
initiated by the Councif of Australian
Governments, see Lin and King (2000,
251).

Choudhry (1996, 476) emphasizes that
the current political reality where the
CHA "is commonly described as imposing
obligations cn provincial governments
who wish 1o receive federal monies for
Medicare” is quite distinct from the legal
situation. He says “Federal stafutes in
areas of provincial jurisdictien (such as
health insurance) cannot, by themselves,
impose legal obligations on provincial
governments. As a matter of law, the CHA
imposes cbligations on the federal gov-
ernment. It defines the conditions that
must be met by the provinces for federal

30

31

32

33

34
35

36

paymenfs to be legal. If a provincial plan
falls short of these conditions, the federat
gevernment is obliged to take certain
enforcement measures, which, in the
extreme, can include withholding all con-
tributions to the offending province.”

For a copy of the CHA text, history, and
annual reports, see the Government of
Canada Web site <http://www.hc-
sc.gc.ca/medicare/home.him> (20 May
2002).

See Auditor General of Canada (1999, 29-
12). See also Madore (2000).

For a list of the deductions by province or
territory since the passage of the CHA,
see Health Canada (2001, 14-15).

For a list of non-compliance issues that
the Auditor General considered unre-
solved in 1999, see Auditor General of
Canada (1999, 23-15 and 29-16). The
Auditor General attributes the federal
government's approach of not speedily
resolving compliance issues to national
unity concerns.

Auditor General of Canada (1999, 29-17).
For example, see Canadian Press
Newswire 14 November 2000. Kiein
shoots back at Chrétien over threats of
fines for private clinics.

Choudhry (1996, 501) identifies three
cases in which the CHA argument was
unsuccessfully raised: Lexogest, B.C. Civil
Liberties, and Morgentaler v. FE.L
Substantial fegal hurdles would discour-
age most potential claimants from
launching a suit that examined the com-
pliance of a provincial plan with the CHA
criteria. For example, an applicant would
need to demonstrate that the agreement
was legally enforceable. However, the
case law on intergovernmental agree-
ments to date does not point in this direc-
tion. "A claimant must obtain third-party
standing to challenge this agreement;

. however, this issue is unresolved under

existing case law.” The Medical Post
describes a recent case where a lawsuit
arguing that a provincial plan was in con-
flict with the Canada Health Act failed to
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receive certification. In June 2001 a B.C.
doctor tried unsuccessfuily to launch a
class action against the provincial Medical
Services Plan, which he alleged to have

" “violated federal law by failing to reim-

burse doctors whao provided medical ser-
vices to patients not insured under the
plan.” The B.C. judge, Justice Baker,
refused to certify the class action on the
grounds that his "Canada Health Act
argument was 'bound to fait,' given that
previous court cases have ruled the
statute is principatly a funding mecha-
rism, and doesn't create a right for all
residents generally to obtain health-care
services" (Fitz-James 2001).

Quebec accepts the validity of the princi-
ples, but not the federal government's
role in defining and enforcing them,”
Claude Forgef, at a meeting to discuss
drafts of these chapters, Montreal, 19
April 2002,

Raymond Breton once remarked that a
country is a territory over which redistrib-
ution occurs.,

The court case on the selective imposi-
tion of a cap on the Canada Assistance
Plan confirmed the legality of this reality.
Zuker (2002).

A body such as this might assume responsi-
bility for the panels on medical services
suggested by Richard Zuker in his discus-
sion paper: “Perhaps, we could have a
national body — national, not federal - that
would be charged with establishing guide-
lines for what services should be insured.
The outcomes need not be black or white
only — there could he ‘gray’ services, too,
that would be recornmended for partial
coverage. There would likely need to be
several panels for various areas of medical
services. These panels could have members
drawn from doctors, nurses, other health
professionals, user groups, etc. Perhaps,
these panels could go even further and rec-

‘ommend services fevels, such a waiting

times, and perhaps even procedures, based
on up-to-date research findings. Regardless
of the extent of the mandate, provincial

governments would still be free to make
their own choices. This type of body could
increase the probability ... for habies in
Victoria, 5t John's and rural Saskatchewan
to obtain simifar services. Moreover it could
provide a firmer basis for Canadians to
assess their health care systems, both
absolutely and comparatively” (2002).
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VERTICAL FISCAL IMBALANCE:
MYTH OR REALITY?

HARVEY LAZAR, FRANCE ST-HILAIRE,
AND JEAN-FRANCOIS TREMBLAY

he issue of vertical fiscal imbalance has been a principal irritant in

Canadian intergovernmental relations since the mid-1990s. Indeed, the

political controversy surrounding that issue permeates much of the ongo-

~ing debate on the funding and policy role of the federal government in deter-
mining the foture of public health care.

Federal and provincial/territorial governments share the cost of
financing health care. How the burden is and should be shared, however, has
become a matter of dispute between the orders of government, particularly as

_ program costs continue to escalate and the provinces and territories find that
their slice of health care spending continues to grow. The provinces and ter-
ritories argue that they are saddled with an unfair structural situation where-
by the amount of revenue they raise is insufficient relative to their
expehditure responsibilities; Wher(_aas the federal government collects more
revenue than it needs relative to its spending obligations. They point to
 Ottawas large budgetary surpluses since 1997 as evidence of this. According

o the provinces, there is a fiscal imbalance (VFI) between the federal and

provincial/territorial governments, and this imbalance needs to be corrected.
~ They have therefore called for a redesign of federal fiscal arrangements —
including the division of revenues — in order for them to have the resources
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and management flexibility required to cop'e with their rapidly rising costs.
The federal government, for its part, disputes the idea that there is a vertical
fiscal imbalance, particularly since the provinces have no formal constraint
on their ability to raise revenue. It further argues that considerable increases
in its cash translers to the provinces in recent years do not seem to have sig-
nificantly improved the health care system.

This sort of controversy over the question of fiscal imbalance is not
unprecedented in Canada. Similar disputes have taken place in different forms
at different times in the past. For instance in the early 1980s, it was the federal
government that was claiming the existence of a fiscal imbalance favouring the
provinces. However, after the introduction of the Canada Health and Social
Transfer (CHST) in 1996, the provinces argued that they were the ones that
were disadvantaged by a vertical fiscal imbalance since, in their view, they had
unfairly been made major, involuntary contributors to the balancing of the fed-
eral government’s budget. Given the difficulty in explaining this rather obscure
concept to the public, the provinces intertwined it with the health care issue in
their bid to obtain increased and stable funding from the federal government
over the long term.

Observers are divided over whether a vertical fiscal imbalance exists
and, if it does, whether it should be interpreted as an enduring feature of the
division of taxing and spending powers in the Canadian federation or whether
it reflects a policy choice (Norrie 2002, 23-4). In the second section of this
chapter we describe some of the events and arguments at play in the ongoing
federal-provincial dispute over the VFI issue. In the third we examine the con-
cept of vertical fiscal imbalance (and the related concept of vertical fiscal gap)
and outline the difficulties involved in applying this concept in a Canadian con-
text. After analysing and comparing three recent Canadian studies that present
estimates of vertical fiscal imbalance, we examine the relative state of public
finances of each order of government since the postwar years and the changes
in federal-provincial fiscal relations that have taken place over time, in an effort
to bring some historical context to the current VFI debate. The conclusions and
options on federal health care funding that we offer in the last two chapters of
this volume are not ultimately predicated on the existence or extent of vertical
fiscal imbalance. Nonetheless, we believe that this question needs to be
analysed, so that the reader understands the important issues it raises and the
way it factors into the debate on health care financing in Canada.
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- THE DEBATE ON FISCAL IMBALANCE AND

FEDERAL HEALTH CARE FUNDING

The Qrigins of the Current VFI Debate
he current federal-provincial dispute on vertical fiscal imbalance
was triggered by the 1995 federal budget, which was the centre-
piece of Ottawas strategy for restoring federal public finances. At

- that time, the federal minister of finance announced that two of the largest feder-
al transfers to provinces — Established Programs Financing (EPF) and the Canada
-Assistance Plan (CAP) — would be rolled into a single federal block transfer, the

CHST. The transfer would be conditional on provinces’ upholding the principles
of the Canada Health Act and continuing to provide social assistance without min-

_imum residency Tequirements. As initially presented in the 1995 budget, the cash
" component of the CHST was to be reduced from approximately $17 billion in

1994/95 1o $12.8 billion in 1996/97 and to $10.3 billion in 1997/98." The feder-
al finance minister, in his House of Commons budget speech, observed that the
cash portion of major transfers represented 21 percent of Ottawa’s total program
spending and therefore could not remain untouched, given the broad goals of the

~ budget. He presented the reductions, however, as cuts from a base that included

both tax points and cash, and thus did not lay out explicitly the magnitude of the
cash reductions {Department of Finance 1995a, 17-19).

The fiscal measures announced in the 1995 federal budget contributed
significantly to the large and swift improvements in federal public finances that
have since occurred.? What is in dispute, however, is whether the measures adopt-
ed to improve federal finances were harder on provincial governments than on
other federal programs. Did the federal government cut transfers to the provinces

. more significantly than it cut its own expenditures? Provinces have argued this
* position vigorously, and their point of view is part and parcel of the fiscal imbal-
" ance debate. As for the federal government, it has denied this charge. In essence,

since 1995 both orders of government have been arguing the faimess of the fed-
eral government’s fiscal stance and the related the issue of vertical fiscal imbalance.

" Lets begin with a summary of how Ottawa defended its position. It
argued that provinces were still enjoying the full benefits of the tax room that had
been transferred to them in 1977 when it moved from cost-sharing grants for
health and post-secondary education to block funding under EPF. In addition,
Equalization payments had not been reduced in either the 1994 or 1995 federal
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budgets. Taken together, the major fiscal transfers to the provinces — made up of
EPF, CAP, and Equalization, and including EPF tax points whose value increas-
es in line with income tax revenues — had not been cut in percentage terms more
than other federal programs. The 1995 budget documents thus declared that cuts
in transfers for major social programs “are less than cuts to other federal program
spending.™ In the budget speech itself, Minister Martin declared: “As a matter of
fairness and balance, we believe that the provinces should not be expected to
bear more of the fiscal burden than we are prepared to impose on curselves. This
budget meets that test” (Department of Finance 1993a, 18).

At the regularly scheduled Annual Premiers’ Conference (APC) in
August 1995 in St John’s, premiers expressed their anger in somewhat muted
terms. They observed: “It is unacceptable for the federal government to, on the
one hand reduce federal transfers to provinces and territories, and on the other
prescribe the structure and standards of provincial and territorial social pro-
grams.” The premiers agreed to establish the Provincial/Territorial (P/T)
Ministerial Council on Social Policy Reform and Renewal “to consult on federal
reform initiatives and discuss common policy positions.™ In the following vear,
at the APC of August 1996, the premiers {except the premier of Quebec) direct-
ed their finance ministers 1o “work with their federal counterparts to ensure that
an agenda for the redesign of financial arrangements proceeds and is coordinat-
ed with social policy renewal.” In so doing, they began to take a series of steps to
support their view that the federal position on the financing of national social
programs was politically untenable. '

In 1997, P/T finance ministers submitted a background paper to pre-
miers that has served as a fundamental underpinning of their position on the
issue of fiscal imbalance. Among other things, the paper declared the following:

> The tax points that were transferred from Ottawa to the provinces twenty
years earlier are “not an ongoing federal tansfer to provinces, any more
than the provincial tax room shifted under the Wartime Tax Agreements
constitutes an ongoing provincial transfer to the federal government.™

> The federal cuts in cash transfers to the provinces in respect of health,
post-secondary education, and social assistance and services between

1994/95 and 1998/99 were 33 percent, whereas reductions for other

(i.e., direct) federal programs were only one percent.”

> “There is a fiscal imbalance between the federal government and the
provinces, even after the federal transfer system is taken into account,” and
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this imbalance is “likely to widen.”
> “Finding the right distribution of fiscal resources between the federal gov-

ermment and the provinces means dealing with both the existing imbal-

ance and the need for new financial arrangements to reflect any coming

rebalancing of federal-provincial roles.™
The report also sets out three options for addressing the fiscal imbalance, includ-
ing enhanced cash transfers, a reallocation of equalized tax points, and realign-
ment of tax fields.

These conclusions were endorsed publicly by the APC in August
1997 at St. Andrews-by-the-Sea. The premiers also declared: “Coordinating
the redesign of financial arrangements with social policy renewal will require
addressing provincial/territorial differences in the ability to raise revenues and
ensure that individuals are treated as fairly as possible no matter where they
reside in Canada.™ In effect, they were affirming that the need to correct the

vertical fiscal imbalance was not inconsistent with ongoing efforts to reduce

-horizontal fiscal imbalances.

By this time, provinces and territories were following a three-pronged

- approach in their efforts to undo the damage associated with the CHST transfer

cuts, First, they were attempting to persuade the federal government to enter into

. anew framework agreement on the development and management of social pol-

icy in Canada. Their objectives in pursuing this initiative were to secure some

limits on the use of the federal spending power and to obtain {ormal procedures

for dispute resolution. Second, they were undertaking detailed studies on verti-
cal fiscal imbalance that they hoped would enable them to persuade the federal
government (and the public) of the validity of their financial claims. Third, they
were also developing proposals to improve Equalization.

At the December 1997 First Ministers’ Meeting, all first ministers, with
the exception of the premier of Quebec, agreed to initiate talks on a new frame-
work for Canada’s social union. The joint communiqué from the meetings set out
objectives for the negotiations that were to ensue. There was no reference, how-
ever, to fiscal imbalance as an itemn of discussion.’® The premiers wanted to have
these issues addressed as a package, but Ottawa apparently preferred to have
them handled independently of one another.

Over the following year negotiations took place on what would eventu-
ally become the Social Union Framework Agreement (SUFA). While these nego-

tiations were proceeding, P/T leaders continued to demand that the cuts to CHST
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cash transfers be restored. Their strategy, however, had undergone a significant
change. By this time, public concern about the future of Canada’ health care sys-
tem had grown considerably, and provinces were also concerned that Ottawa,
with its recent and anticipated budgetary surpluses, might attempt to launch a
new Canada-wide shared-cost health program such as pharmacare or home care.
Thus, the news release emanating from the 1998 Saskatoon meeting of the APC
declared: “As their first priority for new federal spending, Premiers emphasized
that the federal government must restore its funding to health care through the
existing CHST arrangements. Premiers also agreed that funding for core health
services, once restored, must be stable and adequate, before new health care pro-
grams are established.™ -

While in substantive terms, the P/T position had not changed, the focus
on health, rather than more broadly on CHST-related social programs (ie.,
health, post-secondary education, and social services) marked a departure in
their public communications strategy. Health care was by then at the top of the
public agenda. Therefore provinces judged that it might be easier for them to
secure incremental funds from the federal government if they committed to
spend any additional transfers on health care only.

The federal and provincialterritorial governments signed the Social Union
Framework Agreement in February 1999 in the run-up to the federal budget. By this
time the federal government? {iscal position had improved quite significantly. Thus,
a deal on SUFA with terms that Ottawa could accept turhed out to be the quid pro
gquo for an improvement in the federal governments CHST cash payment.

Even as the provinces were mounting their critique of the CHST and

" beginning their campaign on fiscal imbalance, the federal government had

already begun to improve the cash component of the CHST. In its 1996 budget
Ottawa had announced a five-year arrangement that included a new cash floor
provision of $11 billion to limit the impact of reductions announced in 1995. Tn
the 1998 federal budget, the cash floor was raised to $12.5 hillion. The 1999 fed-
eral budget went much further, however, with a one-time CHST supplement for
health care of $3.5 billion and a $2.5-billion increase in the CHST cash base to
$15 billion for a three-year period. The 2000 federal budget provided an addi-
tional one-time CHST health supplement of $2.5 billion.

At the Winnipeg APC in August 2000, premiers drew attention to the

~ fact that the federal government’s surpluses wete projected to rise quickly as a

result of greater than expected growth in revenues and reduced expenditure
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commitments. In contrast, the provinces and territories would “be hard pressed
to keep their budgets in balance over this same }:a.eriod.”12 To lend substance to
their views, premiers released a report entitled Understanding Canada’s Health
Care Costs, which documented in detail the growing cost pressures on provincial
health care systems. The premiers again called for the “immediate and full
restoration of the CHST to 1994/95 levels, together with an escalator,” claiming
that these measures would still leave Ottawa with “substantial surpluses.” l
Meanwhile, the provincial and federal governments were in the process
of negotiating a new agreement on health. The federal government was willing to
further increase it cash commitment to CHST if and only if it was part of a sub-
stantial, commonly agreed upon cornmitment to health care reform by all gov-
ernments. In September 2000 first ministers met in Ottawa and released a
detailed and broad-ranging “Communiqué on Health,” setting out a vision and
set of principles for the future of health care and an action plan for health system
renewal (First Ministers 2000a). In conjunction with this Health Accord, the fed-
eral government announced a further investment of $23.4 billion over five years.
Of this, $21.1 billien would be expended through the CHST (with $18.9 billion
earmarked for health care and $2.2 hillion for early childhood development),

thus providing the provinces and territories with “stable, predictable, and grow-

ing funding through to 2005/06.™"

He Said/She Said: The VFI Debate

Following the 2000 Health Accord

Despite the large increases in CHST announced prior to and as part of
the 2000 Health Accord, provincial and territorial governments continued to
maintain that the federal cash contribution for health, education, and social assis-
tance and services is not adequate or equitable. They insist that there is still a large
and growing fiscal imbalance between the two orders of government, that the cash
associated with the CHST is too limited, given ongeing cost pressures, and that
other aspects of the CHST are inappropriate. They point in particular to the lack
of a solid federal commitment to provincial social programs beyond the CHST
cash floor and the absence of formal provisions for growth (escalator). In addition
to producing their own sefies of reports on VFI, the provinces have also commis-
sioned independent studies to support the validity of their case against the feder-
al government. Each public statement on the issue by the provinces has, of course,

been met with equally vigorous federal counter-arguments. .
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In essence, the provinces argue that the federal government has rev-
enue-raising abilities that considerably exceed the cost of fulfilling its program
responsibilities, while they lack the revenue-raising capacity to meet their con-
stitutional obligations, especially in the areas of health, education, and social ser-
vices, which are recognized as key public priorities. They further argue that the
costs of delivering these large and important programs are rising more rapidly
than federal program costs, while their revenues are growing at a significantly
slower pace than federal revenues.* The following excerpts from the 2001 and
2002 reports of the provincial and territorial finance ministers on fiscal imbal-
ance capture the provinces’ position:

> To accomplish their crucial programming poals, provinces and territories
must have access to adequate funding, both from their own-source rev-
enues and from federal government transfers. This adequacy has not been
achieved with respect to federal transfers.

> Past cuts to federal support for provincial social programs, especially those
that accompanied the CHST have widened the fiscal imbalance. Between

1994/05 and 1998/99, annual federal transfers under the CHST were cut

by one-third — $6.2 billion. Despite a partial restoration in 2000/01, fed-

eral CHST payments were still $3.2 billion lower than in 1994/95. In con-
trast, annual provincial and territorial spending on health care, education,

and social services was an estimated $18.8 hillion higher than in 1994/95.

> Even with the increased payments announced at the September 2000 First

Ministers’ Meeting, future CHST growth ... will be less than that of the cost

of the main programs it helps fund. As a result, the federal contribution,

expressed as a pércemage of provincial and territorial social program
expenditures, will once again decline.
> 1t is clear that the changes to the CHST announced by the federal govern-
_ ment in Septermber 2000 represent neither an adequate nor a durable solu-
tion to the problems of fiscal imbalance and funding of major social
programs.’®
The P/T documents also quote extensively from the work of Professor G.C.
Ruggeri, which indicates that the federal surplus is likely to continue to grow
over the next two decades, while the provinces’ fiscal situation is deemed “pre-
carious.” We examine Professor Ruggeri’s research in the next section. '
The issue of vertical fiscal imbalance has received considerable attention

in Quebec in particular. In 2001 the Government of Quebec appointed the
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Commission on Fiscal Imbalance headed by Yves Séguin. Its report, entitled A
New Division of Canada’s Financial Resources, was released in March 2002. It also
concludes that there is a structural imbalance in revenues and spending between
Ottawa and the Quebec government. Moreover, the Commission considers the
system of intergovernmental translers 1o be inadequate and points to the federal
spending power as part of the problem. The report states:

"> The CHST “is the most problematic transfer program” because it “applies
to fields of jurisdiction attributed to the provinces, and its attendant con-
ditions, as well as its defining terms, clearly limit the provinces’ decision-
making and budgetary autonomy in these fields of jurisdiction.” Federal
budgetary cuts compound these difficulties. As for Equalization, it “fails to
eliminate major differences in the fiscal capacities of the provinces” due to
several deficiencies in program design.

> The federal spending power exacerbates these difficulties. The use of
this power distorts provincial budgetary choices, from one perspective,
“and has a destabilizing impact, from another (when Ottawa withdraws
from joint programs or reduces transfers). It is only because of the fis-
cal imbalance that Ottawa has the money to use the spending power.

Doing away with the imbalance would thus improve autonomy and

recduce distortions. _ o

The Commissions main recommendation to restore fiscal balance was
to abolish the CHST and have the federal government transfer the GST as an
own-revenue source to the provinces.'® With the release of its reporr, the
Commission also made public a study undertaken on its behalf by the
Conference Board. of Canada (2002a) on the long-term fiscal outlook for the fed-
eral and Quebec governments supporting its conclusions.

While the provinces and territories were building their case for improved
intergovernmental fiscal arrangements, the federal government responded in two
ways. It implicitly acknowledged that there was some validity in the provincial/ter-
ritorial position to the extent that it did increase (quite substantially) the size of the
CHST transfer in the late 1990s and early 2000s. At the same time, it has been stead-
fast in contesting the existence of a vertical fiscal imbalance.

In an effort to counter provincial claims, the federal government also
produced a number of reports laying out its arguments.’” In particular, it points
out that both orders have access to the same major revenue bases and are able to
set their own rates. Moreover, provincial revenues (including federal transfers)
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have exceeded federal revenues for more than two decades, and provinces have
exclusive access to certain revenue hases such as royalties, which are growing
rapidly. On the expenditure side, Ottawa argués that provincial health spending
has been rising sharply, but not if it is measured as a share of the economy: 1t also
points to its own spending pressures in areas such as elderly benefits,
Aboriginals, skills and learning, and naticnal security.

The 2002 document produced by the Department of Finance lays out
further arguments:

> As a result of the $100 billion five-year tax reduction plan announced in

2000 and the recent economic slowdown, federal revenues are expected to

grow by an average annual rate of only 1.9 percent between 2000/01 and

2005/06.

> In contrast, federal cash transfers to the provinces are expected to grow at
an average annual tate of 6.1 percent over the same period (more than
three times faster than revenues).

> Federal surpluses are recent and “quite small compared with the large
deficits that preceded them.” Provinces' deficits have been much smaller.

The federal debt burden is twice that of the provinces (federat debt charges

totalled $42 billion in 2001402 relative to $22 billion for the provinces).

This reduces the federal government5 fiscal room to manoeuvre and makes

it more vulnerable to volatility in global interest rates.

> The fact that virtually all provinces have chosen to reduce taxes it recent
years implies that they believe that they have sulficient revenues to man-
age their spending pressures. Indeed, provincial tax cuts enacted since

1995 will reduce revenues by about $20 billion this year."

Thus, while the Commission on the Future of Health Care in Canada
deliberated ahout ways of improving the sustainability of public health insurance
in Canada, federal and provincial governments were engaged in a “he said, she
said” debate about whether or not there is an imbalance in Canadas fiscal
arrangements. Provinces clearly believe that there is an imbalance, while Ottawa

" insists that “the fiscal imbalance’ is a myth.”? Provinces also argue that not

enough is being done by Ottawa to deal with horizontal fiscal imbalances. The

~ federal government displays various charts and graphs that suggest the opposite.
Central to this dispute is a disagreement on the adequacy of federal funding for .

provincial health care programs.
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